Imnrute f}fF i ﬂﬂnr:e
Neb7
1998

Warsaw

Grzegorz W. Kolodko

TRANSITION ECONOMIES -
SELECTED ISSUES



INSTITUTE OF FINANCE

WORKING PAPERS No 57

Grzegorz W. Kolodko

TRANSITION ECONOMIES -
SELECTED ISSUES

Warsaw 1998



Editor Wirtald Malecki

DTP Halina Szewczuk
© Copyright by Institute of Finance, Warsaw [99§

[nstitute of Finance

Information and Publication Section
Warsaw. Swictokrzyska 12

206} copies

[SBN B3-E53616-28-4



Editors note

This Working-Paper consists of reprints of two papers by Grzegorz
W. Kolodko.

The first one: From Market Reforms to Transition to a Market
Economy. The Case of Poland was presented to the international
conference on: Rethinking of Gradualism: What Ching Can Learn from
Early Reforms in Other Countries, Wational Economic Research Institure,
China Reform Foundation, Beijing, 21-22 August, 1997,

The second one Exchange Rate Liberalization Policy and Growth
in Iransition Economies was presented to the Policy Seminar on
Financial Sector Development and Reform at Tashkent on December
4-6, 1997.



I. FROM MARKET REFORMS
TO TRANSITION TO A MARKET
ECONOMY. THE CASE OF POLAND

1. Lessons from historical experience

The notion of "reforms” had been used for several cccasions in
the centrally planned economies in the course of their history. The
common denominator of these reforms, whatever their features and
characteristics have been, was an effort 1o sustain the svstem by its
improvement through growing efficiency and better standard of [iving
of the population. And always the reforms carmied forward in the late
30's, and then in late 60's, and early 70's had delivered some improvement
of economic performance, but 1t has not lasted for a longer period of
time. The positive results of the systemic changes introduced under the
subsequent reform attempts had been evaporating as the time was passing
by. Ultimately, the next drive towards "new”, or "just” reforms had been
taken. It has happened so, because the reforms in cach particular case
were not able to solve the crucial problem, namely to secure the ability
for fast, sustainable economic growth, After some initial improvement
of the overall economic situation, the economy was slowing down its
pace of growth and had been driven into another detenoration of
economic equilibrium (Kolodke,1986b). Again and again the shortage
re-appeared and the repressed inflationary pressure re—emerged, with
all accompanying inefficiencies. The bigger was the disequilibrivum the
slower was the long—run rate of growth and the bigger were the
shortages, the wider was the fluctuation of the rate of growth. And this
has been, although to different extent, the case of all socialist centrally
planned economies of East Central Europe since 1950 until the end of
the eighties (see Table 1),



Economic Growth Cycles in Centrally Planned Economies: 1950-88

Table 1

Periods
Country NMP growth rates {in percent)
Bulgana 1953-56 1957-5% 1960-83 1984-67 1968-71 1972-F5 1976-80  1981-85 1985-8A
6.5 14.0 6.0 91 7.4 B.3 6.4 35 5.2
- + - + Sl - e +
Czecho- 1850-52 1953-56 1957-61 1962-65 1966-69 1970-75 1976-78 1979-84  1985-88
Slovakea 100 65 7.4 08 F2 53 4.7 1.8 2.4
- o+ - 4+ - - - +
GDR 1950~52  1953-56 1957-58 1960-63 1964-68 1970-75  1976-86 1957-88
18.0 6.7 B.7 2.2 5.0 57 4.4 3.3
- - . + - -
Hungary 1951-53 195456 1957-60 1961-65 1966-69 1970-74 1975-78 1979-85 1986-88
8.3 2.0 1.0 5.4 72 6.2 5.0 08 18
- & - & = - - +
Poland 1950-53 195457 1958-83 1964-6B 1969-70 1971-75 1976-78 1979-82  1983-85 10936-38
9.8 9.1 5.4 7.4 a7 9.8 4.9 -6.5 49 3.8
- - + I - - + -
Ramania 1951-53 1954-56 1957-50 196062 19683-88 1067-70 1971-76 1977-7%  10B0D-A4 1085-88
17.0 5.0 10.8 7.6 10.5 7.0 11.5 7.7 4.0 5.4
- - - % i - - +
Soviet 1950-51 195253 1954-56 1957-63 1964-68 1960-73 1974-78 1979-88
Linion 16.0 B.2 M6 6.0 gz 8.5 5.0 3.3
NMP -~ Net Malerial Product, ... - data not available, *+* = acceleration, *—* — slowdown

Source: Slatistical Yearbook, Central Statistical Office, Warsaw (different years), and author's estimates



In the case of Poland, which has happened to be a specific
laboratory for the reforms of the socialist centrally planned economy
and its ultimate failure, the general sequence of changes followed similar
path, although there had been much more sound efforts to reform the
traditional, Soviet-type socialist system than elsewhere. After the reform
of late 50's, when there was an attempt to de—centralize the management
of the state companies and exercise at a wider scale the workers' self-
management, the reform of late 60's took place. However, it was
inconsistent, lacking complexity and not supported enough by the
political leadership to be carned forward in a successful way. Hence,
after another serious economic and political erisis of 1970, the firm effon
to reform the system was undertaken in the course of 70's. This time
there had been a commitment to create a sort of socialist concerns and
conglomerates to make the economy more competitive on the international
scale and, first off all, to open it up for wider contacts and links with
the world economy.

Contrary to the expectations, after some vears of remarkable
improvement (197174} the economy had been driven again into big
disequilibria and, what has been the beginning of the end into
unmanageable foreign debt. The openness of the economy, which
supposed to be a mean of its upgrading, owing to wrong policies had
turned to cause growing burden of debt, which has started to strangle
the whole economy. Ultimately, it has caused another severe economic
crisis, which has brought the system close to collapse. As the aftermarh
of it, the reforms of the eighties had been launched, but the task this
time was even more paramount than any time earlier, due the distorted
economic relations not only domestically, but on the external side of
the economy as well,

Despite all the merits, the market oriented reforms did contribute
— unfortunately, only to the degree and only for a short time - to higher
rate of growth and growing competitiveness of the economy. The new
institutional arrangements, which were brought during the subsequemt
reforms, had make the economic entities, especially the state enterprises,
a little bit more flexible and more able to respond positively to the market
signals. On the other hand, the evident lack of other, crucial for sound
economic development organizations and mstitutions, did cause repeatedly



various contradictions and tensions. And the logic of these processes
had heen such, thar the economic tensions had been transmitted -
althoweh with some tme lag, bur unavoidably — into the field of social
and, wltimeasely, political relations,

Hence, the pre—transition economic reforms implemented in the
eighties in Poland - as well as in the other socialist countries — are
hardly the first of such efforts. Actually, they have a long history!. First
attempts at reforming socialist economies had been made back in 1956—
1958, It was a reaction to the compromised, utterly bureavcratized,
Stalimist svstem. Oniginally, this system had caused a number of changes
in the economy. Among other things, it brought essential transformations
in economic structure, In Poland this was expressed mostly in the rapid
iidustrialization and the creation of the foundation for further industrial
development. especially of heavy industries. The economic structure thus
created and the mechanisms of economic operation, however, were
increasingly ert and inflexible. They also failed to keep abreast with
quickly rising and changing social aspirations. The need for far-reaching
changes was becoming increasingly pressing. Efforts made in that period
failed. because the leadership lacked the determination required to
consistently carry out the reforms. At the same time, the structures and
institutions, which supposed ta be changed mostly, were proving
increasinely resivtant. Both, the system and social structure, which went
along with it, proved exceedingly viable and adept at self-perpetuation.
Several wears went by, the reforms had been abandoned and not
surprisinglyv they did collapse.

Later, Hungary tried to draw some conclusions from earlier Polish
tatlures. In turn, this very country 1s frequently cited as an example for
the Polish reform of the eighties. So, the process of learning by doing,
including the conclusion drawn from the own ones as well as from the
mistakes of somebaody else, had waken place. Similarly as in Poland, in
Hungary the firm drive towards market-oriented reforms had contributed
to relatively better economic performance than elsewhere. It has to be

' Mare on this issue see - among others - Wilczynski (1972), Wiles (1977),
Zielinski (1978), Nove (1981), Kornal {1986), Brus (1988) and Poznanski
(19967,



stressed that the early reforms of the centrally planned regime have
significantly contributed to the late transition to a market svstem. The
more the socialist economy had been reformed in the course of seventies
and eighties, the easier the transition from the perviows system to the
new one, following in the nineties, does go.

2. Prerequisites for a successful reform

The history of the econemic reforms, their results and failures in
Poland and other socialist countries show that at least four conditions
must be simultaneously satisfied for any reform fo succeed. First, society
must be willing to carry out the reform and to bear the inherent costs.
Second, firm commitment and determination of the political authorities
are necessary. Third, knowledge 15 required to provide a theoretical
foundation of the new system, which is to be put in place. Lastly, reform
needs resources, to facilitate the necessary changes by the opportunity
to reach to the them at the time, when the "old" is no longer there and
the "new" is not yet in place. One can hardly find until the end of the
eighties an example satisfving all these conditions simultaneously.

As for the knowledge, it looks different from today's perspective,
but in due time the knowledge in these matters was no doubt still limited,
It expanded usually at the pace of an arithmetic series. while problems
the economists and politicians had faced did soar in a geometric
progression. Although ir has been known more and more abowr how
to reform the economy, the target system had never been clear enough
and always the "unexpected” influenced the course of the changes rather
in a negative than the positive manner, making them even more ditficult
to carry forward.

What concerns the social support for the reforms — sometimes quite
difficult, if not thormy for the societies involved — the situation had varied,
depend of the social strata interests and particular period of the
implementation of the reforms. On the whole, while in the eighties the
population of Poland display much interest and support for economic
reform (although not as much as earlier, especially in 193638 and 1971
74}, it also demonstrated a rising reluctance to bear the inevitable costs



of svstemic and structural changes. This syndrome reflected in paying
lip service to reforms. while passively (or sometimes actively)
counteracting them when it came to concrete action entailing costs,
resembles the siuation when they want to have their cake and to eat
it. In the eighties the public opinion polls had provided corroborating
evidence supporting this observation, especially with the regard to price
and income policies. Population regularly declared that they favour price
levels and relations to be based upon market categories (50 to say, they
accepted an idea of bringing them to the market clearing level), but they
did raise quite strong protests, the severe series of sirikes notwithstanding,
when the authorities raised the prices, or — because of the very deep
sense of the reforms — allowed them the be fixed (of course, at the higher
than previously level) by the very market.

The answer o the question on the leadership'’s determination in
the implementation of systemic reforms is more complex. The leadership
had not been alwavs homogenous one, whatever was the impression of
the outsiders. and the power elites reflected - although they did not
express 1t openly in public — the same, or similar contradictions, which
were present within different groups of the society, Of course, the
approach of the authorities toward the reforms has not been the same
all the time. But in the eighties - and it occurred to quite a degree due
to the lessons learned from the historical experience — the Polish
leadership. like never before, wished really to go ahead with market
reforms. This determination was a function of many factors, but the most
important one was the indeed deep conviction, that there can be no
further efficient performance of the economy without a major overhaul.
If the authorities sound commitment to the reforms is backed by the
soctitl suppont for them, the things are much easier to be implemented
than otherwise.

So, for the reforms to succeed it is necessary to create a proper
compatibilitv: between the authorities and society’s interests in s
implementation, to establish a firm coalition working in favour of these
changes. Such a compatibility can be a very strong factor stimulating
reform process. In the Polish developments of the eighties it was not
the case and it had happen rather for the political reasons, than purely
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due to the economic ones. What's more, because of the political struggle.
which had taken place, especially after the imposition of martial law
at the end of 1981, the opposition followed destructive from an economic
viewpoint approach "the worse, the better”. It supposed to mean that
the deterioration of the economic and social situation was contributing
to growing chance of the political overhaul, along the line of the
expectations of the political opposition. As the specific byv-effect of such
a bizarre political struggle, the economic situation indeed had started
— after some improvement in 1983-85 — to deteriorate agam, what was
"better”, according to this sort of logic. Despite some attempt to change
the political institutions and practices did take place. the lack of adequate,
deep political reforms, accompanying great efforts of the authorities to
turnaround the economy, mitigated the ability of the leadership to enforce
the necessary structural and institutional changes.

Coming to the fourth factor, which offers a chance — as we can
at most speak of a chance — for a successful reform. that 1s financial
and material resources, Poland has not been the best off. What has made
the situation still more difficult to manage, that was the country heavy
foreign debt, which had been a major burden imposed upon the economy
during the reform efforts of the seventies and the eizhties (Table 2),
This debt very sericusly limited the margin of freedom and scope of
manoeuvre required for the successtul implementation of the reforms.
As the years had been passing by, the narrower the field for manocivee
was, the increasingly futile was the chance for the reforms to succecd.
The problem 15 that the most favourable conditions for the reforms are
at the period, when the economy is in a good condition and is able
to provide the resources to cover the costs of adjustment, but at this
very time there 1s hardly a sound conviction that the reforms have to
be executed at all. The question had been alwavs raised under such

circumstances: if the economic performance is a good one. why to change
i?
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Table 2

Growth of Polish Foreign Debt in Convertible Currencies: 1971-

1988
in billion $

Year Gross Foreign Debt (year end)
1871 1.3
1972 1.7
1973 3.1
1974 5.3
1975 8.4
1976 12.1
1977 15.4
1478 18.5
1979 21.9
1980 25.0
1981 255
1982 25.2
1983 26.4
1884 268 °
1985 £9.3
1986 33.5
1987 39.2
1988 40.1

Source: Roczrik (1988),
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3. Central planning and market

Economic reform concepts in Poland in the eighties had been based
on a far broader introduction of market relations into the economy than
considered ever before. Contrary to many past approaches, rvpical for
the stage of command socialism, tied with bureaucratic centralls
planning, the conscious did come that over centralized management
cannot cope with the optimal allocation of capital and labowr This
inability led to an ever greater complication of economic, commercial,
financial, technological and other relations, and eventually 1o a relatively
lower economic performance and labour productivity. The centralized
management svstem of so—called "real socialism™ was thus unable 1o
cope with the allgcation of limited material and human resources. In
Poland, this system was generally referred to as directive-type, or more
precisely, directively—distributory management. which was to emphasize
the role of the central, bureaucratic rationing of scarce means of
production. Hence, economic reform in Poland aimed at comprehensive
introduction of market categories into the institutional set-up.

The role of money, prices, credit, interest rate, exchange rate and
suchiike had been gradually, although significantly enhanced. The
conviction that it was necessary to call upon these market categories
had been derived from several premises. First, the marker was supposed
to bring discipline into economic processes through putting «a curb on
the excessive expansion drive, typical for the bureaucratized central
management. This drive used to lead to over investment, with all the
adverse consequences for economic performance, especially the growing
imbalances and disequilibria. The earlier exercised passive role of money
and market meant that their meaning had been only secondary to phvsical
processes. The biggest units in any factory abways had been the planning
(in physical terms) and the procurement divisions and the smallest one
was the marketing department. There was not at all problem to seil and
always there was the great problem to purchase. So. the economic
reforms were designed to inverse these relationships, that is wo subordinate
material processes to monetary processes, which should facilitate the
balancing of the input and output in the economy and, therefore, through
increasing competitiveness and equilibrium contribute 10 better efficiency
and productivity,
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Second. market categories and - most of all - resultant dear money
policies as well ay hard budget constraints were intended to create the
SVEICIIC premises enforcing Hecessary economic constraints vis-a-vis
both, the firms ax well ay the households. Before, only the househelds
knew the hard budget constraints, while all attempts of applying them
to state firms did fail, preciselv because of too passive role of the market
and monev. And this is the higgest of all failures of the socialist
econonies, including the reformed ones. The points were, therefore, to
enable the market competition through the ability of economic agents
to make for them the free choice possible, but — by the same time -
based upon the hard budget constraints, without any guarantee of the
state subsidies in the case of loose.

And third, the market is a mechanism whereby the cutput structure
(in the short term) and the investment structure (in the long term) adapt
themselves to social needs and demand. Excluding cenain strategic and
nfrastructure investment projects decided by the central government,
central planning — despite major advances in planning methods and
computing techniques — had been and remains unable to initiate processes
balancing the volume and structure of supply and demand. This failure
was especially visible with the regard to consumer goods market and
soctal services provided by the public sector, with severe negative
tinfluence wpon the social situation and support — or a lack of such a
support. 10 be more precise - for economic reforms. Hence, the role
of a market and its mechanism became the fundamental problem facing
the theory and practice of systemic reforms under socialism. It was hardly
a coincidence that the course of discussions on this subject was similar
in all countries, which had experimented with the reforms and initiated
them. sooner or later.

In discussing market—oriented systemic reforms one should remember
that socialism was originally conceived as an anti-thesis, a negation
s if 1owere, of the capitalist economy based on the market forces. The
"satisfaction of social needs” has been contradicted with the drive
towards profits maximization. the planned coordination and “socialist
co—operation” were to replaced the tough market competition; the
administered price setting was to substitute the market clearing mechanism,
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the bureancratic allocation of the means of production was to swapped
the spontaneous one conducted by supply and demand interactions: and
— first of all — the state and co—operative ownership was to take over
the private property rights, But the reforms were not targeted on simple
reversal of this early and naive approach., but thev were. in a sense.
the effort to escape forward, a sort of negation of the negation. In another
words, first the capitalism had been rejected and almost evervthing was
going to be different one. Later, in turn, these verv "different one”
institutional arrangements and economic events had been challenged by
the introduction of the elements of the market. And these were only
of the elements of i1, but definitelv not the entire new {indeed new, not
the old, previous one, since capitalism has changed in the meantime
tremendousiyv) institutional set-up,

The reform driven attempts, including the ones carvied forward in
the eighties, were made to implant elements of the market economy into
the socialist system, but certainly not to replace the lutter with the market
economy. Everything what was going to be changed. was only to the
extent, which supposed to perfect the new svstem. but whatsoever not
to allow for the return of the old one. So, at that time — as 1t s still
the case in China or Vietnam - the natural question had come. what
are the limits to the market mechanisms and refations in reformed
socialist economy? There have been conflicting views on this matter,
In defining the extreme attitudes with this regard, Kornai {1986} referred
to the ides of nearly complete introduction of market relations as the
"socialist Friedmanism™ and coined the term "Galbraith's socialism” for
those advocating the active role of the state in economic processes to
be maintained. While Kornai's observations made then were drawing
mainly on the Hungarian experiences, they were not relevant for Poland
and, I believe, also they were not true for other centrally planned
economies, which were not engaged that much in a systemic reforms,
as it was the case of Hungarv and Poland.

The Polish debates of the eighties concerning these matters reveal
an interesting evolution of the views. What makes 1t all the more
interesting is the fact that the evolution of theoretical views had been
Jollowed, with a certain, natural time lag, by the significant alterations
in politicians' opinions and, eventually, in the policies of svstemic and
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institutional changes. Initially, reform was to consist mostly in a
narrower apphication of certain market elements. Then it was decided
that the scope of market influence was to be extended. both about what
we may call its scope and depth. This is how it came to the discussions
abour the overriding role of central strategic planning and a still auxiliary
and corrective role of the market. Then came the further enhancement
of the role plaved by the market. This was clearest — both, in theory
and in certain practical solutions — in a further expansion of the reach
of market categories: from the consumer market alone (this was to be
reflected. among other things, in the relaxation of price controls by the
state) to the means of production. In the next stage there was already
more talk about the creation of money market and capital market and
about o necessity w kaonch a sound labour market. It could be also heard
that the range and power of the market mechanisims were o be stll
deeper. stronger and farther going, but still within the unpassable limits
of socialism.

Hence, the market and accompanying it mstitutional arrangements
were no longer discussed as a secondary, of a corrective nature only,
to the paramount central planning instruments, but as an "equal partner”
of the verv central plan. Economic processes were to be no longer guided
exclusively by the visible hand of the central planner, but also, and step
by step 1o an increasing degree, by the invisible hand of the markel,
Hy the end of the cighties one could already anticipate that the next
stage will inverse the stress and wall put the emphasis on the examination
of the essence and features of the market (first) and planned (second)
model.

So. the entirely new quality change was closer and closer and the
reformed socialist economies were thus approaching the stage of a
complete reversal of the fundamental ideclogical and political options.
Until that time. the market was supposed to correct — and only to some
extent — the shorcomings and inconsistencies of a central planning.
Under the new approach, emerging as an aftermath of both, the successes
and the failures of the reforms, the central planning had been left anly
to correct the negative impact of powerful market influences. The driving
force of economic growth has been shifted from plan, which was dying,
to the market. which was only emerging. The socialism ceased 1o
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developed as the anti-thesis of capitalism and it started 1o evolve more
and more by incorporating the tastitutional arrangements and behavioural
aspects of a market economy. 1t can be claimed that in the late cightics
Poland was in a transition period from the model of planned and market-
tvpe socialism to the model of market-type and planned economy.
Interestingly, the organizations and institutional arrangements have
followed this path of developments. Alrcady @t the beginning of 1989
the mighty Planning Commission had been abandoned and replaced bv
more market compatible Central Planning Agency. based rather on the
Japanese or French experiences with the indicative planning, than the
early Soviet—type directive planning?. The logic of this historical process
appeared to be quite clear. Similar observations could be made at that
time with the respect to Hungary, Yugoslavia and, to the extent. to China®.

Only such a broader context affords the comprehension of the
processes connected with the organization of e.g. the capital market.
calls for a true labour market (that is including unemplovment). or the
attempts to commercialize banking system. Thus, for example, onlv when
the conviction about the indispensability of the capital market matured,
banking reform was initiated. This reform would have no sense under
the traditional arrangements, as it could not have produced anyv desirable
effects. It was precisely under such circumstances that a network of
commercial banks had been set up in Poland in 19871989 In rum,
the commercialization of the banking svstem was an institutional and
systemic measure designed fo promote further marketization of economic

1t is worth to stress that only as late as in 1996 (when the author was
as the First Deputy Premier and Minister of Finance of Poland in charge of
economic policy) this quasi-ministry, within the implementation of the reform
of the central administration, has been dismantled and replaced by the National
Strategic Studies Centre, rather a think tank without any administrative
prerogatives, than a bureaucratic body.

*On the economic reforms in the 1980s in China see - for instance - Ellman
(1986), Feuchtwang and Hussain (1983), Fan (1997), Harding and Hewen
(1988), Kosta (1987), Perkins (1988), Quaisser (1987) and Zhang (1989},

*On the structural reforms and institutional arrangements in the eighties
in Poland see Kolodko (1989
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refations. especially capital allocation, the balancing of supply and
demand. It alse had aimed at the enhancement of cconomic performance
i production and imvestment through the imposition of hard budget
constraints upon the state and co—operative companies.

The creation of a two-ticr banking sysrem, however, had a deeper
sense. It was, in fact, an instirutional confirmation of the increasing role
of maney and market relations in the socialist economy, more and more
led by the market forces than by the central planning allocation. It was
possible only within such a banking system that money could play a
maore active role and influence the processes of production, trade and
distribution. This background was also necessary for carrying out active
monetary policies that, as mentioned before, had been previously
subordinated to planning in phvsical units. This evolution in the approach
of the management of economic processes in Poland was reflected in
the transition from separated input—output planning in physical units and
financial planming to an integrated system of material and financial
planning. which had been expected to be introduced since 1989. The
integrated material and financial plan were aiming at an acceleration
of the transition from directive—type planning to the model of market-
related planning. Radical systemic changes, as well as the changes in
economic pohicies provided for in the programme for the implementation
of so—called second stage of economic reform (Programme 1988), were
the natural steps capable of bringing changes in this status quo.

The nation—wide referendum, which preceded she adoption of this
programme, reflected the second fundamental feature of the systemic
reform in Poland: the democratization of political relations, It was
already generally accepted - in research papers, press statements and
official party documents — that the democratization of economic
relations, expressed primarily in the introduction of market forces and
mechanisms, I mol possible withouwr sound democratization in the
broader, poliical sense. Despite democracy i1s a value itself, it was
obvious that it is also an essential mean of resistance against the
particular interests of a number of lobbies, which otherwise were acting
rather in an informal way. And it is well known that the market does
not vield 1o the pressures of various groups of interests as the central
command planning did.

18



Moreover, there 1s a great deal of evidence supporting one's claim
that there had been some sort of inconsistency between the determination
to enforce the market rules and liberalize — and once more only to the
degree — the economic policies and the commitment to support these
changes through appropriate political hberalization, So, the first main
cause of the failure of market reforms m Poland was the inconsistency
and lack of complexitv of executed reforms. Lack of comprehensive
approach and dearth of sound commitment to get entirely rid of the
bureaucratic planning, did weaken the economic syvstem instead of
enforcing it, as it had been expected. The old did not actually work
anymore, but the new one was too long in statu nascendi to overhaul
mounting imbalances, inefficiencies and overall economic and social
hardship. So, in a sense, the fruits of the reforms died before they were
really born.

The so—called second stage of economic reform, implemented since
1986 after the defeat of an attempt to slow down the whole reform
process, constituted a continuation of developments started in the vears
198182 and it was de facto admission that many earlier attempted
measures had failed te bring the anticipated breakthrough in overall
economic performance in Poland. How, therefore, can one evaluate the
effects achieved by this reforms of the economic system in Poland and
what were the principal barriers to its implementation” It is indeed a
truth, that the farthest reaching changes were implemented vis—a-vis
institutional set—up. The system of the economy by the end of previous
decade had differed significantly from the one that had led to the deep
crisis in the late seventies. By the late eighties economic system in Poland
was dominated by indirect, indicaiive planning, making widespread use
of numerous market categories and monetary policy imstruments’,
Unfortunately, despite the whole reform efforts and despite the qualitative
difference between the earlier and the later systems, it hardly happened
that the economy was freed of her previous crisis—prone nature,

One might say that the system established in the eightivs was a
hybrid and thus not always a comprehensible one. This svstem combines

* More on these features see Poznanski (1996) and Kolodko and Nuti
{1997).
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the relics of the old arrangements with the elements of the new one.
It interweaves the components of central, bureaucratic rationing of scarce
means with market allocation methods. Selutions typical of wartime
economy criss—crossed with market mechanisms., One may therefore
advance that heterogeneity and the incoherence of certain solutions,
brought into the economy by the introduction of the reform, were
amongst the fundamental features of the performance of the economic
svstem. Obviously, this had an adverse impact on the real processes and
renders possible many ill—conceived actions in economic policy, especially
regarding economic stabilization and vis—a~vis the curbing of inflation.

The low starting point in 1982, due to recession of 1979-1982,
was not in itself a satisfactory explanation of the stll low degree of
social  satisfaction resulting from the fruits of economic reforms
tmplemented durimg the cighues. Thus, the answer must be sought
elsewhere. It would appear that two sets of psvchological factors were
essential with this regard. First. there is a big periodically growing (which
makes things still worse) gap between social aspirations and the degree
of therr satisfaction. The point is that the population feels that economic
situation 1s deteriorating, whenever the gap between consumer expectations
and the real consumption expands, even if the absolute level of
consumption had statistically increased. This situation, which | elsewhere
(Kolodko 1987) called the paradox of the lower degree of satisfaction
of the needs at a higher consumption level, could be diagnosed in Poland
between 1983 and 1988, despite an absolute growth in the real income
of households sectors as well as in their consumption standard, the
growth of GDP notwithstanding (see Table 3).

This was reflected in a situation where the population claimed
that they are "worse and worse off”, while the leadership made futile
attempts at convincing the society that “things are on the mend”. And
this is the second fundamental cause of the failure of market reforms
under socialism. The growing gap between the expectations and
economic ability 1o meet them drives out the remaining support for the
reforms. so they have to collapse, together with the old system.
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Table 3
Economic Growth in Poland: 1983-1988

(in %)

1983 | 1984 | 1985 | 1986 | 1987 | 1988
Net National Income 6.0 5.6 3.4 4.9 1.7 38
National Income
Distributed 5.6 5.0 3.8 5.0 1.6 3.3
Investment a5 | 123 49 5.9 5.1 4.1
Consumption 5.8 4.4 2.9 4.8 29 29
Industrial Output - 6.0 5.6 4.1 4.4 3.5 4.0
Export 10.3 9.5 1.3 4.9 4.8 5.5
Import 5.5 8.6 7.9 4.9 45 4.0

Source: Rocznik (1988a).

4. Inflationary constraints

The declining support for market reform in Poland had been
strongly linked with accompanying it inflationary pressure. The inflation
was expressed in her both forms typical for centrally planned economies
in periods of market oriented reforms, that is open (price} inflation and
repressed inflation®. Facing high inflation, the population tends to
evaluate their economic situation in the light of the real purchasing power
of their nominal income, rather than by the indicators that illustrate actual
rate of economic growth. Inflation invariably entails depreciation and
in a country like Poland in the course of the eighties, with a weak and
inconvertible currency, also far-reaching devaluation. (Table 4).

® The term "repressed” inflation (to distinguish it from "open" inflation)
applies to inflation reflected in persisting shortages, various rationing schemes,
forced substitution and parallel, unofficial markets, contrary to the price rise,
typical for the open inflation. Emphasis is laid on the consequences of this
process, as it results in involuntary savings of the households. due to the
shortages of consumer goods, and not necessarily in the growth of the price
level. Portes (1981), (1984), Kolodko {1986a) and Nuti {1989).
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Table 4
Inflation, Depreciation and Devaluation of Polish Zloty 1981-88

in %

1981 1982 11983 1984 1985 | 1986 | 1987 | 1988

Inflation (CP1) 2441015 23.0115.0 151 | 17.7| 25.7| 60.0
Depreciation 1751 511 (17611291131} 1501 205] 37.5
Devaluation 23.7] 550138283 17.2| 33.6|159.7| 61.6

Source: National statistics and author's own calculations.

Given these strong inflationary processes, there was a little wonder
that the population had a sceptical, or even clearly negative attitude
towards economic reforms and other complementary stabilization
measures. Inflation had become one of the most painful barriers,
effectively obstructing the introduction of new systemic solutions
provided for by the economic reforms. Initially, the process of the opening
of inflation (being an unavoidable one in the economy with severe
shortages, when the price liberalization had taken place) was one of
the major conditions facilitating the implementation of economic
reforms. The object was to balance the market by enforcing the market
clearing prices. It was of a vital importance to eliminate acute shortages,
and not only n the consumer market.

Given, however, the strong inflationary influence of structural and
systemic factors, it took on a lasting character. Eventually, certain newly
introduced elements of the new economic and financial mechanisms also
proved inflationary. Hence, the process of opening inflation, which was
one of the premises required for the implememiation of economic reform,
became a fundamental barrier and probably the most difficult to
overcome. This statement is all the more important, because of the whole
complex of new systemic solutions has been conceived for a balanced
economy, since it is onlv in a balanced environment that the market
mechanism can operate efficiently. What is more, a two-digit inflation’

" Its rate in Poland in the years 1981-1988 was 35% on the average.
See also Table 3 on the resulting depreciation of the currency.

22



effectively can kill all economic and financial incentives and one can
hardly expect the reforms to succeed under such the circumstances,

So, the persisting, or even growing periodically disequilibria were
the fundamental obstacles in the broader application of the "triple 5"
formula associated with the Polish economic reforms of the eighties.
So—called triple 5 stood for self~management, self—dependence and self-
financing of the state companies. However, despite these commitments
and aims of the institutional changes, the burden of the structure of the
real economy did cause continuously strong pressure for the government
to transfer the resources form more efficient enterprises to the less
profitable ones. Therefore, the economic performance sull featured a
high share of grants and subsidies for unprofitable production as well
as a strong dose of fiscalism, expressed in relatively heavy taxation of
the enterprises. One must note here that taxes imposed on the households
had played at that time no major role®.

During the eighties, despite the reform drive, there still was a fair
proportion of unprofitable products, which imposed a big burden on the
state budget. The budget for many years had been running deficits
(although a limited one, especially if compared with the deficits of the
later period of transition in early nineties), due to taxes being insufficient
to balance growing budgetary expenditures. Budget deficit, an impontant
contributor to the demand induced inflation, had been running at 3%
to 5% of the overall state expenditures (Kolodke 1992). However, given
that there were no government bonds and the public debt was not
managed on the market foundation, this gap was automatically filled
by the central bank credits provided to the government.

Of course, this clearly inflationary policy was not able to solve
the problem of financing the government outlays on the long-run. As
an outcome, the permanently faster growing aggregated demand than
aggregated supply did cause still more severe inflationary pressures,
Together with the reform driven effort to liberalize the prices (al least

¥ Except indirect taxes included in the retail prices of several consumer
goods in the form of the turnover tax. The VAT has been introduced only in
1993, already during the transition to a market economy (see Kolodko, Nuti,
1997).
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to the degree). it had brought higher and higher price (open) inflation.
This very acceleration of inflation had contributed tremendously to the
process of evaporaition of the political support for the reforms. Even
under the circumstances of relatively (in international standards) high
rate of growth and despite the increasing consumption of the households,
the population did not appreciate the changes being introduced and has
started to turn against this course of the reforms.

Poland’s stabilization policy, especially regarding the reform of
prices, involved sharp contradictions. On the one hand, it was necessary
to further liberalize the rules of price setting. But, on the other hand,
it accelerated the rate of open price—wage inflation. After three years
lasting period of falling down inflation (from over 100% in 1982 to
about 15% in 1985) the CPI rose again to over 60% by 1988 and up
to 160% in the first semester of 1989, Pricing policies are very politically
sensitive issue under any circumstances, especially, however, when the
open inflation 1s accompanied by the repressed one. This was precisely
the Polish case of the eighties, what — using the language of the
housewives ~ had led to the nightmare of the situation, where evervthing
way getting increasingly expensive coref .rm.*fu'ng wers there 1o be hought
withouw! guewing, or special rationing coupons. The parallel existence
of the open and repressed inflation 15 known as so—called shortageflation
(Kolodko and McMahon 1997), The shortageflation syndrome eroded
the effictency of the centrally planned economy to the limits and caused
the wltimaie lack of its ability to compete at the world markets and to
expand. And this is the thivd key factor behind the collapse of the socialist
system — as well as the failure of the whole series of efforts to reform
it — in Poland and elsewhere.

Against such a background, the attempts made for the sake of
adjusting the price structure towards the structure of long—run costs and
market demand, had failed to vield the desired effects. The price structure
still differed considerably from the structure of social production costs
and thus it could not properly inform producers and consumers about
the real scarcity of particular goods and services. This also prevented
a part of the imput from being allocated according to the allocative
efficiency requirements.
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A specific feature of the socialist centrally planned economies,
including the Polish price svstem still dominating during the period of
reforms of the eighties, was the relatively low level of prices of
subsistence goods and services as food, some types of clothing, housing
rents, public transport, medical services, etc. Attempis to increase these
prices in order to cut back the subsidies (which comtributed 1o the
growing income redistriburion through the siate budget) run into strong
social opposition, including strikes, and entailed almost awtomatic
compensation for any increase in the cost of living due 1o this price
rise. That was the case, e.g. in 1988, when - following another exercise
targeted at major changes in the level and structure of prices — the
inflation spiral was wounded once again. Only in the first half of 1988
the average price of consumer goods level was increased by about 49%
and average nominal wages were indexed almost automatically, and
increased by about 53%. Parallel to that, there was an increase in social
transfers provided to the households by the state budget, without
matching it growth on thr revenue side, hence it had brought again the
inflationary results. The changes accomplished within the prices’ structure
were only modest, but the significant one was the result of the income
redistribution. So, the whole undertaking went without any longer lasting
deflationary consequences.

5. The political economy of reforms

As for the social consciousness and popular support of the market
reforms, it must be stressed that the Polish population was by the late
eighties already tired with both — the persistent structural crisis and the
ways the very reforms had been tried to be implemented by the
authorities, or the way the necessary reforms have been neglected or
mismanaged. So, it was a "catch 22" situation, when the reforms were
not good, but a lack of them was even worse. The population associated
more and more the reforms with the most painful of its symptoms, e.g.
the continues price hikes. Inflation, which has clearly accompanied these
reforms, entailed an important redistribution of incomes, which — in turn
— did produce a situation, where despite the growth of the average
consumption level, many social groups and households had been
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suffering continuos decline in their consumption for several consecutive
years. It 1s for these reasons that many households — due to growing,
despite price rise acceleration, shortages — preferred, for example, meat
rationing rather than more realistic pricing, i.e. meat prices increased
to a level, which would balance the supply and demand.

It must be emphasized that under the conditions of disequilibrium,
typical for the Polish economy in the previous decade, an increase in
the prices would not be automatically and entirely equivalent to the
lowering of the average consumption level, but 1o a redistribution of
incomes. For instance, the real wage had decreased in 1987 by 3.7 per
cent on the average, while the consumption (in fixed prices) had went
up by 2.0 per cent. This is the effect of containing the excessive liguidity
of the households sector, or the removal of the shoratges. So, in some
specific sitwations, 1t could happen, that the official statistical data
suggested the fall of the real imcome {(in money terms), but the
consumption actually did not deacreas at the same period of time. It
was also possible that the statistics showed the growth of the real income,
or salary, but de facto consumption at the very same period did not
expand, due to the effect of elimination of shortages from market.

As long as the politically sensitive groups were unwilling to accept
such redistribution (and it is badly required for the introduction of market
mechanisms) this remained an objective barrier in the implementation
of necessary structural, institutional and political changes, what the
reform 15 indeed all about. One must remember, that it had not been
fand still is not) rationality or theoretical accuracy that makes any given
system or adjustment programmes enforceable, but the actual balance
of social and political forces interested — or not interested — in the
implementation of particular set of changes. This balance in Poland only
at the turm of eighties and nineties has started to be favourable one,
but by the late eighties there still was hardly an agreement for the
required reform measures, without prior, or at least parallel, but
guaranteed political changes.

In this light also the issue of the ability towards the external
adjustment of the Polish economy had to be raised. It was obvious already
after the crisis of 1979-82 that Poland will not be able to pay her entire
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foreign debt. So, the more obvious it was by the late eighties. On the
other hand, it was also increasingly clear that there was not going to
be any important foreign debt reduction, restructuring and rescheduling
without launching sound systemic reforms, including the political one,
and putting them on the irreversible track. From this perspective, it is
true, that in the case of Poland unmanageable burden of the foreign
oulstanding debt did contribute 1o the fiasco of market reforms in the
eighties. So, the fourth key reason for the breakdown of market reforms
was the burden of foreign debt.

This was also a case, to the extent, in the instance of Hungary.
So, paradoxically, the two most reformed socialist economies of East
Central Europe were affected most by the dependence on the pressure
stemming from their due obligations to the world economy, especially
to the international creditors. In case of Poland, contrary to the Hungarian
experience, the major part of the foreign debt was owned to the Western
governments, so their ability to persuade some institutional changes
behind the "iron curtain”, which indeed was already a fiction by that
time, were higher. Of course, the insistence for far going liberalization
and privatization for the sake of being able to meet the financial
obligations was a tremendous one, including the persistent political
pressure from the West. On the other hand, the necessity to serve the
foreign debt in the long-run was one among various important factors,
which ultimately have triggered off the transition to a market.

This is why Poland attached already by the mid—eighties so much
importance to a proper collaboration with the World Bank and the
International Monetary Fund becoming again the member of these
Bretton Wood organizations as early as in 1986%. It was connected with
the implementation of the economic stabilization and structural adjustment
programmes, including the sound desire on the behalf of the political
leadership to execute the reforms of institutional arrangements, These
international organizations could, on the one hand, provide assistance
in the preparation of the substantive adjustment measures and, on the

? Poland was the member of the Bretton Wood institutions already in
the late 1940s, but it left them soon after the introduction of the centrally planned
regime.
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other, supply some financial relief and aid. And by the late eighties it
was already very well known that unless such an assistance was secured,
even the most ambitious and relevant reform scenarios would under

perform.

6. Conclusions

So, there has been a set of causes of the failure of market reforms
in Poland. By the late eighties the economy was already seriously
mvolved in so-called "growth fatigue” (Poznanskr 1996) and not only
the society was fired with repeated but futile reform attempts, yet the
political leadership was ready to give it up as well The lack of
comprehensive approach towards the economic and social challenges,
the neglect of supporting the economic overhaul political measures,
growing shortageflation syndrome and expanding gap between the
expectations and the results of economic development, and — last but
in the case of Poland definitely not least — the unbearable burden of
foreign debt, these are the factors through prism of which one should
see the failure of reforms.

The people were more and more dissatisfied in all social rules they
play in the active, public lives. They have been disappointed as the
producers, because of mismanagement they witnessed on the
microeconomic level. They were disappointed as the consumers, due
to the persistent shortageflation and accompanying’ it waste of time for
queuing and deteriorating quality of live, despite some progress in the
quantity of output and real consumption. And they were disappointed
as the citizens, owing to the negligence of their opinions about the ways
the economy performed and the expectations how it supposed to be
improved.

Ultimately, instead of another attempt to reform the socialist
centrally planned economy, the time has come to transform it into another
system. The rransition 1o a social market economy has been launched
ail the turn of the eighties and nineties (see Kelodko 1989 and 1996).
Of course, there would be not this historical turn around, if not the earlier
masket reforms. The farther they went at that time, the easier it is now

28



Recession and growth in transition economies, 19801997

Table 5

Countries number did GOP 1990-93 | 1994-97 | 1990-87 ; 1997 |Ranking

of years| fell again GOP

af GOP after Average annual rate index

decline| recovery? of GOP growth {1983

=100}

Poland 2 no -3,1 6,4 1,7 [112,2 i
Slovenia 3 no -3,9 4.1 0,1 | 998 2
Slovakia 4 no —56.,8 6,0 | =04 |947 3
Croatia 3 Ves -4 2 3,1 0,6 | 925 4
Czech .
Republic 4 no -5.5 32 | -1,1 | B3¢9 5
Hungary 4 s} —4.8 19 | =15 | 881 6
Romania 4 yas 5,5 3.2 -17 | B5,8 7
Uzbekistan 5 no -31 | -07 | -19 |853]| 8
Albania 4 yes -8,8 53 | -1,8 | 80,7 9
Estonia 5 ne -8.7 19 | -39 715 10
Bulgaria 6 yes -76 | =32 | =54 [ 635 1
Belarus 7 yes 6,1 | 52 | =57 | 620] 12
Turkmenistan| 6 no —-45 | 7.3 | =59 | 601 13
Macedonia 5] no -12,9 0.6 —5,1 58,51 14
Kyrgyzstan 4 no 93 | -30 | 61 | 564 15
Latvia 4 yes -14,1 1.3 | 64 [543] 16
Russia 8 [no recovery| =101 | 57 | 7.9 | 51,3 17
Kazakstan 6 no -89 | -74 | 86 | 46,7 18
Lithuania 4 no -20.1 28 | B7 433 18
Armenia 4 no —21.4 60 | =77 (422 20
Ukraine 8 [no recovery] =91 |=115 =103 14121 21
Azerbaijan 6 no -145 | -58 —10,2 [ 401 22
Moldova 7 no -125 | =83 109 366 23
Tajikistan 8 |no recovery] =122 (-11,0 (=116 [ 358 24
Georgia 5 o 24,1 29 -106 [ 343 25
Source; National statistics, international organizations and author's own

calculations,
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to manage the process of fundamental changes of the whole set of
institutional arrangements, and the sooner it is possible to put the
economy on the path of sustainable development, In the case of Poland
— contrary to a number of other economies in transition in East Central
Europe and the former Soviet Union (see Table 5) — it seems already
to be the case.

The lessons have been learned, at least to the extent. Was it done
on time or too late, it is not relevant anymore, as it is not relevant to
reconsider now was 1t possible to succeed with the reforms carried
forward in the past? One may say, that if it would be possible, it should
happen, but it occurred not to be the case. Consequently, Poland - as
the first country among the late socialist centrally planned economies
- in a definite and irreversible way has shified from the series of reforms
of the old system to the development of the new one. The first stage
of this very transition has been initiated together with the "round table"
negofiations hold at the spring of 1989 and was completed already by
summer of 1996, when Poland has become the 28-th member of the
Organization for Economic Co-operation and Development -~ OECD,
By mid-1997 Poland - together with four other East Central European
gconomies in transition to a market, the Czech Republic, Estonia,
Hungary and Slovenia — has been invited to start the accession
negotiations with the European Union, considering the future membership
in this organization.
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