Poland’s Achilles’ Heel:
The Budget Deficit

by Alexander Hartmann

While the financial crises in Argentina and Japan dominate
thenews, theglobal economic depressionthreatensto unleash
afinancia implosion of Poland. But as yet, no palitician in
Poland dares say this. Thelast one who did, then-Minister of
Finance Jaroslav Bauc, wasimmediately fired by then-Prime
Minister Jerzy Buzek.

Bauc had warned that Poland’s budget deficit in fiscal
year 2002 may reach 88 billion zlotys (some $21 billion), and
that 40% of the budget was not covered by revenues. A hasty
investigation proved Bauc right, but he was fired anyway,
because he had warned of the payment crisis “too late.”

That occurred last August. The Buzek government is
gone, but the problemsremain. Apparently, thereisan agree-
ment to not speak about the upcoming crisis. Nevertheless,
Nervousness is rampant, as the government’ s unprecedented
demand that the National Bank of Poland lower rates by at
least 5% within three months, attests.

Thebackground to thisis, that the current very highinter-
est rates—they are at 11.5%—prevent Poland’s industries
from investing. Thus, the demand that interest rates be low-
ered, is absolutely justified. The other argument is, that the
high interest rates drive the zloty up, crippling the competi-
tiveness of Poland's exporters, and this drives Poland’s ex-
ports down.

Indeed, Poland’ s exports are going down. Polish exports
to Russia have essentially vanished, while Poland still needs
to import Russian oil and gas. As a consequence, Poland's
trade deficit, both in 1999 and in 2000, was more than $13
billion, creating a current account deficit of $11.5 hillion in
1999, and of dlightly lessthan $10 billion in 2000.

Foreign Investment Drying Up

This deficit was covered by a massive inflow of foreign
capital. Accordingtothe UN Conferenceon Tradeand Devel-
opment’ sWorld I nvestment Report, foreigninvestorsdirectly
pumped more than $7 billion into Poland in 1999, and about
$10 billion in 2000. Mostly, this money bought former state
propertiesand companies, whenthey wereprivatized. Inother
words, Poland sold its silverware, in order to pay for itsim-
ports.

But this source of money isin the process of drying up.
First of al, there are not that many state enterprises |eft that
could be privatized. Second, the internationa “investors’
have run out of money, being in a crisis themselves. Poland
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will be lucky, if these investors are not forced to pull their
money out to pay their debts elsewhere. On the other hand,
those who have invested in Poland in the past, want to see
returns—creating an outflow of funds.

Inthemeantime, themonthly trade defi cit hascomedown,
mostly because of thelow oil pricesin recent months. But, it
isnot only theimport volumethat shrinks—exportsare going
down, too, because of the economic crisisin Western Europe,
especially in Germany. Many factoriesin Poland are part of
the “production chain” of Western multinationals, and when
these cut production, they buy less from their affiliates or
suppliers in Poland. Hence, unemployment in Poland has
risen to 17.4%, a record in the post-Communist era. That
Germany’s imports from Poland have gone down less than
German imports from Western countries, islittle of consola-
tion, under these circumstances.

This will soon affect tax revenues—which will serve to
exacerbate the budget deficit. At the end of 2000, public debt
amounted to $76.4 hillion, of which some $33 hillion was
foreign debt.

With a budget deficit of 40%, and sinking tax revenues,
Poland’ s government will not be able to financeits debt; it is
inadebt trap. If the zloty stayshigh, tax revenueswill shrink,
if the zloty weakens, the foreign debt will rise by the same
factor. This, of course, will not only affect the government’s
debt, it will also affect the $39 billion in private foreign debt,
and aggravate the internal economic crisisin Poland.

Thisisthe reason why this favorite recipe of the Interna-
tional Monetary Fund (IMF)—devaluation of nationa cur-
rencies—hasended in afailure, wherever it has been applied.
In fact, the aim of this medicine was not so much to increase
theability of theaffected countriesto pay, but to provideever-
cheaper imports for the formerly industrialized countries in
the West, to ease living conditions there.

Last Autumn, Argentinawasin the same situation. Presi-
dent Fernando de la RGia and his Finance Minister Domingo
Cavallo tried to manage the crisis by imposing ever more
brutal austerity measures, cutting pensions and salaries of
state employeesto finance the debt, at an accel erating tempo.
This, in turn, destroyed the domestic market. In the end, it
did not work: Despite (or because of) several IMF bailout
packages, the government was forced to admit it was bank-
rupt. The devaluation of the peso, in January, has made mat-
ters worse, despite the debt moratorium declared by then-
President Adolfo Rodriguez Saa.

Poland’s government is moving along the same path.
Once the government can no longer pay its debt, foreign in-
vestors will pull out. Once this avalanche is triggered, the
Zloty will collapse, with catastrophic consequences.

Theonly movewhich can prevent thisscenario from play-
ing out, isto turn away from the monetarist credo. The ques-
tion arises: Are Poland’s elites more courageous than those
of Argentina, who deserted President Rodriguez Saa, when
he wanted to do just this?
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