











1989 levels (not including the private sector). In fact, in the four key
branches of industry, the results were even lower: in light industry,
production sold was 64.7% of 1989 levels; in electroengineering, 70.4%; in
fuel and energy, 74.2%; and in chemicals, 74.4%. Within the same period,
unemployment increased from 55,800 in January 1990 to 1,124,000 (ca.
6.5% of the labor force) in January 1991. Despite considerable tightening
of monetary policies and initial success in controlling inflation, which was
down to 1.8% per month in August (according to the Main Statistical
Office, Warsaw), the inflation rate began to pick up towards the end of the
year and is estimated to have surpassed 5% per month by January 1991.
Because of returning inflation, the Polish government responded by rais-
ing interest rates, which by now exceed 75% per annum. This makes the
servicing of debt very difficult for enterprises already vulnerable to other
pressures of economic reform, and may further constrain levels of produc-
tion.

Surprisingly, in the circumstances, Poland’s trade balance with the
“socialist” countries reflected a surplus of $4,116 M in 1990; and trade
with Western economies showed a surplus of $4,717 M for the year (data
from the Ministry of Foreign Economic Relations). Although part of
these surpluses can surely be attributed to a decline in imports of inputs
to production, (e.g. imports of oil from the USSR [down from 12.3 million
tons in 1989 to 7.5 million tons in 1990] and imports of cotton [down from
the “socialist” zone from 94,900 tons to 54,600 tons, and down from 48,100
tons to 27,100 tons from the West in 1990]), part of these surpluses are
also due to increases in exports. These increases in exports were most
likely stimulated by sales of built up inventories, existing because of con-
siderable declines in domestic demand, and further aided throughout the
year by an undervalued zloty. If the official data available is accurate, it
will be difficult to sustain these high levels of exports for a long period of
time. In order to continue to maintain trade surpluses (which are neces-
sary to service the national debt), it will be essential either to stem the
flow of imports or to increase prices or volumes of exports.
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Although imports could be discouraged rather readily by a devaluation
of the zloty, the benefits of such a move would be offset on a macro level
by increases in the zloty value of Polish debt denominated in hard curren-
cies. At the same time, on a micro level, devaluation would make Polish
exports more attractive, potentially increasing export volumes by dropping
the real hard currency price, or alternately increasing zloty revenues real-
ized by enterprises maintaining export volumes but keeping real hard cur-
rency prices constant. Given the high cost of credit and the increased
price of imported inputs which would be caused by devaluation, increasing
production and realizing increased revenues through increased export
volumes at lower hard currency prices does not seem to be an implement-
able outcome in the short term. However, realizing higher zloty export
revenues at constant hard currency prices is a reasonable expectation of
devaluation. It is essential to recognize, nonetheless, that although keep-
ing hard currency prices constant and gaining greater zloty revenues would
ease pressures on many Polish enterprises, boosting trade surpluses
through devaluation does not represent a long term solution which can be
repeated indefinitely (especially given outstanding debt levels). Conse-
quently, unless Polish enterprises are actually able to boost export
volumes or prices through product quality improvements, Poland will be
unable to sustain its trade surpluses long term.

Although devaluation offers some opportunity for Polish enterprises to
boost volumes of production because of higher revenues (offsetting some
of the constraints of expensive domestic credits) in the short term, the
higher zloty cost of imported inputs to production could offset this ad-
vantage unless domestic substitutes could supply most of these needs.
However, unless certain fundamental economic problems like inflation
(and associated wage pressures, which higher zloty enterprise revenues
could exacerbate) are addressed, production could decline further and the
viability of Polish manufacturing enterprises would remain under threat.
Furthermore, officially lower levels of state production are unlikely to be
compensated for by new or expanded manufacturing enterprises, deterred
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from growing as long as interest rates remain over 75% per annum. In
this scenario, it would be difficult to find competitive domestic sources to
substitute for imported inputs to production. As a result, the need for
increased macroeconomic stability and for the legislative reforms which
could promote enterprise growth and efficiency respectively seem clear;
unless Polish enterprises improve their efficiency and international com-
petitiveness, long term trade surpluses will be unsustainable. Given the
current pressure from exporting enterprises favoring devaluation which
would effectively soften their budget constraints, it is criticalf to ensure
that proper incentives for managers to increase efficiency are in place.

Perhaps the most important initiatives yet to be implemented effec-
tively and broadly are those surrounding the privatization program. In
order to gain efficiencies essential to boost either prices or volumes and
therefore to secure long term trade surpluses through comparative ad-
vantage, Poland must introduce an effective program of privatization of its
industry in order to increase managerial accountability and rewards for
effectiveness. As of February 1991, the privatization effort has yielded
few concrete results; only five state companies were offered for privatiza-
tion, out of about 7500 state-owned enterprises. This is mainly because to
date Poland has been unable to come up with a method of privatization
which would prevent the sale of national property at bargain prices, while
at the same time allowing for fast privatization and inflow of capital. Ef-
forts have been complicated by a resistance to selling companies to
foreign nationals, an unwillingness to sell large blocks of shares to in-
dividual investors, and by the retention by the Polish government of up to
30% of shares in the privatized enterprises. Consequently, given a
shortage of foreign investors, the government seems inclined to bend to
the considerable pressure for distribution of vouchers to Polish citizens
entitling them to purchase shares. Unless it is recognized that the sale of
shares has two important functions, i.e. to change ownership and control
as well as to increase the inflow of capital, the potential positive effects of
privatization will not be realized.
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Privatization in a free market should place shares in the hands of those
who value them most and thus more readily recognize opportunities to
improve the net worth of the enterprise. If constraints are placed on the
number of shares one party can acquire, thereby eliminating any real op-
portunities to place control in new hands, there will be no upward valua-
tion of the enterprise’s potential. The result will be just as we have wit-
nessed so far, namely, little interest in acquiring shares in a firm with
questionable potential at best. Moreover, giving away vouchers entitling
the populace to shares in these enterprises will only reinforce the percep-
tion of an enterprise with inherently low value; because few potential
buyers exist, citizens may view the provision of vouchers as a means by
which the government is seeking to unload unprofitable enterprises with
little potential.

The only means by which to ensure a successful future for privatization
are for the Polish government to be prepared to give up controlling inter-
ests to individuals or firms (domestic or foreign) able to increase the value
of these enterprises through well-honed managerial skills. One of the
ways of addressing this problem would be to offer a block of 51% of
shares, with a reservation price per share, to bidders. If the share price is
set realistically, opportunities to garner additional paid-in capital should
materialize. Such large investments would serve as an indicator to other
investors that the enterprise not only has potential, but that there is a
major new stakeholder who believes that s/he can increase the value of the
enterprise once s/he controls it. Once this is recognized, domestic inves-
tors should show increasing willingness to make small capital investments
of their own. However, if the state does not relinquish a larger portion of
ownership and control, investors are likely to remain skittish and capital
inflow will probably be constrained in value and speed. In short, privatiza-
tion efforts are unlikely to achieve desired goals.

Without the necessary legislative reforms and while the economic
situation remains tenuous, efforts to sustain Polish trade surpluses with
the West are similarly unlikely to succeed. At the same time, as noted
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above, new trade arrangements with the Soviet Union have made that
trade increasingly less attractive. The Ministry of Foreign Economic Rela-
tions estimated that dollar denominated trade and the switch to world
market pricing would require a 20-25% volume boost in Polish exports to
the Soviet Union to acquire previous levels of raw material imports.
However, as discussed previously, Polish enterprises are not well-posi-
tioned to offer an increase in exports. Perhaps, therefore, the best solu-
tion remains to identify a trade policy which reduces the strains on the
economy during the transition period while reforms are underway. This is
particularly true if broader economic and enterprise reforms (imple-
mented, for example, through privatizations) increase efficiency partly at
the expense of jobs. Although the Poles have been surprisingly tolerant of
unemployment levels over 1.1 million, any efforts to alleviate pressures to
cut employment while not compromising economic gain are advisable,
especially as it is difficult to quantify what percentage of workers who lost
jobs within the last year was reemployed in the growing private sector of
the economy. Furthermore, given that, for example, some 150 electroen-
gineering enterprises still sell anywhere from 25 to 90% of their products
to the USSR and have shown little ability to readjust, if trade arrange-
ments could be set which enable positive economic value to accrue to
Poland, this trade should continue. Indeed, with the right trade policy
arrangements, this trade could actually add value to the Polish economy.
There are two main factors which should permit Poland to realize
economic value through such trade. The first one is the dependence of
the Soviet market on imports from East Europe and especially from
Poland. For example, in 1990, 85% of all machinery imported to the
Soviet Union came from Eastern European countries, and imports from
Poland amount currently to 10% of total Soviet imports. Secondly,
Gorbachev’s decision to give certain trading powers to the republics
created an opportunity for designing a “dual system of trade” between the
USSR and Poland. In November 1990, Poland signed an agreement with
the Soviet central government which permitted Poland to establish direct
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trading relations with the republics. As explained earlier, Moscow, in
search of hard currency revenues, rejected a clearing payments model of
trade. Yet, at the same time the republics remained highly interested in
it. Furthermore, during the recent trade talks in Uzbekistan and
Kazakhstan, the Polish representatives discovered that Polish machinery,
cloth, consumer goods, etc. which Moscow tried to purchase at discounted
prices were received with great interest by local trade representatives.
What is important to Poland is that republics like Kazakhstan are capable
of delivering in exchange most of the natural resources that Poland needs.
Kazakhstan can also sell to Poland commodities currently imported from
the West, such as wheat from Canada. In the case of Uzbekistan, large
quantities of cotton could be exchanged for Polish mutton and cloth, in
which Moscow traders showed very little interest. Although direct trade
with the republics could turn into a clearing system, it is more likely that
an unsophisticated barter exchange will dominate early stages of trade.
While it may require much patient effort on the part of the Poles negotiat-
ing with inexperienced and unstructured counterparts, it is possible that
higher value for Polish exports through such trading arrangements could
be realized, thus reducing the need for hard currency cash payments; a
point not insignificant in Poland’s current payments situation.

The clearing trade with the Soviet republics cannot, however, be
divorced from the second element of the “dual system”, i.e. trade arranged
through the Soviet central government. For one thing, oil and natural gas
production and exportation are still controlled by Moscow. As oil and
natural gas still account for a large percentage of Polish imports from the
USSR, Poland may develop “surpluses” in trade with individual republics
and incur “deficits” with Moscow. Moreover, since it is the central
government in Moscow which controls the redistribution of hard currency
earnings to Soviet enterprises, the total value of trade flows will depend
not only on the ability of the Poles to find Soviet importers willing to
import Polish products, but on ensuring that those importers can obtain
from the central government hard currency for payments. Given the level
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of Soviet foreign payment obligations, the value of trade could shrink
considerably. On the other hand, it is important to remember that Mos-
cow finds itself under extraordinary domestic pressures to provide con-
sumer goods and therefore the “dual trading arrangement” could ease the
pressure of consumer good shortages, at least on the level of the republics.

The Soviet need to import goods has therefore another implication:
although according to the latest “Protocol” signed between the Polish and
Soviet governments Moscow indicated its willingness to sell to Poland only
4.5 million tons of oil (a decrease of 40% in relation to 1990), the Polish
government should still be able to negotiate discount prices from the
Soviets. Given their desperate need for hard currency revenue and the
relative glut of oil on world markets, the USSR cannot easily redirect its
oil exports without incurring additional costs. Furthermore, as the Poles
have already shown their ability to compensate for cuts in Soviet deliveries
of oil and have been openly engaged in searching for alternative sources
of oil and gas supplies (mainly from Norway), their bargaining position has
strengthened and offers some room for negotiating better deals.

Therefore, if the Polish Government can manage this balancing act
between clearing payment arrangements with the Soviet republics and
hard currency trade arranged through the central Soviet government, it
may achieve more than simply buying time for its internal reforms to
permit readjustment of the economy for trade to the West. Given that
Poland is well ahead of its former CMEA partners, due mainly to its much
faster decentralization of foreign trade, and by extension a greater readi-
ness of individual enterprises to pursue new opportunities, Poland is in a
better position to benefit from trade with the Soviet republics than other
former CMEA partners.

Since it appears that a clearing payments system of trade could be
beneficially established between Poland and the Soviet republics
(elaborated on in the original paper as a form of the Finnish model), it
would be irresponsible not to mention what has happened to the actual
trading arrangements between Finland and the USSR. As of January
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1991, the old clearing payments system was terminated and was replaced
with a convertible currency payments system; arrangements similar to
those which exist with the East European countries. This fact, does not,
in our opinion, weaken the case for establishing clearing trade with the
Soviet republics. The specific current economic situations of Finland and
the Soviet Union made this model too burdensome for either side.

Finnish-Soviet trade arrangements were terminated primarily because
the Soviet Union could not clear their deficits either through hard curren-
cy payments or through increased deliveries of oil, which historically
amounted to ca. 75% of Soviet exports to Finland. The Soviet Union has
been so strapped for cash that the Finns have been unable to collect
$100M left as an imbalance on the clearing account, and had to allow the
USSR a full year (to the end of 1991) to pay. Furthermore, in 1990, the
Soviet Union was able to supply only 73.6% of the oil it delivered to
Finland in 1989, despite an unchanging Finnish demand for oil. The
Soviets have been threatening further cuts in oil deliveries as the obsolete
Soviet oil industry encounters more and more problems maintaining cur-
rent levels of production. Additionally, as the Soviet Union’s share of
Finnish foreign trade declined (exports down 11% from 1989 levels, and
imports down 16%), the value for Finland of participating in the elaborate
clearing payments system (both in terms of total trade value and counter-
cyclical effects to trade with market economies) was reduced. Finally, in
view of the continuous decline of the Soviet economy, Finland has had
little incentive to try to defend their old system from being replaced with
new arrangements.

In the case of the Polish economy, however, where many enterprises
still remain dependent on the Soviet market, where access to hard curren-
cy remains limited, and where the scale of prospective economic reforms
remains daunting, a clearing system of trade with the Soviet republics
could be of greater benefit than to Finland. Since many of the Finnish
enterprises which served the Soviet market could be adjusted to serve
Western markets more easily than Polish enterprises could, there is less
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incentive for Finland to engage in contorted trade arrangements which
offer few immediate benefits and an uncertain future. Poland, on the
other hand, could use a clearing model of trade to diminish hard currency
payments for imports, to establish new markets for some of its products,
to increase the value realized for some of its current exports, and to find
some alternative sources of raw materials. In the process, it could estab-
lish stronger relations with the increasingly independent Soviet republics
(some of which could soon become Poland’s new independent neighbors).
Also it might be able to increase its bargaining power and its opportunities
to execute lucrative trade agreements with the central Soviet government
in the future. At the same time, the authors would like to reiterate that
Poland must aim at establishing its presence on competitive Western
markets, and at no time should other alternatives take precedence and
dissuade Poland from pursuing this primary goal.
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