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I INTRODUCTION

For post-socialist economics in irsnsition, ©co-
nomic stabilization has been one of e three main
chalienges faced during the comprehensive adjust-
ment programmes they have undertaken in recent
years. The other two have been 10 introdoce funda-
mentsl sysicmac and stnsctoral changes conducive
10 the development of a market sconomy.

To an exteni 8l least, economic siabilization must
come first. This ia the case both because high
inflation—if it exisis-—is 50 desimuctive thal no
policy-maker, recognizing ils effects, could accepl
the continustion of inflalionary pressure without

taking measures to fight it, and from the evidenl
trath thet sysiemic and struciural changes need »
relatively bong lime to be accomplished. The prior-
ity given io economic stabilization means imposing
significant constrainis on the (orm of the sdjust-
meal programme and on the way il is implementad.

In view of these constraints, it is ofien necessary o
sccepl second-best options. This is eapecially true
in the case of Miscal policy during transiton. Typ-
ically, fscal policy is assigned, second only to
compliance with the rules of sound monctary policy,
a [undamental role in macroeconomic stabilization
policy. The objective of fiscal policy, &l ils mos!
basic, is usually formulated as the elimination or al

' The authors would like 1o thank those sticading the Oxford Review of Ecomomic Policy conference held in September 1991
for heir aselul comments. They eapecially spprecssic Chris Allaopp's remaris and his editorial sstastsnce. The suthors sm,
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teasi the considerable reduction of the fiscal delicit.
This can, of course, b¢ no more than a point of
depariune: & more comprehensive formulstion of
the objectives of fiscal sdjustment must ke into
account & large number of qualifications, familiar
from practice in marke! economies as well as the
specific circumstances found in  post-socialist
economies in transition. In the latier, the siluation
differs considerably from the well-known cases of
siabilization in the face of extreme monctary
insiability charactenistic of some developing coun-
ries (Darmbusch, 1990),

In the next section, we discuss the problem of the
mulual links between the budget deficit and infla-
tion. Our mein concem is the exient to which the
conventional wisdom about these links is appropii -
ste for posi-socialisi economies undergoing transi-
tion. In section [ll, some of the theoreticel and
praciical difficulties of Mscal adjustment are con-
sidered. The main [ocus s on the relationships
belween the linancial apd real spheres of the
economy. The specific problems of post-socisiist
economies need tobe aken into account if poicalial
instability is o be avoided.

Section I'V can be scen as a special case study since
it discusses recenl Polish experience with (iscal
pdjusiment and macroeconomic siabitization. Po-
land's experience is nol unique—ihoagh il is the
maos! specilacelar—and the lessons from Poland are
of more general relevance 1o the problems of uran-
sition in Eastern Europe. Finally, Section V presents
some general comments and conclusions. There is
Tittke doubt ihat, in the onger run, & balanced budgel
contribuies o mecroeconomic stabilizalion and 1o
control over public finance. But there are irade-offs
invalved and, moreover, the deficil itself is highly
endogenous and interacts with other aspects of
policy. There is a risk of instability and, especially
during irensition, the delicit itself cannol be the sole
overniding argel of economic policy.

il. THE BUDGET DEFICIT AND
INFLATION

The fiscal balance is one of the most commonly
used synibetic indicators or measures of the role of
the government sector and of the stance of (iscal
palicy. It iz herd Lo deny that, In the longer werm,
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large and persisient (iscal deficits would have ad-
verse effects on macroeconomic stabilization. Thore
are, however, many dangers in a simplistic or
mechanical approach to deficil reduction during
stabilization and il 18 necessary 10 take sccouni ol a
number of compiexitics and interactions in design-
ing a stabilization package.

The most obvious point is thal fiscal balance may
be achieved 21 different levels and with different
patierns of governmen! revenue and expendilure:
differentstructures of the budget would have mark-
edly different effecis on the economy. A (urther
difficulty is thai there s no nocessary, sulomatic
snd relisble link between & budget delicit and
inflation, This is truc gencrally but is especially
imporiant in the case of an economy moving from
ceniral planning 1o 8 more markel-onenied struc-
ture, The role of the siaie budgel and the indicative
value of the delicit are signilficantly different under
planning and anention needs w be pawd o the
qualilative changes thal occur during the process of
transilion,

Among the most important reasons for the lack of
an automatic link betweéen budgetl deficils and
inflation are the (ollowing (Fischer and Easterly,

1990):

(i) The scale of & fscal deficit which should be
regarded as inflationary depends on other faciors
such as economic growth and monctary policy.
{ Typically & low growth rate and restrnictive mon-
elary policy mean that deficits need o be smaller.)

(ii} The significence of a given deficit depends
upon the ﬁnlnn:ing channels svailable {currency
issue of the banking system, external sources, or,
eveniually, the domestic bond market) as well as
monetary policy variables.

(iii) A low comelation between deficits and infla-
ion may also result from tme lags and from
changes in expectations sbout policy. The sequenc-
ingof stabilization measurcs also affects the obsery-
ed relationship (for example, the elimination of
subsidies will raise measured jnflation and lower
the deficit).

The lack of & clesr link betwesn deficite and infla-
lion seema particularly true of planned (of modifled
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planned)economies. However, some of the reasons
for this are different from those ina markel economy.
In particular, the role of public finance has been
quite different from that in market orienied sysicms
{ Kopits, 1990} The state budget assumes the role of
& planping instrament, wsed to iransfer (inancial
resources amongst enlerpriscs as pant of the
allocative processes of the staie, This integration of
the budgel with economic sciivity implies & com-
pletely dillerent role for fiscal policy.

A different approach is also required in assessing
the equilibrium, or otherwise, of the public sector.
The indicative significance of the delicitin lerms of
iis links 0 siabilization or o infllalionary pressure
is much more limited. One reason for this is ihe
contribution of the budgel 1o the linancing of state
enierprises and Uhe operation of the so-called "soll
budget constraint’ (Kornai, 1990). More impor-
tandy, assczsment is made difficull by the presence
of open and suppressed (or hidden) inflation occur-
ring at the same time—a situstion which has been
termed “shorage-flation” (Kolodko and McMahon,
1987T). The Linancial counmerpart i this has been &
stock of “empty moncy’, or an inflationary over-
hang, created as & result of the cumulation of
infationary financial f[lows oOver sucCossive
periods. The inflationary overhang constitules &
kind of non-formal internal public debt which,
together with the quasi-fiscal deficit of the banking
syswem and the deficit lself, should be resied as an
important indicator of economic discguilibrivm.

These cavests do nol mesn, however, that phenom.-
ena, such s the Oliviers-Tanzi elfect {Tanzi, 1977),
identificd for market economics, could not appear
in planmed cconpmics undcrgoing \maRsition. A
marked rise in the mic of inflation, leading, for
example, o [ags in revenue colleciion, could con-
tribuie 10 he budget deficil in tum leading 1o
pressurcs to increase the money supply and lurther
imflation.

Cenerally, however, il 13 not possible simply 0
transiate the expenence of stabilization in market
economies—where & central role is fypically as-
signed (0 budgewry disequilibrium as the rool
cause of monetary expansion and in{lationary pres-
sure— 1o the case of planned economies in transi-

tion. Upward pressure on the money supply may be
more direct—voluniary or even inlended —and the
budget deficii per ze may be oflitde significance, In
&ny casc, the deficitis, as argued, an exiremely poor
indicator of the extent of wnderlying structurl
disequilibrium.

One of the most imporant consequences of this s
thal, unless gresi care is wlken, it is cagy, during &
stsbilization programme, 10 make the mistake of
introducing an over-restrictive policy of fiscal ad-
justment. A policy designed to eliminaie the open
fiscal deficit may actusily lead 1o a dramatic reduc-
tion in public-secior activity. Equally, an sppar-
ently more moderate policy of deficit neduction—
or even of keeping the deficit unchanged—oould
nevertheless inviolve a strongly subilizing fiscal
palicy. The problems of measuring the initial fiscal
disequilibrium and of asseasing the needed fiscal
comection have also been acute in many developing
couniries’ sdjusiment programmes (the inadequacy
of mos! existing measures is streased by Tamzi,
1990). The difficulties and dangers are even more
severe in the case of poat-socialist economies.

To sum up, the first point is that the budgetary
balance is, 10 a large extenl, endogenous. Whilsi the
budgetary position affects the economy and hss an
impact on siabilization, the processes set in train
during stabilization affect the budget position. This
endogencily must be wken into account in the
design of siabilization policy. The choice of appro-
priate crileria for assessing the initial structursl
disequilibrium in the economy and the noeded
degree and type of fiscal adjusiment is of funda-
mental importance il errons are 1o be avoided,

Second, the objective of deficit reduction needs o
be seen in proportion: there are irade-0ffs and, in
panicolar, the impactof policy on the resl processes
of production and employment needs 1o be mken
into account. Third, in the case of post-socialist
economics undergoing irnsjtion, there are circum-
siances which make deficit reduction particularly
difficult; equally, howewver, conirol over the deflcit
is the more necessary. Decreases in real production
during transition as well as foreign indebledness
can easily cause deficit, if unchecked, 10 have a
destabilizing impact on the economy.



il. FISCAL ADJUSTMENT:
CHALLENGES AND CONSTRAINTS

The roots of inflation ina modified planned economy
arise from an economic siruciure typical of central
planning sysiems as well as from a financial policy
which was, in the past, subordinated to real pro-
cesses rather than trealed as an instrument to affect
those processes. Structural changes, however,
though required, must, as noted above, ke time, In
the shoft run, the essential sk consists of climina-
tion of the direct and to some extent measurahle
sources of inflationary pressure. These arc: the
inflationary overhang in terms of an excessive
siock of money, inflationary disequilibrium flows
of expenditure (which will depend upon the poli-
cies chosen), and the necessity of servicing interna-
tional debt, which, with almost no foreign capdial
inflow sl the start of the sisbilization programime,
requires & reduction in real domestic expenditure.
The methods chosen 1o nckle each of these would
have different implications for economic perform-
ance and the siate budgel

Elimination of the exiernal disequilibrium is ofien
regarded as a primary objective of stabilization:
maintsining debt service and reduction of the debt
isell woubd require a subswaniial sdjustment of
macroeconomic policy. In Eastern Europe, in pmc-
tice, an alicrnative approach of postponing extemal
adjusimeni—vin rescheduling and the like—and
concentrating on the requirements of internal
cquilibrium has typically been adopled (Godz-
Kozierkiewicz, 1989). This may ease adjusiment
problems in the short run {though depending on the
debi situation, may worsen them over the longer
term). It may, moreover, make sense since the
bud getary implications of debi service are likely to
be artificially high at the stan of & siabilization
programme due 0 (lemporary) endervalustion of
the exchange rale.

Absorption of & monetary overhang can lake place
ihrough & monetary reform (effectively a reduction
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of liquidity through direct confiscation), through
so-Called corrective inflation-—which is tanamount
0 8 lax on liquid asscis, or by increasing the
atiracliveness of domestic liquid assels by ralsing
interest rates on deposits (Calvoand Frenkel, 1991}
The explicit nature of the monetary reform route
makes it politically difficelt and there is & risk of
highly adverse effects on savings propensities in
the short term. There are limits w0 how far interest
rales can be adjusted and, in any case, there may be
adverse consequences [or other aspecis of the stabi-
lization programme.® ln practice, if the overhang is
large—as was ihe casc in Poland—there may be
litile alicmative o reliance on comective infllation
io reduce the disequilibrivum in the staning situa-
tion: the effects depend crucially on the govem-
meni's ability to limit the price rises to & once-and-
for-all adjusiment.?

Turning to the adjustment of the Nows of budgetary
expendilure and revenue, the inflation ax, though
not usually computed in the official statistics, is
likely 1o be relatively large in the indtial stages of &
stabilization programme. During stabilization, not
only will the inflation tax Fal] bui slso other disin-
bulional consequences of Mscal policy are likely 10
chenge markedly, capecisily due 10 the elimination
of (he many subsidies characicristic of the previous
Sysiem.

In centrally planned economies, subsidies w con-
sumption and o production played an enormous
role in supporting real incomes, especially in the
urhan areas, (According o estimatesby B. Milanovic
for the World Bank, during the mid-1980s their
share in Poland amounted 1o about 40 per cent.)
Elimination of subsidies as part of the adjusiment
package is bound-——unless compensated by other
changes—io lead o & considerable reduction in
household real expenditures, which in um will
feed back 1o budge! revenues through the tax sys-
tem. This is, however, only part of the picture, Even
more important, is the question of the effect of
changes in subsidies and other forms of subvention

! For exsmple, bank profits, srising from high interest reles on loans not matched by high ries on deposits (high sprosda)
were s imporiant source of profits snd revenue during the early phases of the Polish sishilizstion prisgramina,

" According lo most evalustions, e sbsorpiion of the liquidity overhang in Poland ook plece largely i the bl monthe of
|989 when inllation waa very high snd real intorest rates sirongly negative. There was also » relatively high tax on daposits
in Junuary 1990 when the B0 per cent price rise wia aol maiched by cquivalently high nomins! interest reies.
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given w0 the smie-owned enterprises—which are
aiso mostly eliminuied ax part of the new policy
{ramework.

The effecis of changes in subsidies on enlerprises
needs o be seen in (he conlext of the crucial role, in
the former centrally planned countnies, of the stae-
owned secwr in the genemution of gowvernment
revenue and of the peed 10 mainlsin the e base
during the tansition w0 & more market-oricnied
system. In Poland, the share of socialized secior
payments in budgel revenue was about B0 per cent
in 1989 and 1990, On & el basiz-—that is net of
subsidics—ihe imporiance of socinlized SECIOr pay-
meeis in the budget increased dramatically, [rom
48 per cent in 1989 (o 65 per cesl in 1990
(Bolkowisk, 1991}% The reduction in subsidics
together with other changes icnd, moreover, 1o
generaie strong inflstionery pressure of a siruciuml
or coat-push charscier which, combined wilh de-
mand resirzini, iends 10 lead o 8 relatively large
reduction im outpul, The pressure on cnlerprises i
compounded by changes in moneiery policy: the
introduction of positive real intcrest rates can be
scen as the withdrawsl of one of ihe former subven-
Long 10 the swte-owned enterpnse secior, With
their own working capital share traditionsily very
low, and [nced with sharply increased prices for
some of Their major inputs, many enlerprises sre pui
into & position where they have litle room Tor
manoeuvre W incresss their efliciency and hence
have litile prospect of improving their financisl
viability,

Wha this means is that there may be a case for &
midkernlion of the reswictive liscal policy with
s alieration in the incidence of Wwxes snd subsi-
dies. There may, for example, be scope for reducing
socisl security contributions o, in the Polish case,
for lowering the so-called "dividend tax” which is
an extremely arbitrary form of property @x levied
on enicrprises. Of course, such a policy would
amouni i scCEpling, ex ande, less revense andfor
mare expenditure. Because of the importance of the
stalc enierprises in the tax base and because of the
sirong endogencitics involved, howewver, the end
resuft for the Mscal balance could actually be xn
improvement. Pat apother way, therc is a clear
danger if very restrictive fiscal policies are fol-
lowed of going beyond ihe critical point on the

well-knows "Laller corve” with dingerous conge-
quences [or the real economy and a deteriorastion of
the sinie budget itsell, Instability would regualt i f e
pursuit of mechanical wrpets for the deficit led W0
further fiscal tightening and yei [urher fils in
revenue, Thus, it canpot be siressed enough that in
the design of iscal adjustment and sabilization
policies, it is necesaary to take a realistic view of the
role of the staie enlerprise secior (which includes
taking & reslistic view of the rate al which privati-
zation is likely o procesd). An excessive degree of
pressure on sisie enlerprises risks destabilizing the
budpet.

In the shorl run it is probably incvitable that podi-
poCinjist economies in Iransition will seiler some
decreast (n real outpul, with imporiant consequences
for the dynamics of the badget. There will be an
sumatic reduction in Wxation, worscning the
budge ! position (Anand and van Wijnbergen, 1969).
This phentmenon, Charsclenistic of any economy,
iz particularly strong in the case of poci-socialist
economies because of the shove-mentioned high
share of wxes which come from The slate enterpoise
secion. In the longer rm, of course, there i an
objective of widening and changing the ax base. It
necds W0 be emphasized, however, that the initial
x struciure is distant from that approprisic 1o 2
market sconcmy and that e introduction of com-
prehensive ax reform i bound w0 be slow. Ii
requines, for exampie, a relatively long time w0
design and iniroduce the necetsary legislation s
well a3 1o develop the administrative capacity 0
deal with the pew tasks (Tanzd, 1991). [lis also true
that, in the casly stages of stabilization and strec-
turs] adjusiment, Ihe Circumsiances may be partice-
larly uniavoursbie for the introduction of mew
uxes—ihe difficulies of introducing s value sdded

lax (VAT) may provide s good exampie.

Om ihe expenditare side thore are also many difli-
culties which arc particularly scuic in the coniextof
post-socislist economies. One problem is public
investment and, above all, invesimen! 1o *rehabili-
iate decaying infrastructure” (Allen, 1991): there
are strong arguments not only that ibese expendi-
tures should be mainteined but, beyond that, that
they should be increased during transition. Expea-
ditunes on public goods, such as health and educe-
tion, and, especially imporiant, on the social safety



net (such as income maintcpance for the unem-
ployed) also need to be kept up. Culting such
expenditures beyond ceriain limils, especially in
the first stages of a stabilization progmmme, would
beextremely shori-sighied and dangerous and would
threalen longer-term objeclives.

These pressures mean that a mechanical sttitude 1o
delicit reduction can be extremely dangerous and
that ex amie plans for fiscal stabilization mast notbe
too rigid. It is necessary 10 recognize that, particu-
larly if forccasts for budget revenue and expendi-
tare have proved over-optimistic, a mechanical
spproach of keeping w0 earlier targets can develop,
involving dramatic governmen! endeavours and a
readiness 10 sacrifice a relatively large pant of
public expenditure even if such policics are evi-
dently damaging (o the real economy and 10 soci-
ely. Such attivdes would lead, first, 0 excessive
cuts in arcas of expendilure exsential o the func-
tioning of the economy and 1o the meintenance of
& necessary minimum of provision for social pro-
tection and for heman capital development (health,
education, and wrsining). Second, the excessive
atiention 10 the targets may lead 1o delays in the
financing of cenain types of expenditure with the
spurious appearance of acal equilibrivm oreven s
surplus in the short 1erm. Third, the cumulation of
deferred expenditure o the end of the budgetary
penod may fead o the arbitary canceliation of
some expenditures in order o iry 10 meet the snnual
targeis. All three phenomens are charscteristic of
the Polish experience of fiscal sdjusiment dis-
cussed in the next section.

Im broad terms, we have argued that the conven-
tional wisdom that fiscal policy is & fundamenial
component of stabilization policy is comect. With
deficits of the order of 5-7 per cent of GDP st the
startof a programme the only reasonable objective
is & reduction in public expenditure going beyond
the likely reduction in revenwe. But the reality of
iransition needs 1o be wken into sccount. In the
early stages of stabilization it ic likely that there will
be a change from "shorage-flation” into stagflation
(Kelodks 1991a) with the latier rellecting, so 1o
speak, the scale of inelficiency brought o light
during reoricniation \owards the market. Domestic
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output s simost bound 1o (all, with sdverse conse -
quences lor the (lascal pasition. Al the same time the
special characieristics of post-socialist economies
in transition mean that it is extraordinarily difficalt
1o determine in advance the desirable evolution of
expenditures, revenue, and the deficit. This means
that fiscal policy must be pursued in & MNexibie
manner. Rigid argets for the actual or ex posr
balance of the budget should be svoided and the
endeavour o reduce or eliminate fiscal deficin
mustnot lead to the atitude that fiscal deficits must
be reduced 81 any cost. [n the latier case there is a
real danger of instability arsing from a kind of
vicious circle as expenditure reductions and ax
increases, bearing especially on state enterprises,
further reduce the tax base and worsen the ex posr

position of the budget.

This means that policy may need 1o concenirale on
finding ways of financing fiscal deficits in non-
inNatiosary ways. With relatively underdeveloped
financial markets, the scope for domestic financ-
ing, e.g. vis governmen! bonds, is likely w0 be
limited in the short lerm. Agninst monetary rgets,
finance through the banking sysiem would con-
strain the implied amount of credit available ko the
non-governmentseciorn, In practice, this means that
in the early stages of iransformation there may be a
strong nocd {or (and case for) transilory aid from
abroad 1o help overcome the gap between budget-
ary revenues and expendiiures which is Hikely still
o persist (in the short and probably also in the
medium term) even when all reasonable atlempts 1o
curtail the deficht have been put in place.

V. THE CASE OF POLAND

Until quite recently, there was greal optimism
about Poland's ‘shock therapy' and Polish policy
has ofien been pat forward as & model for other
countries. [t is truc thal there have been many
schievements. As far as macrocconomic policy is
concerned, however, difficulties, especially with
the budget, have emerged. These dilficultics exem-
plily many of the issues discussed sbove. In par-
ticular, there is & danger of instability if budgetary
balance is persved in an infllexible manner,
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(1) Background

In looking at the Polish infllation of the 1980s,
scveral distinct phases can be distinguished. Afier
rising in 1980-2, inflation siowed down afier the
1982 stabilization measures and (ell funther wniil
i985. The scale of shorages was also somewhat
reduced. Then, from 1986 until the middie of 1989,
there was 8 renewed rise in inflation from sbout 15
percent in 1985 toabout 160 percent in the first half
of 1989, The scale of shoriages also rose dramatic-
ally.

The ezsence of the problem of “shorage-flation” is
that, with the inlensification of both open and
repressed inflation above & cribcal kevel the prob-
fems cannol be overcome withoul comprehensive
price liberslization. Partiel price liberalization, not
supported by other necessary measures such as the
tightening of all budgel consirinis [acing eco-
nomic agents through appropriate monetary, fiscal,
and incomes policica, leads only to an sccelemtion
of the process of open inflation without climination

of shortages.

It was aguinsi the above background thet the tran-
sition (rom rapid inflation with shorages 1o quasi-
hyperinlistion ook place in Poland, beginning in
August 1989, Upti] the initistion of the siabiliza-
tion package, this hyperinflation was sccompaniod
by shorages (*hypemhortage-{lation’) which re-
sulted from the only partial liberalization—namely
the liberalization of food prices in August The
hage sccelertion was also the resoli of & general
indexation of wages imposed by Solidarity: in-
dexation of wages whilsi prices are raised s bound
1o lead 10 inllation. After Solidarity took power in
September 1989 the indexation rules were modi-
fwed but this change was by then unable i siop the
infation,

1t is imporiant to recognize that this empomry
hypeninfisiion was effectvely induced | Kolodko,
1991b). To an exicnt, it was provoked by the
macroeconomic policy adopied. [t was due, on the
one hand, 1o the political struggle and, on the other,
i the conviction that under hyperinflationary con-
ditions it would be easier 10 bring about lower real
wages and to depreciate the value of money bal-

ances held by the public (especially houscholds). In
Poland, the monelary overhang was brought down
by inflation. In addition, there was a beliel Tha
hyperinflation would be essicr 10 overcome than
the condition of shorages and inflation which had
existed immediately before. Above all, howewer,
the more or less deliberate choice of sccepting
hyperinflation came {rom the priority given o
suning Poland firmly on the (rensition path to =
marke! economy. The implementation of this re-
quires, amongst other things, the almosi full liber-
alization of prices, devaluation and the introduction
of currency convertibility, and & rise in interesi rales
s0 thai they become pasitive in real ierms, Under
Polish conditions, the achievemeni of these objec-
tives was nol possible without passing through &
phase of hyperinflation.

Indecd, it can be argued thal macrocconomic
stbilizetion in Polend was subordinsied i the
primary stralegic goal of transilion wwards a mar-
ket economy even al the expense of the possible,
partial, failure of macrocconomic stabilization. It is
true that the stabilization policies of the first post-
communist government have jed W the decpest
FECESXEON in CoRlemporary E.un:lpr. with inflation ia
1990 siill running at the highesi level in Europe.
But itis also true that the Polish economy is clearly
nesrer—wilh respect 10 institulional changes and
economic pollcy—io & market economy than sny

other posi-COMmMMunist country.

{if) The Deficit and Inflation in 1989

From the sbove il is clear that it is nol poasible 1o
describe o simple causal relationship between the
budget deficit and inflation in the conditions of
1989. Indeed, given that the inflation arose in large
pan from indexation, from political forces, and
{rom policy, it is probably more accurate o sce the
deficitas endogenous, resulting from ratherthan, in
itself, a major generator of inflation.

Im [wct there were major changes during the year. In
the first half of the year, refllecting especially rapid
growth in expenditure, the consolidaied budget
deficit was roughly 11 per cent of GDP. This was
brought down in the second hall (one of the objec-
tives in the last months of 1989 was a reduction in



bormowing) and, for the year as & whole, the delicit
was of ihe order of 2.8 per cent of GDP, impiving
& large turm-sround. The last moaths of 1989 can be
conssdered 4z an introduciony slage o the more
comprebensive stabilization programme of Janu-
ary 1990. Some sxpects staried even earlicr, notably
ihe major culs in subsidies and liberalization of
sgniculiural prices in August 1989,

(k) The Stabilization Programme

Ax [xr a5 liscal adjustment is concerned, the stbi-
hzauon programme sdopled in January 1990 as-
sumed that the siate budget would be balanced.
This was mainly 1o be achieved by & mdical limita-
tion—in many cases the complete abolition—of
subsidics, which were expecied w0 fall from sbout
38 per ceni of staie expenditure in 1989 o 14 per
cent in 1990, The policy also involved improving
lizcal discipline, a ban on the contraction of non-
inlerest-bearing loans from the central bank (and
strict limits on bormowing &l commercial rates), and
the climination or subsiantial limilation of previ-
ously RUMEnous tax exemptions.

As i well known, the resulis of the sabilization
programme were mixed. Aftera jumpin inflation in
Jenuary st the start of the *big-bang’ stralegy,
inflation did come down but iended 10 rise again
wowands the end of the year. Panly because of the
price jump and the effect on real wages and house-
holds® spending power, the initial decline in real
ouipul—especially of the stale enterprise secior—
was much larger than expecied sl about 25 per cent.
The trade balance moved W surplus during the first
year. Table 1 shows some indicators of the differ-
ence hetween the assumplions of the policy-makers
and the results for the first year.

D. Gotr-Kazherkiwwic: and G. W. Kolodio

The most notable features of the table are the over-
oplimistic sssumptions made about the develop-
ment of the real economy. Such optimism might
well be s remmant of the wishful thinking character-
istic of the central planning period, since e fore-
casis were Bol backed by reliable and convincing
cconomic calculations. Funher doclines in indus-
trial production ead in GDP occumred in 1991.
(Alter the 25 per cent fall in output in 1990—which
wioutid be sbowta 23 per cent (all if the private secior
15 included—ithere was. & further fall of about 10 per
cent during 1991, including the privaie secior.)
Inflation continued at & mie of about 70 per cend
during the year and the balance of payments moved
w deficit, (For 1991 the current account delicit was
of the order of 31.4 billion and trade balance
amounted 10551 million.) Al the beginning of 1992
the degree of recession was clearly imposing seri-
ous political sirains.

{iv) The Flscal Position

By contrast with the extremely poor results for the
real cconomy and ihe siubbornsess of Inllation, the
results for the fiscal deficit seemed, initintly, highly
favourabie. For the year 1990 as & whole, & surpius
of & 25 willion or 1.3 per cent of budgetary
expenditiure wis achiewed. On the [ace of it, this
appears o suggest that the difficulues discussed in
previous sections did not apply in practice w0
Poland. This, however, would be 1o misread the
situation. Temporary faciors did improve the fiscal
position in 1990, but the position was deteriontng
through the year. Badget deficit problems re-
emerged in 1991, and in 1992 there is the danger of
¢ full-scale budgetary crisis. The delcriomtion
clearly shown in Figures | and 2.

Table |
Stabilization Programme in Poland in 1990: Assussptions and Results
Raies of growth (%): Assumptions Resuls
Induswrisl production -50 ~250
Unemploymen! rale 2.0 63
Inflstion (consumer price index, December o December) 240.0 249.0
Gross national product 30 11.8
Real wages =200 -30.0
Trade balance (billions of dollars) -8.0 +2.2
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Figure 1
State Budget Deficit: Comulative (in % of expendilure)
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Figure 2
State Budget Deficit: Monthly (in % of expenditure)
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There are several reasons why the impacs on the
budget were, in 1990, initially favourable despiie
ihe obvious negative facior of the development of
heavy recession in the resl economy. The main
factons were:

{a} The most imporiant was an expiosive growth in
the profits of stale enterprises at the beginning of
ihe year, in spite of a large reduction in their sold
production (by 33 and 18 per cent for socialized
industry and socialized consiruction respectively,
as compared with the previows month). There were
two main reasons for this. The first was that many
cnierprises had gained (rom the effects of devalua-
tion. The second wis that (he almost universal
response 1o “blg bang’ was & rise in prices relative
o wages, which supportcd profitability in spile of
oulpul declines. The siate budget was & major
beneficiary due o the imporance of siaie enier-
prises in the lax base. A third facior was the
unloading of the inveniories sccumulated during
the shomage-flation period.

(&) Extremely high profits of the banking scclor—
due 1o large spreads between bormowing and lend-
INg rales—n tum !.I.'Ipp!:tlﬂd BX revwEnues.

(c) There was & strong tendency through the year o
postpone expenditures in order (o meet short-lerm
objectives, leading w0 & bunching of expenditures
iowards the end of the year, or even o their poit-
ponerment o the next year.

During the year, as the lgures show, the situation
detcriorated markedly. In addition to the [aclors
mentioned above, there was some reflation or re-

D. Gotz-Kozlerkhewicr and G W, Kolodko

laxation in the summer of 1990 in response 1o the
larger than expected recession of the first quarter.

In 199] ihe budgel position rapidly worsened as
recession continued and intensified and as costs,
especially wage costs, rosc against & nom-accom-
modating exchange-raie policy. (The exchange rale
wis lixed a1l Janoary 1990 level until 17 May
1991 when there was & devaluation of about 12 per
cent: in the suigmn of 1991 s less-than-fully-
sccommodating crawling-peg exchange- e regime
wis adopied.) The effects of rising wages, increas-
ing intermational competition, and low demand on
the profilbility of state enlerprises weore very ad-
verse, further wonsening the underlying position of
the budget.

The resulis of these threas o budgetary stability
are clear. In the first place, the cosis of the over-
restrictive policy to the real economy have been
very gresl and, moreowver, because of the endo-
genous effects of the budget, they have led W
further effons o curtail expenditures. In Tables 2
and 3, it can be seen that, as expeciad revenue has
fallen, exceptional measures 1o cul expenditure
have beem introduced. This risks worsening the
situation farther, a3 described in previous seciions.

Thus, at the end of 1991, two vears alter the
introduction of the *big-bang® policy, optimism
over ibe Pollsh budgetary position had disappeared.
With outpat down by more than 30 per cent and
GDP lower by sbout 20 per cent, ihe economy
appeared locked in recession. Unemployment, which
reached 2.2 million or 11.2 per cent of the labour
force in December was bound to rise further, with

Table 2
State Bodget Revenue in 1991 (in trillion Zioty)
Plan for Implementation  Forecast Yearly target Actual
1991 Jan ~June July-Dec. revised in Sepl.  Jan.-Dec.
Total revenue 2892 98.0 129.0 270 211.8
frovm
enlerpriscs 2429 795 100.8 180.3 -
hanks 156 6.3 84 15.7 -
private scctor 11.1 6.7 10.5 17.2 -
prvALZRION 150 8 6.2 7.0 -
other domestic 4.4 4.6 20 6.6 -
foreign 0.2 0.1 0.1 0.2 -
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Table 3
State Budget Expenditure in 1991 {in trilllon Zioty)
Plan for Implementation  Forecasi Yearly target Actual
1991 Jan.-June July-Dec. revised in Sept.  Jan.-Dec.
Totsl expenditure 2935 1100 141.0 251.0 242.4
submidies iTa 15.0 14.3 9.5 -
foreign debt service 13 H s 1.5 11.4 -
social security 25.6 124 N5 32e -
current expenditure 1745 68T ™0 147.7
scitlemenis with the
baniks 13.8 2.7 8.4 11.1 -
capital expenditure 7.3 73 10.7 18.0 -
government's reserve 1.0 - 0.4 0.4 -

further costs o the budget. And the budgel jtsell
was in crisis: there was almost no (urther scope for
cutting subsidics or other public expenditure, and
tax risex, even if they could be introduced quickly,
risked making the situation of staie enierprises even
worse.

50 the question arises as to whether the positive
achievements with respect 1o transition 10 & market
coonomy incvitably require such high costS-—ap-
peaning in practice as declines in the population’s
standard of living and a destruction of the real
economy. The cosis have indeed been huge (and
atiempts (Sachs, 1990) w0 belile them do not
change the facts, at most they present them ina false
light). A full discussion would be beyond the sCope
of this paper. However, detailed analyses (such as
Kolodko, 19915) show that much of the huge cost
of stabilizaiion and translormation was avoldabie,
The costs could have been much smaller and the
achicvements no worse of, in practice, probably
better if the numerous crmors coniained in the siabi-
lization package had been avoided. The most im-
portanterror was that the stabilization package was
considerably overshol. This led, in turn, 10 further
pressures on the budget due 10 endogenous re-
sponses, and a further compounding of the prob-

Tema,

V. CONCLUSIONS

The above analysis and description of the experi-
ence of stabilization in Poland suggesis some gen-

eral lessons which may be of impornance for other
countries undergoing programmes of radical irans-
formation. Perhaps the most important, given the
prominence that has been given o the Polish *shock
therapy” as 8 model for other countries, is 1o under-
stand the difficulties that have emerged Despite
major achievements, heavy recession has coin-
cided with a budgetary crisis. Over-ambitious ob-
jectives for fiscal stabilization have comtributed
baith o the depith of the recession and 1o the bodget-
ary crisis itsell. As has becn explained, the initial
sucrcess in achieving budgetary balance—even &
surplus—in the first year of stabilization depended
on & number of special or iemporary faciors: the
more normal situation is, unfortunaiely, that struc-
tursl adjusiment puis heavy pressurc on the state
industries and hence on the ax base and on the
budget. Unless this is recognized, there is a danger
of overkill and potential instability.

More generally, the formulation of objectives for
fiscal policy and the design of an approprisic pack-
age of measares presents particular difficulties in
the case of post-socialist economies. In the first
place, as exemplified by Polish experience, there is
no clear and simple relationship between budget
deficits and the inflationary process. in 1989, be-
[ore the "big bang' strategy, the budget deficit was
more the result of the changes thal wiere oCCurTing
than a direct cause of inflaton.

During &8 siabilization programme the specilic

characlerisiics of 2 planned economy undergoing
iranslormaiion creaie extreme difficulties lor the

13



measurement of the (iscal deficit-—both the actual
deficit and the potential deficit—and make the
assessment of the fiscal comections needed a very
complicated task and one [rmught with uncertainty.
The processes of systemic and structural trans{or-
mation that are et in rain stroagly limit the policy-
makers' room for manoeuvre, making budgel bal-
ance exiremely hard to achieve. Some COMPORENLS
of expenditure, especially on infrastrocture and on
the social safety net, need 1o increase whilst rev-
enues from the state industries tend 10 decline. An
over-restrictive policy may limit the capacity of
enterprises to adapt in desirable ways.

These problems have major implications [or the
desirable design of fiscal policy during transition.
In the first pisce, it seems essential o recognize
reality and 1o take sccount of the imporance of the
stale enlerpriscs in gencmating Wax revenues. Tax
reforma are, of course, needed, but incvitably take
time to introduce. Privatization, which is also badly
needed, also takes time, and may, moreover, tend 1o
lower polential lax revenues in the short term. A
balance or compromise is needed: macrOECONOTRAIC
pressure on the state enlerprises is pan of the
objective of stabilization; on the other hand, exces-
sive pressure limits their room for manoeuvre knd
destabilizes the budgel. All this means that largets
for bud getary stabilization need lo be formulated in
a realistic way and over a considersble period of
time. (1t goes without saying that [iscal objectives
cannoi be independent of other sspects of cconomic
policy—both macroeconomic and microecomomic. )
Olberwise, there is the danger of & substantial
degree of overkill.

The other major implication is that, even if objec-
tives arc reasonable and feasible, macrocconomic
policy and, especially, fiscal policy must be formu-
lated in & way which takes account both of uncer-
winty and of the strong endogeneities of [cedbacks
involved. In Poland, shon-term objeclives for the
deficit have led o further cuts in expenditures and
further pressures on enlerprises and the ax basc—
leading 10 poientisl instability. Once again the
lesson is that objectives need 1o be realistic and
formulated for the medium lerm.

It has been suggested that Polish experience illus-

trates bath ‘overkill” and the problems of potential
instability. Thus one of the general lessons is 1o
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avoid sach instabilities if at all possible. More
modernie fiscal objectives at the st of a stabilizs-
tion programme could have resulied in less adverse
consequences for the real economy, and, due to the
strong endogeneities involved, the consequences
for the deficit might have been over the medium
term as good as, of beiter than, actually achieved. If
deficits are accepted in the short or medium term,
then atiention needs 10 be given o the problem of
financing them in & non-inflationary way. Given
the limitations that apply to domestic sources of
financing (bonds or privatization receipts) there
may be acase for foreign assizstance to the budge! in
the early stages of swbilization.

[n Poland, however, the problems have not been
avoided. The magnitude of the deficit problem al
the end of the second year of the progmmme
combined with a stubbom and decp recession in the
slate-owned industrial sector has brought about a
erisis. The possibility of further reductions in sub-
sidies is virtually exhausted, and sdditional cuts in
publie expenditore would risk being incompatible
with the continuation of s civilized society. The
only ressonable way out is a reoricniation of eco-
nomic straiegy the essence of which should be 2
siress on economic growth. Budget balance nceds
i be seen as & longer-lerm objective, which can
only be achieved as the economy recovers and
reorientates lowards the market. In tarm, economic
growth and financial stability will only be possible
with & far grester cmphasis on the health snd
structural adaptation of the state-owned industrial
SLCUNCE.

OFf course privatization and tax reform are neces-
sary and should be pursued. But, in the shor term,
privatization is more likely 1o reduce than increass
lax revenucs, quite apan from the necessary ex-
penditure on structural adapation, some of which
will inevitably fall on the budget. Similarly, liscal
reforms (value added tax and individual income
wx)will in the short run produce redistributive and
inflationary effects rather than revenue for the Slale
budget. Institutionalization of the *second’ ot “grey”
economy could not lead to more than & small
increase in wxes. Thus » growing and profitable
siale enlerprise seclor is essential, nolonly ks a siep
on the way to marketization and privatization, bul
10 medium-term budgetary equilibrium as well,
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