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ABSTRACT

The Polish Growth Miracle:
Outcome of Persistent Reform Efforts

Since the beginning of transition in 1990 from a centrally planned to a market oriented
economy, the performance of Poland’s economy has been outstanding if we take GDP
growth as our measure. It is not specific reforms that can explain this performance but the
radical (“big bang”) reforms at the beginning of transition in conjunction with persistent efforts
during the two decades by all governments to keep on a reform path, no matter what their
political orientation. Reforming a centrally planned economy that has very serious
macroeconomic disequilibria requires reforms that can be done immediately but also
structural or systemic reforms that require years to implement. Both types of reforms will be
discussed. In a democratic context reforms can only be undertaken in a sustained way if a
majority of voters favours such reform efforts. Even when reform-friendly governments were
voted out of office, the new governments in Poland never reversed reforms undertaken by
the previous government. This continuous reform stance over two decades is the main cause
of the Polish growth miracle. The reasons for the ability of Polish policy makers to pursue
economic and administrative reforms in spite of short-run costs to large sections of society
will be discussed extensively.
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Executive Summary

On January 1% 1990 the first non-Communist Polish government since World War Il under Prime
Minister Tadeusz Mazowiecki embarked on an ambitious program of economic reform with the aim
to start the transition from a centrally planned to a market oriented economy. The initial conditions
for this reform effort were very disadvantageous since in 1989 the Polish economy experienced
inflationary bouts close to hyperinflation, brought on by a wage-price spiral, and was characterized
by pervasive shortages and a large shadow sector.

Two decades later, the Polish economy is often hailed for its outstanding growth performance. So,
given that the Polish economy was in the doldrums in 1989 our essay pursues the question of what
can explain this spectacular turn around as far as growth is concerned. However, we also want to
address those critical voices that set the Polish ““growth miracle” in perspective by citing
contracting employment, a steep rise in unemployment and rising inequality in income. However, by
the end of the first decade of the 21% century labor market trends improved dramatically, so that
over the long haul we can speak of a truly outstanding performance of the Polish economy. The
main hypothesis of this paper states that this performance is intimately linked to persistent reform
efforts by successive Polish governments.

The most important of these reforms were the initial reforms implemented in January 1990 by a
team of economists headed by Leszek Balcerowicz, which stuck with perseverance to the aims of the
reforms in the years 1990 and 1991 in spite of mounting pressures from workers and firms
demanding that some of the stringent conditions of the reform policies be relaxed. Since these
reforms produced visible benefits to the Polish population in the form of rising GDP in a relatively
short period of time, a majority of voters found that economic reforms improved their lives and thus
was willing to let the government pursue further reforms. Four big reforms were tackled towards
the end of the nineties, namely the reforms of the health, pension and educational systems as well as
a regional reform. Furthermore, in the run up to EU accession in 2004 a multitude of other
structural reforms had to be undertaken by Polish policy makers, among them the introduction of a
well functioning financial sector, privatization, reforms of labor market and social policies, of the
corporate and personal income tax system and the development of civil legislation.

Three blocks of reforms were particularly important in the persistent reform effort of Polish
government. First, the reforms of the Mazowiecki government that brought Poland back from the
brink of disaster by macroeconomic stabilization, price liberalization and import liberalization
policies, which also set the Polish economy on the transformational path from a centrally planned
to a market economy. These reforms unleashed the creativity of new private firms and (with a lag)
forced many managers of state-owned enterprises to engage in ““deep restructuring™, i.e. to alter
the production process, to change the mix of the firm’s output, to engage in marketing and to shed
unproductive labor. These positive effects of the reforms on firm behavior explains the positive
growth that the Polish economy exhibited since 1992, two years into the reform process. The second
large block of reforms was implemented in 1999, when reforms of health, education, pensions and
of regional administration were enacted. These reforms can be considered modernizing reforms as
they tackled institutions, which were developed under communism and which were in their existing
shape not conducive to improve the competitiveness of the Polish economy and to ensure
sustainable government finances. The third block of reforms are those of the first Tusk government
towards the end of the analyzed period; they can be considered of the *““fine-tuning” nature. These
reforms improved legislation regarding the health and the pensions reforms, for example, but they
also modernized the structure of public finance.



While it is important for the performance of an economy that reforms are implemented it is at least
as important that these reforms are not reversed by successive governments. The main reason for
the outstanding growth performance of the Polish economy seems to lie in the fact that none of the
important reforms were reversed even when the opposition came to power. Most of the important
reforms were enacted by center-right governments. Since these reforms often imposed large costs in
the short-run, the reforming governments were voted out of office and left-of-center governments
took their place. What is crucial for the reform process was the willingness of the new governments
to allow the positive growth effects of the reforms to materialize by not reversing part of the reforms
or the entire reforms. These positive growth effects in turn convinced a majority of voters to elect a
reform-friendly government, which then initiated the enactment of additional reforms.

This virtuous circle driving the reform process was possible because there was a broad consensus
by policy makers and pundits across the political divide that Poland had to embark on and maintain
a reform course. This broad consensus came about for geopolitical reasons. Polish society has
always identified strongly with Western Europe and, when this became possible, wanted to join the
European Union as fast as possible, considering broad reforms as a necessary condition for
achieving this aim.

The declared goal of the undertaken reforms was to increase the competitiveness of the Polish
economy. But this meant, of course, that state-owned firms or privatized firms had to restructure,
which also implied the shedding of redundant labor. This process of shake out of unproductive
workers went on throughout the 1990s, resulting in a large drop in employment and a large rise in
unemployment. Especially older and less skilled workers had great difficulties in flowing out of
unemployment. Successive governments reacted to this situation by allowing a large part of the
older and less skilled unemployed to take early retirement or to go on disability benefits. This
““deactivation” of a substantial part of the workforce throughout the 1990s is in my opinion the
downside of the growth miracle of the Polish economy.



|. Introduction

On January 1% 1990 the first non-Communist Polish government since World War Il under Prime
Minister Tadeusz Mazowiecki embarked on an ambitious program of economic reform with the aim
to start the transition from a centrally planned to a market oriented economy. The initial conditions
for this reform effort were very disadvantageous since in 1989 the Polish economy experienced
inflationary bouts close to hyperinflation, brought on by a wage-price spiral, and was characterized
by pervasive shortages and a large shadow sector. In addition, the “dollarization” of the Polish
economy was in an advanced state since the Polish population held most of its savings in dollars,
implying that monetary policy had become an ineffective tool in the attempt to restore
macroeconomic equilibrium to the Polish economy.

When we look at the two decades since the beginning of the reforms, the performance of the Polish
economy has been extraordinary. Taking GDP growth as our measure of performance, we can infer
from figure 1 that Poland had a short transition recession, lasting only two years, while Central and
Eastern Europe (CEE), excluding Poland*, had a slump that lasted four years. It is also striking that
it took the Polish economy only six years to get back to pre-transition levels of GDP, while the
economies of CEE, taken together, managed this only after a dozen years. The cumulative growth
of Poland’s GDP in the period 1992 to 2009 was larger than GDP growth of all the other aggregates
shown in figure 1. CEE, the Commonwealth of Independent States (CIS), the 15 old member states
of the European Union (the EU-15) and the United States. What is also noteworthy is continued
positive growth after the onset of the world financial crisis unlike CEE, the EU-15 and the U.S.,
which all experienced a sharp contraction in 2009. If we take real GDP per capita (in 2000 US$) as
a second measure of performance, then this measure for Poland more than doubled between 1990
and 2009 from 3,097 US$ to 6,331 US$, an achievement not reached by any other of the transition
economies in CEE. Comparing the trajectories of labor productivity and real wages in figure 2 we
can pinpoint one cause of this good performance: labor productivity was above real wages
throughout the period outpacing the latter especially in the first decade of new century.

Figures 3 and 4 show the employment-to-population ratios and unemployment rates for the same set
of countries as in figure 1. These measures certainly tell a different story than that of GDP growth.
Until 2003 employment in Poland fell precipitously to very low levels in international perspective
while the unemployment rate was far higher for most of the period, reaching a peak of 20 percent in
2002. Only since accession to the European Union do we observe vigorous growth of the
employment ratio and a steep decline in the unemployment rate, which in the years 2007 to 2009 for
the first time reached single-digit levels since 1992.

Both the inequality of earnings and the inequality of income rose substantially over the two
decades. The Gini coefficient of earnings rose from roughly 21 percent in 1989 to 34 percent in
2006, the last year we have reliable data, while the Gini coefficient of income rose from
approximately 27 percent to 34 percent in 2008. In many countries, and also in some transition
countries of CEE like, for example, the Czech Republic and Slovenia, earnings inequality tends to
be higher than income inequality because of transfers to those with low earning capacity. In Poland,
the Gini coefficients of earnings and income are very close to each other, indicating that Polish
society spends relatively little on social transfer payments. The fact that the Gini coefficient of
earnings has risen over the transition can be seen as a positive development since the rise implies
that the labor market remunerates more productive workers better than before the transition. What is
worrisome, however, is the fact that the inequality of income had the same level as the inequality of
earnings throughout the transition.

! We include here in CEE the Czech Republic, Estonia, Hungary, Latvia, Lithuania, the Slovak Republic and Slovenia.
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In spite of these caveats regarding employment, unemployment and income inequality, it is still true
that real GDP per capita doubled in Poland over the last two decades and that growth in GDP
eventually caused vigorous growth of employment and a large fall in unemployment. So, over the
long haul we still can speak of an impressive performance of the Polish economy, which is
intimately linked to the economic reform policies pursued by successive Polish governments.

In my opinion, the most important of these reforms were the initial reforms implemented in January
1990 by a team of economists headed by Leszek Balcerowicz. Since these reforms produced visible
benefits to the Polish population in the form of rising GDP in a relatively short period of time, a
majority of voters found that economic reforms improved their lives and thus was willing to let the
government pursue further reforms. Towards the end of the nineties reforms of the health, pension
and educational systems were enacted as well as a regional reform. Furthermore, in the run up to
EU accession in 2004 a multitude of other structural reforms had to be undertaken by Polish policy
makers, among them the introduction of a well functioning financial sector, privatization, reforms
of labor market and social policies, of the corporate and personal income tax system and the
development of civil legislation. When encountering social resistance to some or parts of these
reforms, this resistance was overcome by claims that these reforms were an integral part of the EU
accession process.

Before discussing the specific reform policies | will give by a bird’s-eye view of all Polish
governments since 1989 and their involvement in economic reform in order to demonstrate the
persistence in the reform effort. In my opinion this persistence came about because even though
center-right reform-friendly governments alternated with left-of-center “reform-neutral”
governments for the first 15 years of the discussed period (1989-2011), the latter governments never
completely reversed any of the major reforms enacted previously. At most, they introduced some
modifications, as happened in the case of the health and pension reforms.

A word of caution is in order, though. The performance of the Polish economy, while not
conceivable without the persistence of government reform efforts, has, of course, also other reasons,
especially if we look at the performance in the first decade of the new century. For example, a
relatively low government debt, a good export performance, also caused by frequent devaluations of
the Ztoty, a large internal market, consumer optimism and greatly improved industrial relations are
all reasons that help explain why the Polish economy has performed so well in the last years,
including those of the crisis.

I1. Polish governments and economic reforms: a bird’s-eye view

Table Al in the appendix shows the 16 governments of Poland since the communists relinquished
power. Most of the governments were short-lived, that is they were not formed for an entire
legislature of the Sejm (the Polish parliament), pointing at the relative unstable political landscape
of Poland. Also, many parties were dissolved or merged with other parties contributing further to a
somewhat chaotic political landscape. The governments that are listed in the table can be divided
into reform-friendly governments and “reform-neutral” governments, that is governments that did
not pursue major reforms but that also did not try to go back to the status quo ante once they came
to power. The first two governments in the post-communist era as well as the governments of
Hanna Suchocka, Jerzy Buzek and Donald Tusk can be counted definitely as reform-friendly
governments, while that of Jarostaw Kaczynski to a lesser degree. The parties forming these



governments are predominantly on the center-right of the political spectrum, while the parties
forming reform-neutral governments find themselves predominantly on the left.

Inspection of the large table 1 shows that two governments were especially responsible for the
economic reforms that Poland underwent. First and foremost, the Mazowiecki government enacted
10 reforms in January 1990 simultaneously. These reform acts are associated with the “shock
therapy” or “big bang” approach that will be discussed in detail below. Here we just mention the
principal aims of the most important of these acts. The first act abolished subsidies to loss making
state-owned enterprises (SOEs) and also foresaw the possibility of bankruptcy of such firms. The
second act wanted to prevent the monetization of the budget deficit, while the third eliminated bad
loans to state firms and imposed positive real interest rates. The fourth act introduced large marginal
taxes on excessive wage growth to cut the link between inflation and wage growth. The act on
foreign currency established internal convertibility of the zloty and got rid of the last vestiges of the
state monopoly in international trade. The acts on employment and on severance pay and
unemployment benefits were insofar important as they regulated layoffs and the income support for
workers flowing into unemployment. These acts were indispensable if the solidarity trade union was
to agree to the possibility of labor shedding by firms, something not possible under central planning
but absolutely vital for the beginning of a reallocation process of labor from unviable to new
profitable activities. Most of the mentioned acts had as their main aim macroeconomic stabilization,
the last two described acts were put in place to begin the construction of a social safety net
considered important for cushioning the effects of transition for workers.

We speak of “shock therapy” or “big bang” because reforms were applied on such a broad scale.
This could be done because the country was confronted with a major crisis. The political economy
of reform literature tells us that it might be very difficult to revert to the status quo ante when such
broad reforms are implemented (see, e.g., Roland, 2000). The Olszewski government, also a right-
center government formed after the November 1991 elections, was not willing to reverse them in
any major way. In particular, it was not inclined to bail out any SOE with subsidies even if it was in
great financial distress. This policy of not giving in to tremendous pressures allowed the effects of
the reforms to materialize with the economy experiencing positive growth. As we shall see below,
the fact that the Olszewski government did not reverse policies regarding SOE subsidies meant that
managers of SOEs understood that no help from the state was forthcoming and that they had to
adapt management practices that guaranteed the running of their firms in the most efficient way
possible.

The second most reform-friendly government was headed by Jerzy Buzek. Leszek Balcerowicz who
had been Minister of Finance in the first two post-communist governments and the architect of the
“shock therapy” reforms, again held the same post in the Buzek government. Buzek had built his
election campaign around promises of major reforms. So when he won the elections he enacted four
important reforms: the pension, education, health and administrative reforms. They were important
insofar as they had a strongly modernizing aspect and/or because they set public finances on a better
footing. Between these major reforms and the reforms of the Mazowiecki, Bielecki and Suchocka
governments lay more than five years. So, one way to think about Polish reform efforts is to say that
after major reform efforts policy makers allow the reforms to play out and give a necessary
breathing space to society.

It is striking, though, that not one major reform has ever been revoked by a successor government.
In my opinion this is the key to the Polish growth miracle; we have a virtuous circle where large
economic reform projects produce in the medium run discernible benefits. While reform-friendly
governments might be thrown out of office because of the short-run costs of the reforms, the
successor governments allow these reforms to play out, producing visible positive results. This
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eventually convinces voters to elect another reform-friendly government, which then launches a
new large reform package. At the same time reform-neutral governments even if not adopting large
reform projects push the reform agenda also ahead by giving wide publicity and promoting
discussion of reform strategies for Poland. So, left-of-center governments help prepare the ground
for new reform projects being enacted by a successor center-right government. That the left-of-
center governments did not enact themselves major modernizing reforms but through publicly held
discussions only prepared the ground for their enactment can be explained by the fact that many of
their voters (workers, pensioners, public employees, and to some extent farmers) had to bear a
disproportionate share of the short-term costs of any major reform effort.

There are at least two reasons why the described virtuous circle was sustainable in the Polish case.
The most important reason in my opinion is geopolitical, namely the identification of Polish society
with Western Europe. Poles have always considered themselves culturally linked with the West of
Europe and perceived the forty years of Russian influence after the end of World War Il as
something profoundly undesirable. Consequently, the Polish public in a large majority was intent to
join the European Union as soon as possible, being willing to undertake the necessary sacrifice to
reach this goal. This generated a strong consensus among policy makers and pundits of all moderate
party affiliations to pursue systemic and modernizing reforms, which prepared Poland for accession
to the Union. It is noteworthy that a similar scenario existed for example in Estonia where the
political elite across the political divide throughout the transition also adopted a broad consensus on
the necessity to reform the Estonian economy in a coherent and consistent fashion (Eamets, 2011).

A second reason is linked to the inner workings of the Polish government. The political science
literature highlights the importance of the decision making process at the cabinet level when
providing a taxonomy of parliamentary-based coalition governments. In Poland, like in many
countries, we have cabinets where apart from the prime minister the minister of finance has more
decision power than the other ministers. In principle, the finance minister can block any ministerial
projects that threaten the budget and/or undermine the general direction of macroeconomic policies.
All consecutive governments independent of party composition had finance ministers with very
clear notions about the need to keep on the reform track. Consequently, any attempt of a complete
reversal of some undertaken major reform never had a chance even under a left-of-center
government.

Donald Tusk is the only prime minister whose coalition after having passed several important
reforms was reelected. The Tusk governments are certainly reform-friendly as they have enacted
important laws on public sector finances, on the streamlining of the pension system (above all
eliminating inefficient bridging schemes) and on the partial commercialization of the health care
system. But the reform efforts of his governments are more of the fine-tuning nature with the main
reforms having been done apart from the Mazowiecki and the Buzek governments by the Bielecki
government (enacting personal income and corporate tax reforms) and the Suchocka government
(enacting a sensible privatization law and the law on VAT). It is certainly striking that all these
reform-friendly governments have their roots in the Solidarity movement, while the main coalition
partner of the reform-neutral governments descends from the Polish Communist Party (the Polish
United Worker Party - PZPR).



I11. Setting the stage for the Polish reform efforts
I11.1. The failure of market socialism

Communist governments in Hungary and Poland experimented with the introduction of market
socialism, consisting in an attempt to apply market principles to centrally planned economies. In a
celebrated paper Kornai (1986) demonstrated why this attempt failed miserably, highlighting a
political economy argument and technical reasons. For Kornai, in a centrally planned economy
bureaucratic coordination is the principal mechanism that organizes economic, political, cultural
and social life. In a market economy, in turn, the dominant organization principle is market
coordination. In a world where the public ownership of the means of production strongly dominates
and where the Communist “nomenclature” jealously guards its economic and political monopoly,
the coexistence of bureaucratic and market coordination is difficult. Whenever there is a conflict
between bureaucratic and market coordination, the former wins since the main agents in a centrally
planned economy, i.e. central bureaucrats but also firm managers, are foremost members of a
bureaucratic apparatus that has as its main aim the preservation of its monopoly position in society.

There are also technical reasons why the application of market principles to a centrally planned
economy does not show the desired result, which is to have price signals determine a more efficient
allocation of resources. In a market economy market coordination is based on price signals, which
strongly influence the behavior of buyers and sellers. Since prices and the interests of bureaucrats
from the center, managers and workers are hardly interlinked in a centrally planned economy, price
signals cannot really influence the behavior of the agents. For example, the well-being of a manager
directing a firm depends nearly exclusively on plan fulfililment and not on profits achieved by
maximizing the difference between the price and the costs of production since loss making firms are
always bailed out by the center. So, there are no incentives for this manager to respond to price
signals and to economize on the costs of production. Thus, trying to incorporate market
coordination via prices into a centrally planned economy turned out to be rather futile.

This failure of market socialism is important for our story, since many of the leading economists in
Poland were involved in the reform efforts associated with market socialism in the early 1980s.
They learned the hard way that piecemeal reforms of the central planning system did not lead to
sustainable increases in efficiency. That is the main reason why in Poland, and in all other CEE
transition countries for that matter, after the collapse of Communism those directly working on
economic reform saw only one sensible reform path, the direct transition to an economy based on
market principles and on predominantly private ownership of the means of production.

111.2 Initial conditions of the reform process

The Polish economy, like all economies of CEE, was plagued by the legacies of central planning,
which had a profound impact on the reform policies chosen and on the length of the transition. |
summarize the most important initial conditions at the beginning of the reform process in order to
demonstrate the difficulties that the economic reform team was confronted with when launching the
transition in January 1990.

A crucial initial condition was the macroeconomic disequilibrium that we present in a schematic
fashion in figure 4. A centrally planned economy is supply constrained, that is, at the given
(administered) price level P4 output is rationed and the quantity demanded far exceeds the quantity
supplied. This has at least two important implications for reformers who want to arrive at an
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economy based on market principles. First, firms in a supply constrained economy can sell all of
their output independent of the quality of their products and irrespective of consumer preferences.
Consequently, product quality and satisfying consumers’ demand are not a priority for managers.
Once prices are liberalized and market forces are allowed to take a hold, the economy becomes
demand constrained and managers need to ensure that their products are competitive in terms of
price but also in terms of quality. In addition managers have to get involved in the marketing of
their products, something that was completely unnecessary when the economy was supply
constrained. Whether managers of SOE’s had the right skills to function in a market-based economy
was certainly an open question when the reforms were launched; it was clear, though, that the
incentive structure for managers would have to change if their firms were to survive in the new
demand constrained environment. The second implication of a supply constrained economy is that it
creates potentially a large stock of forced savings, the so called “monetary overhang”, since in each
period, as demonstrated in figure 4, at prevailing prices the public is willing to buy QD but the
economy is only supplying QS. When a lot of money chases few goods and the government loses
control over prices, inflationary pressures build up and these inflationary pressures are transformed
into open inflation as Poland experienced in 1989. The annual inflation rate in that year was about
3000%, eliminating the monetary overhang. However, as long as the disequilibrium prevails, the
nominal value of goods wanted is larger than the nominal value of goods offered. Price
liberalization will result in “corrective inflation” correcting for the inequality of the nominal value
of the flow of income and the nominal value of the flow of goods. In figure 4 this correction is
shown by the shooting up of the price level from P to Pe. To reach the equilibrium the nominal
value of income (wages) has to rise less than the nominal value of the goods offered. Corrective
inflation thus implies a large fall of real wages. An interesting account of corrective inflation in
Poland and its causes is given in Gomutka (1992).

The centrally planned economies operated internationally according to an overall plan within the
Council for Mutual Economic Assistance (CMEA) and based on the principle of division of labor.
In other words, these economies allocated resources according to what this overall plan said and not
according to relative world prices. Opening these economies to world markets had some short-term
costs and some longer-term benefits. Since most SOEs did use inputs without considering relative
world prices (a good example is the use of energy here) when these economies were opened up to
world markets many of the SOEs became unviable unless they restructured rapidly, that is unless
they used resources in a rational way reflecting relative scarcities as expressed by world prices. In
the longer term trade liberalization, which implies the removal of non-tariff barriers to trade and the
lowering of tariffs, thus forced upon managers of SOEs a rationale use of resources. In addition,
once prices were liberalized highly monopolistic domestic goods markets emerged. Trade
liberalization exerted competitive pressures on these markets thus forcing SOEs to adopt more
efficient production processes and to improve product quality.

At the beginning of the transition SOEs were the dominant economic units in the Polish economy.
So, most of the physical capital in the economy was owned by the state. All economists involved in
the Polish reform effort were convinced that private property of the means of production was a
necessary condition for long-term growth. This is not surprising since the large literature on
empirical and theoretical aspects of privatization points unequivocally to a superior performance of
firms with privately owned capital in industrialized countries. This literature took its inspiration
from Hayek (1945) who shows the link of ownership type and long-run growth by demonstrating
how private entrepreneurs can adjust to exogenous changes of the economic much more efficiently
than a central planner environment since they are able to rely on a decentralized and flexible price
system.



Thus, the reformers had the daunting task that nearly the entire stock of capital had to be privatized.
This was difficult for several reasons. First, the sheer size of the task was unprecedented in history.
Second, there were problems of the valuation of SOEs linked to the issue of how to sequence the
privatization process, that is whether to first restructure and then to privatize or vice versa. The third
area of problems were related to how to privatize and what different privatization schemes implied
for corporate governance. Selling the stock to domestic investors in a short period of time was not
possible since corrective inflation had wiped out most of the savings; selling the capital stock to
foreigners, assuming they were willing to acquire Polish capital, was politically not feasible. The
reason for this has to do with the fact that most of the capital stock had been accumulated under
communism and that this accumulation had been achieved by emphasizing the investment goods
sector at the expense of consumption. Clearly, the public wanted to be compensated for these
sacrifices that had lasted for decades. So in Poland, like in all other CEE economies apart from
Hungary, the majority of the industrial capital stock was given away to all citizens, leading to some
important corporate governance issues. In essence if each citizen has a small share of the capital it is
impossible to exert control over the privatized firms’ managers. In Poland this issue of lacking
control over management was resolved by setting up National Investment Funds (NIFs) which
managed 512 medium and large SOEs proper and commercialized SOEs. Each member of the adult
population received a “universal share certificate”, which was eventually converted to a share in
each of the 15 NIFs.? The difficulties connected to privatization briefly discussed here had the
important consequence that SOEs could not be privatized over night and that the reformers had to
deal with SOEs as the main economic units of the Polish economy for some time to come once
reforms were launched.

In a centrally planned economy, even in its reformed version of market socialism, many SOEs had
“soft budget constraints”, that is they were allowed by the center to have total costs larger than total
revenues on a continuous basis. The center simply redistributed funds from profit making to loss
making firms thus guaranteeing the long-run survival of the latter. “Soft budget constraints”, of
course, meant that managers did not have to care about an efficient use of resources. The imposition
of “hard budget constraints” (total revenues > total costs) was thus one of the most pressing
problems of the reformers. The Polish reformers intended to achieve the imposition of “hard budget
constraints” by slashing subsidies to SOEs. If managers became convinced, so the argument, that
the state would no longer bail them out if they made losses, they would start to use resources in an
economic fashion.

Slashing subsidies to SOEs was not only considered an important tool to impose economizing
behavior by managers it was also thought to be vital for the fiscal position of the government once
the reform plans were implemented. The main source of tax revenues was the turnover tax paid by
SOEs; price and trade liberalizations would bring, at least temporarily a fall in revenues of SOEs
and thus a large fall in tax revenues. The reformers intended to introduce unemployment benefits
for laid-off workers and early retirement schemes, which would be new large items on the
expenditure side of the budget. So, even if the reform government slashed subsidies to SOEs and if

2 The Polish Mass Privatization Program was maybe the reform policy where Poland was less successful than other
countries since it took 4 years after the beginning of transition to enact a law on it and nearly 6 years to set up the NIFs.
I will not discuss privatization, which, for political reasons, was very piecemeal in Poland and drawing out over more
than a decade. This slow performance with respect to privatization can be interpreted in several ways . On the one
hand, if the mass privatization of SOEs had been done early and rapidly, the performance of the Polish economy might
have been even more impressive than the one we observe. On the other hand, though, my hunch is that given the
resistance of workers to privatization, forcing upon society the privatization of the majority of SOEs in a short period
might have derailed the whole transition process. Finally, as | will discuss below, the stabilization policies adopted by
the Mazowiecki government eventually forced managers of many SOEs to begin with the restructuring of their
enterprise.
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it was able to suspend the servicing of the external debt, large budget deficits seemed to be pre-
programmed. Since at the beginning of the reforms the banking and financial sectors were not
developed, these governments deficits would have to be monetized. So, to ensure that inflationary
pressures were rained in, the government deficit had to be reduced as much as possible.

The last legacy that | want to deal with is the absence of a social security system under central
planning. In CEE there existed no open unemployment, and workers for the most part had life-long
jobs at one firm if they wished. Estimates for Poland actually show that labor hoarding (hidden
unemployment) amounted to between 15 and 25 percent of the employed (Géra and Rutkowski,
1990). Apart from pensions, all other benefits were given to workers by the firm where they
worked. So, one important task for the reformers was to preside over the divestiture of “social
assets” in possession of firms since under conditions of liberalized markets firms could no longer
afford to provide these services to their workers. More importantly, the government had to build a
social safety net from scratch. This social safety net became necessary since reforms created
unemployment and increased poverty in the country, at least temporarily. Thus a social safety net
had to be developed that effectively and in a targeted way alleviated poverty and helped the
unemployed temporarily. The necessary help for the unemployed might serve as an example of the
complexity of creating a social safety net. This help had to be administered by labor offices, which
in Communist times existed but whose function had been to find workers for firms in a situation of
excess demand for labor and no open unemployment. Once reforms set in and workers were laid off
from firms and new labor market entrants did not readily find jobs, these labor offices had to
essentially perform three tasks: (a) administer unemployment benefits; (b) match unemployed
workers with vacant posts (“job brokerage”); and (c) administer active labor market policies
(ALMP). Not only had resources be made available for these tasks, but the staff of the labor offices
had to be retrained to fill out these new functions. A final task regarding the build-up of an efficient
social safety net was the elimination of many non-targeted subsidies that were prevalent in the
centrally planned economy.

111.3 A taxonomy of reforms and the political economy of reforms

As we have seen in the previous section, Polish policy makers had to battle for reforms on many
fronts. One way to think about the many reforms that have to be undertaken is to introduce a
timeline along which reforms can be implemented®. Figure 5, showing such a timeline,
demonstrates that some reforms can be implemented at once while other reforms, in particular of
the systemic type, can take a very long time. Price liberalization, trade liberalization and
macroeconomic stabilization are all policies that can be implemented essentially over night, while
reforming the labor market or generating a business friendly environment can take more than a
decade. In the case of Poland, which did have a capitalist economy in embryonic form before World
War Il, the development of a legal infrastructure, which guarantees strong property rights and
regulates commercial activities turned out to be less time consuming and problematic than for
example in the successor states of the Soviet Union. The main reason was, of course, that in Poland
law makers could go back to pre-world war 1l legal texts, while Russian or Ukrainian law makers
could not do that. Figure 5 at any rate suggests that one needs a long breath and a clear vision when
one wants to reform a formerly centrally planned economy and set it on a long-run growth path
since all pieces of a complex puzzle have to put in place and that at different times. In my opinion,
Polish policy makers irrespective of party affiliation and high government officials had this long
breath and clear vision.

We can also use the first panel of figure 5 to distinguish between “big bang” and “gradualist”
reforms in a transition context. When the first three policies are simultaneously implemented we

® The first paragraph of this section is based on Schaffer (1993).
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speak of “big bang” reforms while if they are applied sequentially we characterize reforms as
“gradualist”. The former type of reforms tends to exhibit complementarities, so if it is politically
feasible it is better to pursue these policies simultaneously. The vast field of the political economy
of reforms in general and in a transition context in particular, however, has identified many political
feasibility constraints of reforms (*“ex ante constraints™) and reversibility constraints of reforms (“ex
post constraints”) that might make the “big bang” approach an unrealistic option.* Those who favor
gradualism make the point that it might be politically more feasible to implement the one reform
which promises the best pay-off to the population. Building on the success of such a reform it is
then possible to implement additional reforms. We might illustrate the advantages and
disadvantages of gradualism by looking at price liberalization and trade liberalization. If we start off
to reform the economy by first liberalizing prices, shortages will disappear and the public will be
convinced that reforming the economy brings benefits. If, on the other hand, reformers liberalize
prices and trade simultaneously (and for budgetary reasons slash subsidies to firms) many SOEs
might become unviable and need to lay off a large part of their workforce. The public might then
turn against further reforms. Of course, the downside of only liberalizing prices is that even after
price liberalization relative prices might not reflect the true relative scarcity of goods since firms are
not exposed to world markets. In addition, given the highly monopolistic structure of goods
markets, price liberalization might translate into large monopoly profits for SOES, which means
that there would be little need to become more efficient. A “big bang” approach combining price
and trade liberalization would have a larger positive effect on the efficiency of the economy
because of the complementarities of the two individual reform policies.

The Polish reformers were “fortunate” insofar as the last communist government had allowed a
deterioration of the status quo to a degree that made in my opinion the simultaneous introduction of
several reforms inevitable.® In other words, the reformers could not opt for a gradualist reform
strategy; they were pushed by the deteriorated status quo into the pursuit of a “big bang” approach
if they wanted to prevent hyperinflation, the impoverishment of large sections of society and a
complete dollarization of the economy. In addition, the deteriorated status quo had weakened any
resistance within the state apparatus to the rapid action plan proposed by the reform group. As
important as introducing a set of radical reforms is to stick to these reforms when social pressure
builds up to reverse some of the reform measures. Here geopolitical considerations can explain the
success of the government led by Tadeusz Mazowiecki. The Polish public perceived the
Mazowiecki government as the first Polish government in half a century not dominated by a foreign
power. The Polish public essentially provided a blank cheque to this first non-Communist
government that not only allowed the government to implement the reforms but gave it also enough
time for the reforms to play out. This breathing space was essential for the reforms to eventually
have a positive impact on GDP growth after a very short transition recession that lasted only two
years. The strong growth of GDP from 1993 until the Russian crisis of 1998 convinced policy
makers and a majority of Polish society to pursue further reforms, which were then implemented at
the end of the nineties.

A second geopolitical reason impacting positively on Polish reform efforts has been the already
mentioned identification of Polish society with Western Europe and the intent of a majority of

* For a complete treatment of these issues, see Roland (2000).

> Schaffer (1993) states that Polish policy makers had the choice between stabilization first, followed by liberalization
matters or by applying stabilization and liberalization measures simultaneously. At the same time he stresses that the
Mazowiecki government “faced a crisis situation. Prices were increasing at near-hyperinflation rates (..). The
government budget deficit had ballooned in the first half of the year, to about 15% of GDP. Output was falling and
wages and labor costs were at unsustainable levels. Foreign exchange reserves were dangerously low. Shortages and
queues were widespread.” Given this gamut of difficulties, | find it hard to believe that the solidarity-led government
really had a choice between a gradual and a “big bang” reform approach.
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Polish society to join the European Union. So, any Polish government could present structural
reforms as necessary steps for accession to the Union while at the same time pronouncing that it
undertook these reforms only reluctantly. At the same time, the accession process helped Poland to
modernize her political, legal and administrative structures in an accelerated fashion. In contrast, the
states of the CIS had no prospects to join the EU in the foreseeable future. Therefore, the
modernization process, which imposes large short-term costs on society, was considered less
desirable and was politically much more difficult to implement.

One final important political economy consideration that should be discussed is the presence of
civic society in Poland even under communism. A comparison of Russia and Poland is particularly
instructive in this context. In the Soviet Union any remnants of civic society were thoroughly
destroyed during the industrialization and collectivization campaigns in the thirties as well through
the Great Terror in 1936-1938. At the end of the thirties Russian society was completely “atomized”
and no social activity was possible outside the Communist party since that time (Conquest, 1973).
In communist Poland there were two powerful social organizations outside the realm of the
Communist party, the Catholic Church and the Solidarity trade union. Both these organizations
upheld civic virtues during the communist dictatorship, civic virtues that were completely absent in
the Soviet Union. Some authors explain the state capture by oligarchs in Russia with this absence of
civic virtues in society at large. The fact that Russian oligarchs got a hold on the levers of state
power for their own private aims had political repercussions in that a consistent and broad reform
agenda could not be implemented. In Poland, on the other hand, the existence of civic virtues
prevented the emergence of an oligarchic class and was thus at least partially responsible for the
pursuit of consistent and broad reforms. Roland (2002) forcefully makes the point that to fully
understand the successes and failures of reform policies it is not enough to analyze the mix of
economic policies; instead it is crucial to embed these economic policies in a broad historical
context.

IV. The reform policies of the Mazowiecki government
IV.1 The Program in some detail

In a memorandum on the economic reform program sent to the Bretton Woods institutions in
September 1989 the Polish government outlined its reform program in broad terms, stating that it
intended “to transform the Polish economy into a market economy, with an ownership structure
changing in the direction of that found in the advanced industrial economies.” The program had
three general ingredients (Government of Poland, 1989):

1. monetary and price stabilization;
2. structural adjustment;
3. foreign economic assistance and reduction of foreign debt.

The program under (1) was above all a macroeconomic stabilization program, but as we shall see
later on it was also conceived to influence the microeconomic behavior of managers of SOEs.

One of the most important elements of the stabilization program was price liberalization. In August
1989 the new government had already liberalized food prices. In January 1990 the remaining
administrative price controls were removed with a few exceptions. By January 1991 the shares of
prices freely determined were 100% of agricultural producer prices, 88% of industrial producer
prices and 83% of consumer prices respectively. At that time administered prices were applied to
alcohol, electricity, gas, heating and hot water, rents in state housing, postal services and
telecommunications as well as state rail and road transportation. Polish reformers (jointly with IMF
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experts) foresaw a rise of the Consumer Price Index of 45% in January 1990 and a rise of 94% over
the entire year. These forecasts were far off the mark, since in January 1990 alone consumer prices
rose by 80% and over the whole year of 1990 by roughly 250%. This larger corrective inflation
implied a much larger fall of real wages than foreseen: in 1990 real wages in industry fell by
between a quarter and 32% (the true magnitude of the fall is disputed in the literature). It also led to
a liquidity squeeze in the economy in the first half of 1990.

This liquidity squeeze came about because the government in collaboration with the National Bank
of Poland decided on a very restrictive monetary policy by restricting domestic credit expansion.
One declared aim of this restrictive monetary policy was the achievement of positive real interest
rates, which would entice firms and households to hold at least the new stocks of savings
accumulated after January 1990 in the local currency of the zloty. Since inflation was much larger
than anticipated the established nominal credit expansion resulted in an excessively large fall of real
money balances according to Gomulka (1992). The government, always conscious about the danger
of reigniting inflation, was not willing to adjust credit expansion targets upward thus leading to a
credit crunch soon after the onset of the reforms in January 1990. Being put under immense
pressure by SOE managers and representatives of the solidar