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OPENING REMARKS BY THE RECTOR
OF THE STATE HIGHER EDUCATION
ESTABLISHMENT «KYIV NATIONAL
ECONOMIC UNIVERSITY NAMED AFTER
VADYM HETMAN»

Under conditions of the increasing globalization of the world economy, the
socio-economic convergence of neighboring countries is essential, because the
establishment of good neighborly parity relations or the reinstatement of the "iron
curtain" depends on this. Quite revealing in this case are relations between
Ukraine and Poland, countries that have passed a difficult and in many respects
contradictory way to understanding their new positions in United Europe. In view
of this, the joint paper by Ukrainian and Polish economists, which is proposed to
the general reader, deserves praise and deep appreciation for the great work
conducted by scholars, editors and translators of both countries.

A separate mention should be made of the cooperation between the academic
schools. Science, particularly economic science, should unite and encourage
governments and political forces to their consolidation for the purpose of
increasing national competitiveness, and thereby also the living standards of their
people. Quite meaningful thereto is cooperation between the Polish and
Ukrainian scientific schools, which are considered among the largest in the
megaregion of Central and Eastern Europe. I am convinced that the further
development of our cooperation will be of value not only for the countries that
we represent, but to others as well.

Most Ukrainian authors of this book work at the Kyiv National Economic
University named after Vadym Hetman (KNEU), which is considered to be the
cradle of economic personnel for our country and for decades (since it was
founded in 1906) educates specialists in different economic sectors, including
International Economics and Management, a specialty that has recently become a
priority in our educational institutions. Of the many Universities — partners of
KNEU, the Cracow University of Economics is of particular importance; good
academic relations have developed between them, as evidenced by this
fundamental economic work.

We are deeply grateful to the Polish party for its patience, tolerance and
understanding of our problems and scientific talent, which together, transformed
a good idea to a brilliant result.

Anatolii Pavlenko,

Rector, State Higher Educational Establishment «Kyiv
National Economic University named after Vadym
Hetman», Doctor of Economic Sciences, Professor,
Academician, Hero of Ukraine



OPENING REMARKS BY THE RECTOR
OF THE CRACOW UNIVERSITY
OF ECONOMICS

Development of Polish-Ukrainian cooperation is a key objective of the
foreign policy of both countries. Although during the initial period of
transformation of both economies this postulate was not implemented
sufficiently, in recent years a clear acceleration in this area has been observed.
However, to preserve this positive trend in the deepening of relations, such
cooperation should increasingly rely on grassroots community initiatives and
manifest itself in different forms: political, economic, scientific and cultural.

With this in mind an Agreement on scientific and educational cooperation
between Kyiv National Economic University of Ukraine (KNEU) and Cracow
University of Economics (CUE) was signed in early 2008. An important initiative
of this collabouration was the research project "The Convergence of Economic
Models in Poland and Ukraine", resulting in this monograph. The fact that this
first joint project addresses problems that are fundamental to both economies, and
at the same time is a large-scale initiative, is clearly positive evidence of the
prospects of Polish-Ukrainian scientific cooperation in the future.

The authors of the monograph presented a thorough diagnosis of convergence
and divergence processes, which took place between Poland and Ukraine after
1990. Primarily they performed a difficult task of identifying the systemic and
institutional conditionalities of economic development and reducing differences
in development. These issues are particularly important for Ukraine, which is an
example of a post-socialist country that has yet to make decisive steps in
selecting its own model of development, while the reforms that have been
implemented, which are based on proven designs of a competitive system, the
information and telecommunications revolution, globalization and integration
trends, have not brought the expected results. This paper proves that the most
applicable model for Ukraine is that of the EU, because it is based on the
harmonization of economic efficiency, social justice and ecological balance. As
such, this model is more understandable to the post-socialist society and can get
its approval. We also hope that this publication will be an important voice in
support of Ukraine’s accession to the EU, as it presents substantial scientific
arguments in favor of this view.

The authors of the monograph deliberately sought to move away from the
purely professional language used by economists, so this work is understandable
to a wide range of readers. I also believe that this publication can be a valuable
resource for students, and also shall be circulated widely beyond academic
centers. For this reason, it could become an effective tool for distributing the idea
of European integration in Ukraine, as well as for gaining a deeper understanding
of specific problems in Ukraine, Poland and other EU countries.

Roman Nestrdj,
Rector of the Cracow University of
Economics, Professor, Habilitated Doctor



PREFACE

TO THE ENGLISH LANGUAGE EDITION

OF THE MONOGRAPH

«CONVERGENCE AND DIVERGENCE

IN EUROPE: POLISH AND UKRAINIAN CASES»

For almost a quarter of a century the transition of economies of Poland and
Ukraine to the market economy has been in progress. Production capacities have
been updated, democratic political structures have been developed, and the civil
society has also evolved. The results of these efforts, however, are quite diverse,
notwithstanding the fact that starting potentials for the development of the two
countries have been quite similar. Poland has chosen a firm pro-European
orientation, whereas Ukraine has been following its own way. The experience of
these two nations proves that profound systemic transformations may result in
considerable social and economic advantages, or, in case of their suspension, may
turn into the source of troubles, deepening technological and civilization gap, as
well as the emergence of various obstacles, which interfere with the generation of
the new wave of national economies integration.

In general, there are numerous other reasons, which call for the profound
analysis of the problems of systemic reforms implementation in Poland and
Ukraine. The challenges of the competition of a new type, requiring the search
for the synergies of a combined influence of technological, production,
managerial, financial and other innovations are intensifying. The emerging
markets’ competitive pressure from China, India, Brazil and some other rapidly
developing nations is getting ever stronger. More over, financial and economic
crisis, which broke out in August 2008, caused severe debt problems for many
countries of the world. Nevertheless it made obvious, that some countries,
including Poland, were still better able to overcome the consequences of the
crisis, and therefore to raise the competitiveness of their economies.

For this reason in our monograph we tackle not only the problems of
similarity and divergence of Polish and Ukrainian economies in the context of
real systemic transformations, which take place in both countries, but also
consider the issue of general applicability of Polish experience in the field of
market transition and EU accession for Ukraine. We also made an attempt to
answer the question, whether the existing social-and-economic system meets the
requirements of progressive development of Ukraine.

Our deliberations are grounded on the argumentations of neo-institutional
theories and some endogenous growth models, as well as deep conviction of
the authors, that development via globalization of neo-liberal type is not the
optimal trajectory for Ukraine. Simultaneously we arrived at a conclusion, that
Russian market transition experience is not able to cause the catch-up
development in case of Ukraine, even though it may be suitable for the solution
of several social-and-economic problems. The hybrid systemic solutions, as
well as those, grounded on the Washington Consensus, can not be regarded as
the alternatives because of the heterogeneous logics of their components, and in
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view of the threats posed by the devaluation of social and human capital and
immanent for many post-socialist states, and firstly for Ukraine, development
paradoxes.

We assert, that economic model of the EU may be suitable for Ukraine, as in
spite of being hyper-bureaucratic it is aimed at harmonization of conditions of
economic efficiency, achievement of the proper social standards, as well as
environmental sustainability. From this viewpoint it makes more sense for the
post-socialist society, and may be approved by it. We have also focused on the
dependence of the market transformation outcomes on a set of cultural
determinants, such as traditions, thinking, personal and collective behaviour,
grounded on the historically formed rules and patterns.

Thus the outcomes of our joint research may be summarised in the following:

1. Modern convergence processes, which are dominant in the world, are quite
controversial, as they often unusually combine with divergence of some states,
which, being part of the integration union, after a long period of mutual
convergence habitually demonstrate rapid growth of divergences in relation to the
social-and-economic postulations, which until recent had been regarded as
unquestionable assumptions. The similar developments may be typical for two
neighbouring nations, which might illustrate both common and distinct features
of their economic systems, revealing in certain periods of their modern history
both convergent and divergent trends. The Central European location of the two
large in terms of population and territory nations — Poland and Ukraine, transit
through their territory of commodity flows of continental importance, and
potential contradiction of the European and post-soviet visions of the integration
prospects on the both sides of the border extends the matter of identification of
qualities of the two economic models far beyond the framework of the traditional
analysis of trans-border economic systems.

2. There are reasons to presume, that transformation processes of Polish and
Ukrainian economies by themselves don’t lead to the convergence, growth and
efficient economic development of these two countries. Its routs are rather
complicated, whilst endogenous and exogenous factors are multifaceted and
controversial. The considered economic divergence of the two countries is, first
of all, a function of differentiation of market transition processes, as well as one
of institutional changes. The identification of common and different features of
economic development of Poland and Ukraine allows defining the factors of
harmonization of their development, as well as impediments holding up this
process.

3. Although Ukraine is not one of the EU Member States, the exploitation of
Polish experience in the domain of the EU Acquis communautaire
implementation could provide it a plenty of advantages, such as economic, social
and political ones. The possible economic benefits might comprise the achieving
of real convergence of economic growth and development of Ukraine and the
EU, as well as the intensification of effective markets formation in Ukraine.
Social advantages might include the establishment of institutional framework and
the development of social capital, which altogether would lead to the growth of
economic performance and implementation of the policy, built on the system of
social-and-economic cohesion of the EU. Political gains might be associated with
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guarantying political stability, improving the level of security in the region. There
could also be several discrete improvements, such as the expansion of spheres of
self-responsibility for the one’s own wellbeing among the economic agents of
Ukraine.

4. The problem of the post-soviet states’ economies adaptation to the global
market environment is rather challenging for them, as the established theoretical
postulations and traditional managerial technologies are discredited. The
economic and social motivations of Ukraine are not an exception, as any
regulation of its economic system, even after the ratification of the FTA+
Agreement, requires an adaptation period, clear identification of gains, risks and
losses, born by the new status of this European state.

As a result of publication of the present monograph in Polish (2009) and
Ukrainian (2010), and from now on — in English (renewed and revised edition)
we expect the spread, at least within the academic environment, of knowledge
concerning the systemic factors and barriers, suspending the process of
convergence of the two countries, as well as opportunities and threats, connected
with the use of Polish experience in the process of adaptation of economic, social
spheres, and institutions of Ukraine, which are responsible for the decision-
making in the process of Ukraine’s accession to the EU.

Imperative is the comprehension by the society of the need to create a better
climate to enhance the process of accession of Ukraine to the large family of the
EU Member States. Therefore a decision was made to publish the outcomes of
the research of the Polish and Ukrainian economists in English, which will
greatly expand the audience of readers, not indifferent to the European integration
processes.

Viktor Chuzhykov,

Dmytro Lukyanenko,

Michat Gabriel Wozniak,

May 2012, Poland — Ukraine



CHAPTER 1

THEORETICAL AND EMPIRICAL BASES

OF CONVERGENCE OF COUNTRY MODELS
UNDER CONDITIONS

OF GLOBALIZATION

OF THE WORLD ECONOMY

1.1. The Essence and Fundamental Features
of the Evolution of Country Models (late 20" — early 21% centuries)

1.1.1. Introduction

In the modern system of the social and economic science the
interpretation of the term «model» is quite broad, i.e. it covers virtually
all major areas of social development, as well as the mechanisms and
tools to control it. Often referred to as methods of calculation of some
proportions in both the economic and social spheres, enabling the more
informative determination of the nature of transformations in a country or
group of countries and with a high degree of probability; in this case, they
also refer to elements of simplification or, conversely, complication,
which enable the provision of expert opinion to processes that occur in
the extensive system of economic relations. At the same time,
international comparisons of the «successful implementation» of systemic
reforms often require not only the use of the traditional macroeconomic
indicators, but also the synthetic ones, among which the most frequent are
the portion of private property, rate of corruption in society, «ease» of
doing business, and the economic openness of society. In totality, they
can claim to be called a «model». In economic blocs, non-standard
analytical models of state convergence, which enable to identify possible
ways of approaching economies and acceptance (or rejection) by their
people of the values that dominate in the interregional Community, have
recently begun to be implemented.

The many attempts of numerous researchers to isolate exclusively
religious determinants of the «success» or «failure» of national
economies are interesting in many respects, but can hardly serve as the
only explanation for what is happening in a particular state over a specific
period of time (indeed, Ireland entered the EU, being among the outsiders
of the European economy, and in early 2007, its GDP per capita was
second in the European Community after Luxembourg. South Korea’s
development has undergone a long and difficult path from the agricultural
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country it was in the mid-50s, to a superpowerful industrial-banking
«chebol» model in the 70s and its subsequent systemic crisis in 1990s,
and relevant new quality of innovative restoration in the early 21*
century). However, the most essential for a country in a globalized world
economy is the acceptance or non-acceptance of the relevant paradigm
for further development — «Homo economicus» or «Homo sociologicusy.
This option requires great responsibility from society for all spheres of
life, it should be made taking into account the mentality of people, the
specifics of the regulation of macro-economic proportions, and thus, the
selection of the optimal model for reaching their goals. Despite the fact
that in Poland this value orientation is more precise and consistent in
character than in Ukraine, the possibility of the convergence of the two
economies, in view of the common problems, ethno-cultural and in part
mental, economic and geographic priorities, seems quite urgent.

1.1.2. The Paradigmatic Vacuum of Country Models

The transfer of mankind to the post-industrial model of development was in
many ways paradoxical and such that had not always contributed to the
convergence of economic models of leading states and «third world»
countries. If in the early 90s they were dominated by the paradigm «Homo
economicusy», after global recognition of the concept of sustainable
development at the conference in Rio de Janeiro (1993), most economists
and politicians began to gravitate toward a new paradigm, «Homo
sociologicus», while anticipating that an economic crisis could be
overcome via the balanced development of its three components: economic,
social and environmental. It was assumed that such a model would be the
most justifiable, and therefore the success of the global economy in the
early 1990s (especially of post-industrial countries) had inspired mankind
with the hope for rapid transformational changes in society. Naturally, it
gave rise to a new theoretical search in the conceptual guidance of the
future global order, which was clearly defined by R.Svedberg
(R. Svedberg, 1991), as made evident in the table below (see Table. 1.1).
The author summarized the main methodological achievements of the
economists and philosophers of the late 20™ century (Samuelson,
Schumpeter, Mitchels, Friedman et al.), which enabled him to make a
navigable channel between neoclassical (Homo economicus) and social
(Homo sociologicus) paradigms. It was anticipated that the latter would
become dominant in the near future. It brought with it a change in the
number of its components, and more specifically, it was claimed that the
principles of actions rather than individual ones had every chance of
acquiring collective attributes. In the early 1990s, experience of social
convergence in the European Community and many social programs that
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were approved at the time by the US Congress, and finally the activity of
the World Bank, aimed at overcoming poverty in «Third World» countries,
united both theorists and practitioners in their belief that collective
interaction would become dominant in a global economy. From our
perspective, it is not entirely consistent with the real state of affairs,
especially on the level of TNC and TNB', which in the 1990s started the
process of mergers and acquisitions, which was in essence paradoxical in
the achievement of significant competitive advantages in the global
economy, and therefore collective action was soon replaced by corporate
action, often referred to as a kind of individual action (or rather its
synergistic option). The principle of action also changed, when the existing
social structure of leading states severely limited the use of investment in
them, which until recently had been proud of their achievements. In its
motives, modern global capitalism (or turbokapitalizm, as it is sometimes
called) largely uses rational calculations, nullifying (or substantially
limiting) irrational perception, traditions and mental values.

Table 1.1

NEOCLASSICAL AND SOCIAL PARADIGMS AS A REFLECTIION

OF THE WORLD (SECOND HALF OF THE 20" CENTURY),
ACCORDING TO R. SVEDBERG

Homo economicus

Homo sociologicus

Action

Individual

Collective

Principle of action

Freedom of action

Limitation of action through the
existing social structure

Motives of action

Rational calculations

Irrational perception, traditions
and values

Field of action Market The wh%&;tﬁ?ﬁn;;l;ﬁzttogether
Determinin Multiplicity, Decision caused by social and
inciol g decentralization of political power
principie decisions

Types of concepts
used

Analytical and abstract

Empirical and descriptive

Tasks of analysis

Prediction as an
explanation

Description as a concept

Relation to other
sciences

Self-sufficiency

Self-sufficiency

Source: Socio—economics. Toward a New Synthesis / A. Etzioni, P. R. Lawrence. —
N.-Y. — London: M. E. Sharpe, 1991. — P. 22.

" According to various sources, transnational corporations accumulate from 2/3 to 3/4
of the world financial resources. The intensification of global competition leads to the fact
that many of them are used to carry out expansionist policies rather than to develop human
capital. The intentions of the majority of governments to change this situation through their
own financial instruments are not always effective.
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The use of the market as the principal, or more accurately, the only
arena with relevant restrictions in the «social market economy» of
Scandinavian countries and Germany and the less regulated market in the
Anglo-American model does not call forth any doubts either. An analysis
of economic growth in these countries over the last decade demonstrates
convincingly: greater economic risks and low GDP growth is
characteristic of socially oriented models of economic growth, which
makes them very vulnerable in the global competition of countries for
investments, labour markets and resources.

In our view, the types of concepts used in society can be regarded as
being quite important. If in the «Homo economicus» paradigm the most
common are analytical and abstract consepts, «Homo sociologicusy» is
dominated by the empirical and descriptive ones , the latter of which are
constantly criticized for their inadequate perception of «state — trade
unions — employer» triangle.

Global economic system crises in the late 90s, harsh criticism of the
concept of sustainable development, which was more like a will (dream)
than reality, a new interpretation of the Kondratiev cycles theory (full
amplitude of fluctuation decreased from 70 years to 10—15) caused a
certain theoretical vacuum in the already «traditional» «Economicsy, by
means of which until recently they tried to explain almost everything.
These contradictions in modern economic methodology were somewhat
clearly revealed by Professor A. Leijonhufvud (A. Leijonhufvud, 2006)
from the University of Trento (Italy).

Taking into account the abovementioned parametrial characteristics,
as well as the «standardized» (if such a word can be used for science)
views of «neoeconomists» A. Leijonhufvud identifics, that the tasks of
the two theories, — the classical one and the modern one, — are quite
different. If the issue in the first case is the detection of the system’s laws
of motion, then in the second one — it’s only the principles of the
efficient allocation of resources. It means that the very existence of the
categories of «law» and «trend» is put into question, which, in our view,
cold threaten our perception of economic theory in general, because the
detection of principles (we will add that they are temporary in the context
of globalization) cannot serve as evidence of the scientific substantiation
of the interpretation of any socio-economic process, and therefore a
question arises, that is quite understandable, on the selection of a specific
model of the development of society with an appropriate methodological
interpretation of its effectiveness, since the next category — utility
maximization of both intentions (according to the classics) or results
(according to neoeconomists) is significantly different. I am not sure that
entrepreneurs from the times of J.B. Sei or or K. Marx did not rely on the
results of their activities, they merely declared their intents. We think that
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A. Leijonhufvud is right in determining the behavior of the individual that
changed from adaptive to the optimal one, which the author defines as
«substantive rationality»: it must be focused on the future. Vivid evidence
of this could possibly be the behavior of many Japanese banks, which in
the early 90s actively secured their positions on many financial (both
geographical and sectoral) markets of the global economy, but the
systemic crisis of the economy of Japan, the country of the «rising suny,
which took place in the late 90s, forced them to change to rational
behavior, resulting in the formation of financial and industrial capital
associations, known as «koho syudan» («Midzuko», «Sumitomo-Mitsui»,
«Mitsubishi-Tokyoy, etc.), which were, in essence, superpragmatic and
superrational. However, even this was not a panacea.

In our opinion, the interpretation of the role of institutions in modern
methodology is quite controversial. The famous theories of
institutionalism and its modern modification — neoinstitutionalism as
compared with the classical (I would also add neoclassical) theory did
indeed make development strategies predictable for both individual
countries and entire sectors of the national, and to some extent, the global
economy, and the consequences of their implementation seemed quite
predictable. Sometimes it assumed relatively simple forms of the
development and implementation of national strategies and programs
(USA, Canada) and envisaged the limited scope of regulation by the state,
sometimes it meant the application of more substantial government
mechanisms and instruments of influence, for example — indicative
planning in France. In time, international institutions (the IMF, European
Central Bank, European Commission) began to assume the functions of
supranational regulation. The strengthening of global organizations
disturbed the balance on the macro and micro level, which led to a
dramatic debate on the general feasibility of their existence in market
conditions. However, this was not the only way in which the balance was
disturbed. In Germany, the number of supporters of the «Homo
sociologicus» paradigm has decreased recently, primarily through the
destruction of the population’s traditional notion of the dominance of
social development in the country. The latest national statistics data show
that average annual GDP growth in the country over the last ten years was
only 1.5 %, while the number of recipients of social assistance in view of
poverty — «socialamt» increased by 7 % per year. The coming to power
of Nicolas Sarkozy in France was not a coincidence, since his main
election slogan was the regulation of social assistance, the recipients of
which were almost 10 % of the population, mostly immigrants from
around the world. Naturally, tax increases, as a simple arithmetic
operation to solve social problems, resulted in further outflow of
investment according to the principle of the firm «Tefal». The crisis of
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the social model of society in the global economy had already become
apparent in the late 20" — early 21* century, and it started, oddly
enough, with leading countries. It is natural, that it was followed by the
economic crisis (2008—2009).

To identify trends and thus to identify specific «extremes» of the
impact of globalization on all spheres of social and economic life, it is
vital to determine the critical levels of the most vulnerable aspects of this
process. Given that the term «globalization» appeared relatively recently
(late 1980s) and the phenomenon itself, to a certain extent, has existed
since the transition of humanity to the slave society, it would be expedient
to concentrate only on the parametrized identification of selective
components of this process, directly resulting from different approaches
to the interpretation of the two paradigms, «Homo economicus» and
«Homo sociologicus». The avant-garde work of L. Marks,
N. Kalaitzandonakes, S. Konduru (2006), might be very useful to develop
the understanding of the process, as they after a thorough analysis of the
major publications on the mentioned subjects, managed not only to detect
the critical places of the taxonomy of modern terminology, but also
determine their hierarchical and conclusive nature.

The contradictory nature of the globalization process, as noted by the
above-mentioned scientists from the University of Missouri-Columbia
(USA), is quite clearly reflected on the dendrogram in two blocs — positive
and negative, and clearly illustrates the changes in society, which the
phenomenon brings with it. World trade, for example, increases access to all
the benefits of civilization, while reducing poverty in post-industrial countries
and in fact encouraging its growth in «Third World» countries , thus creating
a negative environment in some coutries and positive one in the others.
Uneven economic development is strengthened, in spite of the fact that there
are new poles of growth in both «Third World» countries (India, China), and
in some regions of post-industrial countries (Silicon Valley in the USA,
Stockholm — Kista in Sweden), which in the mid-20" century were not
distinguished by the best combination of production factors, but now differ
from the global periphery with their high dynamism, relevant preferential tax
regime and new rules (in spite of everything, they exist) of the innovative and
investment flow of capital, which have yet to be adequately studied by global
economic science. Thus, it becomes obvious that the explanation of M. Porter
on the competitiveness of the national economy through the competitiveness
of firms that are part of it, does not appear to be very convincing. It follows
that the author’s famous «diamond» will shortly have to become a polygon.
The hyperdynamic business of global networks correlates weakly with the
traditional interpretation of production factors and the estimations of the
competitiveness of firms according to Porter, which until recently have been
admired by his numerous followers.
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The interpretation by L. Marks and his collabourators of employment
seems quite strange, which should be compared to the negative and
positive migration rather than with localization, which, incidentally, has
no antipode. Transborder migration will undoubtedly intensify in the 21*
century and serve as a «compensationy» response to the challenges of
innovation and investment globalization. With this, it is possible to
predict that the income of the citizens of post-industrial countries will
grow more slowly, the supply of surplus labour from developing
countries will grow and the social package for new migrants will
decrease. This means that the situation wherein mankind will shortly find
itself in, will most likely be determined according to the communist
slogan from past years improved by the Russian professor L. Miasnikova
(2006), — «from each according to his abilities — to each according to
his needs, determined by abilities», i.e., as the author herself notes, the
situation will be formed, when «people are equal before God and law, and
in all other respects they will not be equal»®. The first part of this forecast
does not raise any doubts, which cannot be said about the second part,
because laws are written by people and supposedly for specific groups of
people, whose interests they protect. The experience of former Soviet
countries demonstrates the high probability of the dominance of this
particular position.

At the same time, in our opinion, another L. Miasnikova’s assertion
on the existing paradigms of economic development is quite important. In
her opinion, they clearly fit three categories: networks of netocracy,
networks of bourgeois and consumerate, as well as world networks;
hierarchical relations exist among them.

Netocracy is the intellectual elite of the middle class, using its
intellect as a means of production, which is backed by a personal
computer. The finished product here is the organization of a new network
or the upgrade of an existing one, the strengthening of their competitive
advantages or, conversely, the reduction of the influence of other
networks. People belonging to this class are at the same time producers of
networks, and their powerful consumers, which clearly follows from the
next block — bourgeoisie and consumerate networks. Today, post-
industrial society is a multistructural consumer model, in which the use of
new generation advertising technologies, armed with an in-depth
knowledge of human psychology, leads to the diversification of consumer
demand (or even to the excessive consumption of so-called «cheap
things»). How is it possible to estimate the movement of aggregate

2 Prof. N. Birdsall (2006), President of the Center for Global Development (USA),
gives his data on country asymmetries, whereby nowadays the USA, the EU and Japan are
100 times richer than Ethiopia, Haiti and Nepal, while in the early 20™ century, this ratio
was 9:1.
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demand or supply curves in the economy of a specific country, where
psychologists of the highest qualification have taken on the case?

World networks in a globalizing world economy will become
increasingly used not only in terms of availability via e-commerce, but
also in terms of easy access for most customers to different information
sources, data banks, etc.

The new paradigm proposed by prof. L. Miasnikova, which is often
called «Homo informaticusy» in the West, however, shall be considered as
a separate component of the «Homo economicus» paradigm, in which
another link of netocracy has appeared, consisting of top managers
(curators), scientists (eternalists), managers (nexilists) and others.
However, it does not bring new changes in behavior, area of activity,
principles of action and other aspects that define the reference to
«Sociologicus» or «Economicus». In our opinion, the answer to the
question whether a paradigm can have a regional and sectoral hierarchy is
quite important, because its component structure, global identification
and applied orientation depend on it.

The identification of the most significant features of the modern
paradigm is impossible without a clear definition of its parameters, which
were determined for the first time by the American, T. Kuhn, back in
1962, who is rightly considered to be the second author since ancient
times, to implement this term in modern methodology. Despite all the
criticism of many followers and opponents of the «Chicago-based»
interpretation of the definition of a «paradigmy, it has still not lost its
relevance in the economy. T. Kuhn defines a paradigm as «... recognition
by everybody of the scientific achievements, that for a certain time offer a
model for posing a question and its resolution by the scientific
Community» (T. Kuhn, 1975 : 11). The above interpretation envisages
the existence of models, and thus their detailed description, which is
recognized by everyone and can be considered as a model (standard) for
the most rapid implementation. Given this, there may be (in fact, it
already exists) a sectoral interpretation of a paradigm (e.g., innovation,
recreational, social development), and regional (the world as a whole, the
EU, Ukraine, Poland, etc.), and inter-sectoral, international, and thus any
other. What are the consequences of this fragmentation? Most likely it
will lead to a complete blurring of its interpretation. With this in mind,
the system definition of a paradigm offered by the outstanding American
and Hungarian economist, J. Kornai (2002), who we feel best defined its
main characteristics, deserves attention: the identification of the system as
a whole and the relationship between its components; the interdisciplinary
nature of research; the institutionalization of society; the evolutionary and
historical nature of the studied process (phenomenon); individual
preferences; the use of statistical models due to the existence of
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methodological problems; the study of internal dysfunctions that are
inevitable; own methods of analysis and methodology.

It is possible to agree with J. Kornai in terms of identifying the
components of the «system paradigm» concept, because he defined its
methodological bases in detail, but there are serious doubts in terms of the
detection of a single interdisciplinary paradigm that is not substantiated in
any way and is unlikely to ever be realized, since even theoretically it
cannot meet the above-stated criteria, which will be recognized
simultaneously by political scientists, sociologists, economists, culturologists
philosophers and other professionals. Under conditions of the increasing
globalization of the world economy, it is vital not only to state the multiple
structure of the studied phenomenon (no doubt, J. Kornai is right in this
respect), but also the polisystemic nature of socio-economic processes
taking place in the global economy. Thus, it is clear that it is not really
possible to expect the emergence of a single system paradigm in the near
future, instead (we take responsibility for this forecast) local industrial
paradigms will be reproduced intensively, and their effectiveness, as
follows from T. Kuhn’s theory and the «characteritics» of J. Kornai, will be
determined by the existence of highly valid socio-economic development
models of country and megaregional levels.

Under conditions of the increasing globalization of the world
economy and shaping of the dominant development paradigm, the
detection of the correlation «global» — «local» will be of utmost
importance in the near future. The well-known slogan of the recent
years; «Think globally — act locally» quite meaningfully reflects the
essence and the main components of the three approaches of world
economic development in the 21% century, which David Held and
Anthony McGrew define as neoliberal, liberal international and
institutional reformist, global transformation, protectionist and radical
models, each having the appropriate criteria basis (basic ethical
principles, proposed management system, key reforms, preferred form
of globalization and a political transformation course). In another part
of his book «Globalization/ Antiglobalization» (D. Held, 2004 : 106)
the authors suggested quite a successful synthetic globalization policy
model — «cosmopolitan social democracy» (crossed social position).
From our point of view, it seems quite convincing, as it allows the
integration of at least three different conceptual positions: of liberal
internationalists, institutional reformers and supporters of global
change, i.e. movements that both support globalization (the first two)
and oppose it. The main features of the newly created model of
global/local development should be:

1. Human rights and shared responsibilities. Political equality (basic
ethical principles).



CHAPTER 1. Theoretical and empirical bases of convergence... 27

2. Management on the part of individuals through market relations.
Minimized impact of the state. International institutions, a polistructural
system of relations: global — supranational — national — regional —
local (management system).

3. International free trade. Expansion of political participation, full
access to ensure global public goods. The strengthening of diverse
membership in political communities. The dominance of international law
(key reforms).

4. The acceleration of interdependence through free trade, integration
in corporate forms of intergovernment relations. The regulation of global
processes together with democratic global governance. A multi-level
cosmopolitan state structure and the regulation of global processes to
achieve equal autonomy for all (preferred form of globalization).

5. Strengthening observation of human rights, environmental regulation
as well as the reform of global governance. Increasing the share of
collective action. Decentralized country management. Reconstruction of
global governance through the democratization of states, civil society and
transnational institutions (political transformation method).

Naturally, the socio-economic model of the country cannot be isolated
even in cases when it is closed to outside influences, instead the
development concept adopted by society should be open for discussion
both during its development and approval, as well as during its
implementation. However, the success of the model will depend on how
well it will be integrated in the global paradigm, the formation of which
will significantly affect the nature and directions of internal
transformation of virtually all world countries in the near future.

1.1.3. Transformational Models of Central
and Eastern European Countries (CEE)

The transition from the administrative command system to a market
society in CEE countries was in many ways complex and controversial,
because there were no theoretical and applied models of fast (slow) or
any other transformation of society in the world, and thus, nobody could
propose ready transition scenarios, taking into account the specifics of the
national economy. However, the advice of many supranational
institutions — the International Monetary Fund, World Bank and some
European institutions for the countries with transforming economies were
quite helpful, though not as ideal as the population and governments
counted on. In fact, during this period the two main strategies (models) of
socio-economic transformation were formed: the «shock therapy» of
Polish economist L. Balcerowicz and gradualism (evolution), one of the
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authors of which was the previously mentioned Hungarian Professor J.
Kornai. The principal difference between them was in the terms and
methods for transition to a market economy.

Initial conditions for the beginning of reforms were quite clearly
defined by Polish economist Grzegorz Kotodko (2000 : 24), which he
called «Socialist freudianism or galbraith’s socialism» (2000 : 24),
hinting at the vacuum of theoretical and practical developments for the
implementation of a relevant model. Post-Soviet countries experienced
similar, though with some specifics, initial conditions, however,
approaches to transition differed mainly in the following: lack of a clear
certainty of people and governments as to the kind of society they were
going to build (there were plenty of options, «market socialismy,
«socialism with a human face», «Christian socialism», etc.), the
inconsistency of reforms, the naive attempts of governments to initially
provide aid to all segments of the population, bearing in mind that there
was actually nothing to share, hypertrophic non-transparent
privatization and so on. In the Asian countries of the former Soviet
Community it was accompanied by the purely antidemocratic
usurpation of power, when the former Secretary of the Communist Party
actually became a lifetime president and at the same time, the richest
person in the state. Nevertheless, the shock, gradualist and «post-
Soviety models of transition to a market economy had a number of
common transformation activities.Back in 1995, A. Gelb and C. Gray
identified four main elements of system transformation, including:
macroeconomic stabilization and control; pricing, and market reform;
the development of the private sector, privatization, reform of the
industrial structure; and redefining the role of the state. J. Marangos
(2005), a modern researcher of the problems of transitional economy,
distinguished seven of such blocks (price liberalization, privatization,
institutional structure, monetary policy and financial system, fiscal
policy, international trade and foreign aid, social policy) and determined
the conditional duration of each, with a total time lag, which in his
opinion does not exceed ten years.

Author concludes that, the most difficult and therefore the most
protracted process in all countries of the megaregion was the privatization
of large enterprises, which was most effectively conducted in Hungary
and the Czech Republic, but significantly delayed in Ukraine, the Russian
Federation and Kazakhstan.

The formation of an institutional structure had a different content
in post-socialist countries. For example, while in Central and Eastern
European countries, at the end of the 1990s, governments began to
fulfil a merely regulatory function, in post-soviet countries they still
focused on management, directive and distributive functions. Many of
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them sought to maximize their powers, using fiscal pressure,
numerous inspections and regulation, attempted to gain almost
complete control of business. This significantly separates the post-
Soviet bloc from the European countries.

The budget deficit problem is typical of any country, however its
various indicators in CEE countries, together with the rate of inflation
and government debt, play a restrictive role during a country’s
accession to the EU and, in accordance with the «Stability Pact» — to
the Eurozone.

The system of social assistance in CEE countries, is still different on
the state level, both by nature and scale. For example, the minimum
pension in most countries exceeds the subsistence level (the Czech
Republic, Hungary, Slovenia), but in others it is equal or even below it
(mostly in CIS countries). Similar budget deficit problems in almost all
CEE countries are specifically resolved at the expense of limited funding
for the social sector, causing the well-known «compensation migration
effect», when a Polish doctor goes to work in Sweden or Germany, and a
Ukrainian doctor takes his place.

Transfer to J. Marangos’ (2005) neoclassical gradualist model was
based on different regulation instruments and mechanisms, but had
similar consequences. Considering the results given by Marangos, one
can argue that the most successful reforms were those in Hungary, and
the least successful ones — in Romania. Slovenia, for example, was
more of an outsider, but all CEE countries would envy the
macroeconomic results it achieved after becoming an EU member. In
our view, this is not so much because of the scale and dynamism of
reforms (although it also plays an important role), but because of the
size of the country and degree of adequacy of the reform (acceptance)
of its economic complex; the reforms taking place in society. (The two
smallest CEE countries — Estonia and Slovenia achieved quite high
performance results. The former has competitiveness indices that allow
it to be included in the group of high-level countries (together with
France). The latter has GDP per capita at a level that even today
exceeds that of Portugal, and its human development index (HDI)
places it among the European leaders.)

Naturally, the further development of socio-economic models in
Central and Eastern European countries will largely take place under the
influence of the strengthening of globalization processes in the world
economy as a whole and continental integration in particular, and the
model proposed by Polish economist G. Kotodko (2002 : 15), to describe
these processes is called «post-socialist capitalism.» The period 1990-
2000, which was considered to be transformational, had different national
strategies for CEE countries, but despite the implementation of similar
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measures, that were compressed or, conversely, stretched in time, actually
brought the same results. The actual GDP in 2000 relative to 1989
(1989 = 100 %) was only exceeded by Albania (104.2 %), Poland
(107 %), Slovakia (103 %), Slovenia (113.7 %) and Hungary (104 %).
Ukraine and Moldova had a ten-year recession (the longest among CEE
countries), while it only lasted for 2-3 years in Poland and Slovenia.
During this period, many countries had a secondary recession (Albania,
Bulgaria, Estonia, Kazakhstan, Latvia, Lithuania, Russia, Croatia), and
Moldova, Romania and the Czech Republic had three minimal falls (G.
Kolodko, 2002 : 71).

At the same time, the above complications did not influence the
possibility of EU accession for most CEE countries, thus dividing Europe
into two parts: an integrated one, and the one that is still undergoing
transformation. The overall difference in quality and time of reforms
conducted in Ukraine and CEE countries, as well as time lags and their
stages (accession to the GATT/WTO, application for accession to the EU,
establishment of a free trade zone with the European Community and the
beginning of the implementation of the EU «acquis communautaire») in
early 2001 constituted 6 years, while in 2007 it increased to 10-11 years.
The need for diversification in the European direction and completion of
transformation reforms in Ukraine is an urgent requirement for transition
to the innovative development model, which largely corresponds to the
wishes of the peoples of Ukraine and Poland.

1.1.4. Can Country Models Converge?

The transition to a market economy while preserving social determinants
of development always encounters some very important circumstances,
which can subsequently determine the nature of relations between
countries and directions of future convergence. In addition, according to
Horst Siebert (Horst Siebert, 2006) from the Kiel Institute for the World
Economy, increasing local competition is inevitable in the context of a
new paradigm of the international division of labour. Ukraine, which, by
its geographical location is between the European Union and the Russian
Federation, will, in the future, experience the civilization, economic,
social and demographic impact of the two major megaregional «magnets»
— the European and the Eurasian ones. According to the poles theory of
Canadian researcher Alex Bettler (2002 : 73) the geo-economic structure
of the world in the 21% century will be determined by the economic
weight of countries reflecting their economic potential, which on the
aggregate level, is evaluated via the GNP/GDP indicator. According to
the calculations of the above author, there are two poles in Eastern
Europe — Russia with its USD 400 billion GDP and Poland with more
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than USD 200 billion GDP’. The resulting bipolarity is quite complex for
Ukraine, because, under the conditions of convergence of Russia and the
EU, Ukraine and Poland will benefit from their high transitive potential,
conversely under divergence conditions — Ukraine will lose, because a
high degree of integration of Poland into the EU and the expansionist
strategy of Russian TNCs will stretch regions of Ukraine on different
sides of the border. What could happen then? The gravitation of western
and southwestern regions to Poland, Slovakia, Hungary and Romania,
and of eastern regions — to Russia will form an unstable balance that
could harm the integral unity of the state. Possible benefits could include
the creation of a new harmonized model for Ukraine’s economic
development, which would be a diffusion system of socio-economic
factors for the megaregional transformation of civilizations. Under these
conditions, the benefit for both Ukraine and Poland would be obvious.
From our point of view, the main directions for the convergence of the
economic models of Ukraine and Poland could soon be as follows:

e the further development of economic relations and transferring them
to a pragmatic direction; the establishment of joint ventures in priority
sectors of the economy;

e implementation of Polish experience in Ukraine as regards SMEs
support;

e the establishment of international financial and industrial groups in
innovative sectors;

e the diversification of Euroregional cooperation;

e joint participation in EU technology programs (especially in the
Seventh Framework Program);

e development of scientific and technological cooperation between
the leading scientific schools and the commercialization of the achieved
results;

e strengthening of humanitarian contacts in the social sphere;

e Polish support of the European aspirations of Ukraine and lobbying
of common interests in EU institutions.

Many other ways of strengthening cooperation between Poland and
Ukraine will be addressed in other chapters of this book.

3 There is one contradiction in A. Bettler’s model. The fact is that the increasing
homogenization of the European economic area is inevitable under conditions of the free
movement «of four European freedoms», and thus it is possible to speak not about the
Ukraine — Poland, Ukraine — Russia correlations, but about the Ukraine — EU, Ukraine
— CIS models. If you anticipate that the total GDP in the EU now exceeds USD 12 trillion
and the same indicator in the CIS is USD 700 billion, which is less then the GDP of Spain
it is clear that the gravitation of Ukraine to the EU will be dominant, despite all
contradictions of a mental, ethical and civilizational nature. Such evidence can be found in
the migration model of Stewart, which is based on differences in the incomes of the
population. Based on these calculations, the volume of migration to the Russian Federation,
will decrease, but they will increase in the direction of EU states.
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1.2. Criteria for the Evaluation of the
Functionality of Economic Systems

1.2.1. Introduction

The functionality of the economic system should be understood as the
ability of mechanisms controling the national economy or any component
thereof (enterprises, households, individual markets, etc.) to effectively
achieve economically desirable objectives. Thus, a functional economic
system is characterized by two attributes: the efficiency of the
implementation of goals and the effective use of resources. Thus, it is
impossible to answer the question: is an economic system functional, if
desired objectives are not achieved and if there is no definition of
effectiveness.

Liberal mainstream economic theory, derived from classical and
neoclassical economics, is based on the paradigm of methodological and
meaningful individualism. This theory recognizes that society is
composed of atomized individuals who maximize personal benefits,
calculated and defined by market categories. However, the assertion that
human behavior can be altruistic when they perform any role, other than
an economic one, is denied. In fact, individuals will be characterized by
ever-growing needs. This means that fewer and fewer tangible resources
have to circulate in the environment over time. In this approach,
heterogeneity of preferences does not prove the heterogeneity of selection
criteria. Sure, it is personal interest that unites a worker, an entrepreneur,
the head of a family, a statesman or even a monk, but each person
understands this interest according to the hierarchy of values defined by
him/her.

A perfect competition model takes into account the fact that a person
is an individual. As a creature that maximizes his/her own profit, he/she is
quite intelligent, well-informed and can immediately make rational
decisions. By doing so he/she is able to minimize the cost of his/her
objectives. Based on these principles, the thesis of the market that meets
all the criteria of the functionality of the economic system is widespread,
particularly: efficiency, increased production per capita, balance, stability
and equitable distribution. However, the simulated market functions in a
social vacuum, and has no educational, informational and emotional
limitations. You can guess that the rules of the competitive environment
are formed spontaneously by trial and error, and therefore the intervention
of government is unnecessary or aimed only at taking care of the
competitive system.
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1.2.2. Economic Growth Criterion

The ability of economic systems to achieve the objectives of economic
management is the evidence of their effectiveness. The efficiency of an
economic system depends not only on decisions in the field of micro- and
macro-regulation, but, in short, on existing mechanisms of interrelations
and the coordination of the behavior of economic participants. The
effectiveness of economic systems is demonstrated by their ability to reach
the objectives, towards which society, groups thereof and individuals
gravitate. This fact causes the great difficulties in assessing the
functionality level of individual economic systems, because it is impossible
to make evaluations regardless of what goals people are seeking and by
means of what criteria they organize always complex structure of goals.
From the viewpoint of individual participants of economic
management, only those economies are recognized as functional, which
are beneficial for each of them or enable them to reach their own
objectives. In this case, functionality is identified as efficiency.
According to ever growing needs and a growing population, effective
economic systems should have such control mechanisms that guarantee
the growth of social welfare and quality of life. However, the
fundamental problem is the duration of the national economy’s
production growth per capita. Hence there are the main criteria of
efficiency and economic growth. However, economic growth, as
measured by GDP per capita, cannot be an apt sign of the condition of
the national economy, social welfare and quality of life. In order to
eliminate deficiencies that arise as a result of the underestimation or
overestimation of the value of the national as compared to foreign
currency, it is necessary to set the value of GDP according to the so-
called purchasing power parity. Instead, to reflect economic
development to the cost of GDP better, it is necessary to add the
estimated production cost of the shadow economy and deduct the cost
of estimated damages associated with the contamination and
degradation of the environment. To determine the influence of the
structural effects of economic growth on the quality of life, it is
necessary to use a package of analytical indicators. Currently,
international statistics operate using synthetic indices of economic
development and the quality of life, such as the Index of Sustainable
Economic Welfare (ISEW) or Measure of Economic Welfare (MEW).
However, none of the indices of economic development and quality of
life has gained universal acceptance and is not published regularly.
Historical experience shows that long-term economic growth cannot
be achieved without increase in productivity factors. Continuous
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economic growth is associated with technological progress, which allows
going beyond the boundaries that limit the growth of production in
accordance with the law of diminishing marginal productivity.

The classical theory of economic growth proves that to maximize
long-term production and welfare per capita, the economy needs to show
continuous sustainable growth. This means that the economic system
should be able to balance supply and demand at any time. In this case the
criterion of balance will apply.

The measures of governments that intervene and the desire of
society usually give preference to high economic growth, which
threatens the stability of actual processes. The philosophy of high rate
of economic growth has almost never been opposed, until the formation
in 1968 of the Rome Club, which dealt with the issue of the research of
economic growth limits. As a result, it became clear that high rates of
economic growth cannot be interpreted as the only effective way to
increase the wealth of nations, eradicate poverty and improve the
quality of life. It could happen that the factor limiting public welfare
becomes the cause for the disruption of the ecological balance and
subsequently also an environmental crisis, caused by the excessive
expansion of the global economy. Hence the question arose about
finding a new means for economic growth, which will increase social
welfare to the maximum for a long period, but taking the ecological
balance into consideration. Supporters of investment growth models
pointed out the limit of economic growth, acting according to the
efficiency criterion, this limit being connected with the so-called golden
rule of accumulation®, but the supporters of growth, who professed the
ideas of lasting and balanced development, spoke in favor of zero
growth. Contrary to currently popular literature, pointing out the
dangers that threaten the survival of man and derived from the
philosophy of expansive growth (threat to the ecosphere, exhaustion of
non-renewable resources, etc.), there are many supporters of high rates
of economic growth. Such appeals are heard from supporters of a
possible immediate reduction of differences in the development of post-
socialist countries.

However, the concept of zero growth is extremely controversial not
simply because of the interest of poor societies. It does not give
incentives to find ways to reduce growth costs. To reduce the growth rate
of all production is a very simplified solution and socially less optimal
than to intensify the search of the ways to reduce the cost of economic
growth.

* Index of Sustainable Economic Welfare (ISEW) was studied by G.E. Daily and J.B.
Coob Jr. in 1989, see more: Gil, Sleszynski, 2000.
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Forces on a global scale could be directed towards reducing the cost
of economic growth to support the foundations of long-term and balanced
development. However, it requires the replacement of GDP as the
criterion of performance of economy by a new measure, which would
cover the full set of factors that affect the quality of life in the economic
development programmed by governments and the social assessments of
the program’. However, more adequate measurements of the quality of
life will not solve the problem of the selection of the desired rates of
economic growth and the economic development model, which are
always the result of the autonomous decisions of market participants and
other entities that regulate economic activity, because these decisions are
based on specific value systems that facilitate or limit the definition of the
foundations of long-term and balanced economic development. In this
respect, the efforts of governments should be focused on education,
teaching people to be aware of environmental protection and the
promotion of long-term and balanced development.

In Poland, a high rate of economic growth, which would have helped
to reduce the lagging behind of development to the average GDP per
capita in EU countries, will only be possible when all components of
global demand, i.e. household consumption, investment and export, is the
driving force of this development growth, which means that the strategy
for reducing the gap in development and drawing closer to EU countries
will be very difficult to implement.

Judging by experience, an economic growth rate of less than 2.0 %
per annum is not enough to meet many basic needs, and leads to the
deepening of social conflicts. Such economic growth is not sufficient for
developing and underdeveloped countries, which include Poland and
Ukraine, as it results in a deepening in the difference in development as
compared to developed countries and a further increase in unemployment.
It is difficult to modernize the economy with low GDP growth, because
attempts to do it would lead to a sharp increase in already very high
unemployment. Given the problems arising from high unemployment, at
the very least, Poland needs for the GDP to grow by 5 % per annum and
this figure should stay stable for a long period, since at present, according
to estimates, GDP can reduce the unemployment rate by 1 %, and the
country’s development gap, compared to the EU average will reduce over
two generations. According to many economists, a delay in growth, or in
other words, zero growth, is meaningless. «Humanity has experienced
long periods of actually stagnant state only because technology has not
changed or changed very slowly» (Sauvy, 1973).

* The reasons for increasing the difference in development between the EU and the
US, I analyze in the article: Wozniak, 2000.
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1.2.3. The Balance Criterion

The long-term inequality of supply and demand, which exists both in a
market economy and in an economy controlled by the state, gives the
impression that disbalance is typical and ubiquitous. It even seems that
there are some forces inherent in this type of economy, the result of
which as regards the system, is that once disturbed, it is unable to return
to balanced growth. According to the Keynesian theory of fixed prices,
it can be concluded that in actual fact, there are only unbalanced
systems. Market coordination creates restrictions on the part of demand,
and the state creates a restriction (central coordination) on the part of
proposals, or, in other words, the resources of production factors.

There are major qualitative differences between unbalanced growth,
which is realized through markets, and controlled growth (Mishan,
1986), (Kornai, 1985). Unbalanced growth in the economy, managed by
the state, reduces the efficiency of production and consumption, quality
of life and spurs economic development. In this case, a buyer becomes a
visitor, who has to make considerable efforts to pay for the basket of
goods and services that meet his needs. Their deficiency bows to
distribution, which in turn bows to inefficient disputes about access to
resources and the distribution of other opportunistic practices. Their
side effects are the widespread violation of rules of social coexistence
(selling under the counter, abuse of power in order to find outlets for the
selling of products, sales of shelf warmers, loss of free time in the
search for goods, etc.), the psychological tension of a person, moral
damage and numerous conflicts. Such distribution of income, which
differs from the previously planned tasks and initial benefits, is also
mandatory.

In this case, the reduced efficiency of production is concerned with
the forced replacement of resources or the structure of production, poor
labour discipline, interruption in work, excessive pressure on
quantitative growth, the deterioration of the quality of goods and
services, the high cost of production, lack of motivation for technical
progress and improving the quality of products. The inefficient use of
resources involved in manufacturing is softened by the significant use
of all human and material resources in manufacturing, thus, we have:
exhaustion, in time, of driving forces of economic growth and the long-
term nature of the deficit in the centralized planned economy.
Countering the trend towards the reduction of economic dynamics is
possible, as long as there are still unused production resources, or as a
result of the less effective regulation of production.

Restriction of demand, which is characteristic for a market
economy, diametrically changes the positions of a seller and a buyer.
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In such a situation, a manufacturer and a seller are forced to look for a
buyer, which takes a lot of different, both productive and
organizational efforts. However, unbalanced growth under these
conditions has some negative consequences, such as: unemployment,
the excessive expansion of non-elementary needs and in view of this,
the violation of the sovereignty of a consumer and the imposition of a
«to have more» life style, materialization and the dehumanization of
social relations. Thereto, conditions for maximizing profits and risks,
feelings of insatiability are created and a hedonistic mood begins to
dominate. There also appear to be many other diverse side effects, such
as environmental threats, the depletion of natural resources and more
conflicts on an international level due to the lack of feasibility to
implement consumption standards borrowed from highly-developed
countries on a global level, difficulties arise both in societies where
generations, accustomed to live in surplus wealth and in those where it
is considered appropriate to abandon the path of economic growth.

Following theoretical interpretations, accepting a simplified image
of economy, which enables the creation of its theoretical model that is
limited by three factors: knowledge, the effective result of which is
productive labour, capital and labour, this model makes it possible to set
conditions for sustainable growth. Modern economy can boast
achievements in this field in the form of models which can lay the
ground for economic policies based on Keynesian, classical and
endogenous theories, which indicates the possibility of accelerating
economic growth and convergence to highly developed economies due
to skilful investment in human capital®.

According to the Keynesian approach, balanced markets only happen
by chance. This is due to pricing agreements between parties to
transactions, which make it impossible to discount for certain shorter
periods (stability of prices). Solid prices arising from the obligations
stipulated in the agreements in the case of falling demand, result in a
balance, provided that productive forces are not used in full, and in the
case of growing demand it is possible to achieve a balance for the full use
of productive forces in each instance. Achieving a balance at the level of
the full use of production factors may be due to rising incomes, and,
therefore, demand. The initiation of this process through centralized
strategic coordination by using instruments of fiscal and (or) monetary
policy is essential, because markets without government intervention can
come to standstill at this level of balance, which does not guarantee the
full use of productive powers and economic growth.

® Overview of representative models of economic growth for the above theories can be
found in: Wozniak, 2004.
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In a market economy, sufficient flexibility in prices is a condition for
the deviation of the actual level of economic growth from sustainable
growth. In market models based on the classical economics paradigm, it
is guaranteed by the free market, and intervention from outside the
market (country) is not necessary for actual economic growth to occur by
means of balance. The only justification for non-market regulation is the
elimination of sources of the inviolability of accompanying processes,
related to information constraints and the limitations of free choice.

1.2.4. Stabilization Criterion

The stability of actual processes in the economy can also be called the
consistency of changes or their similarity. Stabilization is the process of
bringing the aggregate of actual processes or its components in line with
the uniformity of changes in these processes in terms of time and subject
fields. Their synthetic expression is the stable nature of changes in the GDP
and its components (consumption, production growth of individual sectors
of the economy, etc.), as well as the relationship between them, for
example, the level of investment and capital intensity ratio. Instead,
instability is associated with fluctuations in GDP growth levels and other
characteristics of economic growth over time. The stability or instability of
actual processes in the economy may be related to different time and
subject fields. In practice actual processes in the economy are caused by
fluctuations in the state of affairs, resulting from demand or supply shocks.

In a narrow interpretation, stabilization can pertain to prices,
employment, receipt of investments, equilibrium on this market, public
sector, external trade, etc. In a broad interpretation, stabilization is
identified with the equilibrium providing labour resources are used in full.
This is why the stability of the economy requires that in order to preserve
the balance, the level of economic growth must at least correspond with
the level of population growth. Thus, the stability of economic growth
levels is identical to their sustainable level per capita. This means the
stagnation of living standards. In order to ensure an improvement in the
population’s standard of living, long-term GDP growth should exceed the
average level of population growth, and growth stability should be
considered in accordance with the level of GDP growth per capita.

The level of economic instability, according to some segments of the
economy, can be manifested by means of the rate of inflation,
unemployment, budget deficit, current turnover deficit and others, and
its total measure could be the difference between the level of actual and
potential GDP, i.e. such, which can be achieved on condition of full job
placement and the full use of production powers.
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A high level of instability in the economy raises a number of negative
consequences in the form of additional public spending and the waste of
resources (unemployment, unused production apparatus, bankruptcy of
inefficient enterprises, fall in interest to make investments, etc.). This is
why economic policy should be directed towards reducing instability, i.e.
to a level that does not restrict long-term development and the growth of
economic welfare.

The development of statistical analysis instruments and spreading of
awareness of the fact that the interdependence of development and its
high ranking driving forces, which cannot be easily identified and which
are of a complex nature, caused a departure from the tenets of the
sustainability of economic growth in the deterministic sense, i.e. stability
of the level of changes. In this regard, the stability criterion can be stated
as the lack of significant changes in the formation of the values of
individual variables during the entire analyzed period. The intangibility of
these changes is demonstrated by the ease of their control. From this
perspective, acceptable limits of the dynamics level of the major
characteristics of economic stability are defined for the purposes of
economic policy.

The role of some factors and growth conditions, as well as factors that
difficult to measure, which are variable over time, the role of which is
determined by the so-called random component in the growth model, lead
to the fact that the stability of growth, even in terms of its sustainability,
can be spoken about according to certain time limits, within which
growth conditions are not subject to significant change (for example,
within the scope of the identical creation of technologies, types of control
mechanisms, similar level of scarcity of some resources).

There are no ready-made samples of stabilization policy that take into
account the specific structural deficiencies of post-socialist countries. The
inadequacy of concept provisions, focused around price adjustments that
contribute to the development of monetarism or other scientific trends,
and moreover of quantitative constraints associated with Keynesianism,
leads to the recommendations associated with these concepts being highly
controversial.

The exclusive set of stabilization purposes causes difficulties in
setting proportions between these purposes, particularly between the scale
of the inflation rate limitation and appropriate measures, guaranteeing
support of economic growth processes. In this case, the controversy also
concerns the priorities of maintaining an external and an internal balance.

An interesting concept for the stabilization of actual processes is
provided in the criteria of the Maastricht Treaty designated for EU
Member States. They are aimed at slow long-term growth, which
corresponds with the desire to develop similarly to the societies of leader-
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states. In this respect, its usefulness for the states that have to cut a
significant development lag is sometimes questioned in economic policy.
Concerns when attempting to apply these criteria are not accepted by the
supporters of liberal economic policy. It should be noted that the
possibilities of accelerating economic growth in poorer EU Member
States to facilitate the convergence process occur on the basis of
subsidiarity, which provides support from the structural funds, and the
cohesion of development processes. There is also a certain lag of freedom
in fiscal regulations, which can serve the stabilization of the economy and
accelerate its growth.

The stability of economic dynamics lays the foundation for balance as
a state, which is generally rare, instead stability, as a process of an
approach towards balance, can be inherent in long-term economic growth
if macro regulation mechanisms have instruments with stabilizing
features (flexible prices, automatic stabilizers established by economic
regulation centres).

Trends of periodic increase in the pressure of changes of actual
processes in a market economy have become an impulse to study
economic conditions and the stabilization policy, facilitating the path
towards sustainable growth.

In recent decades the trust of scientists, politicians and society in
forecasts, based on the analysis of development trends has decreased
significantly. This is because such forecasts require an unrealistic basis
with a high degree of similarity in activity conditions in the periods
subject to forecast, or a good awareness of possible changes in these
conditions. Meanwhile, the experience of the postwar period provides
enough evidence that activity conditions change very quickly, so science
and society do not have time to recognize and regulate them. This is due
to the spread of new generation technologies, caused by the information
and telecommunications revolution, and the liberal regulation
mechanisms that result in an increase in tension as regards a change in
consumption, lifestyles and other social processes. This new process is
called globalization, and the resulting global capitalism raises the
question of the optimality of stabilization programs inherent in the
technological stage of a post-industrial economy and the rules of thought,
as well as the activity of modern society (Stiglitz, 2002; Giddens, 1991).

If the business cycles had not been deformed by the intervention of
the state, there would have been some grounds for forecasting market
conditions, using theoretical models proposed by economists, which are
based on an acceptable level of forecast probability. However, this is
quite difficult in practice, because economic processes involve different
types of shocks, most of which are the result of decisions of regulation
centres which are important for the national economy, but those that do
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not always realize the consequences of the long-term effect of these
regulations. In other words, under conditions of cognitive, informational
and emotional constraints people make mistakes, which result in the
accumulation of events and processes causing fluctuations in the
development processes, including economic growth. People learn from
their mistakes, so there is changeability in the causes for development
processes, generated by the actions of people. It is this changeability of
causes in time, together with random shocks arising from economics-
related processes (climate change, sudden bursts of social conflicts, new
technologies, etc.), that makes it extremely difficult to forecast economic
conditions.

1.2.5. Economic Efficiency Criterion

Economic systems that force the minimization of costs for reaching the
set objectives are also an economic efficiency criterion. Effective
behavior means the reasonable use (based on scientific approach) of
scarce resources and requires the systematic calculation of costs and
benefits for available alternatives choices and the adoption of the most
useful decisions for the manager. In terms of praxeology, effective
behavior means maximizing the function of objectives at a defined cost.

Efficiency on the microeconomic level is measured by using the
synthetic and analytical indicators of profitability, productivity or
efficiency. In case of ex post analysis, such simple indicators objectively
measure effectiveness in various aspects of management.

On the macroeconomic level, efficiency means the movement of the
economy towards economic growth, which ensures the full use of
production powers and employment for everyone, who agrees with the
wages formed on the market. As for the national economy, GDP p.c.” is a
synthetic measure of its efficiency. Instead, systematic and long-term
differences in the dynamics of GDP p.c. between national economies can
be interpreted as measures of the performance of these economies and the
convergence or divergence of actual processes. However GDP in terms of
population in the productive age is a more accurate measure of the
effectiveness of the economic system. GDP p.c. can also be calculated per
unit of working hours. The original measure of macroeconomic efficiency
is the so-called Solow residual (TFP — Total Factor Productivity), which
is calculated as the surplus of the actual level of GDP p.c. growth over the
contribution of physical capital and labour in it (WozZniak, 2004).

In neoclassical economics, economic efficiency, which is understood
as the general ability to minimize costs during the achievement of

7P. ¢. — per capita, per head of population. (Note of editors)
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objectives, suggests that society is composed of isolated individuals, who
maximize their own benefits, defined by market categories. Thus, in
accordance with this approach, an effective economic system should be
directed towards the reproduction of individuals, which means that it has
to be based on a competitive system.

If you take for granted the assertion that selfishness is a long-term,
essential feature of human nature, it is necessary to recognize that the
nature of the human individual cannot be transformed in the process of
the execution of private, market, political or other public roles. It means
that simulating each of these roles, the individual seeks to maximize
his/her own profit within existing constraints®. As we can only be sure
that the most common and strongest motive of human activity is
selfishness, then it should serve as a basis for the coordination
mechanisms of economical efficiency and justice and the bases of social
organization. According to this interpretation of human nature, markets
function not only in the economic plane, there is also the political market
(democracy), intellectual property market (patents, licenses, copyrights),
there are also restrictions on their distribution in other spheres of human
life, including the spiritual sphere or the sphere of nature and living of
«biological many» (trade in rights for the emission of environmental
pollution, commercialization of axiological values and the recognition of
moral relativism, commercial use of genetic discoveries). The effect of
these processes is the distribution of competitive logic, which should
civilize the struggle between the stronger and the weaker and force the
latter to be self-responsible, and thereby destroy the sources of unfair
gains on human altruism.

The intensity and prevalence of the pursuit of excess profits is a
determinant of the level of efficiency of an economic system. It also
means the spread of cheaper methods of production. An efficient
economic system will spread and intensify the effectiveness of human
behavior. It should also be noted that the maximization of usefulness by
consumers, in other words, the pleasure of consumption compels
manufacturers to target production to the needs of users, since the only
profitable products are those, which will be approved on competitive
markets. On this basis, it is possible to conclude that to ensure the
performance of an economic system it is unnecessary to apply strategic
centralized coordination, which forces manufacturers and suppliers to be
effective, and moreover requires the coordination of the hierarchy of
goals. The level of efficiency determines the nature of competition.
Targeting efficiency in a competitive environment is the initial and
necessary condition of survival. The more acute and widespread the

¥ The basics of the theory of social choice are provided in: Buchanan, Tullok, 1962.
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competition is, the more efficient the economic system will be. Since
economic efficiency becomes the main criterion in a market economy, the
tendency to spread its mechanisms in different spheres of human life
becomes more evident.

Treating human nature as individualistic, it is also possible to
formulate requirements to a liberal state, not a solidary one. At present, it
serves as a basis for the formulation of arguments for liberal economic
thought — from restrictions on the function of the state to ensuring the
free choice of the individual, private property rights and the execution of
contracts. By doing so, the supporters of such views, state that for public
interests the best is a status, whereby each individual does that which is in
line with his interests.

In modern economy, the Pareto efficiency criterion is used, which is
understood as a sharing of resources as a result of which it is impossible
to improve the situation of any participant of economic management
without simultaneously deteriorating the situation of at least one of the
participants of this process. Thus, the art of effective management means
searching for the situations existing in practice, when it would be possible
to increase the benefits of individuals without reducing the benefits of
anyone else. Instead, the task of the economy is to find new distribution
mechanisms, which would accompany the above Pareto benefits.

In view of the foregoing, it can be concluded that the Pareto efficiency
criterion overlap with individuality and a human, reduced to the scale of an
individual. The theory of welfare deduced from its behavior is based on the
evaluation of welfare formulated by individuals, whose opinions on this issue
are the most reliable, since no one else is better oriented in this field of
interests. Formulated in such a way, the efficiency criterion only treats
inequality as a comparison of benefits and funds that are unconditional. As a
result, the allocation of resources, whereby the welfare of the richest
improves, but welfare of the poor does not, is perceived as effective, or such
a situation is considered efficient, when the welfare of the wealthier increases
faster than that of the poor.

In the context of the welfare theory, it is possible to make some
important conclusions concerning the above effectiveness.

1. If the economy is competitive, it is efficient in terms of Pareto
definition.

2. According to efficiency formulated by Pareto there are many
options for distribution, serving as its criteria.

3. Any effective distribution in terms of the Pareto interpretation can
be achieved by guaranteeing competitive markets.

4. The existence of non-market coordination is not a necessary
condition for the efficient distribution of resources and its coordination
with the fair distribution among individuals.
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5. In the matter of coordination of efficiency and fair distribution,
according to Pareto efficiency, the only and fundamental action of the
state is to change the original structure of property distribution, and
competitive markets ensure its maintenance as required.

6. The fundamental functions of the state are associated with its
concern for effective competition to ensure efficient production,
changes and the effective structure of production, should it be violated
in practice.

According to the above conclusions it follows that if economic
subjects had the nature of a one-dimensional individual, would have
functioned under conditions of perfect competition and relied on the
provision that the initial state of distribution is treated as fair, it would be
possible to agree that in an economy formed in this manner, there would
have been a status that would guarantee social and economic cohesion or
effectiveness and fairness. It should be emphasized that it would be the
state of balance that meets the requirements of the Pareto optimum.
Unfortunately, it would be a state of static balance, devoid of incentives
to increase production, which would not have transitions from one state to
another.

To maximize efficiency, it is necessary to have unlimited access to all
material information and the possibility to process it, and this information
has to be reliable. Since information is asymmetric, then in actual
markets, the leader usually stops optimization calculations at the time
when he finds the best solution or implements satisfactory efficiency. It
should be added that in practice, the situation of «trash bucket» is also
possible, which means that accidental and unsystematic decisions are
made that seems to be associated with the emotional limitations of
people, the nature of social capital and poor investment in human capital.
Even now there are studies that explain the importance of emotion in the
ways of understanding value (benefit). They are used to manipulate
public attitudes and the decisions of consumers. Recent studies of
«emotional rationality» (Fineman, 1993; Nelson and Quick, 2000) focus
on: dependence between actual and imaginary emotions, the creation of
rules in the field of the expression of emotions, the identification of
deviations from behavior that are recognized as exemplary, playing on
emotions to compel obedience. Despite irrefutable evidence that indicate
the cognitive, informational and emotional limitations of people, latest
research trends of the 1990s reject any deviation from the desire for
efficiency in the classical sense. A rational decision-making process
cannot offer lower economic efficiency as an alternative, if the hierarchy
of objectives is known.

Regardless of material conditionality (e.g., technology, infrastructure),
the above informational, cognitive and emotional limitations are the
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source of incomplete rationality. Since they are connected with the
institutional operation of regulation mechanisms of human processes and
social capital development, these characteristics of the economic system
at the present stage should be interpreted as determining economic
efficiency.

1.2.6. Social Equality Criterion

Social equality is the most controversial postulate in the economic
system. Economists agree as to its limit, i.e. search for such methods of
income distribution, which would not influence economic efficiency. This
is the only solution of economically grounded inequalities. Instead, there
is still no unity as to the extent and conditions under which more than a
marginal decrease in efficiency would be desirable.

The welfare theory envisages the settlement of the efficiency and
justice coordination problem to maximize social welfare in the long run.
According to this theory, the economic system implements a fair
distribution, if it is able to reach the Pareto optimum (1927). Actual
markets usually do not reach the Pareto optimum due to the widespread
asymmetry of information because of the time lag and impossibility to
avoid cases associated with risk and uncertainty. It results, among other
things, in allocation, distributive and stabilization failures of the
markets. However, even when the free market is efficient, the
differentiation of income, which has taken place in it, can be regarded as
unfair. The world of individuals, who maximize their own profit, has no
need for solidarity, similar to that in Darwin’s theory of the struggle for
welfare, limits the possibilities of the weaker to use resources and may
deprive them of this, even when they make their own contribution to this
prosperity. Only the similarity of conditions (perfect competition, perfect
information, the absence of time lags) leads to equitable distribution,
which evens out income and minimum requirements.

The adoption of coordinated relations between the spheres of
economy, technology, consumption, social, political, intelligence, human
body and nature, in which it exists, and finally of axiology, means that in
practice, it is necessary to think on the problems of such relations, which
are difficult to resolve, even for the entire human intellect. In practice,
this discussion is limited by some aspects, such as: a liberal or solidarity
state, individualism or collectivism, selfishness or altruism, self-
responsibility or social responsibility. Thus, reduced perception is only
partially associated with a single multidimensional human development
and its uniqueness in objective, subjective or territorial systems. The
selective nature of this discussion that de facto accepts moral relativism
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leads to the fact that concepts spread like simulacrums’ and can be used
easily as a means for reaching specific goals, especially in the struggle for
power on the global, supranational and national levels.

Natural human desire, according to the holistic approach inherent in
system analysis, cannot merely be value measured by market categories,
or personal gain, instead it is the minimization of the risk of survival and
ensuring the quality of life, which meets all the requirements of human
life. Thus, the function of objectives of human existence becomes more
understandable, fitting into its natural essence, since it comes from an
unreal spiritual sphere and the aspiration for a just social order. This
means that justice is an integral part of human nature. Its main function in
terms of personal gain is to minimize the risk of survival. So the fact that
the awareness of the risk of survival may not be in the minds of some
people is not crucial.

Making the choice between efficiency and fairness requires the
evaluation of state aid programs, as well as mechanisms and instruments
for their implementation. For the economist, only such mechanisms for
achieving social goals, which minimize the losses of economic efficiency,
are fair. Unfortunately, there is still no consensus regarding the extent to
which efficiency should reduce in order to reduce social inequality. There
is also no common view on the relative value of a decrease in efficiency.

In a welfare economy, fair inequalities emerge as a result of the equal
distribution of primary welfare, but in the more pronounced varieties of
liberalism we have equality of resources, equality of rights in the freedom
of choice (Nozick) (1974), as well as the equality of legal and political
interpretation. For D.M. Buchanan, J.E. Stiglitz and other supporters of
economically reasonable justice, the primary cause of injustice is
asymmetry of information, the elimination of which reduces market
failures and non-market coordination.

It is not enough to seek for fair inequalities based on the usefulness
criteria, that forces the maximization of own benefit, since victims of long-
term failures and shortages have no reasons to complain about the
unfairness of distribution and moreover, they cannot do it effectively.
Equality of chances due to freedom in everyday life, though it means a lot
to limiting inequality, in the opinion of A. Sen (2000) does not explain the
reasons of such an increase in resources. The founders of the German
version of the social market economy (CPE) connected the resolution of

° Theoretical models do not solve the problem of the helplessness of a man, who is free
to make his own choice. It is associated with the informational shock caused by the
essentially unlimited heterogeneity of models that organize the rules of this choice,
provided that moral relativism serves as a basis. Therefore, such models highly dramatize
the problems of selection, that is influenced by the perfectionism of the human mind. See.
more: Baudrillard, 2005.
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this problem with the protection of dignity, which is derived from Christian
social science. For H. Jonas it is not enough that markets are responsible for
actual injustice. The need to protect human life also means the protection of
a good life, the necessity to eliminate poverty (Jonas, 1966) as a result of
the awareness of social responsibility.

According to the utilitarian approach, society consists of individuals
and, therefore, favors the reduction of income received by the poor, only
if there is simultaneously a significantly greater increase in the revenues
of the rich. Under these conditions there is a tendency to increase income-
property inequalities. According to J. Rawls (1994), no improvement in
the welfare of a person, who lives better, can justify a deterioration in the
well-being of a person, who lives in the worst conditions. This statement
gives rise to the postulate of the more rapid increase of welfare of the
poorest than of the richest, at the same time, going back and forth in the
absence of poles as the first foundation of justice. However, in practice,
the implementation of what at first sight appears to be such
comprehensible justice depends on the play of interests in the political
arena and the development of civil society. Legal regulation and
democratic procedures for resolving problems of inequality generate
doubt, because societies are different. There are also a number of issues
connected with the unreliability of the state as a regulator of economic
processes and coordinator of social and economic cohesion, which are
extensively described in economic literature (Stiglitz, 2004).

The perception of a man, following orthodox economic thinking
through the prism of personal gain and the formation of an institutional
system with regard to the understanding of human nature inevitably leads
to the understanding of a democratic state, which is essentially harmful to
the competitive structure of the political market, which is unable to
eliminate market imperfections in distribution, allocation and
stabilization spheres. Such limitation of human nature means the
artificial creation of the asymmetrical logic of thinking that has an
adverse effect on the human aspiration for justice. Even if this asymmetry
did not exist, the formation of an institutional system based only on
utilitarian faith to meet needs and interests'®, will pose the question of
their urgency and justice. Since there is a close connection between
human nature and human understanding of justice, morality and laws that
follow from them, the institutional system cannot ignore it. Thus, a
necessary criterion of the functionality of the economic system should be
equal rights and justice, i.e not only economically sound, but also

' D. Bentem defined the statement written in the Declaration of Human and Citizens’
Rights as «nonsense squared», and the discoverer of DNA, Nobel laureate D. Watson calls
conversations about rights as fantasies and advises that talks about rights should be left to
the creators of movies and similar cultural works. See. more: Fukuyama, 2004.
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ethically correct social inequalities. However, it is impossible to evaluate
ethical justification abstracting from the rules relating to cooperation or
social capital.

Under the liberal approach, civil and economic freedoms are
fundamental and basically comprise sufficient condition of success in life
of a human individual. Thus, the task of institutional order is to protect
and strengthen these freedoms. Many thinkers were engaged in solving
the basic dilemma of the functional institutional system, but they have
always remained something of a Utopia. An attempt to harmonize justice
and the competitive system, based on maximizing the individual’s own
benefit, was made by J. Rawls (1994). Justice derived from Rawls’
postulate of the absence of poles cannot just be confined to the equality of
chances. Its necessary supplement is equal opportunity (Sen, 2002). The
implementation of these social objectives, which cannot be guaranteed by
a market mechanism, requires the regulatory actions of the state.

The palette of choice of a system for the regulation of relations
between economic efficiency and social equity is reduced to the
following samples:

1. A liberal state, where economic efficiency criteria are
unconditionally initial (Anglo-Saxon capitalism, a model of which
operates in the USA and extends worldwide in the form of global
capitalism).

2. A liberal and united state that coordinates economic efficiency and
social equality (EU, Asian capitalism realized in Japan, South Korea and
other Far East countries).

3. A liberal and united state that considers social equality criteria to be
primary (the so-called third course).

4. A united and authoritarian state that subordinates efficiency and
social equality criteria to political objective (communist, fascist states).

The societies of Central and Eastern Europe, with the exception of
Belarus, rejected the extreme model of a united and authoritarian state,
devoid of market coordination that had been practiced for several
decades, currently replaced by state property with central planning. This
was due to the complete fiasco of the economic system that ignored the
efficiency criterion. The even dispersal of poverty did not meet the
functional interests of a single large social group.

The third course, though attractive in terms of public relations, cannot
be taken into account, since it is characterized by theoretical controversy
and a lack of practical examples. The societies of post-socialist countries
have previously paid a huge price for the risk in system creativity.

The Anglo-American model received the most recognition during the
information and telecommunications revolution. It infer alia was
manifested in proclaiming by the most reputable representatives of the
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theory of economics, politics and business of the rules of the Washington
Consensus, which had to guarantee the sustainable long-term economic
growth and the formation of functional markets in post-socialist
countries. Unfortunately, the deliberate lack of interest in social issues as
a result of the clear priority of the economic efficiency criteria
strengthens the competitive advantage of large corporations and the
distribution of market rules in all spheres of human life. The economic,
technological, cultural and political spheres remain in this version of
capitalism under the influence of transnational medial corporations. As a
result, all aspects of human life are subject to commercialization, i.e. the
dominance of economic efficiency criteria. Democracy turns into
telecracy, lacking the public control of a fourth power, which
monopolizes the information sphere. It becomes an instrument and a
source of the sudden distribution of the rules of thought and activity, and
especially of the consumption patterns, lifestyles and utilitarian axiology
proposed by global capitalism. Unfortunately, its main products are: a
vast information noise, moral relativism, the displacement of the institute
of civil society and the resulting decline of public trust. Under such
conditions the decision-making process on social issues becomes
complicated. The subordination of social decisions to the economic
efficiency criteria leads to increased global threats'".

According to the holistic approach, that accepts the competitive
system, while based on the harmonization of social and economic
cohesion, there is the concept of social market economy. Coordination of
economic effectiveness and fair social inequalities is stated in EU
legislation. It is reflected not only in party-states subsidiarity, which is
mandatory and its possible interpretations, but also in structural and
regional policy, with competition viewed in the light of social and
economic cohesion. In the axiological plane, regulatory actions in favor
of the above-mentioned unity are codified in the EU as obligations to
respect human dignity, which are ideologically enshrined in the European
Convention of Human Rights. The financial guarantee of social and

1125 9% of the world’s population (1.2 billion) lives on less than USD 1 per day, about
58 % (2.8 billion) — less than USD 2 per day, 114 million children do not go to school
(family poverty), every 3.5 seconds one person dies of hunger, 400 richest U.S. taxpayers
received revenue of USD 69 billion in 2004, USD 120 billion covers the program to
combat obesity in the United States, U.S. aid to poor countries comprises 0.15-0.18 % of
GDP as compared to the 0.7 % of GDP declared by developed countries, the difference in
salary of managers and workers in 1950—1969 was 20—30-fold, and in 1990—1999 it
increased to 150-180 times, the difference in salary in the EU is 30-50 times higher than in
Asia. Annual working hours comprises: EU — 1,600 hrs, Asia — 2,200 hours; the average
annual salary: EU — USD 30,000, Asia — USD 1,000. 44 % of the world population (59
countries) is experiencing a demographic crisis (negative natural increase), there are
forecasts that by the end of the 21* century, 20 % of the total population of the Earth will
be able to produce goods and services that meet global demand.
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economic cohesion policy at the level of the European Community, are
structural funds and a cohesion fund set up to support the regions lagging
behind in development.

Polish society, like most post-socialist countries of Central and
Eastern Europe, has chosen the model of harmonization of economic
efficiency with fair social inequalities substantiated by the acceptance of
those criteria of social equality, which are mandatory in the EU.
Moreover, in Poland, this model is supported by the constitutional
postulate. The transition course of this model and its actual results are
described in chapter 2.

1.3. Theoretical Issues of Economic Convergence

1.3.1. Introduction

The term «convergence» first appeared in economic literature in the
1940s and 1950s and was borrowed from the theory of systems and the
theory of convergence. Excessive attention and growing skepticism
connected with the possibilities to quite easily achieve sustainable
economic growth in developing countries and in undeveloped countries,
led to the recession, and later also to the marginalization of these fields of
scientific thought (1960—1970). Repeated interest in the problem of
differences in economic developments emerged in the 1980s, when a
significant contribution was made to the identification of the mechanisms,
factors and conditions of convergence by the theory of economic growth.

It should be noted that even though that fifty years has been spent on
identifying the causes, factors and obstacles, and the conditions under
which the difference in the development of countries is manifested,
convergence is still associated with many problems of a theoretical
nature. There are several reasons for this.

Firstly, it refers particularly to the relevant definition of this term,
since it is not found in literature, the same can be said about
systematization, because they would consider the system context of
changes occurring in so-called catching-up economies. Secondly, if one
considers that the thesis that the manifestation of differences in the
development of countries is not accidental is valid, and is, in fact, the
result of projected economic policies, the convergence in the real
economies of rich and poor countries results from the application of
macro regulation means. Therefore, questions arise about the key factors
and conditions of the manifestation of differences in the development of
countries.
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1.3.2. Interpretation of Convergence

In Polish and foreign economic literature there is no clearly defined
notion of «convergence». The most common can be considered the
definition, in which the words «convergence», «similarity» or
«assimilation» are used during the analysis of the socio-economic space
of individual countries. In the interdisciplinary approach to convergence,
it can be identified with the similarity or also assimilation of countries in
specific areas of existence of the individual and society as illustrated in
Figure 1.1.

Knowledge

Technology

Integrated
development

Figure 1.1. Spheres of Existence of the Individual and Society
in the Context of Integrated Development (Horx, 2000)

In the macroeconomic interpretation, the relevant prospects for the
definition of the notion of convergence give rise to speculation about the
economic system. If in the economic system of any country, the sphere of
regulation and the factual sector of the economy'” are shaped, then the
convergence of economic systems should be understood as assimilation
occurring in both spheres. In addition, there are grounds for
distinguishing the convergence of the spheres of regulation, and
convergence of the factual sectors of economies and the separation of the
political sphere.

"2 The factual sphere covers long-term determinants of economic activity, ie. the
material basis of production together with natural resources and manufactured industrial
and consumer assets, population and changes in its structure. The regulation sphere covers
the activities of people as producers, representatives of centers of state power, separation
principles, consumption changes, legal rules and social norms related to economic
processes (Wozniak, 1993 : 16). Therefore, the sphere of regulation can be identified with
the economic system in a narrow interpretation by L. Balcerowicz (1989 : 15), which other
authors define as «systemic factors» (Pajestka, 1975 : 47-48), «system for the functioning
of the economy», «economic mechanism» (Kornai, 1977 :70) or «economic order»
(Leipold, 1985 : 37). Given according to: Balcerowicz, 1989 : 15.
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Convergence of the regulation sphere in economies can be considered
in the context of a legal order, generally accepted and approved rules,
examples of social, ethical, religious and family values that determine the
economic processes. That is why this type of convergence can be
understood as a process of the assimilation of countries in the sphere of
functioning social and economic institutions, i.e. formal institutions and
informal institutions that are mandatory in state economies. Formal
institutions of social and political life are associated with the rules and
patterns of conduct set forth by laws, i.e. the political (democratic or
undemocratic) system, competitive type model (socialism and capitalism
models), etc. Therefore, they belong to competitive market institutions. In
turn, informal institutions connected to economic processes result from
the spread of the axiological system based on religion, culture, the
established traditions and beliefs that generate the fundamental values of
social order, lifestyle or family model.

If the convergence of the regulation sphere is a fairly homogeneous
conceptual category, the convergence of real economies is much more
differentiated. This emerges from complex processes in real modern
economies, and in the separated space for research connected with the
real sector in the economy. Hence, the likening of the real sectors
between countries, and then it will be possible to talk about the prospects
for both real and nominal convergence.

The real convergence of real sectors can be identified with the process
for limiting differences between countries on the level of economic
development and that of the quality of citizens’ lives. However, it should
be noted that the similarity process, as defined above, can be viewed in
the dual theoretical and empirical context. Firstly, the real similarity
between the economies can be regarded as a prospective area to study the
economy of growth, which lies in the analysis of growth rates and levels
of production/income of the countries surveyed. Secondly, it may refer to
the space for the study of the economy of development, which along with
the level and rate of change of income, including per capita, also takes
into account other economic variables that have a significant impact on
the level and quality of life. Therefore, given the distinct methodological
differences existing between the economy of growth and the economy of
development, the difference between real convergence in the narrow
sense and real convergence in the broad sense seems essential.

Real convergence in the narrow sense can be understood as a process
of limiting inequality between countries in the field of the generated
growth rate and production level. This interpretation allows the
identification of convergence, based on the economic growth model.
However, the detection of growth similarity or lack thereof on the
theoretical basis, is due to an analysis of changes in the levels of basic
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units of macroeconomic growth models, such as physical and human
capital resources, labour, technology and knowledge resources.

It should also be noted that the above definition of convergence does
not convey the full essence of this notion with reference to the real
economy sphere. The main characteristics of economic growth, despite
the fact that they cover fundamental effects and production resources, still
do not include many components, sufficient for the assimilation process.
In addition, the changes taking place in the real economy should be
analyzed in the context of consequences for the development process,
which includes a set of changes made in the structure and functioning of
the economy and society (Stacewicz, 1988 : 28—30). As a result, the
comparison of changes taking place in different economies should be
treated as a multidimensional process that covers the reorganization and
reorientation of the whole social and economic system. Along with
changes in national income and production, it is also expedient to take
into account institutional, social and administrative changes, changes in
social relations and types of behavior as well as the evolution of habits
and beliefs (Tadaro, 1986 : 61—62, given by: Kozak, 2001 : 17—18).
Therefore, to guarantee economic development it is necessary to ensure
(a) a systematic improvement of living conditions, and, thus, guarantee
real income at a level that is not lower than the one currently in existence;
(b) material conditions for further development, or defined payments for
the return, modernization and increase of property, and (c) an adaptive
capacity of the economy, and therefore, the accumulation of property and
financial reserves (Stacewicz, 1988 : 28—30; Piasecki, 2003 : 15).

Accordingly, real convergence in the broadest sense can be understood
as a process of limiting economic inequalities between countries and
regions (Marini, 2004 :1). This interpretation of convergence is
connected primarily with the question of the similarity of indices
reflecting economic development, especially those that characterize the
growth rate and GDP per capita; budget deficit; social spending; current
revolving account; balance of foreign trade; the aggregate of other
structural changes in the socio-economic domestic economy belonging to
the technical infrastructure and environmental protection, industry,
agriculture and service sector, labour market, technology market, market
for the distribution of public subsidies and so on.

In the narrow sense of the real convergence of the real sector there are
several notions identified with convergence. It refers first of all to
conditional and unconditional convergence, the convergence of growth
stages and income levels,  and o-type convergence, global convergence
and convergence clubs. It should be emphasized that the clearest
distinction is between conditional convergence and unconditional
(absolute) convergence (Solow, 1988 :307—317; Islam, 2003 : 309—
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362). Instead, other types of convergence are separated as a result of the
modification of the primary principles of R.M. Solow’s model and
conducted empirical research.

Unconditional or absolute convergence refers to a situation, whereby
economies characterized by similar structural parameters, i.e. technology,
degrees of saving, natural growth or degree of the depreciation of
physical capital, are passing through balanced growth with stable levels
of capital and production per worker. The result is unconditional or
absolute convergence between the economies of the world (Islam, 2003 :
309—362; Wozniak, 2004).

Conditional convergence, in turn, opens up many ways for
harmonized growth. With this expected perception of convergence, it is
considered that individual countries differ according to economic
structural parameters. Therefore, any economy is inclined to have a
unique course of balanced growth (Barro, 1992 : 202).

As mentioned earlier, nominal convergence can also be considered
within the convergence of the real economy sphere. In an economic
analysis of the development of financial markets, mainly in the European
countries, this type of convergence is associated primarily with the
convergence criteria that were formulated in the European Community’s
(EU) Maastricht Treaty. It focused on achieving similarity between the
EU Member States in the sphere of inflation rates, interest rates and
monetary aggregatesB, i.e. speaking about exchange rate criteria, each
counn}/ must join the ERM II exchange rate system within at least two
years'" (Chielewski, 2003 : 7, also see Herrmann, Jochem, 2003 : 323—
327; Holmes, 2002 : 6—20).

1.3.3. Dilemmas of Measuring the Similarity Process

Empirical studies of convergence lie in the quantitative presentation of
the phenomenon of similarity, assimilation or limitation of economic
differences between the countries analyzed. The proposed definitions and
ways of perception of economic convergence may necessitate complex
analytical operations to establish this phenomenon. Most studies that

" The inflation rate cannot be higher than the level determined by average inflation as
calculated for the three states with the lowest inflation among the EU Member States,
increased by 1.5 percentage points; the budget deficit cannot exceed 3 % of GDP; public
debt cannot exceed 60 % of GDP; long-term interest rate (calculated on the basis of 10-
year treasury bond with the constant accrual of interest) cannot be higher than 2 percentage
points of the average relevant interest rates in the three EU countries with the lowest
inflation; the country should observe the regular deviation in fluctuations (+/— 15 %) of its
currency within the ERM.

' ERM-1I — exchange rate mechanism. (Note from the editors)
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confirm the hypothesis of convergence consist of assessing the existence
of the similarity of beta (B) or sigma (o) type. In addition, these studies
are often limited to the analysis of the level and rate of change in
output/income per citizen (GDP per capita).

The difference between B-type and o-type convergence is attributed to
R.J. Barro and X. Sala-i-Martin (2004). B-type convergence is based on
the fundamental principles of the neoclassical growth theory, where the
factor of physical capital is characterized by decreasing marginal revenue.
Therefore, the accumulation of this production factor brings larger
benefits in the form of growth of income per capita to countries that are
poor rather than rich. With identical savings, which are understood to be
part of unused income, poor countries will approximate the level of their
income per capita to that of rich countries. Given this, the correlation
between the level of initial income and degree of economic growth should
be negative'.

Instead, o-type convergence manifests itself in a situation, whereby
disproportions measured, e.g. by the standard deviation of logarithms of
income per capita or production between countries, decrease over time
(Prochniak, 2004). In addition to a clear distinction between B and o-type
convergence, there are cause-effect relationships between them. This
means that B-type convergence (poor countries are characterized by
higher degrees of growth than rich countries) is a necessary, but not
sufficient condition for o-type convergence (reduction of generated
inequalities of income or production per capita between countries)lé.

However, it should be noted that the distinction between these types
of similarity is connected with problems of an analytical nature.
R.J. Barro and X. Sala-i-Martin (2004 : 242) found that upon the presence
of B-type convergence, the dispersion of income per capita should not
decrease over time. This means that f-type convergence may take place
in the absence of o-type convergence. Therefore, we can conclude that -
type convergence is a better evaluation criterion of similarity.

In addition, M. Friedman (1992) proved that B-type convergence to a
lesser extent reflects the process of similarity in the case of the so-called
Galton’s fallacy'’, or a different regression towards the mean. The
impermanence of initial income per capita fluctuations in the researched
group of countries can result in a negative coefficient of regression,
even when a variation of income per capita shows no tendency to

"> Therefore, negative value of B regression confirms the presence of B-type
convergence, which equally applies to the stages of growth and income levels (Barro, Sala-
i-Martin, 2004 : 242).

' This problem, however, is very controversial, see: Barro, Sala-i-Martin, 2004 : 242.

7 «Galton’s fallacy» originates from the surname of a French statistician, who
analyzed the height of fathers and sons. He discovered that sons of tall fathers grow shorter
than their fathers, while fathers of tall sons seem shorter than their sons.
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decrease. B-type convergence implies that countries with lower than
average initial income per capita are characterized by more rapid
growth than countries with higher than average initial income. In
addition, B-type convergence can be accompanied by a constant or
increasing value of standard deviation or variation coefficients, which
exclude the presence of o-type convergence. Therefore, according to M.
Friedman, convergence studies are not indicative because of the the
existence of the «Galton’s fallacy».

To better highlight the similarities F. Lichtenberg (1994, given by:
Paschaloudis and Alexiadis, 2006) proposes the use of the S;7 indicator:

~2 ~2
6;,/6:,.—1
S,-T — /N il i,T

I--B,7

where N — number of observations; 6i 1,65 r — variability of income per
capita according to the first and last study periods.

The S;7 indicator takes into account correlations between the decrease
in the inequality of income per capita and the differentiation of the stages
of its growth between the countries studied'®. The results of evaluation of
B and o-type convergence may be acceptable if the level of the Sir
indicator is statistically different from zero. If S;7 is equal to 1, then the
studied countries reach full convergence in view of the studied variable.

Given these differences connected with the difference and
interdependence between beta and sigma convergence, it only seems
surprising that most authors ignore both the observations of M. Friedman
and the proposals of F. Lichtenberg.

1.3.4. Factors and Obstacles to Reducing the Difference in the
Development of Countries in Economic Theory

During the laying of the scientific system of economy in the 18" century,
land resources, which included natural raw materials and lands, were
considered the key enrichment factor of states and people. Classical
economics, in turn, perceived the accumulation of physical and financial
capital as the fundamental role in economic development. Classical
scholars of economics (A. Smith, A. Marshall, 1920; given by: B. Pazza-
Georgi, 2002) also noted the significant impact of the skills that

18 It should be noted that in spite of the the benefits of the S;r indicator, several authors
use it to conduct empirical research. See more: Paschaloudis and Alexiadis, 2006 : 233—
249.
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employees were endowed with on economic growth. However, they
failed to find out how a man and his personal traits affect the flow of real
processes (Kondonassis et al., 2000 :17-23). This is why, further
observation of the human factor (other than physical labour) was made
with regard to future capital in a broad sense, which along with physical
capital also included justice, religion, literature, art, education and
creativity (I. Fisher, 1906 :55). This homo§eneous interpretation of
capital in the economy existed until the mid-20" century.

In the 1950-1960s, physical capital began to be interpreted as a
necessary and sufficient condition for the development of undeveloped
and developing countries'’. Economists of that time, mainly
representatives of modernization theory, were primarily interested in the
problem of the creation of surplus capital, required for the emergence of
self-supporting economic growth. A special contribution to the
modernization theory was made by W.W. Rostow (1960, 1971), who
proposed the concept of staged development, i.e. the transition from
traditional to modern economies. He proved that the «starty of an
economy to self-supporting growth occurs sensu stricto with the
accumulation of physical capital. During the start period, which lasts
about 20-30 years, the increasing degree of physical capital accumulation
accelerates the growth rate of the economy, causing positive changes in
production technologies. P. Rosenstein-Rodan (1943) proved that the
minimum (basic) level of physical capital, which leads to the
development of an infrastructure and the beginning of entrepreneurship,
is a critical condition for overcoming gap barriers in undeveloped and
developing countries. However, R. Nurske (1962) saw lack of savings
and investments as key barriers to the accumulation of capital in these
countries. It should be noted that these authors considered factors and
growth conditions in different ways. W.W. Rostow emphasized the
crucial role of social and political structures, cultural values and the open
or closed nature of international markets. A.P. Rosentein-Rodan pointed
to some socio-economic aspects. However, representing an exclusively
economic point of view, scholars skirted around or avoided the analysis
of various social or institutional conditionalities and factors of economic
growth. From this perspective, the concepts presented were the subject of
severe criticism from economists of the school of dependence (Kozak,
2001).

Some economists, who became famous in the 1950s and 1960s as the
founders of general development theories, stressed that accumulation is a
necessary, but insufficient factor of development (Kozak, 2001 : 88-89).

YA special role is attributed to M. Kalecki, R.F. Harrod and E. Domar, who first drew
attention to the accumulation of physical capital in the context of mathematical models of
economic growth. See more: Piasecki, 2003; Piasecki, Wolnicki, 2004; Wiarda, 1999.
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For example, A. Lewis (1953) draws attention to the necessity of support
for private enterprise and the simultaneous development and support of
the state’s economic functions. However, K. Clark (1953) and
H. Liebenstein proved that the obstacle to capital accumulation and,
therefore, economic development, especially in undeveloped countries, is
very high natural population growth. In addition to physical capital,
economists also paid attention to other development and growth factors,
which caused a wave of reflections on optimal production technologies
that began to be recommended to the undeveloped and developing
countries (Piasecki, 2003 : 22-23).

It should be noted that the above concepts were developed on the
basis of previous models of economic growth (M. Kalecki, R.F. Harrod,
E. Domar and R.M. Solow). The dynamics of Keynesian growth models
was based on the equal participation of workers (physical labour) in the
resources of physical capital. However, R.M. Solow proved the essential
role of technical progress in long-term growth and the convergence of
economies, but in his model, the accumulation of physical capital per
worker remained a key mechanism for reducing the difference in the
development (convergence towards balanced growth) of an economy.

In the 1960s, the view gradually spread, that the accumulation of
physical capital is an insufficient factor for economic development.
Works of J.H. Boeke (1953), D.C. MacClelland (1962), E.F. Hagen
(1962), T.W. Schultz (1962), and A. Lewis (1966) showed that the
effectiveness of physical capital components depends on whether citizens
have the necessary knowledge and skills, or in the modern sense — from
human capital in the economy. Reasons related to the mutual
complementarity of the components of physical and human capital are
that the development of physical capital resources will always require the
anticipatory improvement of quality of human capital, because it is
particularly responsible for the acceleration of technological progress
(Kondonassis et al., 2000 : 17-23).

In the expansion of human capital as a fundamental factor of growth,
development and reduction of lag, a special role belongs to the founders
of the human capital theory, G.S. Becker (1975), P. Romer (1986) and
R.E. Lucas (1988), whose works formed the endogenous direction of such
research.

According to endogenous growth models, it was found that human
capital has a much stronger effect on the growth rate and its
convergence in the medium and long term, than the physical capital
resource (Caballe, Santos 1993; Galor, Moav 2004). Human capital
influences the economy directly, i.e. the rate of economic growth (level
effect), and indirectly through the accumulation of other growth factors,
i.e. physical capital and technological progress (economy of scale)
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(Rogers, 2003). In addition, they described the significant role of this
factor in the: (a) determination of income inequalities (also equivalent
during the completion of movement, and in the process of movement
towards sustainable growth), (b) deepening of the financial sector and
credit market (Barro, Sala-i-Martin 2004), (c) internationalization of the
national economy and the inflow of direct foreign investment
(Grossman, Helpman, 1991; Young, 1995), or (d) shaping of fiscal
policy by establishing taxation, as well as the level and structure of
public expenditure (Rebelo, 1991).

The human capital factor is also attributed a significant role in the
structural and demographic changes of economies. Models with a
separated human factor describe the mechanism according to which
developing countries replace the quantity of children by their quality,
i.e. the relevantly equipped higher level of human capital is achieved.
This substitution effect may be connected to technological changes,
the specialization of production or urbanization, which results in a
decrease of operating costs (e.g. for transport) and the increased
mobility of labour resources, consequently promoting a better
interaction of supply and demand for labour and accelerating the
diffusion of knowledge.

An achievement of economic theory in the 1980s and 1990s was
securing convictions about the fundamental role of human capital in
the formation of the long-term economic growth of countries and
reducing the differences in their development. However, the
experience of many countries did not confirm the optimistic
conclusions that emerged to the same extent as from the theory of
human capital and in a broader sense — from the main paradigms of
economy, i.e. neoclassical, Keynesian, structural or, finally, the
modernization theory. Many development programs based on the
modernization theory, which are implemented in undeveloped and
developing countries, for the most part, show only partial results. The
world did not become more equal and richer in all its parts, but
increasingly divided into the rich countries of the North and poor —
of the South. The inefficiency of the development theory, which is
based on the traditional paradigms of economics, arose at the turn of
20" and 21% centuries, based on its helplessness in solving the most
pressing social and economic problems of many developing countries,
i.e. growing property profitable inequalities, violence against
backgrounds of ethnic and religious conflicts, long-term civil wars,
financial crises and ubiquitous corruption (Wozniak, 2005; Radcliffe,
2004).

Differences between theoretical conclusions and the actual facts
inclined economists to seek sources for the differentiation of economic
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development dynamics in the institutional environment and thus, in the
characteristics of social capital. The institutional theory of economic
development is derived from the same conceptual bases of the nature of
human behavior and social changes that characterize the institutional
interpretations of the evolutionary history of modern industrialized
countries of the world. Institutionalists interpret development «more as a
complex cultural process rather than a stable system of counterbalanced
forces regulated by a self-correcting market mechanismy» (Street,
1987 : 1861-1887). The institutional theory of economic development,
representing an advanced form of general institutional theory, sees the
causes for the underdevelopment of undeveloped or developing countries
in archaic social institutions that create obstacles in the use of available
intangible resources, i.e. technical knowledge and technology as well as
the training of employees, or existing human capital resource. Specific
forms of interdependence that exist between public institutions and
knowledge (technology and human capital) arise from traditionally
established cultural conditionality, which depend on geographical
location, cultural history and the available production resources of
individual countries (Jameson, 2006 : 369-375).

According to this approach towards economic development, social
capital was an essential factor in reducing the difference in development.
Given its special role in the transition to a market economy, the broader
interpretation of the role of social capital in the process of reducing
differences in the development of a post-socialist economy will be given
later in this chapter (paragraph 1.7).

It should be noted that the current dominance of institutional
economics in the debate on the development and reduction of economic
inequalities in the developing countries does not diminish the role of
other growth factors, such as human capital. Many Polish and foreign
authors emphasize the inseparability of issues related to human and social
capital. These two types of capital are clearly reflected in the human
individual. This is why interdependence, inseparability and the mutual
supplement of both economic categories is constantly emphasized (Shu-
Chi Lin, Yin-Mei Huang, 2005; Wallis, 2004; Bueno et al., 2004). This
conclusion is also confirmed by the main thesis of institutional
economics, that the *human dimension of economic development should
be the leading context of socio-economic changes in developing
countries’ (Jameson, 2006 : 369-375). Therefore, social capital, which
includes informal social institutions that are established culturally and
have the relevant traditions, *should be a part of the process of social and
economic development’ (Jameson, 2006 : 369-375) and dominate in the
structural and qualitative changes of economies, lying in the relevant use
of physical capital, human capital and technology.
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1.3.5. Overview of Policies Aimed at Reducing the Difference
in the Development of Countries

In 1940s, the founders of the economy of development (M. Kalecki,
O. Lange, W. Kantarovych) emphasized the need of planning,
management and interference of the administrative state in the economy
to overcome obstacles of underdevelopment and the reduction of lag in
developing countries. Government intervention in the economy, caused
by the use of the Keynesian intellectual canons of 1940-1960’s that were
mandatory in capitalist countries, was recommended equally to the
European economies that survived military destruction and to the
countries that obtained independence at the turn of the 1950s and 1960s,
liberating themselves from colonial hegemony. In particular, as regards
the latter group, special attention was paid to the significant shortcomings
of local markets that made it impossible to reduce the development gap,
relying only on the market mechanism or uncontrolled (unregulated) price
mechanism. For the most part structuralists, including Gunnar Myrdal,
Ragnar Nurske, Raul Prebisch, Paul Rosenstein-Rodan and others,
characterized developing countries as a space of «structural inelasticity»
and significant time delays in stimulating the increase of aggregate supply
and demand. This is why the market mechanism was not developed
sufficiently enough to generate large savings and manage investment
benefits for the development of the infrastructure, processing industry or
the modernization of traditional sectors of the economy. Since then the
dominant point of view was that without strict government intervention in
the economy, undeveloped and developing countries can become trapped
in underdevelopment and/or «vicious circle of poverty» and the central
budget became the main instrument of national economic planning.

It should be noted that the general skepticism of the capitalist world as
regards central planning applied in the USSR did not reduce the
confidence of Western theorists to the effectiveness of intervention in the
field of industry, import, the development of agriculture, improved
functioning of the public sector or quantitative and qualitative changes in
the economies of the 1950s and 60s. For the countries, which became
independent in 1959—1961, the centralized planning of economy that
existed in the socialist countries of the Eastern bloc, was a kind of
«running a short distance to the present». As a result of the
implementation of a policy of forced savings, which reached 40 % of
GDP, the forced collection of food from the peasants and the large-scale
processing of natural raw materials, socialist countries developed
according to the relevant degrees of economic growth. In the 50s and 60s,
representatives of socialist countries expected that in the short-term per
capita income of the population of the USSR would exceed the same
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indicator in the United Kingdom or even the United States. In their turn,
the countries of Eastern Europe had, as exemplified by Romania, such a
beast as modern Asian tigers (Przeworski, 2003 : 42—47). This is why
many economists, who joined the movement of the methodological
school of dependence, tended even to the Marxist-Leninist ideology,
attributing the so far unknown ability of the effective combination of
resources that allows the termination of the vicious circle of
underdevelopment to socialism (communism). Such propaganda of the
success of socialist countries was cause for some concern, even among a
group of economists and democrats in the West, who repeatedly
acknowledged that democracy and free market are a luxury, which only
the developed part of the world can afford *°. However, the experience of
the last two decades of the 20™ century proved beyond all doubt, that
even though the countries with an ideological dictatorship had economic
success for a certain period of time, these modes certainly became the
cause of the subsequent degradation and decline of these economies.

In addition to emphasis on performance of a strong and active state in
overcoming internal obstacles to development (the development of
industry, trade and pricing) and the activation of economic progress, it is
often also recommended, particularly to developing countries, for them to
be independent of the global economy. In the 1960s, highly developed
countries advised to undeveloped and developing economies to open the
way to international trade. However, for the most part, representatives of
the school of dependence and economists of Latin America urged that
such recommendations are not followed, because highly developed
countries, when they were at lower stages of economic development i.e.
similar to those of the modern undeveloped and developing countries, did
not open their markets to agricultural production from the «Third World»
countries. Therefore, these economists, concerned about trading
conditions becoming even worse, advised developing countries to reduce
their dependence on the global economy, using customs barriers and
creating government monopolies in banking, transport, key industry
sectors, as well as the import substitution strategy (Piasecki, Wolnicki,
2004).

As a result of failed economic policies in many developing countries
(Bolivia, Mexico, Brazil), supporters of the economy of development
became increasingly skeptical in their views on the ability of the state to

* Walter Galenson admitted in 1959 that the more democracy there is, the greater is
the pressure on the transfer of resources from investment to consumption. Karl de
Schweinitz also stated that if poor and undeveloped countries want to have development
success, they must limit the democracy mechanism in political life. Finally, Samuel
Huntington and Joan Nelson argued that the political participation of citizens should be
limited, at least for a specific period, to support economic development (Przeworski,
2003 : 42-47).
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solve economic problems. In addition, the actions and competence of
local politicians and bureaucrats, which often represented the interests of
only a narrow group, were evaluated negatively more and more often. In
the 1980s, criticism of governments as regards support of economic
development (Piasecki, Wolnicki, 2004; Piasecki, 2007) proved that: (a)
in many poor countries, government measures had litte effect in solving
problems connected with education and literacy, health care, provision of
food and transport, as well as combating drug trafficking, which reduced
public confidence in governments and local administrations, becoming
increasingly corrupt; (b) elite and privileged groups are largely the
recipients of foreign aid, not the poor or people who needed help.

Experience of the 1980s highlighted the weaknesses of the strategy,
which relied on state intervention in the economy both in capitalist
countries (the strategy of import substitution in Latin America) and
countries with administratively controlled systems (Central Eastern
Europe). Moreover, the economic success of Malaysia, Indonesia or
Singapore confirmed the arguments of liberal lobbying in favor of the
primacy of the market mechanism and global liberalization, deregulation
of local goods and services markets as the most effective means of
reducing the backlog of undeveloped and developing countries. As a
result, in the 1990s, theory and economic practice were dominated by
liberal and neoliberal concepts proposed within the framework of the
Washington Consensus. This congress envisaged pursuing tough fiscal
and monetary policy, deregulation and the liberalization of capital
turnover and trade, restriction of state subsidies, moderate taxation, the
liberalization of interest rates, keeping inflation low and, above all, the
openness of national economies within the framework of the global
economy and competition (Castels, 1986). These decisions were
supposed to have led to the better optimization of the localization of
production resources. A special role in the advancement of undeveloped
and developing countries was also seen in global corporations and the
inflow of direct foreign investment to less developed parts of the world
(Wiarda, 1999).

The economic policy proposed by the Washington Consensus also and
possibly most particularly pertained to developing countries and Central
and Eastern Europe, where the implementation of systemic reforms began
in the 1990s. They lay in the implementation of the golden standards of
capitalism, i.e. rapid liberalization, privatization, deregulation, and setting
the course of the economies towards international competition with a
restrictive fiscal and monetary policy (Wozniak, 2002). Already in the
first years of transformation it was found that this means of transition to a
market economy led all these countries to regress, the depth and duration
of which exceeded the expectations of many economists (Kotodko, 2000).
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For example, in Ukraine, transformational regression continued until the
end of the 1990s. We can assume that most of the countries of Central
and Eastern Europe had no other alternative for systemic change. Post-
socialist economies increased their debt to international financial
institutions to a level that threatened their solvency, as a result of wrong
planning decisions in the 1970s and 1980s. Instead, at the beginning of
the transformation, international financial institutions (World Bank,
International Monetary Fund), which had neoliberal views on economic
changes in post-socialist countries, required the partial or full repayment
of these countries’ debts for the acceptance of the system reform scheme.

The neoliberalism that dominated in practice and theory of the 1990s
brought at least partial success for most of the countries that transformed
and developed and undeveloped countries. In most of these countries the
immature local markets functioned, which did not meet the challenge
global competition. However, the efforts of local authorities in designing
macro regulation providing for the socio-economic conditions of
functioning of these markets were too limited due to the significant liberal
lobbying of the supporters of the IMF and World Bank stabilization
program concept. This is why the school of dependence often expressed
the reproach, particularly in scientific literature, that the Washington
Consensus acted in the interests of only the richest economies of the
world (Wozniak, 2005).

The weak points of economic strategies based on the Washington
Consensus were particularly evident in the 1997—1998 financial crisis in
Southeast Asia. It also affected countries that were closely connected with
the global economy, i.e. Thailand, Singapore, Malaysia, and Indonesia.
However, paradoxically, in contrast to the previous recommendations, IMF
and WB representatives saw reasons for the crisis in these countries as the
«excessive openness of the global economy for these countries and the lack
of possibilities to manage this openness» (Piasecki and Wolnicki, 2004).

In addition to failures of economic policies based on neoliberalism,
the progression according to the Washington Consensus, or its newest
version, i.e. the Post-Washington Consensus, is lobbied intensively in a
large group of developing countries. The representatives of international
institutions such as the UN, recognizing «the right to development» for
undeveloped and developing countries, de facto force the strategies of
openness to globalization, which, as the experience of many countries
proved, often bring the greatest profit to leaders of the world economy,
i.e. highly developed countries, at the expense of the developing ones.

Given all cautions as regards the policies implemented in accordance
with the neoliberal Washington or Post-Washington Consensus, it should
be noted that in many countries, their recommendations yielded positive
results. It applies mainly to those countries that when opening their markets
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to global competition, took appropriate steps for the development of human
resources, made investments in education and developed and embodied
new technologies in life. The group of countries that over the past few
decades have significantly reduced the lag in development, include Ireland
and South Korea, which invested quite a large share of their income (GDP) in
national human capital (Development planning in a market economy, 2001).

In European countries, specifically in the group of EU Member States,
the above-mentioned economic policies are clearly different from those
proposed by the paradigm of the modernization school. Member States,
bound by relevant requirements, must achieve strategic objectives in
accordance with the Lisbon strategy adopted in 2000, which was later
revised and corrected. The only exception is the economic dimension, as
the politicians of the Community also try to add social and environmental
dimensions for the establishment of economic prosperity. The theoretical
bases of a more holistic approach to development are connected not only
with the key recommendations of neoclassical or liberal economics, but
they are still less connected with the concepts of a social market
economy, social and economic cohesion and sustainable development.
Quite clearly outlined difference of the European model of development,
including reducing differences in development, faces harsh criticism from
representatives of the school of modernization. It is emphasized that the
attempt to join economic efficiency with social justice requires large
resources due to low productivity, slower economic growth or the weaker
expansion of the so-called sectors of new economy, resulting from large
bureaucratic and fiscal pressures. However, it should be noted that in the
group of EU countries, it is possible to find both the example of countries
that have not only been able to significantly reduce the difference in
development, but also consistently maintain stable and high economic
growth. It refers not only to the economy of Ireland, which is compared
with the Asian tiger and often perceived as a kind of exception. Of special
interest are primarily Scandinavian countries, where the implementation
of the concept of a welfare state, so criticized and in some sense
dethroned in the context of, for example, the German economy, did not
prevent or hinder effective competition with strongly liberalized
economies in terms of economic growth, development of new
technologies, expansion in the so-called sectors of new economy. There
are symptoms that indicate that some new EU Member States are able to
use the BU acquis communautaire’’ and the concept of the Lisbon
strategy for reducing differences in development. By the way, Poland
now belongs to these countries.

' The EU acquis communautaire, which currently includes over 80,000 pages of
typescript. It is mandatory for all members of the European Union. (Note of editors)
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1.3.6. Conclusions Regarding Post-Socialist Countries

Having drawn attention to some theoretical dilemmas connected with
economic convergence, we can make several outlines.

Firstly, reflections on the economic system offer the relevant research
prospect of economic convergence. The definition of the notion of
«convergence» and its proposed classification in terms of consistency
allows a better understanding of the nature of this process. Convergence
between economies is the result of interdependence between changes in
real the and regulatory spheres of comparable countries. The selective
description of the convergence phenomenon, i.e. in the context of
economic growth and/or development, markets and market structures or
financial systems and subsystems of the economy, seems to be an
unnecessary simplification. Instead, the distinction of the convergence of
real and economic regulation spheres allows the better identification of
key spaces of the economy, which should be influenced by an economic
policy directed towards advancement.

Secondly, a brief overview of economic theory makes it impossible to
give a definitive answer as regards the factors of economic growth and
development, which accelerate the process of reducing differences in
development in undeveloped and developing countries. For the evolution of
economic theory that existed prior to that time, the search for ever-new
factors and conditionality of lag reduction are traditional. By the mid-
1950s, physical capital was on the one hand, perceived as a key factor, and
on the other, as the main obstacle to economic growth and development. In
the following decades the representatives of different economic schools
substantiated the essential role of human capital, social capital or ultimately
the broader application of institutional conditions for development.
However, shifting emphasis from the complexity of physical factors to
those connected with a human individual (human capital) and the
interdependence between micro economic subjects (institutions, social
capital), does not diminish the leading role of the former. The activation of
benefits connected to the individual knowledge, skills and competence of
microeconomic subjects (human capital, workers, enterprises), and with the
confidence or willingness to cooperate (social capital) will not be available
separately from physical capital (machinery, installations, infrastructure). In
addition, the elaboration of theoretical scenarios of convergence for a
«catching-up» economy should not rely only on new, non-material factors
of economic growth and development, i.e. human capital, social capital or
functioning institutions. The resources of physical capital are also a
significant component of these structures.

The third conclusion concerns recommendations regarding the
economic policy directed at reducing differences in development. As
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noted, changes in the real economy (production process, combination of
production factors, the economic efficiency of microeconomic entities)
occur within the framework of formed, sanctioned and functioning
market institutions, which determine allocation, exchange, distribution
and coordination processes. Moreover, if we consider the idea that
reducing the gap in development is not a matter of accident, but the
results of applicable economic policies to be reasonable, it raises the
question of key spheres, which should be influenced by such policies.
This can only be answered after considering some key provisions. Firstly,
in setting policy framework it is expedient to avoid universalism, which,
as shown by criticism of the school of modernization and the experience
of many undeveloped and developing countries, is a harmful
simplification. Therefore, it should be considered that: (a) between the
countries being compared, no significant differences appear at the level of
economic development, measured, for example, by GDP per capita, i.e.
these countries are developed and/or such that are developing; (b)
according to W.W. Rostow, these countries have sufficient (tangible)
coexist resources to begin gradual development; (c) the economies in the
same or similar integration systems, for example, the EU, WTO, OECD;
(g) these countries evolved in similar cultural circles (Christianity, Islam,
tribal communities), thus having a common understanding of the
philosophy of money, wealth and enrichment, the same approach to social
structures and their role in the development of these structures
(individualism versus collectivism).

Therefore, taking the thesis set out in the presented monograph, we
can assume that the first approximation of the proposed policies of
convergence for the «catching-up» countries should be connected with
the evaluations of economic regulation sphere.

Subject to the above provisions it can be expected that comparable
countries, participating in global economic relations, have equal access
to the resources of physical and financial capital and technology.
Therefore, policy aimed at reducing differences in the development of
«catching-up» countries should influence changes in the field of the
regulation of the economy. It should be emphasized that changes in the
sphere of the regulation of this economy should be focused on how to
be similar to a more developed country. It rather concerns the formation
of such coordination mechanisms (market institutions and informal
institutions) that would give the opportunity to receive greater benefit
from the allocation and division mechanism (real sector of the
economy). Only in this situation, can we hope that the economic system
of a «catching-up» country can achieve faster growth in the real
economy and thereby reduce the difference in development as compared
to a more developed country.
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1.4. Legal Aspects of Convergence within
the Acquis communautaire and Lisbon Strategy

1.4.1. Origin and instruments of acquis communautaire

Unlike federal states, which are formed on the basis of a Constitution,
the Community and the EU were founded on the basis of international
treaties. EU objectives are implemented by the Communities, or — if
they do not fall within the competence of the Communities — by the
Member States. This is because the EU Treaty does not vest the EU
with legal capacity’>. Only Article 49 of the EU Treaty envisages a
procedure for gaining membership in the EU rather than membership in
the Communities. This means that new states seek membership not only
in economic organizations, but also in joint cooperation structures that
operate in the field of foreign policy and security (pillar II of the EU)
and police and judicial cooperation in criminal matters (pillar III). The
Maastricht Treaty (1992) intensified the process of European
integration, but instead, the result of new integration activity was as
follows:

1. The Amsterdam Treaty, adopted on October 2, 1997 for an
indefinite period, replaced the Treaty on the European Community
(1992), treaties establishing the European Communities and some related
legal acts.

2. The Treaty of Nice, dated February 26, 2001 made necessary
clarifications to the founding treaties of the EU and the European
Communities, thus creating a real chances of their effective functioning in
EU enlargement from 15 to 27 countries which took place on the
accession of former post-socialist countries of Central and Eastern Europe
and Cyprus in 2004 and Bulgaria and Romania — in 2007.

3. The Constitutional Treaty of October 29, 2005 which following its
rejection during the referendum in France and the Netherlands, was
renamed the Reform Treaty. This agreement can take effect as early as
2014.

A new EU Member State must accept all the legal property of the
integration group. Hence is the need emerges to harmonize national
legislation with the EU legislation and, thus, the pre-entry period of this
complex process will take years.

Poland took the first steps towards joining the EU already on
November 26, 1991, when it signed the European Convention on Human

2 The states-parties to the Treaties decided on the expediency of the establishment of
the three Communities: EUBIS in Paris on April 18, 1951, the EEC and Euratom on March
25, 1957 in Rome.
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Rights and Fundamental Freedoms (1950) and the European Agreement
on the Association of Poland with European Communities and their
Member States, which came into force in 1994. For two five-year periods,
Poland prepared comprehensively to gain full membership, which became
a reality on May 1, 2004.

Membership in the EU primarily means economic integration,
associated with the duty to reform the legal system, resulting in the
possible approval of relevant Community legislation. In the case of post-
socialist countries, to avoid many negative effects of the introduction of
acquise communautaire in the real economy, a number of measures must
first be taken to increase competitiveness, and sometimes also the
strengthening of control over subsidizing enterprises.

The unified system of legal relations among EU Member States is
designed to ensure the effective functioning of the single European
market and reach the Community’s common goals. Given this, a
prerequisite is the introduction of a single Community law, which is
binding on all Member States. It is also important to harmonize individual
national legal systems. This process takes place through various channels
and may be continuous or gradual in nature. In order to smooth its course,
it can be done via mutual recognition, coordination, harmonization and
substitution.

The basic method for the unification of EU legislation, as noted
above, is its harmonization. Under the provisions of the Treaty of
Rome, the principle of subsidiarity and proportionality is applied during
harmonization activities. The subsidiary it principle limits the
intervention of the Community in the implementation process of
integration tasks, because it is allowed only in such cases and the
extent, to which the objectives of actions cannot be achieved effectively
through national regulation. Due to the subsidiarity principle, each
Member State shall have the necessary sovereignty, and harmonization
measures that are limited to what is necessary for the effective
implementation of tasks. The proportionality principle means the use of
appropriate measures necessary and appropriate and at the same time
the least burdensome to achieve these goals. Under the Treaty of Rome,
harmonization means the process of regulatory convergence of the legal
systems of member states to ensure the proper functioning of the single
European market. The difference in the legislation of the EU Member
States is liquidated only in those administrative provisions, which refer
to integration processes. It uses legislative techniques officially
accepted in the EU. The product of the Community’s legislative activity
are binding and not binding legislative acts. The first group consists of
directives, regulations and decisions. The second group comprises
recommendations and conclusions.
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The main regulation used during the harmonization of legislation is
directive. According to the Single European Act, the Commission shall
only use directives if the actions of the Community cause a change in the
legislation in most of the Member States. Directives are aimed solely at
the Member States and require the bringing of the national legislation in
conformity with them within a specific period. They are exclusively
directed towards the state. A directive is mandatory for the purposes and
effects to be achieved, but does not directly establish any rights and
obligations to individuals or legal entities. Because of this, each Member
State shall have the right to choose the implementation means, forms and
methods of implementation of tasks set by the directive, and choose the
regulation by which the provisions of this document will be implemented
in national legislation. However, a directive obliges national legislators
not to approve laws that contradict its contents. Member State shall apply
such forms and methods that ensure the practical efficiency of directives.
This means that a Member State cannot invoke an argument, whereby
Community law is contrary to the provisions of the Constitution.

In Community law, mandatory and optional directives are applicable.
For example, the sphere of indirect taxes is regulated by mandatory
directives, and direct taxes are subject to optional regulations.

Another legal at — regulation — is completely binding for the
Community, Member State national courts, institutions and individuals.
They do not require prior transformation or incorporation into the legal
system of a Member State and are effective with the same legal force as
the country’s domestic law. The addressees of regulations are entitled to
refer to their provisions before both national authorities and courts. In
case of legal conflict between national law and the provisions of a
regulation, the principle of the priority of Community law, according to
which in some cases it is impossible for a Member State to unilaterally
reject a given regulation, is applicable.

Decisions are of a clearly defined regulatory nature. They cause direct
effects only when it is clear that the set duties and principles of their
implementation will have a clear and unconditional nature. Since
decisions are aimed at a specific recipient, as a rule, they cannot be used
in the process of the harmonization of law. Instead, recommendations and
conclusions, despite their optionality, can promote harmonization,
because they contain the viewpoint of a Community body on the mode of
action, for example, in tax matters.

EU acquis communautaire (a.c.) in its substance, includes the
legislation and policy established by knowledge and life experience
concerning the affairs of the Communities in economy, social policy,
health care, consumer protection, environmental protection and others
(pillar T) and cases that go beyond the Community and are connected
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with common foreign policy and security (pillar II) and with
cooperation in justice and internal affairs (pillar III) (Brodecki S.,
Derezinska B., 1999). In the dynamic meaning a.c. also formulates the
end economic, political and social order, the total content of which is
provided in the EU Reform Treaty. The three EU pillars are supported
by OECD and NATO. The idea of a.c. is the effect of the convergence
of legal cultures and national law (British, Roman, Germanic, Nordic
and Slavic), continental law and economic and political doctrines
connected with continental liberalism. The EU a.c. is the result and
manifestation of the internationalization of law on a global scale as well
as the role of the European Court of Justice and the political control
exercised by the European Parliament.

All a.c. sources are only examples that help the states willing to
become EU members and associate members to implement the
convergence of domestic legislation with European standards. The EU
a.c. promotes the integration of national legislation with EU legislation.
The convergence of national legislation with the EU a.c. happens in
accordance with the principles of order as well as the system and general
principles of the EU legislation. The principles of law in the axiological
perspective are deemed supreme and play a special role in the process of
the application and interpretation of law. The Court of the European
Communities, which ensures the compliance and interpretation of law,
plays a special role in formulating the principles of Community law. It
follows the principles of Community law resulting from founding treaties,
the legal systems of Member States and international law.

1.4.2. Organization Principles

Of the organization principles, the following should be singled out: primacy
of Community law, direct effect, subsidiarity and proportionality.

The principle of primacy of Community law was first formalized on
October 24, 2004 in the Treaty establishing the Constitution for Europe
(Articles 1-6). This principle is often called the principle of supremacy of
Community law over national law. In fact, contractual provisions enjoy
supremacy only in the scope of Community law. Only in this sense is
there a duty to ensure the compliance of national regulations with
Community law. The primacy of Community law in domestic legal order
operates on the basis of the fact of its approval, despite national
legislation. In case of the conflict of Community rules with national law
the latter, despite its rank, should be avoided and Community law should
be applied. Member States applying the principle of primacy of
Community law retain freedom in the formation of state bodies, defining
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their forms, competencies and activity principles. Nevertheless, EU
members can only carry out those activities that comply with the
Community’s legislation. The uniform application of EU law does not
permit the application of provisions of national law, except those
necessary for the implementation of regulations.

The implementation of the principle of primacy of Community law is
connected with:

— the cancellation or revision by the relevant bodies of Member States of
the provisions of national law, which do not comply with Community law;

—the obligation to create internal legislation if required by
Community law to ensure its effectiveness;

— the ban on the creation of legislation contradicting the Community law;

— the obligation to apply Community law;

— the obligation to recognize the interpretation of Community law by
the European Court of Justice and interpret domestic law in accordance
with Community law;

— national authorities, including Constitutional courts, being
prohibited from analyzing the legitimacy of Community law.

Addressees of the rules of Community law are not only Member States,
but also their citizens and legal entities. This means that these rules must be
suitable for their direct application. Therefore, Community legislation
provides for the principle of direct application and direct effect. From this
principle it follows that this Community rule grants direct rights to subjects
that can protect those rights in a national court. The principle of direct effect
gives the citizens and institutions of the Community an opportunity to invoke
the rules of Community law and apply these rules without additional national
regulations. Under the principle of direct effect, on the basis of Community
law, subjects can commit legal acts, refer to its provisions and, based thereon,
protect their rights in courts. However, direct application means that the
applicable provisions of Community law are applied automatically by national
authorities, regardless of national law.

A rule is deemed directly effective if certain rights for an individual
are established, it is absolute, and its meaning is clear and sufficiently
exact. According to the interpretation of the European Court of Justice, a
rule is sufficiently exact and understandable if based on it, it is possible to
determine the range of subjects, which were granted some right, to set
content of rights held by the subjects, to identify the object or subjects
responsible for the execution of certain obligations. Certainty of rule
means that the provision of a right should not depend on an assessment of
the authority of the Community or Member State. The rule of Community
law only becomes directly effective after coming into force.

To maximize the effectiveness of European legislation the principle of
indirect effect is additionally applied. According to this principle, national
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courts and authorities have an obligation to interpret domestic law in the
light of Community law. This principle applies to all sources of
Community law, as well as those directly effective, and even those that
refer to optional recommendations.

The main task of the EU is to organize relations between Member
States and their peoples (Article 1 of the Treaty on European Union
(TEU)), in a manner demonstating consistency and solidarity. The
implementation of this task is connected with the need to cooperate and
interact during the implementation of EU objectives. The implementation
of the solidarity principle becomes possible as a result of the adoption by
EU Member States of obligations to:

— implement any measures to complete the tasks defined by the
Treaty establishing the European Community;

— assist the EU in performing the tasks;

— abstain from any activity that could harm EU objectives.

This principle implies that measures to achieve EU objectives shall be
carried out conscientiously, diligently and in a way that the goal can be
achieved as soon as possible. Based on the solidarity principle, Member
States shall cooperate with EU institutions in cases where they have problems
with the implementation of Community law. Also, institutions should
provide support to Member States in matters of attaining EU objectives.

In the context of international solidarity, two concepts were formed in
the EU, focusing on the solidarity or sovereignty of state power transfer
to supranational organizations. In the debate on the Constitutional Treaty,
the concept for the transfer of state power to international organizations
that followed from supranational essence and spirit of cosmopolitanism,
won. The failure of the Constitutional Treaty in the French and Dutch
referendums seems to return the balance between sovereignty and
solidarity. However, the direction and form of harmonization between
solidarity and sovereignty are still determined by the concept of the
protection of human rights. The EU has already overcome the problems
of the first and second generation of rights, i.e. the dispute about equality
and freedom, and currently is at the stage of implementing the idea of
solidarity (III generation of rights), which aims to preserve peace and
sustainable development. Therefore, the formation of legal order largely
focuses on citizens and building of developed regions in Europe by means
of the common interests of political parties in individual countries. The
combination of sovereignty and solidarity should result in a new
supranational organization — a product that arises from the voluntary
commitment of states to reduce their powers to preserve peace and
sustainable development.

A special feature of the EU system is the combination of spontaneous
coordination with the coordination that takes place on the Community



74  Convergence and Divergence in Europe: Polish and Ukrainian Cases

level, the essence of which is manifested in the implementation of the
subsidiarity principle. According to Article 5 of the Treaty Establishing the
European Community (TEEC), «in areas which do not fall within its
exclusive competence, the Community shall take action, in accordance with
the principle of subsidiarity, only if and in so far as the objectives of the
proposed action cannot be sufficiently achieved by the Member States and
can therefore, by reason of the scale or effects of the proposed action, be
better achieved by the Community». The principle of subsidiarity is applied
not only in the sphere of social benefits (education, health, research and
technological development, environment), but also as regards consumer
protection, cooperation directed towards development or even industry.

Subsidiarity is the reaction to a failure of economic and political
markets. It aims to implement a state mission to support civic initiatives.
In the case of the EU, a state mission in this area is implemented by the
decentralization of power as follows: State — Community — region.

Thus, the substance of subsidiarity implies that power shall not only
interfere with subjects or social groups dealing with their own problems,
but shall primarily promote and encourage activity and, in extreme cases,
support and complement the activities of entities that are not self-sufficient.
The authorities should only intervene when the situation goes beyond the
capabilities of lower-level authorities and will be more effective.

This approach to the subsidiarity of power does not breach the
concept of a liberal state, but rather gives it specificity, resulting from the
continental liberalism. Its principles emphasize the need to limit the
extreme individualism that is characteristic of Anglo-Saxon capitalism.
Thus, using the subsidiarity principle, it is proposed that economic
efficiency is combined with fair distribution rules and a restriction of
disbalance in regional development. In practice, this principle is
implemented through structural and cohesion funds. Regional policy
plays a special role in applying the subsidiarity principle, under which,
national cohesion strategies are formulated on the basis of the Lisbon
strategy.

The principle of subsidiarity also conditions the proportionality of
measures to achieve a particular purpose. It means that measures used for
the implementation of Community law must be appropriate and
necessary, and therefore cannot go beyond what is necessary to achieve it.
If there is an alternative, it is necessary to choose the one to be the least
problematic. The inconvenience associated with its use should also be
taken into account. Regarding the imposition of penalties, the
proportionality principle requires different types of sanctions pursuant to
the nature of the violated obligation.

Differences of opinion concerning the dynamics of integration
processes, and resulting conflicting interests among EU Member States,
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led to the emergence of the «Multi-speed Europe» concept. At present a
monetary Community uniting the countries with higher integration
dynamics that are ready to join the single market, adopt a common
currency and implement a common monetary policy is considered as its
practical manifestation. The dispute about the form of the constitutional
treaty also gave rise to other concepts, such as the «Europe of
Motherlands» or «Europe of Regionsy», cosmopolitan superpower or an
integration of solidary states, which can simultaneously limit their
sovereignty for the sake of stable, sustainable development and peace.

Given the difficulty of reaching a consensus in such matters, there
was a need to conduct a branching out in the concept of the unity and
uniformity of Community law, in accordance with Art. 43 of the TEU.
Along with the concept of unity and homogeneity, it is also possible to
implement the principle of enhanced cooperation as regards the group of
Member States that are ready for deeper integration, provided that the
enhanced cooperation:

a) supports achievement of EU and Community objectives, protects
and serves their interests and promotes their integration processes;

b) respects the Treaties and the uniform institutional structure of the EU;

¢) respects acquis communautaire and the measures adopted pursuant
to the provisions of the above Treaties;

d) remains within the competence of the Community or the
Community and does not apply to areas that are within the exclusive
competence of the Community;

e) does not harm the domestic market, as defined in Article 14 of the
Treaty establishing the European Community, or economic and social
cohesion, established in accordance with Chapter XVII of the above Treaty;

f) does not create barriers or discrimination in trade between Member
States and does not distort their competition;

g) involves at least eight Member States;

h) respects the competences, rights and obligations of the Member
States not taking part in it;

1) does not violate the provisions of the Protocol on the Schengen
integration domain to the EU structure;

j) is open to all Member States, in accordance with Art. 43 b of the TEU.

1.4.3. Structural socio-economic principles

A strong a.c. core is comprised of a set of rules in the field of commercial
law. It specifically concerns the free movement of goods, individuals, capital
and services. These four fundamental freedoms are derived from the axiology
of economic liberalism. In continental Europe it is slightly different from the
Anglo-Saxon economic liberalism, which became the doctrinal basis of the
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principles of global capitalism (Albert M., 1994). The European version of
liberalism emphasizes a competitive environment, thus approaching
ordoliberalism and emphasizing the role of the law of other institutions in the
formation of efficient markets and overcoming their actual shortcomings.

Another feature of the EU economic system is a combination of
autonomous market coordination within the competitive system with central
strategic coordination, which is realized at the Community, state and regional
levels, directed towards sustainable development as well as social and
economic cohesion. In this sense, the commercial law of the EU approaches
the model of a social market economy. The harmonization of economic
efficiency and the principles of equitable distribution in the EU goes beyond
the concept of a human individual, whose function is to maximize personal
gain in market categories. Unlike Anglo-Saxon liberalism, in which
economic criteria are higher than social ones, a man in the system of EU
economic law is the subject of an economic process that applies to both
economic and social criteria during decision-making. According to such
axiology, Article 2 of TEEC identifies the following key objectives:
harmonious, balanced and stable economic growth, high employment and
social protection, economic and social cohesion, inflation-free economic
growth, high level of competitiveness and convergence of economic
performance, high level of environmental protection, increase of the level and
quality of life, equal rights for men and women, solidarity between Member
States. For the implementation of these tasks, it is necessary to create a
unified and harmonious European and national economic legislation.

The fundamental freedom connected with the functioning of a common
market, is the freedom of free movement of goods™. It was ensured by
establishing a customs Community (Article 23 of TEEC), which covers all
goods trading. Within its scope it is prohibited from applying export and
import duties and any other charges having an equivalent effect between
Member States and a common customs tariff is applied in relations with third
countries, which is declared in the form of regulations.

To ensure the full freedom of movement of goods, Article 90 of
TEEC introduces a ban on discriminatory and protectionist taxation and
Article 25 — a ban on the introduction of fiscal customs duties.
According to the European Court decision, the principle of the mutual
recognition of standards is also effective, whereby a product, which was
manufactured in one Member State, is allowed in the trade turnover on
the territory of other Member States.

In exceptional cases, the free one-way movement of goods may be
subject to restrictions. It refers to cases substantiated by the principles of

2 A goods item is any product that has its own value, expressed in monetary terms and
may be the subject of trade transactions, except for official payment means (coins and
banknotes), to which the provisions on free movement of capital apply.
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morality, public order, public safety, protection of national cultural
heritage, artistic, historic or archaeological values and the protection of
industrial and commercial property (Article 30 of TEEC).

The EU governs the free movement of services somewhat
differently®*. The general provisions of the Community on freedom of
movement of services exclude those that are directly related to the
exercise of state power. In addition, a person who provides services must
confirm the qualification necessary for these types of services, recognized
by the state of origin and practice of the given profession. However, the
free movement of services is impeded by about 90 different barriers. It
follows from the fact that currently, the services market provides more
than 90 % of newly created jobs and generates over 70 % of GDP, and
thus becomes a powerful instrument to limit unemployment. «Old» EU
states, fearing unfair competition from the providers of services in new
EU Member States, apply transitional periods and thus restrict the free
movement of services.

According to the Bolkenstein Directive, which was considerably
altered in 2006, new rules for the provision of services were adopted.
They retained the general principle of access to the services market,
based on the laws in force in the country of origin of a service provider
and, simultaneously, provided for the introduction of some exceptions
and permanent control of the state, in which these services were
provided. During the imposition of exceptional restrictions, the criteria
of expediency, proportionality and necessity are taken into
consideration.

Regular amendments to this directive, which were introduced in 2007,
involved a departure from «the principle of the country of origin» and
established an approach on the free movement of services, which are
provided «in general economic interests». The updated directive excludes
public services from the principle of freedom. Art. 53 of TEEC envisaged
the possibility of a broader liberalization of services than required by the
directives, but only if it is possible given the general economic situation
and the situation in the relevant sectors of economy.

Barriers to the freedom of movement of services, existing as a result
of many exceptions, do not contribute to progress in economic
convergence as they restrict free competition, the use of advanced
technologies, the creation of new business entities, opportunities to
reduce unemployment in the new EU countries and do not counteract the
«brain-drain» phenomenon to richer countries.

2 According to Art. 50 of the TEEC, «services» in terms of this Treaty are services
normally provided for remuneration, insofar as they are not subject to the provisions on the
free movement of people, goods and capital.
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1.4.4. Freedom of Movement of Capital

Art. 56 of TEEC prohibits any restrictions on the movement of capital
and payments between Member States and between Member States and
third countries. Capital transfer is connected with financial transactions
aimed at the investment or deposit of funds. Instead, payment is the
transfer of currency values through sale and purchase transactions. The
prohibition of restrictions on the movement of capital also refers to any
other «related transactions», such as those associated with the
establishment of mortgages, bank loans for investment purposes, as well
as sales of real estate and stocks.

Exceptions from the general principle of the free movement of capital
cannot comprise its concealed limitation. In order to prevent financial
crime a duty can be imposed to declare the amount of money, which is
brought to third countries. Also, if there are «exceptional circumstances»
which, for example, may be a hindrance to the functioning of the
economic and customs Community or there are important political
circumstances, it is possible to use protective measures as regards third
countries, but for no longer than six months. These restrictions can only
be imposed by the Council by a qualified majority of votes and the
previous submission of the Commission and after consulting the ECB.
The Member State, which has problems with its balance of payments or
struggles with the financial crisis, may also exercise the right to restrict
the freedom of movement of capital and payments (Art. 119 and Art. 120
of TEEC).

1.4.5. Freedom of Movement of Individuals

Art. 39 of TEEC prohibits different treatment of its citizens and foreign
nationals in access to labour market, conditions of employment and
training and access to all social benefits. This protection also refers to a
potential foreign worker. Just as in the case of other European freedoms,
the freedom of movement for workers also has some limitations,
particularly with regard to public order, public safety, health, as well as
public service.

Freedom of movement of persons promotes European integration and
convergence by providing facilities for the study of languages, customs,
culture and patterns of activity. Unfortunately, in practice, if there are
significant differences in the amount of wages, as observed in post-
socialist countries, the economy of a poorer country is threatened by the
temporary dominance of losses over the benefits of freedom of movement
of persons. This is particularly so in the case of the «brain-drain»
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phenomenon, i.e. the excessive outflow of a skilled labour force and the
emergence of problems in various segments of the labour market, related
to the lack of some professions and pressure towards rapid wage increases
that, in turn, causes inflation trends and problems in balancing the state
budget. Freedom of movement for workers is also accompanied by
negative phenomena, such as unfair mediation and labour camps that do
not comply with the European standards concerning the conditions of
employment.

To counteract abuse in connection with the free movement of people,
the government of the state accepting immigrants, has the right to
establish the necessary conditions and restrictions, provided that they
meet the standards of EU law.

Art. 39 of the TEEC lists the rights of a foreign worker, particularly
to: job search, employment, non-discrimination based on sex and
nationality, right to education, access to social benefits, residence on the
territory of the employer state after the termination of work and
professional activity, receipt of a five-year residence certificate, reunion
of the husband/wife or partner with a migratory worker, with children
under 21 or those who are dependent on parents, immediate family
members of the worker and his wife/husband. All these individuals are
granted social guarantees and rights to education in the same scope as
granted to the nationals of the state accepting immigrants.

Some «old» Member States introduced transition periods regarding
access to their labour markets by citizens of countries that joined the EU
in 2004. After the completion of a five-year period, only states that
proved the existence of serious problems in their labour market were able
to extend it for another two years.

To ensure the free movement of workers, EU Member States had to
harmonize requirements in the field of professional qualifications and
diplomas. There are general and sectoral criteria in this field. If the latter
are based on the tacit recognition of qualifications acquired, the general
system of criteria applies to the professions that do not fall within the
sectoral criteria. This system covers the professions for which secondary
and higher education are required. Each Member State shall perform the
specification of professions regulated by EU directives, and clearly define
the characteristics of the qualification requirements applicable on its
territory. Meeting qualification requirements is the basis for obtaining a
work permit according to profession. Foreigners, who do not have this
right, can prove their skills in an exam organized by the authorities of the
receiving state in its official language. This examination is limited to the
topic of a candidate’s diploma. It is also possible to implement an
adaptive period under the supervision of a qualified representative of the
profession selected in the accepting country.
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The freedom of movement of persons is also connected with the
coordination of social protection systems. It covers the following
services: medical and maternity, connected to disability and old age, the
breadwinner’s death, accident during working hours, occupational
disease, as well as payment for funeral, unemployment and family. Due
to the fact that in Europe there are different systems of social security,
their coordination is based on the principles of respect for existing
differences and the implementation of such solutions that can ensure the
protection of the migratory population in the EU. The persons, who were
or are covered by social protection in the country of origin (workers,
pensioners, self-employed persons), shall be subject to coordination.
Students are entitled to medical care in accordance with the principles
applicable in the accepting country. The general social welfare principle
means equal treatment of its citizens and the nationals of other Member
States, i.e. the application of identical principles concerning rights and
obligations in the field of social protection. In addition, they apply the
principle of adding periods of employment or residence, which determine
the level and scope of social guarantees. According to this principle, the
rights obtained in the state, making the additions, are recognized. These
benefits are appropriate regardless of residence, i.e. they cannot be
reduced, deprived of or limited, taking into account the place of
residence. Only unemployment benefit is paid to those who are outside
the state, which granted such aid.

Citizens, who temporarily stay in another Member State, shall enjoy
only the right to minimum health services, the calculation of which is
conducted later.

Social aid, an additional pension system and benefits for war
victims are outside the system of coordination. The persons who,
seeking a permanent residence, move from the territory of one
Member State to another and are not potential employees or an
employee’s family members, have maintenance allowance, a valid
medical insurance policy, clearly identified in the receiving state (Art.
18 of TEEC).

Freedom of entrepreneurial activity is one of the forms of ensuring the
effectiveness of the freedom of movement of individuals and legal
entities other than non-profit organizations and enterprises not operating
on the basis of the legislation of one of the EU states (Art. 43-49 of
TEEC). The restriction of freedom of entrepreneurial activity to nationals
of Member States is prohibited. A subject that enjoys the freedom of
entrepreneurial activity is entitled to use any benefits and opportunities
associated with business activities without discrimination and in
accordance with the principle of equality. The general principle of
freedom of entrepreneurial activity also provides for some exceptions
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(Art. 45 of TEEC), which is related to the implementation of the
government’s tasks, because the person exercising them is granted special
guarantees and privileges connected with doing public service and the
application of state coercion against citizens.

1.4.6. Community Law in the Area of Competition

The following are distinguished within the framework of competition
law: unfair competition, antitrust and subsidies law. The main objective
of competition law is to provide irrevocable competition on the domestic
market and overcome its restrictions or obstacles (Arts 2, 3 and 81 of
TEEC). EU competition law applies to enterprises that have a tangible,
visible and quite likely impact on trade between Member States.

Should there be a conflict between European and national competition
laws the general principle of the priority of Community law applies.
Under its provisions, where Community law applies or its legitimacy is
recognized, Member States alone cannot prohibit enterprises from
performing approved arrangements and practices, and business
associations — from making decisions. With regard to abuse by
enterprises of their dominant position, Member States can introduce
restrictions that are more restrictive than provided for in EU legislation.

The issues of competition protection can be regulated by: European
Commission, one public body for competition protection, which is
supported by other state bodies, or some state bodies acting concurrently.
State bodies cannot make a decision contrary to the decision of the
Commission. The Commission shall recognize the independence of
national courts, the decisions of which cannot contradict the decision of
the Commission. Restrictions for breach of competition law are set
according to the principle of proportionality. Functional and structural
measures are used among them. Measures of a functional nature mean the
obligation to take a specific measure or terminate it (e.g. the restoration of
supplies, granting of a license, establishing price at a certain level).
Structural measures (e.g. division of enterprise) apply only in cases where
there are no effective functional measures.

The Commission has the right to impose monetary penalties for the
violation of its decision or default of obligations that it has deemed to be
mandatory. Enterprises and their associations themselves evaluate
whether their measures are consistent with the decisions of the
Commission in the case of an activity that is contrary to Community
competition rules (Art. 81 and 82 of TEU).

The Commission can also apply regular fines not exceeding 5 % of
average daily turnover to enterprises and their associations. The statute of
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limitations on the right of the Commission to impose monetary penalties
or regular fines expires three to five years from the date of breach of
Community competition law.

To ensure effective competition, the TEEC introduces the
prohibition of some agreements between enterprises (Art. 81) and the
prohibition of the abuse of a dominant position (Art. 82). The
prohibition of agreements particularly applies to: direct and indirect
pricing for purchase or sale, or any other trading conditions, limitation
or control of production, technical development or investment, the
allocation of markets or sources of supply, the application of unequal
conditions to equivalent legal arrangements with other trading parties,
dependence of entering into agreements for undertaking additional
obligations of other parties, which are not in essence connected with the
subjects of such agreements.

The prohibition does not apply to internal agreements of smaller
value, in which the share of the relevant market within the next two years
does not exceed 2 %. As regards other agreements of smaller value, the
share of which in the relevant markets does not exceed 5 % (in case of
parallel trade networks), 10 % (in case of agreements that are difficult to
classify as horizontal or vertical) and 15 % (in case of transactions
between entities that are not competitors), it is believed that they cannot
restrict competition significantly.

The operations of enterprises, which have a dominant position and
even enterprises that are pure monopolies, is not prohibited. A dominant
enterprise cannot be prohibited from protecting its own interests, but on
condition that its activities are proportionate to the threats and not in
violation of the principles of fair competition. On the other hand, the
abuse of a dominant position is prohibited.

EU law also provides for the regulation of the permissible level of
concentration within the Community. Member States can take appropriate
measures to protect legitimate interests, other than those listed in
Regulation 139/2004. These include, inter alia, public security, plurality
of the media, and the principle of caution. The Commission punishes the
violation of permissible concentration levels set forth by the Community
law with a monetary penalty of 10 % of total annual turnover.

EU Member States shall not provide state targeted assistance, but this
does not mean that the states must apply the same tax or social
preconditions for economic activity. Art. 87 of TEEC determines the aid
that is permitted by and consistent with the Community law. The first
group includes the following aid:

—of a social nature, granted to individual consumers without
discrimination with regard to the origin of the goods;

— used for overcoming the consequences of emergencies;
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— relating to the compensation of negative economic consequences in
the regions of East Germany that have been united with West Germany.

The following types of state aid can be considered compatible with
the common market:

— that which contributes to the economic development of regions
with very low living standards;

— that directed towards projects of importance for Community
purposes, or to overcome negative developments in the economy;

— that supporting culture and cultural heritage;

— other types of aid established by decision of the Council upon the
submission of the Commission.

1.4.7. The Lisbon Strategy as a Key Factor of Economic
and Social Convergence

The signum specificum of the EU institutional system is its desire to
achieve social and economic cohesion, which is considered an integral
part, a fundamental task and rationale of strategic coordination and the
reduction of a development lag.

As for regulation mechanisms in the economy, all issues of social and
economic cohesion are actually connected with the discussion on the
effectiveness, deficiencies and advantages of the market mechanisms of
social and economic development over those governed by the state, and
the use of their combinations in space, i.e. their operation in a specific
local environment and assessment based on indicators characterizing the
development distance of countries and regions from the sample model.

Alternative examples of socio-economic development model proposed
in the economy are as follows: development through globalization on the
basis of the recommendations of the so-called Washington consensus
derived from Anglo-Saxon liberalism and sustainable balanced growth. In
the European Community, they rely on the latest model, using a complex
theoretical basis that is largely derived from the theory of welfare,
evolutionary and institutional economics and ordoliberalizm. A model of
development was formed as a result of the comparison of these examples,
which was laid out in the Lisbon Strategy. Its supporters believe that the
spontaneous development of markets and Washington Consensus policies
are not sufficient for its implementation. A reduction in the development
distance and the simultaneous harmonization of economic efficiency and
fairness require central strategic coordination. This implies the need for
government involvement by means of development plans initiated by EU
bodies, which set model indices for social and economic cohesion. Since
2000, these plans are developed on the basis of the Lisbon Strategy.
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Although not sufficient, but nevertheless a necessary prerequisite for
the implementation of the above plans is the availability of markets that
are free to develop. In this sense the development mechanisms of the EU
do not contradict the Washington Consensus. However, in this case it is
necessary to involve the state more actively as regards institutional
provision and the improvement of the functioning of markets to ensure a
favorable environment for sustainable development and the harmonization
of economic efficiency with the acceptable social principles of justice.

The necessity to prepare for active membership in the EU and the
debate on the future form of the Community’s system gives rise to
discussions on the adjustment of social and economic policies to the EU
standards. The main determinants of this policy’s standards are the
Maastricht and Lisbon Strategy (LS) criteria. The former determines the
macroeconomic conditions of economic policy, which should result in
stable, long-term economic growth. On the other hand, the Lisbon
Strategy is a set of priorities for the development of the economy of
knowledge and such social policy indicators that in the process of the
reduction of the distance in development should ensure social and
economic cohesion.

Thus, the question arises whether this model of socio-economic policy
— though reasonable and justified on the basis of economic theory —
corresponds to the stage of development of Poland and Ukraine —
countries sharing a common post-socialist legacy and divided by a
difference in institutional provision in connection with the adoption of the
EU’s a.c. by Poland on the one hand, and Ukraine not being in the single
European market, and support of European structural funds on the other.

Before the «Orange Revolution», when Ukraine followed a course
similar to that of Russia, Poland practically implemented the institutional
market system and a.c. of the EU. Ukraine’s accession to the CIS slowed
down the process of the establishment of market principles and state
capitalism with the heterogeneous role of the state in the economy, as
regards requirements for competitiveness. Inconsistency in the process of
the transition to a market economy and the democratization of a state
facilitated merger of the government’s interests with those of powerful
capital and the strengthening of the opportunism inherited after the
centrally-planned economy. An economy without a plan and even without
the institutional foundations of market efficiency resulted in various social
ills, including the spread of social poverty, corruption and the enrichment
of only a small amount of the population. Due to underdeveloped
institutions of competitive order, the general public could not engage
effectively in the establishment of markets using their entrepreneurship.
The institutional system that did not meet the requirements of efficient
markets did not guarantee adequate protection of property rights, free
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choice and compliance with contracts. This institutional environment
opened the way to pathological entrepreneurship, which was often
conducted through the prism of corruption, opportunism, and even crime.
Therefore even now, the level of business risk in Ukraine remains very
high.

A major obstacle during the establishment of efficient markets was
the lack of access to the models, which Poland could use, when it decided
on integration with the EU. For political reasons, Ukraine has not
received such extensive international, intellectual and moral support for
the process of the establishment of the market. Without appropriate
models of state subsidiarity, attempts to overcome the challenges of
global capitalism, alone or in cooperation with Russia, were unable to
bring expected results.

The answer to the question on the applicability of the Lisbon
Strategy (LS) model in the process of the reduction of the distance in
development for a post-socialist country that does not belong to the EU
is complicated by the fact that many economists attribute excessive state
and supranational regulation to the methods set forth within it; the
harmfulness of the state’s social protection for entrepreneurship,
efficiency of markets and competitiveness of the national economy and
enterprises; dominance of the development ambitions of the largest and
richest member states and, in connection thereto, inadequacy regarding
the challenges of global capitalism. There are also accusations that the
EU institutional system is not able to accept the challenge of the
information and telecommunications revolution, global liberalization
processes and increasing competition®.

LS applies planning, that in some ways is close to practices carried
out within the framework of macroeconomic planning, characteristic of a
centrally planned economy. The difference is that the above planning is
indicative and takes place within a market economy. In other words, it is
an attempt to support autonomous market processes by the stimuli that are
driven by the central strategic coordination exercised by the subsidiarity
principle. At the first stage of implementation (2001—2005), the
priorities of LS were aimed at reducing technological lag with the
simultaneous ensuring of social cohesion by:

— the development of knowledge in society (education and human
capital, informatization, support of innovation as well as the research and
development sector), development of human capital and economic growth
in accordance with the social objectives of development;

» In Poland the system diagnosis of the Lisbon Strategy is presented in the annual
reports of the Polish Lisbon Strategy Forum in the form of a White Paper. 2003 saw the
publication of the «Polska wobec Strategii Lizbonskiej» report, PFSL, Warsaw — Gdansk,
2003.
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— creation of a legal environment, that would be conducive to
entrepreneurship (innovation, investment, reduction of bureaucracy and
cost for the registration of enterprises);

— formation of the labour market (employment growth to 70 % in
2010, increasing the retirement age to 63 years, elimination of barriers to
the employment of women, the provision of pre-school for 90 % of
children aged 3 to 7 years and 33 % of children under the age of 3,
ensuring the stability of pensions, implementation of programmes for the
eradication of poverty);

— execution of obligations regarding the establishment of unified,
liberal markets in the area of: transport business (rail, aviation as well as
the transportation of gas and electricity), financial services, elimination of
barriers to the free movement of services, ensuring the uniform
application of competitiveness principles;

— promotion of measures for the protection of the environment
(ratification of the Kyoto Protocol).

The package of intentions, with the exception of proposals relating to
the information society, was laid down in EU-15 countries earlier, though
some of its parts were not united into a single program. The task of these
priorities is to ensure increased productivity by expanding the ICT sector,
limiting structural unemployment and increasing employment as well as
taking advantage of the common market, particularly through the opening
of markets, which were previously protected, and as a result of the
commercialization of the health care and pension system.

The Lisbon strategy is based on 28 main and 12 additional objectives,
as well as 117 indicators, which are periodically monitored. The question
of funding remains in the competence of the Member States on which the
strategy is focused, provided that it cannot go beyond the a.c. of the EU.
This means the obligation to comply with the subsidiarity and solidarity
principles, through which it is possible to use the financial support of
structural funds and Cohesion Fund.

The advantage of the Lisbon strategy is its integrated, holistic
approach to stimulating development and implementation and the
attempt to harmonize effective economic growth with social cohesion,
ecological development and the expansion of knowledge-based
economy. Priorities are implemented by agreement on common goals
during negotiations, their inclusion (considering specific ways of
achievement) to national and regional programs, coordination of
methods for measuring performance, and the observation, evaluation,
comparison and exchange of experience, also the use of directives
may be permitted to some extent.

The experience of several years of ongoing efforts to introduce LS
indices, priorities and goals showed that despite partial success,
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particularly in the area of performance indices, the distance between the
economies of the EU and the USA is not decreasing and the priorities in
research and development were not implemented. However, the biggest
problems emerged during the introduction of the single market and the
demonopolization of those sectors of the economy that are sensitive to
social pressure and are a priority in view of political considerations
(transport, energy), as well as in the sphere of the reduction in the level of
protection of social security (retirement age, working hours and so on).
Employment priorities, the task of which was to increase the share of
employed persons in the general population, have not been attained
either. In 2000-2004 the unemployment rate rose from 8.5 % to 8.9 %. In
addition, many countries observed the phenomenon of premature exit
from the labour market (retirement) of middle-aged workers, who, in the
case of the USA or Japan, would have stayed at the top of their
professional career (Csaba L., 2005).

Drafted in 2004 the Wim Kok’s Report offers a detailed study of the
causes of problems in implementing the priorities of LS (The Lisbon
Strategy ..., 2005). Its authors argue that social and economic cohesion
may be provided on condition that orientation is directed towards
economic growth and the availability of new jobs. Thereto, social and
environmental priorities should be implemented so as not to interfere, but
rather to contribute to higher economic growth.

The spring session of the European Council (March 2005), concentrating
only on measures regarding full employment and economic growth, did
not introduce significant changes in social and economic cohesion. In
matters of regulatory policy the Council is inclined to keep it at the
current level. This means that the main reason for the failure of the
Lisbon strategy — the reduction of regulation and moreover, deregulation
— was never included in EU goals.

The revised Lisbon strategy is based on the following priorities:

— increase of competitiveness and innovativeness of the economy;

— improvement of the technical and social infrastructure;

— employment and human resource growth;

— regional development, rural prosperity and increased territorial
cohesion;

— establishment of a single social Community and its security.

At the same time it emphasizes the need to strengthen the European
social model based on increasing employment and social cohesion. These
indicators will be achieved through the European Social Fund, which in
2010-2013 will focus on six key areas, particularly:

— strengthening the adaptive capacities of workers and enterprises;

— increasing access to the employment system, combating unemployment
and increasing the duration of professional activity;
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— promoting social integration through the promotion of the
professional involvement of those who are disadvantaged in the labour
market and combating discrimination;

— promoting partnership for reform in the employment and
integration spheres;

— increasing investment in human capital;

— strengthening the institutional capacity and efficiency of public
service.

In practice, it means support for enterprises, especially small and
medium ones, in the field of human investment, the implemention of
systems and training programs, spreading information and communication
technologies, new forms for the organization of work. Another line of
action should be: development of mobility and self-employment,
removing barriers to access to labour market, the professional integration
of women and combating various manifestations of work discrimination
against women. To mitigate the negative effects of demographic
processes the promotion of active old-age and the development of
education throughout life is proposed. Instead, the task of the reform of
education and training, development of lifelong learning, academic
training, establishment of a cooperation network of companies,
educational institutions and research centers is to increase investment in
human capital. The European Social Fund aims to strengthen the
effectiveness of administrative services by supporting the planning,
monitoring and validation of programs and the training of management
personnel.

It should be emphasized that in the case of Poland, the full
implementation of LS priorities by 2013, imposed through the National
cohesion strategies of Member States, could result in a reduction of the
development distance as regards EU-25 to 33 % from 50 % — in 2007.
However, the preservation of these trends would open the prospect of
overcoming lag within one generation.

The supporters of integration in the EU are convinced that all Central
and Eastern Europeean countries participating in European integration
processes, despite temporary problems, will eventually benefit from the
introduction of acquis communautaire and the Lisbon Strategy, which
will surely prevail over the disadvantages of this process, but warn that it
will not happen immediately and automatically. The example of East
Germany, despite its specificity, is an important warning, which indicates
that the process of introducing the whole institutional and legal heritage
of the Community and economic policy, characteristic of EU Member
States, are not always accompanied by convergence, even when a new
technical infrastructure has been built and mass training in the direction
of adjustment of human capital has been conducted.
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Experts share the view that a less developed country should join the
EU for the progress of civilization, strengthening of security and receipt
of support for measures regarding socio-economic development by
opening access to higher quality policy standards, financial support and
the subsidiarity of the state, which is based on economic responsibility of
its beneficiaries, as well as the mobilization of efforts of central and local
authorities for social and economic cohesion.

Still, it should be noted that the application of principles of the Lisbon
Strategy means orientation on high European technical, social and
environmental standards that are developed for economies with a higher
level of development and productivity than Poland or Ukraine. Their
execution requires a conscious and competent reorientation of state
functions, the rationalization of the public sector and overcoming the
pitfalls of public debt. Without the rationalization of budget policy, it is
impossible to free the economy from the paradoxes of human capital
development and the degradation of social capital.

In the case of Poland, the task of new reforms in health care, education or
social protection is the transparent distribution of responsibility for the level
and quality of services between the state, self-government bodies and
subjects of specific industry, to be achieved as a result of public consensus.
This is impossible to achieve without the transparency of policy and the
constant depreciation of the achievements of predecessors. Public debate is a
very effective instrument for reaching understanding and getting the support
of the general public, it helps to protect from the domination of sectoral
interests and is expedient in the debate on the forum of the European
Parliament.

The harmonization of policies regarding direct taxes cannot be only in
the interests of developed countries. Countries with incommensurable
worse prerequisites for achieving high productivity of capital should
retain the right to implement such tax policy that will attract foreign
investment and maintain national savings. The advantage of such a policy
is confirmed by the example of Ireland.

The excessive distribution of state aid also does not facilitate the
developing countries, because they cannot withstand competition with
richer countries. Extensive state support creates an unfavorable
environment for the influx of direct foreign investments. Therefore, it is
more reasonable to apply substantial restrictions to sectoral state aid.

Ukraine and Poland urgently need to modernize the social policy
model. The use of excessive and petty labour standards, minimum wage
and environmental standards is inefficient. Norms and standards often
become a dangerous tool for imposing the rules of the game, as a result of
which, highly developed countries can gain a significant advantage. A
necessary prerequisite for regional convergence is the European cohesion
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policy model, which is realized by means of structural and regional aid on
the principles of subsidiarity. A country that is not an EU member should
find the right way to achieve a dynamic balance between the needs of
economic growth, social cohesion and environmental development.

For social and cultural reasons it is impossible to make a rapid
improvement in the institutional system of Ukraine, to preserve a high level
of social cohesion and simultaneously achieve better economic performance.
In this regard, the question arises of the establishment of a reflexive upgrade
of human capital, which develops ways of thinking and action towards
creativity, entrepreneurship and self-responsibility, as well as the
determination of the role of the state and its institutions in this process.

Fundamental to civilization breakthrough of Poland, Ukraine or other
post-socialist countries is not so much the strategy of correctly identified
objectives laid down, e.g. in the LS, but an effective institutional regulatory
system, which enables the achievement of the competitive advantage of the
economic system. In an information society, liberal goods, financial
services and labour markets and easy access to the latest technology,
competition between national economies represent first of all, competition
between institutions. Each society that seeks to overcome its own lack of
development and implement a policy of social and economic cohesion,
should make an effort to make the relevant legal and regulatory changes.
Their implementation will take place within the market with the support of
central strategic coordination and will be based on the principles of
institutional order, the task of which is to achieve the stable balanced
development, based on social, territorial and environmental cohesion. The
above changes should also be free from those regulations that threaten
economic efficiency. This means that the a.c. of the EU and the Lisbon
Strategy are examples that should be considered in more depth, in the light
of opportunities and threats to the development aspirations of Ukrainian
society. In this regard the question arises on the possibility of using Polish
experience in the field of institutional adaptations and the Development
Strategy it has implemented (2006—2013).

1.5. The Convergence of National Economies under Conditions
of EU Expansion

1.5.1. Introduction

Beginning with the 21% century, the world faced the problems, challenges
and imperatives, to the systemic understanding of which it was not and is
still not ready for. Among them the most important place is given to the
vision of prospects for effective and safe development in conditions of
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globalization, the multidimensional manifestation of which is due to the
increased scale and dynamization of the international movement of
goods, services and factors of production, information, technology and
innovations. Economic globalization is characterized by brand new
conditions and mechanisms for the convergence of national economies
with the systematic internationalization of all spheres of human activity.
Actually, under present conditions we can speak of a new global
economy (O.H. Bilorus, 2003; T.V. Kalchenko, 2006; B.V. Prykin, 2003;
P.W. Daniels, 1998), although today globalization, in our view, is a
process that is not completed in a geo-economic, scientific and
technological, as well as sectoral and functional sense.

In foreign and domestic research, various methodological approaches
are applied, optimistic and pessimistic scenarios of the development of
human civilization are proposed (F. Fukuyama, S. Huntington, J. Soros,
E. Azroyants, Y. Pakhomov, O. Bilorus). However, based only on
theoretical concepts, differentiated according to current practical needs it
is impossible to define the political, economic, social and cultural
parameters of the future global organization of life of people and nations
clearly and unambiguously *°

In the context of the traditional paradigm of economic development
through the spreading of innovations in technology and management, the
intensive exchange of goods, services and investments globalization
contributes to overall progress. Under conditions of economic globalization,
international standardization and rationalization of production and
technology, investment and marketing operations spread, which leads to
new opportunities of the increased competitiveness of business entities.

1.5.2. Globalization

In recent decades there has been transformation of motivational mechanisms
and business environment, transition from perfect to imperfect and further to
global competition — struggle of global market players for resources and
conditions of sustainable and safe development at corporate, state, regional
and inter-civilization levels. It modifies qualitative analysis methodology
characteristics: macro-and micro-differentiated and functional approaches are
replaced by an integrative approach (Figure 1.2).

% Modern theory in its traditional paradigms can neither predict the future nor properly
interpret the current reality, i.e. the gap between science and practice increases in favor of
the latter. Methodology of globalistics as a relatively «young» science, although a priori, is
interdisciplinary in nature (schools of universal evolution, controlled global development,
economic sociology, environment and the economy), actually is emerging in a somewhat
narrow range of topical issues and is limited primarily to the research of economic,
political, social and informational globalism, based on diverse analytic tools.
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In this context economic globalization, on the one hand, facilitates the
global convergence of markets, and on the other — becomes its main
consequence. This is due to the development of transnational business in
conditions of macroeconomic liberalization. At present, about 80,000
companies around the world, controlling about 770,000 foreign affiliates, are
on the transnational stage of development and concentrate the lion’s share of
the global flow of goods, services, investment, innovation, 75-80 % of R&D
activities.

In the mid 1980s global strategies were initially formed in some of the
most active TNCs, then in their wider circle. They were aimed at global
vision of competition in the oligopolistic market structure, operation in
high-tech industrial sectors, coordination of their activities through
flexible production and information technologies, the integration of their
companies and specialized branches into a single international
administration network, etc.

The formation of global corporate structures occurs largely through
mergers and acquisitions. The total volume of such transactions at the
peak in 2000 exceeded USD 720 billion. Thereto, according to
UNCTAD, developed countries accounted for more than USD 670
billion. For a long period, mergers and acquisitions allowed multinational
companies to obtain the strategic assets of other firms, monopolize
markets, achieve synergies, increase the size and diversify risks, extend
the financial possibilities of the implementation of the personal interests
of senior management and others.

In the progressing post-industrial segment of the global economy, the
leadership ambitions of global corporations, coupled with a dynamic
quazieconomic culture generate new quality structural and organizational
transnational changes towards metacorporatization. In the process of
market expansion, metacorporations not only implement the general and
specific features of big business, but also the latent functions of a real
economic power’’. In modern business practice there are such forms of
metacorporations as circular, horizontal, shell corporations, quazi
holdings, wvirtual corporations, network corporate structures that
adequately integrate the connections of elements of the internal and
external competitive environment to global conditions.

It is the metacorporatization of business that conditions its
virtualization as a universal trend, when the traditional physical and

" The competitiveness of metacorporations and their leadership is implemented on
condition of leading banks, industrial companies and other large structures becoming part
of their composition. Therefore, the most common prototypes of metacorporations are
cartels, syndicates, trusts, consortia, concerns, unions and business associations, pools,
holding companies, strategic alliances, financial-industrial groups, transnational companies
with a divisional structure, etc.
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legal characteristics of companies and their corporate culture are lost.
The network organization (virtualization/decentralization) of the
activity of metacorporations leads to a blurring of boundaries between
companies, the disappearance of delimitations between internal and
external members of an organization, own and foreign resources, large
and small firms, etc.

In general, the global corporations dominating the goods, services,
capital, technology, managerial innovation markets have actually
become the most influential players on the world economy and at the
same time — the most dynamic of its structural elements. By mobility,
ability to adequately respond to changes in external competitive
environment, innovation orientation they surpass bureaucratic, not
only national, but also international organizations and regional
supranational formations. The activities of global corporations, which
will clearly have no alternative in international business, will largely
determine the convergence mechanisms of national economies,
contours of the future global economy, philosophy of global
competitiveness and leadership. At the same time global reproductive
processes within national economies are distorted, thereby discrediting
traditional  theoretical concepts concerning macroeconomic
proportions, stability and efficiency.

Despite the obvious, partly phenomenal manifestations, at present
globalization is not comprehensive and universal, because it does not
actually cover all countries, regions and industries, although it has a
progressive development potential in this direction. It is not
straightforward and homogeneous, especially given positive and
negative manifestations, when costs and benefits connected with the
process of economic globalization, are distributed unevenly,
asynchronously and disproportionately, especially between the
countries (Figure 1.3).

An impartial analysis shows that the socio-economic gap between
countries — global leaders and countries-outsiders is progressing,
reflecting primarily gaps in the generation and mastering of technological
innovations in the modern informational environment. Buying and
soliciting intellectuals from the developing countries, leading Western
countries are accumulating the most competitive part of global human
resources (in terms of post-industrial development criteria). The
concentration of intellectual capital and information resources in a small
group of post-industrial countries leads to a kind of technological
«colonialism» when the preliminary expenditures of these countries on
science and education objectively produce the effect of the use of global
technological rent.
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Figure 1.3. Contradictions of Economic Globalization

It is especially important to consider the scale and dynamics of the
process for the establishment of the global management of the planet’s
resources and the redistribution of world income, which is not equivalent
(E.D. Smith, 2004). It makes an ambiguous impact on the vital activity
conditions of people: while doubling gross world product in the last 30
years and improving the quality of life of the majority, the gap in the
income of the wealthiest and the poorest countries is constantly
increasing (one-fifth of the world population living in countries with the
highest income account for about 90 % of world GDP, while the poorest
fifth accounts for 1 %), OECD countries (20 % of the world population)
account for 70 % of world trade, 60 % of FDI, more than 90 % of Internet
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users; there is no trend to bridge the gap between the rich and the poor,
even in highly developed countries, regional social asymmetry is
characteristic of the European Union.

In general, on the one hand, globalization is the source and stimulus of
competition, providing new opportunities for development, and on the
other — generates contradictions, conflicts and crises on a local and general
civilization scale (D.H. Lukianenko, O.L. Bakayev, 2003). In our view, the
theoretical and methodological plan contains a systematic asymmetry of
economic development generated and strengthened by increasing global
interdependence. Global economic asymmetries (financial and investment,
production, trade, infrastructure) should be considered in the context of
technological and information asymmetries that cause geopolitical and
inter-civilization asymmetries in a heterogeneous social and cultural
environment (D.H. Lukianenko, O.M. Mozhovyi, 2006).

1.5.3. Regionalization

The interstate asymmetry of economic globalization becomes more
apparent when countries — global leaders, which as a result of successful
long-term expansion in all segments of the global market, have
accumulated unprecedented financial and human capital, are concentrated
on one pole of the global economy, while most countries — global
outsiders, which cannot be active participants of globalization on a par,
trying to somehow respond to its challenges are concentrated on the
other. In other words, the logic of convergence is transformed into
national strategies of adaptation or even survival.

Under these conditions, interstate regional integration groupings
require special attention — free trade zones, customs unions, which
currently number about 300, as well as common markets, economic and
political alliances. Modern economic regionalism is characterized by:
firstly, the dynamic integration process caused by both objective factors
and the «chain» reaction of countries to the development of integrated
groupings in other regions of the world; secondly, uneven development
and implementation of forms of international economic integration
caused by obvious differences in the economic development of a country
and regions of the world; and thirdly, disintegration processes, which
have deep roots in historical, political, economic and social patterns of
world development.

On the one hand, having original preconditions, developing in
different ways on a voluntary or compulsory basis, economic regionalism,
particularly in its modern continental forms (EU, NAFTA, APEC),
promotes the convergence of national economies and the formation of a
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homogeneous world market. As a response to the competitive challenges
of globalization under the contradiction of national leadership ambitions
and development strategies, the mechanisms for balancing interests and
harmonization of rules of the game emerge in the most important regional
markets. This generates significant static and dynamic effects, and the
natural characteristics of a national state regulatory and protective
function are transferred to a larger legitimately institutionalized
supranational level. The geography of competitive integration ranges is
determined by the centers of power, around which the fields of common
national interests for economic convergence and further consolidated
counteraction to global competitors: Western European, North American,
Asia-Pacific, Eurasian (Table 1.2) are formed.

Table 1.2
INITIAL COMPETITIVE POSITION
OF MAJOR REGIONAL INTEGRATION ZONES
Characteristics EU NAFTA APEC CIS
. North Asia, .
1. Continent Europe America Australia Eurasia
2. Year of
establishment 1957 1994 1989 1991
3. Number of 25 3 15 11
member states
4. Associated 12 o 6 1
members
5. Potential (as a % of the world)
5.1. Territory 2.4 15.9 15.5 16.4
5.2. Population 6.5 6.7 29.8 4.9
5.3. GDP 28.9 28.6 26.9 1.6
5.4. Production of 83 26.2 16.8 153
energy resources
5.5. Consumption of 15.1 29.4 20.9 11.9
energy resources
6. Integration Germany, USA Japan, Russian
centres France China Federation
Great USA,
7. Secondary centers Britai — Russian —
ritain .
Federation
Balkans,
8. Potential for Eastern South South Asia Central
further integration Europe America Asian
Countries
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On the other hand, in the context of global competitiveness
interstate integrated regional interests may conflict with the motives of
the global expansion of TNCs, separate block countries from activity
under multilateral universal obligations, and «closed» regionalism
often gives rise to protectionism as regards «third countries» (groups
of countries) discrediting market competition and blurring the
background of global economic convergence. Significant geo-
economic changes are provoked: the line of interaction «West-East»
shifts to «West-South East» along with the weakening of the
competitive unity of the «West» due to contradictions between the
New and Old World. The global competition of the North and South
with the organizational principles of the geo-economic universe,
which are substantially different from the usual ones, is activated
(A.L. Neklessa, 1999).

Powerful integration processes, on the one hand, and increasing
asymmetry in regional development, on the other, form the basis and
environment for global and regional leadership. Thereto, the triad of
leaders of the world economy, the structure of which includes countries
with different levels of internationalization, is transformed into a triad of
systemically interconnected national economies (Figure 1.4).

‘American
market

1970—1980 1990—2000

Figure 1.4. Evolution of the World Economic Triad

The value of the triad in terms of global development is manifested
not only in its concentration of the largest scale of the flow of goods and
capital, the creation of a field for TNC activities that are unprecedented in
size and quality, but also in the influence of the triad on all other national
economies: on the one hand, their inclusion to the internal markets of the
TNCs’ triad, and on the other — involvement in regional integration
processes.
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1.5.4. Strategic Directions of the EU Policy

Under modern conditions the competitive potential of the European
Community increases significantly. It is important that geopolitically,
European integration has become a priority not only for Central and
Eastern Europe, but also for other countries that will have a common
border with the enlarged EU, in accordance with the concept a «Wider
Europe — Neighbourhood: a New Framework for Relations with our
Eastern and Southern Neighbours» (2003).

Thereto, Eurocentrism as the most vivid contemporary integration
process has almost all the asymmetry of development that intensifies
under EU expansion (D.H. Lukianenko, V.I. Chuzhykov, 2007), and the
problems of convergence of national economies in the common European
economic space become much more complicated.

The existence of any social and economic system will always require
internal unity and the creation of a structure that is stable in the face of
external and internal shocks. Thereto, the degree of economic response to
global changes in individual sectors of national economy may differ, but
convergence basis of the integration grouping will always secure the
rapid return of the system to the sustainable, although possibly delayed
development.

The term «convergence», which was introduced in 1970-80s by a
Dutch researcher Jan Tinbergen, meant at that time, the possible merger
of the socialist and capitalist systems, which never happened. Over time it
began to be interpreted as a process for the rapprochement of countries,
industries and regions, with a number of indices being applied as its
indicators.

In the early 90s, the research of convergent processes becomes
very popular, primarily because of the need to determine the prospects
and forecasts of economic growth. Rapprochement of countries and
borders was at the focus of a serious study by R. Barro and X. Sala-i-
Martin (1991). A year later (1992) they published a major work in the
«Journal of Political Economy», uncovering the theoretical results on
the nature of the socio-economic convergence of countries and
economic unions.

Over time, the definition of «convergence» becomes much more
complicated, because the use of economic indices has led to its further
differentiation. The definition of nominal and actual convergence (W.
Andreff, 1998g and its many mathematical interpretations (a; B3, y, 6 —
convergence)® was launched, which henceforth extended to the zone of

% The types of convergence, described vividly in paragraph 1.3, are purely empirical
in this part of the monograph. (Note of the editors).
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political transformations (i.e. «Copenhagen criteria for accession») and
the relevant economic policies of monetary and fiscal rapprochement. At
that time, the enhancement of theoretical research was connected with the
names of G. Mankiw (1995), M. Buti, A. Sapir (1998) and the previously
mentioned X. Sala-i-Martin (1996) and R. Barro (1997), who from then
on continued their own research.

Ideas of the further expansion of the European Union in the late 1990s
spread significantly, while socio-economic convergence began to be
understood as the only necessary and in essence, a fairly capacious
process of the systemic rapprochement of member states and candidate
countries. The rate [1[Jof implementation of acquis communautaire could
also be considered as convergence, which, unlike scientific models,
acquired clear formalized forms.

Problems of the transformation of economies in Central and Eastern
European countries (CEE) and their rapprochement with the EU are
discussed widely in the works of many scholars, including
L. Balcerowicr (1994), G. Kotodko, M. Nuti (1997), J. Kornai (1992),
O. Havrylyshyn and R. van Rooden (2000), D. Berkowitz and
D. Delong (2003). At the beginning of the 21% century, interest in the
mathematical identification of the convergence of post-socialist
countries in the region increased significantly. One after another, the
works of A. Warner (2003) are published, who by means of special
tests, managed to assess the nature of the convergence of CEE countries
(by the way the existing English word «convergence» was
complemented by another its analogue — «catch-up») using the
regression analysis of S. Gomulka (2003), who quite aptly commented
on and completed the study of A. Warner. Significant studies were also
conducted in the Finnish Institute of Transitive Economy (BOFIT) and
many other universities and research centers.

Modern ideas of convergence can be viewed from two aspects: the
theoretical and applied ones. If the first one clearly fits into the concept of
the world system with the ideal type of homogenizer (M. Fezerstoun and
S. Lash, 2008), which seeks to avoid the time and spatial distance (as
opposed to heterogenizers), the second is a purely pragmatic model of
actual rapprochement with significant budget funds, as well as clear and
transparent rules and mechanisms for their distribution. This is the model
to be used in the European Union during 2007-2013.

The growth in the disproportionality of EU development due to its
enlargement has led to significant changes in the regional structure of the
member states, because contrasts in the development of territories have
caused their rapid distancing in the demographic, social, economic and
other spheres, and thus convergence (with the exception of the monetary
sphere) began its identification on the monetary level.
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Despite the significant success of the EU regional policy in past
years, not all Europeans treated it as a standard for further imitation,
because the overall low economic growth rate of the old Member States
forced the EU to treat «encouraging results» differently. A critical
assessment of its activities led to the formation of new approaches to the
implementation of the idea of regional harmonization (also called
homogenization), which clearly fits the mainstream of the neoliberal
economic model, which is not adequately perceived by everyone. The
main factors that influenced the transition to the modernization of
regional policy (henceforth it was called the «policy of regional and
local development») were as follows:

 sharp reduction of fund allocation for agriculture (governmental
grants, subsidies) that until recently actually was equal to this sector’s
share in GDP of the European Community;

* low technological level of development of peripheral regions of the
EU, which changed their economic structure very slowly, therefore
government subsidies acquired of a chronic nature;

» the «revolt» of rich regions against the poor (members of the European
Parliament from some developed territories raised the albeit rhetorical, but in
general dangerous question for the EU of whether, for example, «not the
whole of» Italy become part of an integration grouping; recently to this was
added the problem of two, and since 2008 — even of three Belgiums);

* the need to coordinate uniform transport, communication and other
policies relating to both regions and the EU as a whole;

+ an extremely high level of unemployment in some regions of the EU
(Spain, Poland, Slovakia, Romania, France, East Germany, etc.), the
development of «consumer» attitudes among the New EU Member States
from the perspective of the Old Members States;

* major expansion of the EU and significant expenditures from its
consolidated budget, related to pre- and post-accession adaptation periods;

e reluctance of some EU leaders to constantly pursue the
«maintenance of New Member States» policy.

The main events that influenced the change in EU regional policy
were as follows:

* adoption by the European Council (2005) of the proposal for a
compromise budget for 2007-2013, in which EUR 347.410 bln were
allocated for the cohesion policy (official website of the European
Commission ...)

* conclusion of the Interinstitutional Agreement on cooperation in
budgetary matters for 2007-2013 (May 2006) between the European
Parliament, the council and the European Commission (which also
included Rules for the regulation of structural funds, which became
effective on August 1, 2006);
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» adoption by the EU Council of «Common Strategic Guidelines for
Cohesion» (October 2006), which clearly identified the principles and
priorities of rapprochement policy.

What changes in the EU? First of all, this pertains to EU objectives
and financial instruments that henceforth are determined exclusively by
the Structural Funds and the Cohesion Fund. The following Table 1.3
gives a systematic understanding of the fundamental changes in the EU.

Table 1.3

CHANGING PRIORITIES AND FINANCIAL INSTRUMENTS
IN THE EU COHESION POLICY

Architecture of the cohesion policy

2000—2006 2007—2013
Objectives and Financial Financial
initiatives of municipalities’ instruments > Objectives instruments
Cohesion Fund
Objective 1. Promotion of | ERDF Convergence | ERDF
the development and ESF > ESF
restructuring of regions EAGGF Cohesion
that are lagging behind FIFG Fund
Cohesion Fund Cohesion >
Fund
Objective 2. Support of ERDS Regional ERDF
regions with structural ESF competitive- | ESF
problems in the sphere of > ness and
socio-economic employment
transformation
Objective 3. ESF
Modernization of policy
in the education, >
vocational training and
employment spheres
Interreg 111 ERDF European ERDF
Urban II ERDF > | temitorial
cooperation
Equal ESF
Leader + EAGGF
Rural development and restructuring of | EAGGF
fisheries under objective 1 and FSFG
4 objectives 6
joint initiatives : 3 objectives |:

Cohesion Fund struments Instruments

Source: Cohesion policy 2007—13, 2007, p. 10.
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As follows from the Decision of the European Council (2005), the
relevant Interinstitutional Agreement (May 17, 2006) and «Commutity
Strategic Guidelines on Cohesion» approved by the EU Council (October
6, 2006), approaches regarding the implementation of the EU regional
policy are changing fundamentally. The main goal of the EU for 2007-
2013 becomes the convergence (rapprochement) of regions, which hence
becomes the key objective of the Community. Thereto, the financial
instruments are as follows: the European Regional Development Fund
(ERDF), the European Social Fund (ESF), the Cohesion Fund. It should
be noted that previously there were six instruments. In other words, the
objectives of regional policy become more specific, and quite significant
financial resources are concentrated in only three funds, which partly
assume the main functions. The approach to defining depressed regions
also remains only partially. As you know, in 2000-2006 the regions with
a GDP index equal to 75 % and lower per capita as compared to the
average in the EU-15 (EU = 100 %) were considered depressed. During
2007-2013, this indication will be preserved and the specified limit will
not be recalculated each time the EU is enlarged (e.g. the EU-25; the EU-
27). The Cohesion Fund, whose activities now extend to the entire not
being limited to the outsider Member States, will also use the Union
indicator of Gross national income (GNI) with a «critical limit» of 90 %
as compared to the average in the EU-15 (rather than the EU-25)*. This
approach is likely to be regarded as a compromise, because if the said
index was compared to all of the EU (i.e. all 27 membe-states), the users
of ‘aid’ would also be those regions of NUTS-II level, which are
classified as depressed, although they are located within the leading EU
Member States (France, the United Kingdom, Germany, Italy, etc.). As a
result of numerous agreements and calculations, the EU received four
groups of recipients:

» regions that need support for the purpose of «convergence»*,
including:

a) «new» EU Member States: Bulgaria, Estonia, Latvia, Lithuania,
Poland, Romania, Slovenia (the whole territory), Czech Republic** (7
regions), Hungary** (6 regions), Slovakia** (3 regions);

¥ A significant advantage of the «implementation» of the scientific achievements of
economists working in the EU can become the process of the adequate evaluation by EU
officials of the results of their research. Thus, the criticism expressed at one time (2004) of
«development indices» was soon reflected in relevant EU documents. See.: Faina A.,
Lopez-Rodrigues J. (2004).

* The EU approach is to identify the regions by their national names and not to
translate them into English or French. Bulgarian and Greek regions are written with Latin
letters.

** The list of depressive regions lacks the metropolitan region, the macroeconomic
indices of which are well above the depression threshold.
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b) «Old» EU Member States: Germany (Brandenburg—Nordost,
Mecklenburg—Vorpommern, Chemnitz, Dresden, Dessau, Magdeburg,
Thiiringen); Greece (Anatoliki Makedonia, Thraki, Thessalia, Ipeiros,
Ionia Nisia, Dytiki Ellada, Peloponnisos, Voreio Aigaio, Kriti); Spain
(Galicia, Castilla—Ila Mancha, Extremadura, Andalucia); France
(Guadeloupe, Martinique, Guyane, ReCommunity); Italy (Campania,
Puglia, Calabria, Sicilia); Portugal (Norte, Centro, Alentejo, Regiao
Auténoma dos Acores); the United Kingdom (Cornwall and Isles of
Scilly, West Wales and the Valleys);

* convergence regions that require a transitive support system (are in
the final stage): Belgium (Province du Hainaut); Germany (Brandenburg-
Stidwest, Liineburg, Leipzig, Halle); Greece (Krntriki Makedonia, Dutiki
Makedonia, Attiki); Spain (Princspado de Asturias, Region de Murcia,
Ciadad Autéonoma de Ceuta, Ciadad Autéonoma de Melilla); Italy
(Basilicata); Austria (Burgenland); Portugal (Algarve); United Kingdom
(Highlands and Islands);

* states that require funding from the Cohesion Fund (all twelve New
Member States plus Greece and Portugal);

* states that require transitive support from the Cohesion Fund (Spain).

Thus, the activities of EU Structural Funds, which now also include
the Cohesion Fund, are differentiated and clearly identified by application
levels: state and NUTS-II regions. Ireland, for the development of which
substantial funds were allocated in the past fifteen years, is no longer
among the list of depressed regions. It can be also considered that during
the adoption of the new EU development strategy the pan-European
compromise was reached regarding the consolidation of the depressed
regions of the Old and New EU Member States.

Objective 2 «Regional Competitiveness and Employment», which
actually merged two previous objectives from 2000—2006, is also vital.
Most of the Funds in this direction will now be available for the two
major groups of countries and regions: those undergoing early reforms,
but are parts of the Old EU Member States (Ireland, Greece, Spain, Italy,
Portugal, Finland, Great Britain, and, as an exception, one region from
Hungary and one — from Cyprus, the hyperactive territories of which
have comparable performance) and 16 countries with regions requiring
improved competitiveness by funding measures to optimize the
employment structure in them (thus, the following -eligibility:
employment, unemployment, proportion of employed in agriculture, i.e.
the sectors that are subsidized in the EU, etc.).

The «European Territorial Cooperation» objective is also very
important having taken over the main functions of the previous «Interreg
[II», «Urban II» and «Leader+» European initiatives. Unlike the previous
objectives the recipients of the appropiated funds will be all EU countries.
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Clearly, the enlarged EU has many problems in the distribution of
funds between «Old» and «New» Member States. However, in our
opinion, the convergent interests of the whole Community rather than
«national egoism» of the most developed countries are more apparent
(Table 1.4).

Table 1.4

DISTRIBUTION OF FUNDS FOR THE OBJECTIVES OF REGIONAL POLICY
AMONG EU MEMBER STATES FOR 2007—2013 (current prices, EUR mln)

Convergence of Regional

oE[\}e gence o competitiveness B

regions d 1 t g

and employmen g

Country, - B =

planned 2 % g é %‘
general 8 2 £ 5 °
measures ”Z g 5 g _ E E a ,5 §°\w«
2 20 5 <= gE g §s 5 g
p S |=eg| % |25 | 3| < | 22
= E | Ex| 2 | ¥E2 | 28| £ | ES
o] &} o 3 385 | A8 e % E
Belgium — — 638 — 1,425 194 | 2,258 | 0.65
Bulgaria 2,283 4,391 — — — 179 | 6,853 1.97
Czech 8819 | 17,064 | — | — | 419 | 389 [26692| 7.68

Republic

Denmark — — — — 510 103 613 0.18
Germany — 11,864 | 4,215 | — 9,409 851 |26,340 | 7.58
Estonia 1,152 2,252 — — — 52 3,456 | 0.99
Ireland — — — 458 293 151 901 0.26
Greece 3,697 9,420 | 6,458 | 635 — 210 |20,420 | 5.88
Spain 3,543 | 21,054 | 1,583 |4,955| 3,522 559 | 35,217 | 10.14
France — 3,191 — — 10,257 | 872 | 14,319 | 4.12
Italy — 21,211 | 430 | 972 5,353 846 | 28,812 | 8.29
Cyprus 213 — — 399 — 28 640 0.18
Latvia 1,540 2,991 — — — 90 4,620 | 1.33
Lithuania 2,305 4,470 — — — 109 | 6,885 1.98
Luxembourg — — — — 50 15 65 0.02
Hungary 8,642 14,248 — 12,031 — 386 |25,307| 7.28
Malta 284 556 — — — 15 855 0.25
Netherlands — — — — 1,660 247 1,907 | 0.55
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Table 1.4, continued

Convergence of Regj qnal B
EU regions competitiveness <
and employment | _ =
s o
Country, - = -
planned = 2 2 %‘
general S 8 = ) 5 = E = X
measures = 5 2 2 |2 2| g8 )
.S 2 5 = E% 5| 8¢ 58
5 2 £8 | 2 |82 2| 82| = ez
£ | 2 | E2| § |®¥EgE| 25| E | 2%
O O O & 3 |¢858| &8 e % E
Austria — — 177 — 1,027 257 1,461 0.42
Poland 22,176 | 44,377 — — — 731 | 67,284 | 19.37
Portugal 3,060 | 17,133 | 280 448 490 99 21,511 | 6.19
Romania 6,552 | 12,661 — — — 455 | 19,668 | 5.66
Slovenia 1,412 | 2,689 — — — 104 4,205 1.21
Slovakia 3,899 | 7,013 — — 449 227 | 11,588 | 3.34
Finland — — — 545 1,051 120 1,716 0.49
Sweden — — — — 1,626 | 265 1,891 0.54
The UK - 2,738 174 965 6,014 722 | 10,613 | 3.05
Interregional
network — — — — — 445 445 0.13
cooperation
Technical o o o o o o 368 025
assistance
Total 69,578 1199,322| 13,955 | 11,409 | 43,556 | 8,723 | 347,410 | 100

Source: Cohesion Policy 2007—13..., 2007, p. 25 and own calculations.

As follows from the above table, the apparent EU priority is the
convergence policy of EU regions, which envisages three directions
within seven years for the allocation of EUR 282.855 bln, comprising
81.4% of all funds envisaged for structural operations. Judging by
priority, objective 2 is considerably lower, the percentage of which would
be only 15.8 % of total funding.

Numerous European official documents often stated that EU funds are
allocated according to population, the actual state of the economy, as well
as the area and social problems existing in a particular territory. Despite
the disputable provision that the allocation of EU financial resources
should also take into account the interests of leading states, which refuse
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to ever be financial donors, the decision of European Parliament, the
European Commission and the EU Council was still in favor of «New»
Member States. For example, Poland received almost one fifth of the EU
budget and the Czech Republic obtained slightly more than Germany.
Our calculation of the final distribution of funds shows quite clearly that
the Post-Socialist States of Europe account for 50.8 % of total funding,
while four of the largest EU states — Germany, France, the UK and Italy
will receive only 23 %. The comparison used by Spanish economists A.
Faina, J. Lopez-Rodrigues (2004) is quite interesting. They distinguished
the so-called «European Economic Pentagon», which is limited to
London, Paris, Milan, Munich and Hamburg, in which about 50 % of EU
GDP is produced, while its area is only 20 % of the integration grouping
(p. 5). According to table 1.4, it will receive the least funding.

The strategic approaches and programming of regional development
also underwent fundamental changes. Thus, while in 2000-2006 there
were five approaches to implement objective 1 (Development Plan,
Framework Support of Communities, Operational Programs, Single
Program Document, Program Addition), now there are only three —
Community Strategic Guidelines on Cohesion, National Strategic
Framework Document and Operational programs.

A distinctive feature of EU regional policy for 2007-2013 is its
binding to the Lisbon Strategy (2000), because the levels of its
implementation are regions, countries and the EU as a whole. Therefore,
each year they will monitor the contribution of operational programs to
the national reform program (NRP). A strategic follow-up will include
preparation at the state level of «Annual Report on the Implementation
of National Reform Programsy, and since spring 2008, the annual report
on the entire EU is prepared for the European Council by the European
Commission. Since the end of 2009 to the end of 2012, Member States
prepared a «Strategic Report» containing information on the
contribution of all programs to the Cohesion Policy, and since April
2010 the European Commission started summarizing the reports of the
Member States in its «Strategic Report» that should enable the
improvement of the wvalidity of expected results due to the
diversification of control levels.

The above facts are evidence of the pragmatic convergence policy
model, which now extends to all spheres of life in the EU and is identified
at different levels — megaregional (EU as a whole), national (EU
Member States), regional (NUTS-1, NUTS-2) and local (NUTS-3 and
lower). However, the definition of global prospects for Ukraine and
Poland, as well as many other countries, will depend on the nature of
convergent (divergent) processes in the global economy and the
competition of civilizations.
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1.5.5. Socio-Cultural Determinants of Convergence

The research of the problem of the convergence of national economies
in the context of the formation of a contemporary globalization
paradigm obviously requires the qualitative structural renewal of
scientific research towards their interdisciplinary integration. In a strict
sense globalization shall quantitatively cover all countries of the world,
and qualitatively — all spheres of human life. Therefore, only
conditionally, within the method of abstraction, can we speak about
political or economic globalization, ignoring its social and cultural
manifestations and challenges. It is important to realize that
globalization discredits traditional ideas of the conditions, factors,
sources and criteria for the success of individuals, small and large
groups of people in almost all spheres of activities, businesses,
countries, regions of the world. Thereto, mass material and consumer
motivation in the culture of society lacks the diversity of forms, and
vice versa, cross-cultural unification is inherent in it.

Absurd in its ideology, essence and forms «race for the richy (in its
dollar sense) businessmen, corporations, cities, countries, opens a moral
and ethical niches of spiritual degradation, threatening the progressive
development of human civilization. The point is not even in the fact that
global flows of goods and the unified attractions of a consumer society,
make national boundaries and government regulation increasingly
weaker and less protected. Neglecting national cultures as «cultural
imperialism» is a threat, eliminating differences and reducing them to
external manifestations and folklore, thus undermining the ability to
create an independent culture and society (Smith, E., 2004 : 121).
«Westernizationy» affects first of all countries and regions, which follow
principally different, e.g. from the American ones, social and cultural
values™.

It is obvious that current «local» conflicts and wars, as well as
international terrorism have both visible and latent not only socio-
economic, but also religious and ethnic inter-civilization origins and will
have solutions and consequences of a global nature. Therefore, the
problems of inter-civilization cooperation become the most important and
yet most difficult to solve. According to Y. Pavlenko, current
confrontation breaks of humanity usually occur at the turn of civilizations

30 The success of the USA, incidentally, is not only in the forefront of science, up-to-
date technologies and innovative business, but also American culture, which is «somewhat
primitive» (according to H. Kissinger), but so attractive to millions,. The concerns of the
American family and religion, which remain the most important institutions of society,
seem quite exaggerated. In addition, American society is the most organized in solving any
kinds of national problems — from the problem of smoking to that of space.
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(Balkans, Caucasus, Palestine, Syntszyan-Uyhuriya, Tibet). In general,
the sociocultural challenges of the 21* century are manifested by
increasing contradictions and tensions between social strata and groups
not only on property, but also on religious, ethnic, clan, regional and
civilizational grounds. Significantly, China, India, Russia, i.e. the states
belonging to fundamentally different civilizations could stand alongside
the USA, the European Union and Japan, the most influential countries in
the world. Prognostic and convincing are the assumptions that the dual
process of the gradual loss of vital forces and a change in the
configuration of the world will be predominant, rather than the
acceleration of economic growth and convergence, which means that the
gap in the first quarter of the 21% century between «winners» and
«participants with no chance of winning» will increase: the USA will
leave the European Union and Japan ever further behind. Russia will fall
away and China could become the unreachable «Asian tiger» (E. Smith,
2004).

Islamic countries are becoming more influential, in view of their
geo-economic importance, population and Muslim communities
worldwide and the availability of a strategic resource — oil. The
problem of Muslim intolerance to Western unification has deep
historical roots, is permanent and is manifested in the opposition of
Islam not only to the ideas of Christianity, but also to the universal
principles of democracy. The latter, by the way, are discredited also in
modern informational medium of countries with a classical democracy.
Most researchers quite reasonably associate the development of a
political democracy with the growing educational and intellectual level
of society and its informatization®'

At the same time, the unprecedented expansion of media influence on
all spheres of life of people and nations (global massmediation, according
to O. Zernetska) brings qualitatively new problems and challenges. The
redistribution of power is taking place in leading Western countries: the
media, personified by powerful mass media companies, is no longer
subordinate to political parties, and the latter are becoming increasingly
dependent on them. Thus, an information oligarchy is emerging — a new
and really powerful «classy», capable of «shooting down» the Western
liberal democracy which generated it. Similar processes are observed in
Russia and Ukraine (electoral PR-technologies) in a somewhat

' It is known that secondary education was a key factor in the effectiveness of
democratic electoral systems, and significant increase in the stratum of people with higher
education has expanded the issues that can be settled by direct voting (referendum). In the
advanced information environment, an unlimited number of people gained the opportunity
to access pre-election programs, texts of draft laws, diverse analytical information, etc in a
timely manner.
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exaggerated form. Isn’t this the reason why in almost all countries, there
is a low level of social trust in political and public institutions, which was
especially characteristic of transition economies.

In terms of civilization, it is important to realize that not only «virtual
economy», but also «virtual politics», «virtual diplomacy» and «virtual
culture» have their roots in the depths of the Internet. Globally organized
multimedia companies, through non-economic and non-coercive
influence, actually directly inhibit personality and intelligence in the mind
of people, while mercilessly exploiting them. The illusion of the lack of
limitations, obvious to traditional consciousness, makes a man more free
to realize his economic potential, which improves social performance.
However, the possibility of unprecedented operational mass media
influence on the consciousness, formalizes elective procedures in policy,
directs the ordinary citizens to support a particular course of development
of states and economic blocks within the «necessary» social and
economic ideology’.

At the same time, «virtual reality», created by ultra-modern technical
achievements, does not apparently form the «global culture» predicted by
some researchers, as interpreted in the common civilizational sense. In
this context, nationalism does not die away, but becomes
internationalized (Smith E., 2004 : 121, 125-127).

In response to globalization of the neo-liberal type, the protesting part
of many-sided and so far mosaic world society is consolidated,
antiglobalization movements are shaped and structured, which both in
terms of motivation and organization are uniquely versatile and diverse:
from radical conflict to general humanistic. Generally speaking, there is a
clear desire for economic equality and justice and the formation of a
society of competitive cooperation in the structural component
(alterglobalism), rather than competitive struggle. It, in turn, creates an
alternative development: the qualitative transformation (removal) of
existing mechanisms and institutions of the global market or the creation
of a system of global governance, capable of providing «managed»
globalization on the basis of law, dialogue, business cultures and
civilizations. Alternative neoliberal micro- and macro- development
strategies under conditions of globalization are also interesting, focused
not on the resistance to its carriers, but on the creation: a system of fair
trade, local community currency systems, the voluntary limitation of
consumption, a participatory economics and others. It largery refers to
alternatives of global corporatism, which Professor O. Bilorus (2001,
2003) particularly focuses on.

32 This ideology increasingly reflects not the national interests, but those of some
oligarchic groups and even odious personalities, self-sufficient (as it seems to them) even
in the global environment.
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The existing asymmetries of the global interaction of transnational
corporations, countries and regions of the world (in practical terms) and
the global failure of market fundamentalism (in theoretical terms) cause
the obvious need to update the modern market-regulatory system.
Thereto, during a study of regulatory problems and the prospects of
economic globalization it is important to avoid positive euphoria about
the projects of institutional architecture, dominated by traditional actors
— multinational corporations and states acting as if under the auspices of
international organizations. In this context, economic messianism and the
growing financial donations of rich countries and the international
organizations created and managed by them, is a rather «weak» reaction
to the asymmetry of global neo-liberal type development33.

1.5.6. Conclusions for Ukraine

Despite the fact that more than ten-year European integration aspirations
of Ukraine have so far resulted in the status of EU neighbor that somehow
discredited the official European integration doctrine of our country, in
the geoeconomic context, in our opinion, there are currently unique
conditions for understanding the new quality of European integration and
a transition from the policy of European expectations to one of active
European actions. The factors and determinants of this transition are
summarized in Figure 1.5.

In our opinion, after Ukraine attained the status of a market economy,
its entry into the World Trade Organization and signing of the Free Trade
Agreement with the EU* the traditional (internationalization) integration
factors will largely exhaust themselves and the factors of global influence
will become more important.

33 At first glance, the activities of international organizations seem to concentrate the
global regulatory freedom, enable the resolution of global problems by globally instituted
means. Even with the recent financial crisis, far from global in nature, such powerful global
unifier of world economic development, as the IMF, actually failed. The updated structure
of the WTO, which governs about 95 % of world trade flows, just approached the problems
of international exchange of services and intellectual property. Despite the obvious long-
term efforts of the ILO and other relevant international organizations, the scale of illegal
migration has intensified. The new global regulatory initiatives and current credit policy of
the USA and the IMF, prioritizing help to poorest countries etc. have so far failed to
adequately solve the global problems of poverty and unemployment, while changing the
configurations of wealth and power, according to the theory of systems, predicts an era of
selective prosperity for some of the great powers, which will be accompanied by increased
social injustice, inequality and conflicts (S.Rosefield, 2005 : 265).

** Here it is necessary to adapt national standards to EU requirements, upgrade the
customs procedures, improve antimonopoly legislation, optimize the external frade in
services, especially in the sphere of transport and energy. In the new pragmatic European
integration format, Ukrainian-Russian interests may finally harmonize, needless to say, on
condition of the all-civilization orientation of Eurasian ambitions of Russia.
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Figure 1.5. Determinants of European Integration Expectations
and Actions of Ukraine

In the medium term, two interrelated processes are critical for the
European integration prospects of Ukraine. Firstly, from the economic
point of view, the new Ukrainian integration policy should take into
account the peculiarities of the functioning of the enlarged European
Union, considering not only the scale of enlargement (an unprecedented
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number of countries), but also its quality, because it is necessary for
countries that are not self-sufficient in the market and with a different
socio-economic mentality, to adapt to the European environment’.
Secondly, in terms of civilization, the solution of the problem of
accession (non-accession) to the EU of Turkey will be crucial. If positive,
Ukraine and Russia can get the most tangible signal of European
integration with the changing of the priorities of quite a firmly established
system of European views and preferences.

New Ukrainian European integration initiatives should be based not
on the contemplation of these processes, but on the prognostic estimates
of the varied consequences of their development. In general, a new
configuration of the European Union seems very likely as a response: on
the one hand, to the European integration claims of neighboring countries
(political and economic borders of the EU with a traditional ideology and
regulatory instruments, discrimination and exceptions are treated by them
as unreasonably violent in a democratic civil society); on the other hand,
to the growing competitive pressure of American and Asian-Pacific
markets (as a universal integrational community, the European Union
should not turn into a «European fortress» on the near and distant borders
of which, new confrontations are provoked).

In general, the modern international policy of Ukraine should focus on
the positive aspects of European integration — the openness and global
competitiveness of the European Union, its willingness and ability to
confront new challenges and crises, solidarity with economically less
developed countries to share progress. Obviously it is formed and
implemented in an environment that is complicated by the influence of
objective and subjective internal and external development factors®®. To
overcome their «blocking» effect, our country’s well-prepared and
ambitious EU strategy, directed towards full EU membership is required
more than ever before. Equally important is social European optimism
and relevant social consolidation — political, economic and spiritual. If
in political and economic spheres the inconsistency of state-corporate
interests is of a generally understandable origin and nature, the socio-
mental component of European integration throughout the years of

3 No wonder that recently, requirements regarding the necessity to take the

«absorptive capacity» of the European Community and enlargement policy reform have
been activated in the European Parliament (European Economic Area Plus).

According to Ukrainian experts (Common European Economic Space, 2007, p. 463-
466), the prospects of Ukraine’s further European integration will depend primarily on the
internal European factor — practical formal rejection of EU expansion (after Bulgaria and
Romania) without the determination of the European Constitution (statements of J.M.
Barroso and A.Merkel), when the Ukrainian question is not a priority for the EU with
recommendations to focus on internal reforms and the consistent implementation of the
«Ukraine — EU» Action Plan.
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sovereign development of Ukraine is overlooked, not only by national
business and political establishment, but also by the intellectual one.
However, these issues are relevant only in a broader civilizational
context, because Ukraine’s European choice is, in fact, the choice of
prospects in a globalized world.

1.6. An Analysis of the Similarity of Polish and Ukrainian
Economies according to Changes in Labour Productivity

1.6.1. Introduction

Growth is a natural feature of economies, but this statement requires further
theoretical study. The nature of growth is multifaceted, but the main thing
is what grows and how fast? The thing that can grow by nature is the
capital of natural, material and human resources serving, as an abstract
category, which can nevertheless be measured. Capital by means of labour
is concentrated in human resources and material assets. Hence it follows
that the economic growth of states should not be considered one-sidedly,
relying only on a selected indicator. If, for example, the population of a
given country migrates for domestic and financial reasons, it describes the
growth of GDP as a single measure, as additionally changed property
relations (foreign capital and investment) — i.e. most likely it is prank
propaganda in favor of a future political option in power than an objective
evaluation. Economic activity is based on man’s ability to perform work
and, therefore, the possibility to devalue human capital is the main reason
for which the problematics of growth may be considered.

It is clear that state economies can grow at different rates and show
proximity or divergence in some indices. The following theoretical
considerations vividly show the correlation of the universal productivity
factor and economic growth estimates, taking into account the
consistency of remuneration with the cost of labour, corresponding to the
law of human capital movement. This coefficient comprises a share of the
actual GDP of the amount of labour costs and shows the value of product
per monetary unit of labour costs. The parity of labour productivity is also
the main factor resulting from currency fluctuations, and it can therefore
be stated that there is a possible proximity of labour productivity indices
in the economies being compared. Parity of equilibrium can be reached in
case of adequate results in respect of contributed capital, such as those in
Germany, the USA, Ukraine, France, Japan and others. Clarification of
the nature of capital and currency fluctuations is a direct reason for the
research.
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1.6.2. Capital as a Synthetic Measure of Economic Growth

Speaking of growth, it is necessary to clearly identify its driverss. Given
the intensification of economic globalization, GDP value is often
regarded as the main criterion of growth. When many young people look
for jobs in other countries, it means that they do not have work in their
country, and that labour costs in it are too low. Under such conditions,
foreign enterprises obtain so-called labour investment, instead profit
derived by investors will not necessarily be used on the territory it came
from. There is also a general question. What exactly increases in the
economy and what is its source? Is it assets or human resources that
grow? We would like to note that the first and the second bear the risk of
rapid devaluation. There may be only one response to these questions:
growth can pertain to capital or the ability of abstract talent to do the
work. This figure increases when old machinery is replaced by new,
improved machinery, or by the relevant training of employees, which
increases their intellectual capital. When the environment is more
favorable for life and work, when infrastructure enables work to be done
better and cheaper, it naturally promotes the growth of capital, the overall
ability to perform work and use natural, human and material resources
effectively.

The economy can be treated as the result of restructuring capital,
consisting of human, material and natural resources. In addition, capital
also restructures itself, since it strives for an optimal composition in a
given condition, and its structure will optimally match the capabilities of
its multiplication, which, oddly enough, is contrary to the natural
phenomenon of spontaneous diffusion. It is also worth asking the
question about the sources of capital growth. Where does energy and the
ability to work, which do not arise from anything, come from, according
to the first law of thermodynamics? The answer is simple. Energy comes
from the Sun that every second converts 700 million tons of hydrogen
into 695 million tons of helium, i.e. expends 5 million tons of its mass,
which is transformed to radiation energy in fusion reactions (Arnett B.,
2006). The mass of the Sun is 99.8 % of the mass of the Solar system, so
the consumption process is almost unlimited. A small percentage of solar
radiation reaches the Earth, where assimilated thermal energy is the basis
of photosynthesis. Every source of energy, other than nuclear, start from
the Sun. In addition, it is known that the Sun is also a source of
psychological energy needed for the regular functioning of the human
psyche.

With a constant flow of energy from the Sun, which stimulates and
enables the development of life on Earth, the economies of states reach
smaller or larger growth. Social and economic processes can be viewed as
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a game with a non-zero sum. In this game, all the participants can win,
unlike games with zero result, where the consequences of the activities of
the players are inversely proportional. Therefore, mankind can thrive in
the economic and social sense, natural, human, material capital also
grows, although the history of economic development has seen many
failures. G. Wright wrote (2000 : 13): «Do not think that playing with a
non-zero result always ends in a win — win, not defeat — defeat. It is not
that the strong and treacherous do not use the weak and naive; this kind of
parasitism is possible in games with a zero result, after all, history has
many examples of this. But in the long run, when everything is taken into
account, situations with a non-zero sum will create more positive than
negative results, more mutual benefit than mutual loss and exploitation ...»

Economic activity is based on the human capacity to perform work,
thus the prevention of the devaluation of human capital is the main
condition to consider growth conditions. The theory of human capital and
remuneration, which is adequate to the cost of labour, is an instrument of
dynamic balance between «capital and labour» in the traditional
interpretation of the category «capital». Therefore, economic balance
shall ensure the preservation of human capital by determining hourly
remuneration. It is possible to achieve this state by applying the known
theories of human capital (Cieslak, Dobija, 2007; Koziot, 2005; Kurek,
2007).

In this context, capital is the abstract ability to do the work, so this
category, borrowed by us from physical sciences, is identified as energy.
By the way, physical sciences often serve as a model for other sciences
that seek to clarify the nature of reality. Physical theories, epistemological
views of physics theorists comprise the standard, which scientists
working in different fields of economics try to approach. This situation
has long existed in economic sciences. As Myrovski (1989 : 224-225)
notes, researchers like T. Veblen, W.S. Jevons, J. Fisher, W. Pareto,
L. Walras and others treated value and utility only through the prism of
the physical understanding of energy, and mechanical understanding was
recognized as a model for economic sciences (mechanical thinking turned
out to be completely wrong.) V.S. Evons wrote that the concept of value
in our science is what energy means to mechanics. In 1926 J. Fisher
published the table of the correspondence of physical and economic
categories (Mirowski, 1989 : 224-225). In his understanding, energy is
the equivalent of utility, which is right, because utility is the ability to do
work. Cost is the concentration of capital in an object, thus, it comprises a
smaller or greater ability to do work. Nevertheless, the above economists
failed to clarify the nature of capital more deeply. Combining capital and
cost with energy, they could not find appropriate analogies between the
parameters that control energy, which are defined exactly in physical
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sciences, and the category of capital — in economic sciences. Nor did
they find the correct interpretation of the law on thermodynamics with
regard to economy. In view of the above, the renowned scientist,
C.J. Bliss (1975 : VII), who studies the theory of capital, notes that «when
economists reach common ground as regards capital, the resolution of
other issues will only be a matter of time». However, he acknowledged
this possibility as unlikely.

Another well-known law of thermodynamics, which is the
fundamental law of physics (Atkins, 2005), is reflected in economic
sciences in its most direct version — the phenomenon of the spontaneous
diffusion of starting capital cost. This principle is limited to the recognition
that cost decreases in time naturally if rational countermeasures are not
taken. In other words, there is a phenomenon of natural losses, which is
manifested not only through capital assets, but is related to everything
that exists. This natural loss is also the source of: firsty, uncertainty, and
secondly, profits if in conditions of this uncertainty there is a deliberate
action and exchange in the free market. Under these particular conditions
the value called «risk premiumy» arises, which is offered by the market to
the participauts of exchange, in order to compensate the natural loss.
Given that the loss is random rather than deterministic in nature, a market
participant can minimize it, which presents the possibility of gaining
profit. As we see it, the interpretation of the second law in economic
sciences is quite specific to them, and is not based only on the
achievements of physics. There are many examples of the identification
of physical formulas in economics. The value of the capital market
known as risk premium has long been considered as economically
unchanged (constant). Many studies show that risk premium amounts to
8 % of starting capital (Goetzmann, Ibbotson, 2005; Dobija, 2005;
Cieslak, 2006; Kurek, 2007).

As follows from the works of the above-mentioned authors, the model
of capital during time ¢ is defined as the product of three elements: a
variable s, which determines the natural loss of starting capital, a fixed
premium p (p = E (s)), E — the designation of the average cost of
levelling loss, which is supported by the market under the terms of market
exchange), as well as management variable (Z), which can restrain the
natural loss or diffusion of capital. In ¢ years, capital has the mathematical
form of interest, but the definition of the interest rate structure also
follows from the model.

—st ! Zt 't
Ct,s,p,Z: C()e 5t ep e = C()e’ ,

where r = —s + p + Z, p = E(s); t — number of years, t = m — time
measured in years; » — applicable annual interest rate. The rate » can be
presented as r = p — s, where s, is the amount of actual losses.
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Sources of profit can be defined based on the capital model. This
profit is regular, so starting capital will increase within a year to:

Ci=C(1+p—-2)=Cyp+ Cy(p—2z), where z=s— Z.
Thus, regular profit or loss is identified by the following formula
Financial result =AC=C, - Cy=Cy+ Cy (p —z) — Cp=Cyp (p — 2).

It appears that the sources of regular profit are: action (capital per
year), direction that reduces the natural loss of capital and risk premium.
This formula also identifies the limits of useful profit, since the value p is
constant. The interpretation of the profit formula shows vividly that
management is particularly focused on controlling risk costs and their
reduction to save most of the risk premium. Realizing that an effective
market guarantees exchange according to the value or each contractor
(employees, suppliers) receives equivalent of energy in exchange, it can
be stated that profit arises from risk control.

The amount of the profit of business entities allows setting a degree of
capital growth. The ROE coefficient (return on equity, E — own capital),
calculated on the basis of financial statements leads to the formula of
collapsible percent, which identifies the capital growth rate. If ROE is the
average rate, which is unchanged over n years, we can state the following
relationship:

ROE =

- = E, = E,(1+ ROE).

AE_E-E,
EO EO

Thus, in n years:
E =E,(1+ROE)".

The situation seems optimistic, when the running of the economy
results in a rapid growth, according to the corresponding formula of
compound interest. This growth is used by all contractors of an
enterprise: creditors, owners, employees, government agencies, banks and
others. The usefulness of workers is known to be subject to due
remuneration, or the adequacy of wages and labor costs. This issue is
solved by the capital theory, which allows the measurement of the human
capital of an employee and the determination of the remuneration, which
guarantees each employee necessary insurance in case of the depreciation
of his human capital.
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1.6.3. Human Capital and Adequate Labor Costs

The correct evaluaton of capital as an abstract ability to perform work
naturally ties this category to the categories of labor and labor costs. It is
well known that the definition of the process of labor and labor costs are
still far from perfect in economic sciences. This is due to the absence of
physical analogies, as in physics, the nature of work is clarified better in
the general and specific method of its measurement, however labor is also
based on active energy.

Let us note that for a man to be able to work, he must have some
initial energy, i.e. his human capital as the ability to do this work. For
example, a teacher has collected intellectual capital that is the source of
the implementation of an educational process or transfer of knowledge to
students. Knowledge transferred to students is gathered and being
concentrated, increases their intellectual capital. The same happens when
a shoemaker makes shoes; his human and intellectual capital are
concentrated in the products of his labor.

The physical and mathematical description of labor can be presented
using the category of scalar product of the force vector and shift vector
(Kurek, 2004 : 43-46; Dobija, Kurek, 2005) that can be shown using the
abovementioned equation:

L=Fys :(Fovj-t:(F-v)~t'cosoczP't-cosoc,

where L — is the scalar of mechanical work; F— vector of acting force
according to the direction of movement; s — shift vector (the course
passed by the object of the application of force); Fy s — scalar product of
the force and shift vectors; v — vector of the speed of shift; # — time
used to complete the work; /' — scalar of force; v — scalar of speed; cos
o — cosine of angle alpha between the direction of force and the direction
of movement; P — scalar of force.

In the economic description, the key category of force is applied (P),
which we call productivity of labor having a full economic interpretation in
theory and practice. In the economic interpretation, the equivalent of the
unit of force is the coefficient of the force of an employee, called the
coefficient of labor productivity. Time, in terms of physics, corresponds to
the working time of the employed worker. The coefficient of cosine a in the
economic interpretation takes the form of the coefficient of the social utility
of the work performed. The result of applying the above analogies and their
economic interpretation is the equation for identifying the cost of the
employed worker’s labor, which may be presented in the following form:
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Labor costs = Worker’s coefficient of productivity X
x Time of work x cosa .

It is well known that in physics, force, e.g. the power of an electric
current, is identified by the standard unit called W, which allows the
recalculation of the time of work per unit of labor. In a practical economy
there are recalculations that enable the conversion of the time of labor of
the employed worker into the number of units of work, or costs of his
work. This recalculation is clearly defined through the current system of
remuneration. If payment rater has, say, fifteen accounting positions and a
particualr employee has, up to the seventh position, his performance ratio
is 1/7. If an employee worked 210 hours a month, the costs of his labor
comprise 1/7 x 210 & = 30 units of labor (er). If we assume that this
employee earns 3,000 (zloty) (z1), then according to 30 er = 3,000 zt it
follows that 1 zt = 0.01 er, so the zloty also serves as a unit of labor.
There is no other method of measurement, because the employee gets a
certain number of zlotys.

The coefficient of social utility (cos) identifies the coordination of the
work performed and the expectations of the employer, in a broad sense —
of the society where a man lives and works. This coefficient is within the
range between minus one and one, bilaterally closed. The work, which
corresponds with accepted standards, performed by a competent
employee within the action plan of the organization, comprises work with
a coefficient equal to one. Incompetence and diversion should be
evaluated by a coefficient of minus one.

Let us assume that the employee worked, doing work of public utility
for 280 hours with a productivity characterized by the fraction 3/5. Thus:

Labor costs = (3/5) x 280 h x 1 =168 er,

i.e. this employee spent energy equal to 168 units of labor. The same
applies to his consumption of energy, as did the increase of food cost, and
this value determines the appropriate remuneration. Maybe he will get
more on account of another employee, who will be paid less, or due to
growing inflation. Let us note that this applies to every employee, not only
a manufacturer, but also teachers, doctors, civil servants or bank managers.

The general model of capital becomes a model of human capital,
because capital attributed to a person is his/her property during its
appearance, from birth to the beginning of work, all kinds of costs and
possible losses burden parents or society, and not the owner of capital.
For each person, the amount of capital, with the exception of creative
capital, is only defined by the necessary expenses, such as funds for
support and education, risk premium, etc.
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Human capital is vividly described by the following formula
H=Hye”,

where H — is human capital, Hy — flow of costs for a definite period,
when this capital appears. The specifics of cost flows and the
determination of the functions that increase capital as a result of the
accumulation of experience, results in the already proven model of human
capital (Dobija, 1998, 2000).

The sum of this value is identified by the following formula

H(T)=(K+E) - [1+0(D)],

where H(T) — is the cost of capital attributed to the person with the
experience of T years of work; K — capitalized maintenance costs; £ —
the capitalized costs of education; Q(T) = factor of experience growth in
T years. The experience factor is expressed by the function of time
(modified learning curve):

In(1-w)
QT)=1-T ™ |

where w — is the coefficient of learning; 7— years of professional work,
T> 1. According to the above, the employee, who will perform the same
work next year, will do it easier and cheaper.

Based on the model of human capital allowing the measurement of the
potential employee’s ability to perform work, it is possible to define the
basic formula for the remuneration of labor. In this case we use the
equation of degree of labor costs per year. It has the following form:

HT) - (1 +r)=W+HT+1),

where W — is annual labor cost; » — the rate of capital increase. Hence
we get the basic model of remuneration:

W=HT)-r-H-[Q(T+1)-QD]=HT)r—H-AXTD).

It follows from this model that remuneration is to be determined by
the percentage () of an employees’ capital, but during the first years of
work, the employer may hold back remuneration, given the fact that the
employee is acquiring experience through work. The value H - AQ(T)
reflects the experience gained in the process of work, and decreases
rapidly over time 7. However, the experience gained increases the
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employees’ capital, and in the following year, he can count on relevant
compensation. Practice confirms that the variable AQ(T) significantly
affects the compensation of persons who just begin a professional career,
and disappears over time. However, the decisive influence still has the
first element, which is the essence of the theories of payment based on the
value of human capital, which explains the difference in earnings by
different values of accumulated capital. We have the product H(T) - r,
where the percentage of return  is equal to the risk premium p. The basic
payment p - H(T) balances the risk costs, thus, the employees’ capital
does not depreciate. In the work process, there is a transfer of capital of
the employed to the products of labor, i.e. there is the concentration of
human capital that increases the value of products. In the process of work,
human capital expenses are expressed as labor costs, which coincide with
the assets, creating end products. Examples of the evaluation of human
capital and basic payment are clearly presented in Table 1.5.

Table 1.5
APPROXIMATE BASIC SALARIES OF PROFESSORS AGED ABOUT 40*
Values Poland USA Ukraine
Number of years of capitalization of cost 25 years 28 years 23 years
maintenance
Costs per month 500 zt USD 400 UAH 400
Number of years of capitalization of cost for a
professional education
Poland (Master’s degree — 5 years +
Candidate of Sciences 5 years + Doctor of
Sciences 5 years = 15 years)
USA (Bachelor’s degree 4 years + Master’s 15 years 10 years 13 years
degree 2 years + Candidate of Sciences 4 years
=10 years)
Ukraine (Bachelor’s degree 4 years + Master’s
degree 1 year + Candidate of Sciences 3 +
Doctor of Sciences 5 = 13 years)
Education expenses per month 350 zt USD 850 UAH 200
Years of professional work 7 15 years 16 years 17 years
Parameter of education 10 % 10 % 10 %
Percentage of insurance at university 20 % 15 % 35%
TP . USD UAH
Capitalization coefficient 73.1059 zt 953388 60.89329
USD UAH
K 4386357 1 457,626 328,824
USD UAH
E 1403928\ 147 763 51,589
Percentage of experience Q(7) 35% 35% 32%
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Table 1.5, continued

Values Poland USA Ukraine
_ uUSD UAH
H=K+E 552,674 zt 605,389 380,413
USD UAH
H(T) 746,108 1 617776 502,145
_ . UAH
Annual labor costs W= 0,08 - H(T) 59,689 zt USD 65,382 40.172
Monthly labor costs (:12) 4,974 7zt USD 5,449 UAH 3,348
Payment withoyt insurance 4,145 zk USD 4,738 UAH 2,480
Annual payment without insurance 49,741 zt USD*é,,? 077 2‘;'215{7
Evaluation payment per month 4,250 7zt USD 5,300 UAH 1,200
Decrease in payment - - UAH 1,280

* The calculations listed in the table may cause many discussions. In our view they are
quite appropriate (Note of scientific editors)

** It would be wrong to compare payment using exchange rates, as evidenced by this
example, which also outlines the relevant method of the comparison of remuneration of
labor.

Source: own calculations.

Let us note that maintenance costs are the maximum permissible
levels required for the restoration of human capital. The overall Polish
minimum rate was calculated at about 400 zl per person per month in a
family of five persons and the rate increased for the city, which
respectively accounted for about 500 zt. The actual payments in this
professional group range in the USA from USD 55,000 to USD 80,000.
The lower is usually reached by university lecturers with doctoral degree,
which are traditionally in high demand, e.g. in the field of English. A
higher level of remuneration is formed by market conditions and the level
of accreditation of a higher educational establishment. However, the
above-mentioned level is nevertheless dominant. Let us note that the
salary of a professor in Poland, who has a doctoral degree, should vary
between 3,270-7,000 zt at the rate of the overall Polish rater set on
December 28, 2006.

Table 1.6 provides a comparison of legal minimum payments in the
listed countries with minimum payments to the people with no
professional experience, i.e. those who have just completed their
education.
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Table 1.6
AN ANALYSIS OF MINIMUM SALARIES BASED
ON THE MODEL OF HUMAN CAPITAL
USA Poland Ukraine Sreat
(t=17) (t=18) (t=17)* (= 18)

Maintenance costs 375—425 450—550 380—420 275—325

USD PLN UAH GBP
Value of human 162,001 224,701 162,001 134,820
capital H USD PLN UAH GBP
Annual labor costs 12,960 12,960 10,785
(H. 8 %) Uusp | 17O76PLN | Al GBP
Monthly labor 1,080 USD | 1,498 PLN | 1,080 UAH | 899 GBP
Mandatory 5.50 936.0 400 5,05
minimum payment | USD/hour | PLN/month | UAH/month | GBP/hour
Monthly payments 5.50 USD 936.0 PLN 400 UAH 5.05 GBP
for work at 176 =968 | 1.20=1,123 | 1,366 =546 171=863
minimum wages USD PLN UAH GBP
Difference between
the actual
mandatory payment 90 % 759, 519 %6 %
and payment arising
from the value of 100 % 100 %
human capital

* Data on maintenance allowances in Ukraine were submitted by the Candidates of
Sciences Olena Voynalovich and Catherine Romanchyk of the Zhytomyr State University,

January 23, 2007.

Source: own calculations.

Regarding the USA it should be noted that the state minimum

payment currently amounts to USD 5.15 per hour, but many states raise
this minimum, even up to USD 7.0 per hour. In the future, the raising of
the state minimum is not ruled out. It should be noted that such payment
is based on the evaluation of human capital. The situation in Ukraine is
similar. All calculations show that the Western countries with a capitalist
democracy apply minimum payments based on the theory of human
capital, i.e. in economic terms an employee’s capital is protected. These
standards are not followed in Poland and Ukraine, and in Ukraine — to
greater degree. In these countries’ employee’s capital declines, and
energy transferred to work is not compensated sufficiently by
remuneration. Therefore, there is migration activity to the West, where an
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employee can expect reimbursement of expenses of his energy in the
process of work, or higher remuneration. The states that do not
compensate for the cost of labor do not use the standards of Western
countries in their socio-economic relations.

1.6.4. The Nonparametric Function of Production
and the Economic Growth Model

It is known that the function of production shows how production factors are
arranged to create a product. Even Adam Smith presented the growth model
in the form of a production function: Y = f{L,K,T), where Y — is the product,
L — labor resources, K — capital and 7 — land. Thus, the increase of
product is caused by the increase in the human population, capital
investment, land resources and overall labor productivity. Such general
considerations are the basis for the classical growth theory, modified by the
authors named below. Philip Wicksteed (1894) proposed the function of
production for welfare (v) in a general form y = F(x1, X2, ..., X).

The production process ending in the market exchange of product for
money can be represented using the function of many variables, given the
fact that production factors are summarized in the product according to the
principles of the calculation of costs. Then the choice of variables to the
model will be clearly defined and will not be identified with capital assets,
or the property contained in them to do the work, instead the natural loss of
natural capital will be taken into account consistently. There is another
approach that is more popular in economic sciences. Econometric models,
which are called the functions of production, such as the Cobb-Douglas
model or Soln model (Romer, 2000, p. 23-53), differ as production factors
in them are measured in natural rather than monetary units.

This approach does not take changing consumption into account, which
does not reduce value, as believed by classics, but is an integral part of
human capital. In this sense consumption allows the support and increase in
the value of human capital. However, the destruction of capital is brought
about by the arms race, war and natural disasters. Thus, destruction covers
the capital contained in natural, material and human resources.

As a starting point to describe production processes let’s take the
function of production, which characterizes production in market selling
prices as the sum:

P=K(1+r)(1+1),

where P — is the annual production in selling prices; K — costs for
organizing production; » — level of profit, » = P/K — 1; I — level of
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profit above the average. Variable [ appears when the enterprise has
intellectual capital. Production cost factors include W — labor costs, KP
— other costs, caused by technology and the management process, KR —
accidental, higher than average costs of risk, therefore K = W + KP —
KR. After calculating these dependences, we can write the formula

P=(W+z A—s-A)(1+7) (1+]),

because (W + KP — KR) = (W + zA — sA), where A — assets in current
balance prices, z = KP/A — the coefficient of annual asset turnover, s =
KR/A — loss of assets in production processes.

After conversion, the cost of production is as follows:

P=W[l+AW-(z—s)] (1 +r) (1 +1D).

Labor costs W are a derivative of human capital, hence W = uH, where
u — is the degree of payment of human capital, and H means full value of
employed human capital. After substitution we obtain the model:

P=WI[1+A/H (z-s)ul(1+r)(1+1]).

Values 7, s, I — are small, close to zero, so using an approximate
equality: 1 + x = e, the function of production can be expressed by the
following formula

P=We ""[1+A/H" [(z—s)u] 1= W+ WP,

where WP — is labor productivity, defined as labor costs multipled by
the identifying cost of production, and at the same time it is a value of
production per monetary unit of labor cost. Thus, we obtained a
functional correlation in the form of nonlinear dependence between the
system of six variables and the production expressed in market prices.

Attributing the above formal description of production to existing
models of economic growth represented by M.G. Wozniak (2004, p.
126 — 147), we can say that this model is multifactoral, which would
indicate the formula P = W - WP, because labor productivity WP — is a
function of six variables, especially of the technical equipment of labor
A/H, the rotation of assets, etc. It is worth noting the place of
remuneration of labor on the scale (#). This variable is in the numerator,
because W = uH, and in the denominator, which indicates that its
optimal value exists. Knowing that ¥ = 0,08 and determines basic
payment, you can find the expedient amount of the premium fund as
proposed by W. Koziot (2005). The analytical function of production
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may be, in addition, the instrument of causal economic analysis in the
application of differential calculation.

Based on the function of production, it is possible to introduce the
model of production with the synthetic control variable M. It takes the
following formalized form:

P=W WP=We {14+ 2
H

—S A-M
=Wexp——.
u j P H

Variable M integrates the effect of all previous variables, marked by
small letters, i.e. rotation (z), degree of remuneration of labor (u), costs
(s), profit () and intellectual capital (/), if such exists. These variables are
connected with the current decisions of management. According to this
model it is possible to calculate the variable of control M, selecting
human capital H from the dependence L =p - H.

P:WexpM,henceMzm,
L p-A

where W — is labor costs, and L — permanent labor costs (basic
payment). As follows from the last formula, the variable of control is
proportional to the logarithm of labor productivity and inversely
proportional to capital intensity measured by the coefficient A/L.

Now it is possible to connect the formula of capital growth with the
model of production to obtain one synthetic model of changes influencing
the growth of capital. Assuming that Z = o - M, o — scale parameter,
we obtain the model:

_ 7t oMt
C =Ce” =Cpe™;

t-a-L-In(WP) t-a-L

C,=Cpe " =C,-WP?’

t

Interpreting the last formula, we can say that to achieve a high capital
growth rate the following is needed: action (capital multiplied by time),
labor with high productivity (the composition of six variables) and the
relevant assets that meet the proper technical equipment of labor. We
agree that the employees should be properly paid, but not too highly, in
order to keep productivity high. Risk premium (p) reminds us that fair
payment is determined by the value p = 0.08.
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1.6.5. Labour Productivity as an Equation:
the Exchange of Money for Products

In terms of the whole economy, the product made and sold, is nothing
like GDP, so this feature can be put in the basis of macroeconomic
research. In this presentation, labor productivity means how many zloty
of GDP fall per monetary unit of labor costs. As it turns out, this value
has the main influence on the exchange rate.

The following model of commodity and money flows (Figure 1.6)
shows that payment is determined by the flow of money that is
synchronized with the flow of goods during exchange in the free market.
These two flows can be determined quantitatively through the relevant
function of production and the function of money formation, and then to
hold their market comparison.

The nature of a commodity-money economy, and comparison of two
flows, the source of which is human capital and the measure of which are
labor costs, is shown in Figure 1.6, according to which labor is comparable
with assets (the function of production) that creates the product. Finally, it is
assessed at the market exchange of product for money. At this stage, the final
cost of funds is also established, i.e. wages for work that is connected with
the creation of product. The figure shows that human labor generates two
flows simultaneously. Work product used during labor, is the component of
labor, costs of labor and assets, i.e. materials, instruments and machines. On
the other hand, the same labor costs comprise the wage of a worker. These
payments may be presented in the form of entry onto a bank account or be
available to a worker in the form of banknotes. In each case a worker will
change it for goods according to his/her needs and the available amount of
payment for the work. It follows that work gives money, and skillfully
organized productive work creates wealth. The more job offers a country has,
the more money is accumulated in its banks®’.

Realizing that the market mechanism reimburses the cost of product
and money flow that is the essence of the market, based on Figure 1.6, it
is possible to write down a polynomial equation, or the payment
equation of exchange. It has the following form (PKBR*® — actual PKB,
WP = PKB/W — labor productivity, RWP = PKBR/W, W — labor costs, i
— rate of inflation, WK — function of money receipt in banking system):

PKB=PKBR-(1+i)=W- -WP=Mg=W- WK.

%7 In view of the above we should consider quantitative theories, the surplus of which,
provokes inflation. This is a result of the inconsistency of payment and cost of labor.
Excessive amount of goods for military purposes (not for sale) also reduces payment and
ultimately increases inflation.

% The author uses Polish abbreviation in the following formulas, where PKB is GDP,
PKBR — real GDP. (Note of editors)
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Equation
function
(market mechanism)
PKB—My=0

Mo=W- WK

(I-a)y- W
1-k

Function of
the monetary
embodiment
in the
banking

Production
function
PR=W-WP

T (1-ayw
Material

capital
(asset)

Equation
function
(market mechanism)
PKB—-My=0

Figure 1.6. The Market as a Mechanism
that Recovers the Cost of Product and Capital Flows

Source: own study.

Hence is the following equation identifying the essence of inflation:

PKB Cleie wP WK
PKBR RWP RWP'

In view of the above, inflation depends on actual labor productivity
and equals zero if actual and nominal productivity are identical. In
addition, obtaining credit funds is determined by the level of actual labor
productivity. If i = 0, then RWP = WP = WK. According to this equation,
the direction of actions that stabilizes the economy and purchasing power
of money become apparent, and nominal productivity must be equal to
the actual one. This situation is achieved under conditions of the
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consistency of payment and labor cost, which also manifests itself as a
guarantee of order in the economy. It should also be noted that inflation
may disappear by itself if no new impulses arise. Let us note that each
investment project that does not worsen labor productivity may be
granted credit assistance.

Functioning in the existing theory of money and monetary policy
(Duwendag and others, 1993), (Galbright, 1982) the quantitative
equation of exchange consists of the artificial basic concept of the
amount of money M, circulating at rate V-

PKB=PKBR- (I +i) = MV.

This equation shows that inflation is proportional to the quantity of
money M, thus the raising of the interest rate lowers inflation, since it
reduces the amount of money. The concept of the amount of money is
completely false and boils down to the accumulation of metal coins as
money, like the whole quantitative equation of exchange. It actually
appeared as a reaction to the economic consequences of surplus flow of
silver to Europe. Silver is a commodity, not money.

If you rely on monetary concepts, it is possible to reduce inflation, but
only by destroying the economy. Therefore, the following appeared in the
monetarist circles of the relevant phraseology: overheated economy (we
will cool it), shock therapy, firm monetary policy and others. The
followers of the quantitative «theory» of money have a wide arsenal of
means and many «merits» for «cooling» the economy, i.e. unemployment
and lower living standards. The appropriate understanding of a
commodity-money economy suggests that inflation disappears by itself if
its sources disappear. Distortions and inflation appear only when there is
a growing number of people who earn well, but do not produce
equivalents of work. Or there is an arms race, or worse — wars, and, thus,
the destruction of assets and capital contained in them. Preventing
inflation is in line with pay under labor costs.

Remuneration in the system of a commodity-money economy has an
abstract view of the record of the transfer of energy spent by a worker to
be measured by the number of units of energy or the number of units of
work. Such record can be made in the form of banknotes or in a now
more popular electronic record on the accounts of banks. In any case the
owner is entitled to receive the equivalent in market exchange of his
wage, or money for goods. Apparently, money does not constitute
«means of exchange», but is subject to exchange for goods. The main
thing that follows is: work is a source of money.
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1.6.6. Comparison of Labor Productivity
and GDP per Capita during the Application of an Exchange Rate

The question of the comparison of international values [1[]- payments,
labor costs and gross domestic product — is an important theoretical and
practical problem. We come across this kind of comparison more and more
frequently, such as recently in Poland in the case of the protests of nurses and
doctors. The evaluation of GDP per capita in euros or dollars is quite
difficult. The above complications often lead to different misinformation.
Thus, e.g. if a doctor earns in the USA, say, USD 5,000 a month, his
colleague in Poland should earn 5,000 « 2.85 zt / USD = 14,250 z, but earns
just 3,500 z1, i.e. four times less. However, this comparison is wrong. To
make the right conclusions, the nature of monetary unit, and its
dependence on labor productivity must be clearly understood. G. Kotodko
(2004 : 188) suggests using PPS (Purchasing Power Standard)®. This is an
attempt to replace the exchange rate by such value that better corresponds
with international comparisons and is an index that prevents distortion
when using the exchange rate. The PPS unit is not based on theory, but is
supported by the confidence that a comparison of food baskets gives more
objective results than using the exchange rate. Only scientific theory can
justify whether it is appropriate.

The theory is expected to give explainations and methods for the
analysis of empirical data to achieve a comparison in terms of economic
value. Relying on the basis of clear theories, you can get more reliable
information necessary to make economic and political decisions. False
theories lead to false information about earnings, the results of the economy
and of course are breeding grounds for some propaganda purposes. In
international comparisons the key issue is of currency exchange and its
proper use in economic analysis that is a difficult and complex matter. The
main issues raised in this regard relate to the cost: how, during the
application of the exchange rate, to achieve consistency or the
transformation of value, expressed in a specific currency in a contiguous
value expressed in another currency. This was expected by scientists when
formulating the law of one price that turned out to be wrong, and its
falsification was expediated by the product of McDonald’s.

The exchange rate is the effect of the market, in which the unrestricted
exchange of currencies takes place, if it identifies the numerical value of
the monetary unit of one country as regards the value of the monetary unit
of another country. It is this and nothing more, because we get money for
work and actually it is payment for work, so the value of a monetary unit
depends on the results of this work, its productivity and efficiency. The

% Purchasing Power Standard. (Note of editors)
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influence of supply and demand is minor, it only influences the cost of
current rates, and the trend of the exchange rate primarily affects labor
productivity. However, the exchange rate is primarily the resulting value, it
is a synthetic indicator of changes in labor productivity in a specific
country. Productivity can increase due to reasonable business decisions, the
better organization of labor, the avoidance of work that has no value, thank
to favorable conditions, etc., but it can also increase by lowering wages, or
at the cost of human capital. In the changes of the free market exchange
rate lies information about important processes in the economy. Therefore,
no reasonable economic policy can be based on exchange rates in an
authoritarian way. If this happens, it means victory for the group the
interests of those who benefit from this state of affairs. Society as a whole
loses out in this, as evidenced by the examples of Poland in the 1980s, and
today — Argentina or Ukraine.

Possibilities for a speculative description of the phenomenon of the
market evaluation of a specific monetary unit as compared to another unit
only appeared in the 1970s, following the failure of the Bretton Woods
agreement. This is a very important moment in economic history, because
then market forces broke the bonds that arose from the erroneous
convictions of politicians and leading scientists about money, that the free
market had to be restrained and money had to be managed in each case. It
should be noted that it was alleged by politicians and economists who
proclaim and glorify the free market. R. Mundel is undoubtedly one of the
epigones of such views. This scientist, Nobel laureate, gave lectures in
Krakow and Warsaw, in which he recognized the free market exchange rate
as impractical and disseminated the opinion on the need to manage
exchange rates by central banks®® (Mundel, 2000a, 2000b). In his
statements, R. Mundel completely omits the Japanese experience of
productivity growth and sees no connection between labor productivity,
money and rate, and while mentioning this connection wants to limit
market forces as soon as possible. The question arises, what for and for
whom: can exchange rates not be correctly determined by the free
market?

Since 1973 exchange rates have been determined by the market, i.e.
conditions emerged for serious scientific research and the subsequent
variation of the exchange rate theory, particularly since the expansion of
McDonald’s constantly supplied data from around the world to falsify the
law of one price (Pilbeam, 1998; McDonalds, 1999). The free market
exchange rate emerged as the main source of information about the

40 «...Because the dollar and euro areas have each achieved monetary stability, large
changes in the exchange rates are real changes, both unnecessary and damaging. The same
could be said of the dollar — yen rate, whose fluctuation over the past 15 years have
caused a lot of havoc, particularly in the Japanese economy...»
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economy on the international level, and its lack of transparency in a
particular country meant the existence of a curtain behind which dark
political forces make profitable manipulations against one another,
usually at the expense of society. Manipulation of the rate in a country
opens the way to various manipulations in international comparisons, as
described by Z. Hellwig (1997), showing how Poland was growing in the
world exchange rates after the transformation in 1989, despite a falling
GDP.

To come to a new theory, identifying the formal relationship between
the exchange rate and labor productivity, we assume that PKBR — is the
GDP in prices of the last year (real), and W — costs for GDP formation.
RWP = PKB/W and means actual labor productivity. In addition, index P
means Poland, and index 4 means the country with which the comparison
is made.

PKBRp= Wp- RWPp
PKBR,= W4 RWP4

Let’s make a proportion:

PKBR, W, RWP,
PKBR, W, RWP,

we obtain the equation:

PKBR,[z]] = % RWE, | PKBR[$].

A A
Dividing labor costs (/) by the number of employees (L), we obtain
the formula for an average payment (4P):

PKBR,[zl]=—-L.=2.——L . PKBR [$]

In turn, dividing PKBR by the relevant number of employees, we
obtain the equation:

_ AP, RWP,

PKBRE [ zI]
AP, RWP,

- PKBRE ,[$],

where PKRBE — is the actual GDP per employee.
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Since the ratio of average payments adjusted by the parity of actual
productivity, identifies the trend of the exchange rate (Dobija, 2001), we
conclude that the rate is influenced by the purchasing power parity of actual
GDP, which accounts for one employee. Thus, we have the dependence:

PKBRE,[zI]= g(ER)- PKBRE [$],

where g(ER) = ERN - ERP.

The exchange rate combines two factors. The first ERN — the parity
of average payments. If labor productivity is identical in two countries
and the exchange rate, e.g. equals to 2 — this means that the average
payments in one of the countries are twice as big. The second factor
(ERP) shows the difference in labor productivity in the compared
countries. If labor productivity in the two countries is not the same, the
rate is identified by a nominal factor, like the parity of labor productivity.

The above formula shows that the numerical value of the rate is
provided by a form as a product of two parities: nominal and productive,
i.e. the exchange rate has no direct application in the comparisons, but it
is possible to determine the respective manipulation of behavior in this
case. It is on the basis of parities, providing form to the rate, that it is
possible to define the GDP evaluation procedure in a particular country,
using actual GDP in the USA, which accounts for one employee, being a
true value. It becomes possible because the ratio (parity) of real labor
productivity can be calculated, dividing the real GDP of the USA by the
real GDP of Poland, expressed in dollars. Thus, the average value of the
exchange rate is identified by the formula

AP, RWP, AP, PKBRE,($)

E(ER) = .
AP, RWP, AP, PKBRE,(S)

On this basis, we can derive the formula for evaluating the Polish
PKBRE(S), using the market value of the rate and PKBRE($) of the USA:

PKBRE ,($)
AP,
AP,

PKBRE,(8) =
ER-

Taking the average rate in 2006 of 3.07 Polish zloty per US dollar, the
average hourly payment in the USA in the amount of USD 16.5
(Auhustynyak, 2007) and comparable payment in Poland (18.5 zt), we get
the evaluation of a real product accounted for one employee in Poland in
the amount of USD 32,910, with the identical value in the USA
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amounting to USD 90,112. It is important that the presented method
assumes the evaluation of domestic PKBRE($) relying only on the
exchange rate and value of the American PKBRE. This method was
received theoretically and simply, thus is universal.

To calculate PKBRE (per capita) in dollars or actual GDP per capita,
we multiply the last sum by the number of employed people in Poland
(14,359,000 people) and divide it by the number of residents:

PKBRC,[$]=$32910-14 359 000:38 700 000 =$12 210

We get the value USD 12,210, which nevertheless is burdened by
error of estimate of share of average payments and number of employed
people. For comparison: the value of PKBE in the USA is USD 44,010.

Parities of labor costs and productivity can also be used in a number of
derivative parities. For this purpose, we present PKBRE as the product of
average payment AP and real work productivity RWP. In turn, we will present
payments as the product of the degree of remuneration of labor and value of
human capital. We will present human capital H in the form of the product of
the cost of maintenance and training (k), and individual labor potential /LP:

_ PKBRE,[zI] AP, RWP, kp-u,-ILP,-RWP, _
" PKBRE,[S] AP, RWP, k,-u,-ILP,-RWP,
_ kplzl] u, TWF,
~ k(S] u, TWP’

g(ER)

where AP = u - H, u — is the level of remuneration of labor, H =k - ILP
— average value of an employee’s human capital; & — cost of
maintenance and training; /LP — individual labor potential; TWP — total
work productivity. According to the theory of human capital, the level of
remuneration of labor exceeds u = 0,08 that determines the appropriate
permanent payment.

In the formula on the right, the value TWP is difficult to measure,
because it includes an employee’s personal productivity, the impact of the
infrastructure and organization of labor on average per worker employed
in the economy, regardless of whether he is a worker, a teacher or a
minister. Based on the above formula the second method for evaluating
PKBRE in the USD can be obtained. We estimate the ratio of the average
monthly costs of maintenance and training in the following way:

70021 0,10 TWP, _ 700zl 0,10 2.89457

ER=3,07[zl/$] = =
$600 0,11 TWP, $600 011 1
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This formula shows that labor productivity in the USA is 2.89457
times higher, than that in Poland. Consequently, real GDP per employee
in Poland corresponds to USD 90,112 : 2.89457 dollars or USD 31,131.
This estimate is burdened by an error in the estimate of monthly costs of
maintenance and training, as well as an error in the evaluation of the
parity of level of remuneration.

The assessment of labor productivity in Poland in comparison with
the USA can be determined based on the data in Table 1.7.

Table 1.7
DATA ON CHANGES OF LABOR PRODUCTIVITY
IN POLAND AND THE USA
Year 2002 2003 2004 2005 2006

PKBRE (GDP) (USD) in the 83.699 | 85394 | 87.575 | 88.852 | 90.112

USA*

Growth relative to 2002 100 103.3 110.0 116.0 122,4
Average zloty:dollar rate 4.10 3.84 3.55 3.23 3.07
PKBRE (GDF) (USD) in 22,886 | 24,931 | 27,656 | 30,839 | 32,910
Poland (deduction)

Growth to the 2002 level, % 100 108.9 120.8 134.7 | 143.78
Percentage of PKBRE of

Poland to the USA 27 % 29 % 32 % 35% 37 %

* Groningen Growth and Development Centre..., 2007.
Source: author’s calculations.

Table 1.7 clearly illustrates an optimistic picture, because labor
productivity growth in Poland is higher than in the USA. It is adversely
affected by the fact that the level of remuneration in Poland is not always
appropriate, but we can assume that such imbalance will be corrected by
the Government decision (August 2007) to increase minimum wages by
20 %. This decision is quite reasonable in view of the existing state of
affairs.

When a particular state, e.g. Ukraine, does not allow a free market
exchange rate, then regardless of the interpretation of this fact, an
impenetrable curtain falls on the economic affairs of the country and any
evaluations are not very reliable. You can try to penetrate this curtain, but
the rate comprises the final value, which is formed in a pure market and
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nothing changes it. For the analysis of Ukraine, according to the indices
in table 1.7 I am using the results of O. Petryk (2005), an analyst at the
National Bank of Ukraine, who estimated a 76 % depreciation of the
hryvnia against the dollar in 2005. According to the corrected rate, we
estimate the Ukrainian PKBRE (GDP) using the formula

PKBRE, ($) = PKBRE,(S) _ 388852 __ $12 754
($) = = = .
zr. AP 380-(16,5:9,0)
AR,

Table 1.8 contains data on Ukraine similarly to Table 1.8.

Table 1.8
DATA ON CHANGES OF LABOR PRODUCTIVITY IN UKRAINE

Year 2002 2003 2004 2005 2006
Hryvnia:dollar exchange rate 5.00 5.00 5.00 5.00 5.00
Coefficient proposed by Petryk 0.83 0.82 0.79 0.76 0.73
Adjusted hryvnia rate 4.15 4.10 3.95 3.80 3.65
PRBRE (GDP) (USD) in the 83,699 | 85,394 | 87,575 | 88,852 | 90,112
PKBRE (GDP) (USD) in 11,001 | 11,361 | 12,093 | 12,754 | 13,466
Ukraine
Growth to the 2002 level, % 100 103.2 110.0 116.0 122.4
Percentage of RKBRE of
Ukraine to the USA 13% 13% 14 % 14% 15%

Source: author’s calculations.

The information value of these calculations and indices depends on
the extent to which the exchange rate is free in the market. If this
condition is not met, then the estimates may be far from reality. The lack
of a free exchange rate is evidence that the economic policy of the
country is neither mature nor managed by the category of value. The
second condition of the quality of results and information is limited to the
proper evaluation of average payments parity )

*! Estimated average payment in 2006 in Ukraine is presented according to Prof. F.F.
Butynets, Zhytomyr State University.
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1.6.7. Improving the Theory of Exchange Rate

It is well known that the primary theory of an exchange rate, expressed in
the currently falsified law of one price, was brought to a state of decent
theory that explains the general nature of the Balassa-Samuelson course,
who introduced the PPP (purchasing power parity) method* during the
determination of the category of labor productivity. The above authors
analyzed labor productivity by dividing the economy into two sectors:
values subject to and those that are not subject to international exchange.
They stated that lower labor productivity is mainly manifested in the
sector of values subject to exchange rather than the sector of values that
are not subject to exchange. In my opinion, this statement is wrong. In
poor countries the second sector has much greater lack of productivity
than the first sector.

Thus, it is essential to take overall productivity into account, because
the exchange of national currency is affected by all employed people. It is
not important for the rate that there is a ministry or some other institutios
in the community of the employed, which are inefficient and spend large
amounts of money, or that active bureaucracy inefficiently absorbs large
amounts coming from the taxpayers. This situation affects productivity
and finally — the exchange rate of the national currency. Therefore, labor
productivity can be defined as a dimensionless value of GDP per
monetary unit of labor cost rather than value of production per working
hour of the employee.

With these considerations and calculations we come to a
conclusion on the exchange rate theory. As is well known, according
to the PPP method, the level of the exchange rate is influenced by
fluctuations in inflation and productivity. Since the impact of inflation
is seen in actual labor productivity, it can be stated that changes in the
exchange rate are caused by changes in this parity. It is also known
that the PPP method does not explain why, for example the current
rate of the zloty to the dollar is 2.835, and for example, not 1.5 or any
other. We find the answer to this question in the following
considerations. The level of the exchange rate is determined jointly by
parities of maintenance cost (or average payments) and actual labor
productivity. With equal productivity, the exchange rate is determined
as a ratio of maintenance costs. Average payments are the function of
maintenance costs, so the parity of maintenance costs can serve as a
parity of average payments.

The integral model of the average exchange rate is determined in the
following formulas:

2 purchasing power parity. (Note of editors)
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_ AP, [zI] RWP, _ AP, PKBRE,($) _
ER[P/ 4] AP, [S] RWP, AP, PKBRE.($)
_kplzl] up TWP, kp[zl] TWP,

k81 u, TWP, k,$] TWP,

Value ER[P/A] means the exchange rate of country P to currency of
country A, other definitions are the same as above.

Substantiating this theory of exchange rate it is necessary to
consider two arguments: (a) a state when actual labor productivity
RWP = WP/(1 + i)(WP = PKB/W) is the same in the considered countries,
i.e. parity is observed, and (b) a state of the inequality of these values.
Then we get the formula that interprets the exchange rate as follows:

AP, RWP, _ AP,

=22P — ER[P/ A].
AP, RWP, AP,

In addition to research presented in works (Dobija, 2001, 2002a,
2002b, 2003), the fundamental analysis of the above formula was
conducted by Z. Grabowski (2001a, 2001b), the results of which are
presented in Table 1.9. Further research was conducted by M. Jedrzejczyk
(2004, 2007), who obtained similar results.

Table 1.9

EVALUATION OF EXCHANGE RATES ON THE BASIS
OF LABOR COSTS (data as of 2000)

Average payment | Average payment in | Calculated Actual average

Country in USD countries rate rate
Germany $2,437 4,300 DM 1.765 1.74 DM/$
Japan $2,437 298,900 YEN 122.7 121.00 YEN/$
Ukraine $2,437 1.649 UAH 0.677 0.61 UAH/$

Source: Grabowski, 2001a.

As you can see, consistency of some rates with actual payment cannot
be coincidental, i.e. there is some dependence. Even the fact of ever lower
productivity in Great Briatin as compared to the USA and Japan is also
reflected in figures.
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In the second case RWPp # RWP,. With actual variations in labor
productivity, the dimensionless coefficient U is introduced, and then we
can write the equation as follows:

RWPp-U=RWP,.
Now the previous formula takes the form:

AP,  RWP, AP,

. ~ _ PKBRE,[$]
AP, RWD,-U AP,-U

= ER[P/ A], where U = ———£21
PKBRE ,[$]

Poland and Ukraine are countries where productivity is quite different
from the USA, Germany or Japan. Therefore, dividing the Polish
minimum or average payment by American equivalents, we do not obtain
any reasonable approximation of the rate.

Table 1.10 presents data relating to a group of selected countries
confirming the dependence of the rate on the parity of average

remuneration, adjusted by the coefficient U.
Table 1.10

EVALUATION OF THE EXCHANGE RATE BASED ON AVERAGE
PAYMENTS AND LABOR PRODUCTIVITY (data as of 2006)

USA Ukraine Poland
Average hourly labor costs $16.5 9.51£ 18.5 z1
Share of labor costs 0.5764 1.2569
Actual exchange rate 0.582 3.07
PKBRE (GDP) (8) 90,112 84,457 34,263
Share of PKBRE (GDP)($) 1.0670 2.630
Payment value of the exchange 0.6150 3.3056
rate
Difference between actual rate —-0.033 +0.2356
and payment -5.6 % +7.67 %
Calculation of hereditary dollar
trend (7 %) of determined 3.069
exchange rate

Source: author’s calculations.

The application of the theory of parity of payments and labor
productivity leads to a more accurate evaluation of the hryvnia to dollar

# Calculations using the value of average payments and PKBRE leveling the impact of
exchange rate.
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rate. Directly calculating productivity in the USA, we get the value
PKBR,/W = 3,0. In turn, we assume that labor productivity in Ukraine is
at level 1, i.e. is lower; the contribution of payments to GDP is equal to 1.
Using the parity of average payments, we evaluate the exchange rate (ER)
of the hryvnia as follows:

_9UAH 3
$16,5 10

ER =164 UAH /S .

As a result, we get the relevant evaluation of the PKBRE for Ukraine
and Poland:

PKBRE ($) in the USA = 90,112;
PKBRE ($) in Ukraine = 29,970;
PKBRE ($) in Poland = 32,910.

Calculations show that the exchange rate of the hryvnia to the dollar
should be at a level closer to 2.0 than 5.0 (2006). Holding back the
exchange rate at an undervalued level leads to the impoverishment of the
population, because in this case, the dollar receives a premium of more than
150 % during exchange. However, this conclusion has an error in the
evaluation of average payments, because nothing can replace the market
value of the exchange rate. In view of the above the essential similarity of
the Polish and Ukrainian economies can be confirmed.

1.7. The Role of Social Capital in Economic Convergence

1.7.1. Introduction

In economic theory more and more attention is focused on the huge role
of cultural values and the functionality of the decisions of institutional
economic systems in the study of reducing differences in development. At
the present stage, the most important components of these values include
social and human capital. Existing theoretical evidence and numerous
analyses prove that the structure and quality of these types of capital
show the results of the application of identical technology solutions,
economic strategies and reforms that make up the rules of a capitalist
economy. By doing so, human and social capital confirm the thesis of the
results achieved in reducing differences in development. Therefore, many
economists and politicians agree that the specific features of cultural
values cannot be ignored during the reform of an economic system and a
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political system, although in general, there are far-reaching ideas that it is
expedient to form a competitive system operating within a democratic
state, which will act as its guarantor. There are only differences in
estimates of the applicability of central strategic coordination in the
harmonization of economic efficiency and social justice, the pace of
reforms aimed at the formation of functional markets, a democratic state
and actual opportunities to support and improve markets by the state. The
principal solution to these dilemmas in relation to a particular national
economy requires the diagnosis of the human and social capital of the
economy according to changes in resources, its structure and quality.
Special research needs to determine the paradoxes of the development of
the resources that add value to development processes, as well as
implementation of systemic reforms.

Quite developed institutions of civil society contribute to the
formation of social capital based on market values [1[]and traditional
axiology in the USA. Figure 1.7 provides the axiological foundations of
social capital and institutional order.

On personal gain

Global capitalism (USA)

Also Facilitates,
allows but does not
fully exhaust

\ Serving clients J
and society

Competitive system based on spontaneous and controlled
coordination of social economic formation
(European Union)

Figure 1.7. Axiological Bases of the Social Capital
and Institutional Order

The productive nature of social capital is a function of the degree of trust
in society, without which, the development of cooperation is impossible.
Trust is an essential competitive advantage based on interaction, speed and
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flexibility. Trust facilitates the emergence of a favorable climate for the
development of partnership relations, the decentralization of decisions and
control, the internationalization of external norms, patterns of behavior, rules
and procedures, increased reliability of co-operation in an unstable (which is
going through tumultuous changes) environment, freedom of handling
information. Through the above processes, trust allows the possibility of
cheaper transaction costs and control, replaces the «corrupt practice of
interaction, loyalty and good faith of partners». Trust also promotes
independent actions (activity of subordinates) and, therefore, unconventional
solutions and the elastic reactions of subordinates. It facilitates the most
effective measures, especially in terms of risk and uncertainty. In other
words, the use of other assets in those groups and places where a large
amount of trust resources is accumulated, is fuller, faster and more efficient,
causing a synergy effect.

Keeping in mind the above-mentioned effects of trust, some
researchers of social capital argue that trust is one of the most important
things that people have, bringing overall benefit. Other production
resources, if there is no trust, become unnecessary ballast (Hardin, 1998,
p. 9). According to K. Arrow (2000), the economic backwardness
existing in the world can be explained by a lack of mutual trust. If this
thesis is true, it is impossible to reduce the difference in development
without improving the form of social capital in the countries lagging
behind.

It can be considered that the climate of trust, which is favorable to
economic and social development, also depends on the differentiation of
income, property and knowledge between the rich and the poor, just as
people belonging to different cultural, religious or mental groups are
dependent on axiological differentiation. Income inequality has a limit,
which is difficult to define, beyond which there is a sense of injustice.
Injustice as a result of human relations in work means their separation
from the ethical purpose (Tischner, 2002, p. 33). Thereby, injustice
concerns faith in moral action and its ethical correctness. The feeling of
injustice gives rise to suspicion and even hostility. Under conditions of
labor exploitation, it is impossible to count on its impartial assessment, in
view of a lack of material grounds of goodwill, because it was rejected,
degraded and replaced by exploitation. Unfair inequality, especially the
poverty, marginalization and even social neglect that accompany it,
destroy trust, devalue social capital and through this, reduce the
effectiveness of human capital and economic growth. Hence, the
emergence of the fundamental question of the justice of social inequality.

Equal remuneration for each is naturally unfair, because it is separated
from labor efficiency, its contribution to value, and most importantly —
from the economic point of view, it is devastating as regards efficiency
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and leads to poverty. In addition, the violation of only material equality
(income, property) is not automatically tantamount to the violation of the
very idea of equality, because inequality can be compensated in the form
of intangible values, such as honor, respect, knowledge, etc. This means
that the division, which is based on material equality that is economically
unsubstantiated, is anti-development and cannot be interpreted seriously.
Its product is a decline of motivation to work and business efforts, and
thereafter — the spread of opportunistic behavior that causes the
recompensation of the anti-efficient effects of distribution, separated from
the contribution of labor in production. This division does not promote
cooperation and replaces the horizontal connections, which cooperation is
forced to replace by vertical connections. The replacement of social
capital as the driving force of cooperation by vertical connections that are
generated by the state, leads to a loss of trust in the institution and
burdens society with huge additional transaction costs related to planning,
verification and the adjustment of this cooperation.

If, following W. Pareto’s theory of inequality, we accept that
economically justified inequalities are those, which serve to increase
social welfare, then we must recognize that fair distribution has nothing
to do with the extent to which equality is realized. However, economic
inequality substantiated by this theory of well-being should not be
accepted at the individual level by the majority in society. In this
situation, it is impossible to improve socio-economic development, and at
the level of the individual, it is even expedient to speak about anti-
development.

Only in case of failed indoctrination or other forms of coercion, does
social approval recognize inequalities as being fair. Justice cannot only be
described in the economic plane, because it would mean its reduction to
the material dimension of human existence, and thus removed from the
field of the perception of intangible inequalities. Justice is a moral
category and should be treated under the axiological dimension of human
life, reduced by individualism. According to J. Rawls (1994, p. 119),
justice requires impartiality. Thus, motivated choice guarantees the
benefit of all. J. Rawls postulates the egalitarian principle of differentiation,
seeking such settlement of social and economic inequalities, «... fo be of
greatest benefit for the least privileged, and that these inequalities are
associated with positions and institutions, open to all in a genuine
inequality.» (Rawls, 1994, p. 119). However, J. Rawls does not attempt to
balance out the situations that are in worse positions (principles of
compensation). He speaks only about the adoption of such system
solutions, within which the achievement of the best positions improves,
or at least does not worsen the situation for the weakest social groups.
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In a situation where the market does not make impartiality necessary,
it becomes necessary to support it by solidarity. Therefore, postulating a
solidarity state becomes the primary task. This postulate supports non-
economic values, essential for the social development of an individual.
According to J. Tischner (2000, p. 112), solidarity offers the prospect of
hope that a man is not left alone in his suffering and creates a sense of
community. If people lose the sense of solidarity, the question arises: how
can justice be enforced from above? The decline of solidarity is a
symptom of the decline of social capital that grew from traditional values.

It should be noted that the world of individuals, who maximized their
own benefit, has no need of solidarity, just as in Darwin’s struggle for
survival, it limits the abilities of the weaker to use resources, and may
even eliminate them. It is not sufficient just to search for inequalities,
based on the criteria of utility, which forces the maximization of own
benefit, since victims of long-term failures and poverty have no reason to
complain about the unfairness of distribution and, moreover, cannot do it
effectively.

Freedom of life as a basis of economically fair inequalities adopted in
liberal economic theories, means concentration on resources. This
approach, according to A. Sen (2000, p. 53-54), although it may indicate
a free receipt of resources, does not clarify the issue of freedom of action
— what is the increase of resources for. Materially understandable
welfare will say little about the value categories of life (Filek, 1996,
p.21). The system of values that motivates the development of
appropriate values for the harmonious development of all spheres of
human life, is basically different from the system of values generated by
the competitive system. The freedoms that promote valuable lifestyles are
denied by ideology, which understands man and forms human capital for
own benefit. This ideology detracts the main aspect of human capital and
perceives only its objectivity or ability to generate profits for the
entrepreneur. Therefore, we should agree with A. Sen that injustice,
which is manifested in the form of poverty, also comprises the injustice
which limits freedom, and being suitable for the idea of [1[Jdemocracy, is
favorable for the functionality of markets. Justice manifested in the
destruction of the consequences of unjust division, especially poverty,
exile and marginalization, is concentrated, according to H. Jonas, on what
is already a fact, that has occurred and occurs continuously today,
because the inherent feature of the institutional system is the generation
of negative responsibility (for actual, not potential evil) in view of the
lack of social responsibility in competitive market structures. For Jonas
(1996, p. 186) the very existence of human everyday life requires a
guarantee for its future existence. Each of us, as a result of living among
people, can be brought to responsibility instead of someone else
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(children, subordinates, employees), and from the very fact of existence,
can also become the subject of responsibility. In this sense, being
responsible in everyday life is an a priori thesis, the natural feature of a
man. However, a man may not have this feature under the influence of
ideologies that limit the axiological dimension of human existence. Since
the existence of human everyday life is substantiated by itself, then its
future existence also becomes substantiated. The duty to protect human
life also means the protection of a comfortable life and the need to
eliminate poverty.

Thus, anyone whose actions affect the life of the community (entrepreneur,
politician, representatives of government, self-governments, trade unions
or any group of interests), even when he does not perform actions arising
out of power, the bearer of which he is, is not exempt from objective
responsibility for the negative effects of extreme poverty, the
marginalization of some social groups and even globalization.

Only such actions of each individual can be considered responsible,
that ensure responsible action for future generations. «Therefore,
responsibility in terms of mankind requires not only the further existence
of the category, but also the achievement of the quality of life that would
allow the continuation of this responsibility» (Dobrobyt. .., 2005, p. 103).
The lack of social responsibility arises not in spite of poverty and social
captivity, and at best, exists in a weakened sense of moral responsibility
for one’s life, moreover, it shows lack of responsibility in those, who
avoid self-responsibility or social responsibility.

H. Jonas does not share the hope of solving the problems of poverty
through technological development and fear of an explosion of violence
on a global scale. In his view, those who possess surplus should be self-
restrictive and transfer part of their wealth to the needs of the poor. This
self-restriction is not facilitated by the dominance and radicalization of
neoliberal ideologies, thinking in utilitarian categories and the decline of
the idea of the state as an institution based on moral capital. The moral
scandal, which Jonas understood as a lack of responsibility in those who
are able to improve the lives of others, should be eliminated, even if we
are not sure of the results of efforts in this direction. In his opinion, it is
impossible to do this with the aid of personal ethics, because it has lost its
force in the world, where the pursuit of personal gain is dominant.
Therefore, what is needed is such social and human capital that allows the
tracking of the threat of an outburst of protest by the poor against the
benefits of the rich, before the poor decide to use mass violence.

Only those endowed with the knowledge of these limitations of own
benefit, the representatives of business, politics, technology, education or
upbringing can meet these challenges. In this regard, one should not
ignore traditional values and moral education as factors that affect the
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way of applying knowledge and other resources. Lack of knowledge
about preventive measures against injustice and factors that enable the
comparison of its manifestations in various aspects of life cannot be an
excuse to remove responsibility for decisions relating to the criteria of
equitable distribution.

The course of the reflexive upgrading of human capital is closely
linked with changes in social capital, which determines the directions of
using available knowledge resources in the process of cooperation. The
essence of connections between human and social capital is expressed in
the effects of changes in social capital (i.e. the decline of public trust) on
how to use human capital and the extent of its non-use that follows from
the high level of opportunism, corruption, crime, unemployment, growing
spheres of difficulties, poverty and social exile. For the creative abilities
of human capital to materialize, knowledge, skills and motivation
invested in a man should be involved in the economic process, like other
types of capital. If this does not happen, such investment in a man will
only perform an expensive function of the production process. Only
education and upbringing, which increase the productive capabilities of a
person become human capital. Instead, the knowledge and skills that
increase the possibility of collective actions are transformed into
intellectual capital. For the full use of the productive capacities of human
and intellectual capital, it is necessary to unite them with social capital or
such specific kinds of knowledge and skills that generate trust, as well as
the ability to co-operate and collaborate.

There is also the opposite dependence, which goes beyond the
problem discussed herein. It should be noted that even when the
performance of firms where low and high trust is the same, the work of
the latter brings external benefits in the form of a high sense of security
and satisfaction, as well as self-fulfillment in the non-economic spheres
of personal life. The disadvantages of a market institution not only lead to
the violation of the competitive system, but also cause the improper
functioning of the state and the degeneration of democracy.

Informal institutions, determining the level of public trust,
demonstrate the tendency of people to cooperate, the transaction costs of
some cooperative groups and thus, determine the dynamics of markets,
productivity of factors and economic growth. If their product is growing
public trust, they become the material of positive social capital, because
its products are as follows: the expansion of cooperation and
entrepreneurship, increase of productivity factors, innovation and as a
result, development of markets. If institutional changes open the way for
the expansion of opportunism, corruption, crime, nepotism and the
pursuit of rent seeking, a climate of social mistrust develops and negative
social capital is created, which generates an increase in social conflict,
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social inequality, the degeneration of democracy, cooperation,
competition, and as a result, the use of some resources of human capital
in a manner that causes negative external effects with the simultaneous
depreciation of these resources. All these processes decrease the ability to
cooperate, because its coercive nature by vertical connections increases
the transaction costs of such cooperation. Its synthetic manifestation is the
slowing down of economic growth and increase in the slowing of the
development of countries with higher levels of social capital (Zak, Knack,
2001, p. 295-321; Kumor, Sztaudynger, 2007). Reducing the development
gap in the absence of restrictions in access to financial resources and
substantive factors of production becomes primarily the function of the
quality of human and social capital. In the first case it pertains to the
avoidance of paradoxes in the human capital development described in the
previous sub-section. However, in the second case it is about institutional
changes that make it possible to reduce the transaction costs of the
functioning of markets and spheres of public welfare. This is evidence of
the need to counteract the depreciation of social capital through the
development of the institute of a just state, i.e. one that cares about:

e a competitive order, whereby during the first distribution of income,
the economic criterion of justice based on the involvement of the
production factor in the product and productivity, would manifest itself;

e implementation during the second distribution of the ethical criteria
of justice spread everywhere;

e a reduction of the transaction costs of economic growth through the
elimination of opportunism, corruption, crime and the pursuit of rent
seeking, and thereby, the restoration of public trust.

1.7.2. The Problem of the Depreciation of Social Capital

The formulation of conclusions regarding the role of social capital in the
functioning of an economic system based on its impact on the growth and
development of economic or social inequality, which is analyzed using
mathematical operating and econometric models, would be a very simple
method, which would reduce the actual significance of this important
factor in these processes. It is particularly confirmed by the fact that a
synthetic indicator of this factor of social and economic development has
not yet been found. There are also no sufficiently accurate methods of
measuring manifestations of the depreciation of social capital. The
question that arises, is whether the different impacts of changes in social
capital, obtained through imperfect research, reflect its overall impact on
the functionality of the economic system, or is it only the impact of some
of'its functions, components or mechanisms created by it?
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The value of social capital for economic growth and development,
established based on an analysis of the functions of production, is quite
incomplete. Without downgrading the achievements of many authors in
the research of the exact methods for determining the effects of social
capital in social and economic processes, I, however, advocate that a
more cognitive value can have a descriptive analysis of the key
mechanisms by which social capital may influence the effectiveness of
the economic system and which are somehow related to the non-
economic conditions of economic growth and development. However, to
be limited by the conclusions of the analysis based on quantitative
models, would, in my opinion, mean a depreciation of the different
effects of changes in social capital that influence the level and stability of
economic growth, various manifestations of economic disbalance, the
instability of economic policy and continued manipulation by the
parameters of this policy, the deepening of social inequalities, and the
resulting increase in socio-economic heterogeneity in the spatial and
subject systems, on a local and macroeconomic scale*. Lack of
knowledge on the subject or ignoring it was, in my opinion, the reason for
forecasts that are too optimistic as regards the measures recommended by
neoliberal standards, defined according to the Washington Consensus,
stabilization programs and the system reforms implemented in post-
socialist countries.

There is a general unity of views regarding the fact that the process of
the decline of social capital is an indisputable fact identified on a global
level. However, this decline is sometimes associated with the formation
of negative social capital, emerging with the appearance of negative
particular values connected with the need to bribe trusts under conditions
of overall public distrust (Matysiak, 2006, p. 241-247). This process is
undoubtedly connected with the spread of thinking and behavior
according to the categories of the individual who maximizes his/her own
benefit under conditions of lesser or greater poverty in the competitive
order. Based on representative surveys conducted in 32 countries, Zak
and Knack (2001, p. 295-321) confirm that greater trust increases
investment in economic growth, and there also emerges an error circle of
low trust and poverty, but egalitarian distribution and a homogeneous
society increase the level of trust, but discrimination reduces it.

The depreciation of social capital is due to rapid changes in lifestyles
caused by new technologies (the information and telecommunication
technologies used in genetics and in the media that exhibit the culture of
violence), globalization and resulting rapid institutional changes (in

* Review of research results, based on quantitative models can be found in:
Sztaudynger, 2005
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contrast to the adaptive abilities of people), change of traditions, spread of
unfair and fierce competition, growing social inequalities, connected
primarily with the inheritance of poverty and social exclusion, supported
by corruption and crime, the decline of political culture and the reputation
of politics and even democracy, ineffective self-administration and
government agencies, as well as the privatization of public sphere.

In Poland, the depreciation of social capital is particularly strong, as
evidenced by fast-growing indicators of corruption, crime,
unemployment, poverty, social exclusion, marginalization, number of
prisoners and growing inequality. There are also numerous attempts to
depreciate the influence of social capital on economic growth, as
indicated by the statistically strong negative effects in spheres such as
unemployment, social inequality, crime, investment and economic growth
(Sztaudynger, 2005). If the depreciation process of social capital is
viewed from one side of its distortion — corruption and crime in a broad
sense — in the information provided by International Transparency in
2004, Poland should be referred to the most corrupt countries in the EU
(Kiezun, 2005, p. 121). After two years of Government efforts to fight
corruption and crime, and strong opposition from existing groups of
interest, the impressive progress on this issue becomes notable, as proved
by statistics, although this problem is often reported differently in the
mass media. The situation is similar if unemployment is deemed to be the
source of the decline of social capital. By 2004, Poland was the country
with the highest recorded rates of unemployment in the world. Joining the
EU and good economic conditions have changed this situation. However,
the rapid decrease of unemployment has no substantial effect on the
growth of public trust, although it is expedient to hope that this new kind
of social capital based on market values, will gradually also extend to the
sphere of the employed labor force and temporarily unemployed people™.

1.7.3. Conclusions for the Transition Economies

Counteracting the shock, which was characteristic of the transition to a
market economy, the depreciation of social capital and its replacement by
negative social capital, which led to an increase in social inequalities,

# Fighting corruption in Poland, as in Ukraine, is very problematic, and for the period
after 2004 no major improvements have occurred. In 2008, Poland was 58" according to
the level of corruption (Ist place — lack of corruption) of 180 countries subject to
research. Among EU countries, only Romania and Buléaria lagged behind. However, it is
difficult to say anything as regards Ukraine. It’s in 134" place (index 2.5). For us, it is not
comforting that Russia is in 147" place (2.1) and Belarus — in 151% (2.0) Just like rust, it
corrodes Ukrainian society, nullifying the national idea and the idea of Eurocentrum (Note
of Ukrainian editors) Source: http://transparency.org/policy-rescarch/surveys. —
Indiceslopi/2008.
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required appropriate institutional instruments that would protect the
deregulation and privatization from possible distortions: impunity of
corruption, liberties of nomenclature and the escalation of the pursuit of
rent seeking. These phenomena open the way to new tax and employment
legislation, the criminal and regulatory functioning of public sector
administration, etc., favorable for the growth of socio-economic
heterogeneity, which preserves some alternative routes for the realization
of personal gain through third parties (which do not participate in
transactions). These additional external instruments inherent to the
process of the transition to a market economy reduce not only the
efficiency of economic growth, but also slow down and even make the
process of economic convergence temporarily impossible. They primarily
act due to the loss of the reputation of politics, politicians and
businessmen and, as a result, there is a depreciation of social capital in
view of the general decline of trust. Institutional solutions that are not
able to ensure a competitive system in this space, promoted the formation
of negative social capital, which increased the transaction costs of the
cooperation process and directed the activities of the persons concerned
towards the escalation of remt seeking, the support of asymmetric
information, «entrepreneurship» outside the law, crime and corruption,
which ultimately reduced labor productivity and deepened social
inequalities.

The problem of the depreciation of social capital in Poland, as in
many other post-socialist countries, is integrally related to the conflict of
rules of global capitalism, defined in the Washington Consensus, with the
post-socialist baggage of overall opportunism, lack of trust of any
government, respect for law and the destroyed epos of labor. In these
circumstances, the vast majority of citizens could not be intellectually and
institutionally prepared to undertake self-responsibility for their own
welfare and the internationalization of the effects of competition rules,
were not limited by the rules of social and economic cohesion adapted
accordingly to these effects. The logic of shock system changes inevitably
had to result in new obstacles in the development and sources of the
further depreciation of existing social capital resources.

The sudden explosion of unemployment as well as the consequences
of decreased productivity paved the way for the rapid spread of poverty.
This gave rise to various social problems in the form of the use of
significant energy in criminal activities, particularly by young people,
deprived of the possibility to work. The state, burdened with debt and
growing poorer, was deprived of the financial ability to counteract these
processes, in spite of effective public policy, the provision of additional
equipment to internal security services, the improvement of requirements
of justice and health care.
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In Poland, as well as in many other post-socialist countries, the launch
of the difficult process of transformation was also connected with a burst
of criminal capital, since it was formed under conditions of the non-
transparency of laws, which did not provide for the restriction of corrupt
practices. Regulations that contributed to the establishment of
nomenclature unions as early as in 1989 were a striking example. This
fact gave specific features to the transformation process. The fierce
struggle of people, who pursued only their own interest, found a great
field to flourish in an unregulated economy, which lacked developed civil
society institutions, legal institutions and social and economic structures,
adapted to the blocking of rules pursuing rent seeking and personal gain
that would comprehensively supervise the observation of recognized
requirements of public responsibility. As a result, there was an enormous
social stratification. This was due to rising unemployment indices, which
were the highest in Europe. The reduction of these indices in Poland after
its accession to the EU is unfortunately connected with the decline of
human capital, caused by the loss of hope for work opportunities in
Poland and obtaining relevant remuneration for it. Another manifestation
of the increased cost of economic growth arising from the depreciation of
social capital is constantly increasing rates of corruption and the lack of
trust in the political class. According to the surveys held by Transparency
International, the corruption index, calculated on a scale of 0-10, with 0
being the most corrupt country, of the 113 taken into account in Poland
the level rose from 5.6 in 1996 to 3.6 in 2003. Rates of public trust in
political parties were notably low (about 10 %), ambassadors and senators
(about 9 %), while indices of sense of corruption and bribery (64 %), lack
of representation of interests (64 %)*® were high.

The conflict between liberal doctrine and liberal policies implemented
since 1989 with a post-socialist system of values aimed at a paternalist
state did not contribute to the social trust climate. Deregulation, subject to
global standards, built on the principles of Anglo-Saxon neoliberalism,
made it impossible to form a strong state with a clearly defined sphere of
competence and transparency laws that would protect citizens from the
abuse of power by the officials and authorities, and employees — from
the purposeful pursuit of the enrichment of the capitalist class being
formed. The subsequent about-turn to restore the licensing of business
activity opened the field for distortions arising from the pursuit of rent
seeking. The heterogeneity of legislation and its continuous amendment
invoked regular channels of distortion at the junction of state and
business. One of them is the spread of the belief that a person is involved

“ Based on the research by J. Grabowski, given according to: Administracja. .., 2005,
p. 186—188.
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in public life to maximize his/her own benefits and advantages for
relatives.

Democratization truly opened the space for free choice, but collided with
the system of institutions connected to each other, formed according to the
logic of democratic centralism. The result was the formation of parties in the
state by providing freedom of action to various government agencies so that
they primarily served the interests of groups connected with the party system.
This situation formed the belief that the territory of the country was a kind of
«hunting zone». Trust in those who govern was almost completely
eradicated. Declarations aimed at correcting the situation in the Republic of
Poland, under such state of the destruction of social capital, recommended
isolation from people, who come from the nomenclature of PRPY, from
political influence, these same declarations are interpreted with great
suspicion and the belief that they refer not to the program of institutional
reforms, but only to the capture of «hunting zonesy.

In a society, where at least 50 % of citizens wished to leave their
country, about 17 % were unable to work, the sense of the lack of
representation of interests dominated, and governments were treated as a
hostile institution, about 70 % of citizens did not want to belong to any
organization (Administracja..., 2005, p. 167), moreover, the media
focused exclusively on addressing negative stereotypes of power and
ethical and moral values; there was no favorable climate for the
restoration of social trust. The depreciation of social capital led to
complications in working on the development of the Polish economy in
the period before its accession to the EU. In addition, low social trust
today does not contribute to the full use of all development opportunities
provided by the adoption of EU Acquis communautaire (social
achievements) and the development of human capital.

A necessary condition for change in these negative processes in the
sphere of social capital, thus one of the major obstacles to high and stable
economic growth is the reform of institutions that would provide:

e guarantees of legal institutions, establishments that would protect
the rights of citizens and minorities from the tyranny of the majority, state
and self-governing bureaucracy;

e protection of economic subjects and citizens from the abuse of
power and degeneration of democracy arising from continuous
amendments to legislation, licensing and increases in the number of
economic regulators;

e protection of authorities from the influence of dominant interest
groups;

*7 This refers to the People’s Republic of Poland (PRP) as the socialist country it was
in the early 1990s. (Note of editors)
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e enabling authorities to conduct legitimate governance and policy of
socio-economic unity, without destroying the competitive system;

e climination of the lack of ethical and moral values (Matysiak,
2003).

The necessary components of the institutional system, capable of
resolving conflicts between the interests of public agencies and
individuals, are the functional institutions of civil society. A condition for
the formation and functioning of these institutions, in addition to
compliance with the law, is the relative prosperity of most citizens and a
low level of poverty. The unsatisfactory functioning of the institute of
democracy and high levels of marginalization and social isolation caused
by unjust social inequalities and relatively low social prosperity, create an
unfavorable climate for rebuilding social capital.

Economic liberalism, especially in its extreme forms, is not a
sufficient basis for projecting the institute of civil society. The institutional
condition for the formation of civil society is wide and available for the
execution of civil authorities in controlling public agencies. This can be
served by: transparency and the full responsibility of the authorities for
policies implemented on the basis of clearly defined and transparent
criteria, laws available for holding civic referendums that make it possible
to veto adopted rulings and regulations, making own suggestions. Unity
of law and responsibility is a necessary part of legal management. This is
essential for the civilized rules of a political market, limitation of the
tendency of some politicians to use faulty economic models in various
theories for specific interests and errors manifested in the discrepancies of
implemented institutional economic decisions, which arise due to the
inadequate understanding of this very theory.

The post-socialist economy is burdened with additional transaction
costs, arising from inherited comprehensive opportunism, disrespect for
the law and the numerous obligations of state agencies and local
governments that have yet to be completely determined by law. It is
because of the above positions, as well as through the flawed institute of
civil society, that democratic institutions and the lack of transparency of
laws are used not only by state and self-governing administration, but
also by interested circles as a screen for opportunistic behavior and the
evasion of obligations owed to society. They also complicate and even
make it impossible for actions arising from the need to work on
expanding the area of civil liberties, which are required to increase the
effective coordination or reduction in the pursuit of rent secking.

The system of institutions in Poland is also the product of changes
occurring in the EU. The market, combined with the central strategic
coordination focused on social and economic unity, can create a system
of institutions that is more useful for the protection of social capital from
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depreciation, rather than the rules of global capitalism. For this process to
take place, meeting the requirements for institutions arising from
Poland’s membership in the EU and many international organizations
cannot be the cause for the implementation of the specific interests of
politicians and government. Although in many cases, institutional
changes connected with the development of market economy require
solutions on the international level, only the activity of the state in the
restoration of social capital cannot lead to the improvement of the
institutional system based only on the EU’s Aquis communautaire.

If a society with a developing economy lacks innovations in the field
of the coordination of socio-economic processes that introduce legal
government, the wandering ghost of the decline of the reputation of
politicians and politics, opportunism, the collapse of democratic
institutions and state, will make impossible the decrease of difference in
development, since the identical production technique and technology of
global capitalism can facilitate an increase of labor productivity only
under conditions of institutional order being the most suitable for the
development of social capital. This means that the stronger the
relationship between people and the ability of the institutional system to
coordinate public entities within an overall project are, the more suitable
are contracting and property rights, and the asymmetry of information,
opportunism and the pursuit of benefits is less, the smaller the transaction
costs and the higher the labor productivity using the same technologies.

On the microeconomic level, the saturation of the element of trust, as
the driving force of cooperation development, is conducted through the
expansion of entrepreneurship, the development of local self-government,
the equitable distribution of social property, social and legal partnership
and various other organizations of public life, functioning under non-
profit principles.

The low level of trust complicates the establishment and operation of
unions and small and medium enterprises. In associations, code
regulations only ensure the rights of sharcholders, while business is based
primarily on trust as well as relations between companies. However, it
can be replaced by formalized institutions that create the possibility of
cooperation, but the result of their activity is the high additional costs of
cooperation. Small businesses often lack funds for the services of law
firms and economic analysis. This is why the development of the small
and medium enterprise sector depends on trust. Already at the stage of the
establishment of enterprises, the social climate surrounding entrepreneurship
is evidence of their formation as institutions promoting entrepreneurship.
In the social environment where running a business is tied with
corruption, access to sources of power and obtaining information, which
is difficult to get, concessions are often evaluated as being necessary



156 Convergence and Divergence in Europe: Polish and Ukrainian Cases

according to the criteria of traditional values. Such a social environment
is typical for developing countries. Therefore, it is very important to form
institutions that promote the development of entrepreneurship. For a
favorable climate around the formation of small and medium enterprises
state and self-government authorities are required to support
consultations, training in entrepreneurship, loan guarantees, assistance to
companies and their products.

The decentralization of public finances enables a better use of social
capital during the production and distribution of state property. In contrast
to the trend towards the growing fiscalism of the state, connected
primarily with an increasing number of tasks in the public sector concerning
environmental protection, education, health care and communication,
which emerged as a result of unemployment, social distortion and
poverty, the problem stands out of the coordination of economic
efficiency and social justice. The development of a socio-legal
partnership is of great importance for the resolution of these issues. This
is only possible in societies which have accumulated the relevant
resources of social capital, enabling the fair sharing of benefits between
the partners of this cooperation.

Non-profit organizations can contribute to the development of social
capital and overcoming of problems connected with its depreciation.
Non-governmental organizations, such as cooperatives, mutual insurance
companies, public funds or foundations contribute to the development of
social capital because of their specific properties, such as:

* voluntary and open membership;

* democratic control by the members themselves;

 combination of interests of members and consumers;

* independence from state power and independent management;

* distribution of economic surplus to statutory individual and social
goals that are viewed as major, compared to objectives relating to capital.

The introduction of these organizations to cooperation with agents of the
public and business sectors contributes to the probability of distribution
processes, and thus, raises the level of public trust in the complete
transparency of public-private partnership contracts and, more specifically,
strict compliance with the law. The introduction of non-profit sector to the
production of state property and privatization of services can also result in
overcoming the barrier of the low level of trust in state power.

It should be noted that the development of non-governmental
organizations is the best form of civic education, because it extends
public participation in the process of economic decision-making related to
the struggle against poverty and social marginalization.

The huge role of non-governmental organizations on the labor market
illustrates the fact that in EU countries one third of the persons engaged in
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independent economic activity are comprised of those involved in the
third sector. Although the income of those involved in this sector was
lower than in the market or public sectors, but thanks to non-
governmental organizations this socio-professional group with over
10 million workers in the EU is well protected against marginalization on
the labor market. In Poland in the 1990s 1.2 % of employees working in
the national economy, excluding agriculture, were involved in the third
sector. According to J. Rifkin, the third sector provides the only practical
constructive solution of the problem of the surplus labor force, resulting
from the expansion of global capitalism and the development of markets
(Rifkin, 2001).

The above facts clearly show that during counteraction to the
depreciation of social capital as a result of the expansion of the rules of
global capitalism, policy and changes in the system of institutions that
promote the expansion of non-profit organizations have an important
place. It is no wonder that their quantity is one of the indices of the level
of social capital.

1.8. Paradoxes in the Development
of Human Capital and Economic Convergence

1.8.1. Introduction

The modern theory of economic growth shows strong evidence that long-
term growth of GDP per capita is the result of investment in practical
knowledge, or human capital, which makes it possible to improve the
quality of life, since it improves the level of skills and professional
experience of employees. In the neoclassical theory of economic growth,
knowledge is the source of new technologies. Innovations manifested in
new technologies, production methods and methods of its organization, and
new or improved products (Schumpeter, 1960), are the source for the
growth of high productivity, but on the exhaustion of opportunities for
increasing the cost of labor and physical capital, they are the only source of
economic growth (Solow, 1956). The development of the modern theory of
economic growth in the last thirty years has enabled the separation of the
impact of changes of knowledge on the growth of production.

According to the methodological paradigms of neoclassical economics,
the introduction of the «human capital» category means the interpretation
of its bearer — the person as a factor of production, in which investment
makes sense only if it will serve the increase of market values. This
understanding of the role of a human individual in the economic process
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explains investments in a person as a factor of capital creation, but only
provided that these investments are the source of additional marginal profit
for the enterprise and (or) personal benefit for the owner of this capital.
This means that only practical knowledge and skills that are the source of
health and vitality, bringing the values defined in market terms, comprise
human capital according to the economic growth theory (Domanski,
1993 : 13). To accept human capital in such a way means to accept a person
as a «homo economicus», or a one-dimensional individual whose sole
function is to maximize personal gain in market interaction.

This individualized perspective on human life is criticized by
supporters of holism. However, in the holistic approach the question
arises: what is the mutual combination subject to the above-mentioned
function of the objective of investing in a person with his/her integrated
development that along with the economic sphere, includes the following
spheres: Dbiological, consumption, technological, political, social,
knowledge and spiritual (Horx, 2002 : 45-51). In view of the holistic
perspective, it should be noted that the methodological non-adjustment of
social sciences, the didactic and educational process for the needs of
integrated development of the individual was and will continue to be the
fundamental and universal paradox of general investment of knowledge
in a person, which occurred during the process of the modernization of
Europe, which had already started in the first half of the 21 century, then
spread to the rest of the world. The harmonization of the development of
all spheres of human life should be recognized as the fundamental
purpose of investment in a person. The development of the economy,
based on knowledge (KBE) cannot be subject only to the criteria of the
performance growth of production factors. Its vocation lies in the
continuous improvement of the quality of life during long-term balanced
growth. Only when the economic system is directed towards the
integrated development of all spheres of human existence, can the
following be possible: the harmonization of economic efficiency and
justice through the development of human capital, the elimination of
unjust social inequalities and convergence in a broad sense of the word
with social and economic development.

The attempt to combine individualism and holism is traced in the
institutional decisions of the European Union, manifested as support of
markets by central strategic coordination, aimed at social and economic
unity, among other things, outside pressure on the development of human
capital. For post-socialist countries aspiring to work out the development
distance through fundamental issues, they only have to remove the
specific and universal paradoxes of human capital development, which
are the source of additional funds that do not generate a synergistic effect
on national product.
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1.8.2. Findings of the Theory of Endogenous Growth

Paul Romer (1986), explaining the technological progress as an
endogenous factor, made a pioneering contribution in the modern theory
of endogenous growth. This author sees the reasons for improving
technology in the growth of human capital skills through establishing a
more productive machine park or the replacement of obsolete facilities
and tools. These various technological innovations struck trouble with
their holistic interpretation in growth models. It was this problem that he
was able to solve. In the Romer model, the main driving force of
economic growth is the improvement of knowledge about how to convert
the cost of products or technological progress, which, in his opinion,
serves as the effect of planned actions of business entities that make
decisions based on economic incentives. The incentive for innovation
may also be the subject of targeted decision-making at the enterprise or
through other branches of power aimed at the regulation of economy.
Such a mechanism for the generation of innovation means that
technological progress is endogenous in nature, in contrast to the
neoclassical interpretation. Romer’s approach to the field of technology is
the same as for every other good. Technology and inventions are made,
based on labor and capital. The best places to study the process of
creating new technologies are various research laboratories. Making
inventions in them is a kind of production process. Researchers publish
their achievements in the form of numerous new patents. This
interpretation, however, is general and less formalized, although it does
transfer a certain image of the improvement of technologies.

Despite the global corporations located in them (which do not play a
significant role), developing countries generally do not have the
personnel, as well as the financially and technically supported research
laboratories responsible for creating inventions. Therefore, they are
destined to focus largely on facilitating the diffusion of innovations and,
potentially, on international endeavors in the field of scientific and
technical research.

P. Romer was also interested in the consequences of the spread of
technology. He notes that the innovations created in one scientific
research center can be used in the scientific work of other laboratories.
This is what is done, for example, in Japan. Sweden manufactured the
Hripen military aircraft, based on imported supersonic aircraft technology
and global company Nokia has been successful in Finland. This import of
technology allowed the introduction of new technologies in various
branches of the economy of these countries.

In EU countries, autonomous innovative processes are supported by
the priorities identified in the Lisbon Strategy and funded through budget
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grants of the Community. Within the National Regional Development
Strategy for Poland for 2007-2013 the «Innovation Economy»
Operational Program was proposed, for which a quota of more than EUR
7 bln was allocated.

However, the patenting of inventions means their exclusion from the
process of technological development. However, these exclusions do not
apply to employees of other laboratories. Hence, the characteristic feature
of technology used for the new production of technology is its
inseparability. This feature indicates that you cannot prohibit another
company from using some technology for a certain period of time. Thus,
the use of technological inventions can be general and continuous, in
which the nature of technology as a benefit will differ from other
economic goods. This is due to the following:

firstly, a characteristic feature of knowledge is the absence of
competition in its use. This means that the use of innovation by one entity
does not restrict other subjects’ access to it;

secondly, adherence to the patent rights of inventors will allow them
to gain profit from inventions, but partially restricts general access to
innovations. It is impossible to fully patent knowledge. The creation of
knowledge cannot be fully appropriated by inventors. Thus, the creation
of knowledge causes increasing benefits (so-called external effects). As a
result, the unrestricted growth of knowledge and limited capacity to
patent it, cause income growth according to the scale of production
technology.

All the resources of human capital and part of the capital accumulated
in the field of scientific and technical knowledge influences the level of
economic growth. As the stock of knowledge grows over time, and,
therefore, the overall level of skills should increase, the growth rate of
product per capita in the economy, according to Romer, must be clearly
accelerated. It should also be expected that countries with low relational
resources of human capital should have a relatively low GDP growth per
capita. According to these views, the main source of differentiation of
living standards between countries is a specific transition from knowledge
about technology to knowledge of technology, and as a result, we have a
difference in productivity. Hence, countries that are isolated from free
access to innovative knowledge are doomed to stagnation. This is why the
theory of endogenous growth assumes that the process of aligning the
level of GDP growth per capita could promote the spreading of new
knowledge or the increase of human capital in poorer countries.

The fundamental condition for the development of scientific and
technical knowledge, which are primarily accumulated in the new
technology, is the development of economic cooperation with those
countries, which are better equipped with human capital and new
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technology. Hence the need to develop markets and free trade, support the
inflow of foreign investment as well as scientific and technical
cooperation, including international cooperation. The best conditions for
the development of the latter are created by markets that are not limited
by tariff and administrative barriers, with state protectionist policies,
regulating the free exchange of goods, services, capital and labor. The
creation of better conditions for the development of human capital lies in
the basis of modern integration processes.

More specifically, the EU created good institutional prerequisites for
stimulating this process in underdeveloped countries. Regarding issues
related to development of human capital, it is expedient not to dwell on
only the strategic priorities of the development of human resources.
Removing the paradoxes that they carry in the EU is integrally linked with
the ways of granting state aid and regional policy, which clearly follow
from the objectives and ways to achieve them. These objectives are defined
in the laws of the Community beginning with the Treaty of Rome (1956),
the Single European Act (1986), the Treaty on the European Union and
finally up to the Reform Treaty.

However, the question arises of how an underdeveloped country can
discount benefit based on the inflow of innovative knowledge, since
relevant liberalization for the implementation of this inflow is necessary.
In practice, it leads to the outflow of the skilled labor force to developed
countries, thereby exposing the producers of human capital to spending
resources for its restoration and the high risk of its transfer abroad
without any compensation for the national economy. This paradox of the
development of human capital, which is universal and fundamental for
developing countries, is the result of the imperfection of goods markets.

Under conditions of the liberalization of the labor market, the
acceleration of convergence through the development of human capital in
isolation from the problems of the functioning of the labor market, will
cause the so-called cost effect in poor countries, but in developed
countries, it will lead to the income effect which is not burdened by
investment in education and formalized training. Resolving this paradox
is impossible, due to the state placing obstacles in the sphere of labor
force migration. This approach would mean the simultaneous creation of
barriers to practical training in an environment with a higher intellectual
capital and technical capital of work support. This would also lead to
relevant restrictive practices or even to those that in some cases, make it
impossible to diffuse new technologies and results in the R&D sphere. In
terms of the efficiency criteria of economic compensation for countries
— suppliers of human capital, they are not controversial and could be
resolved in accordance with the logic of markets functioning through the
introduction of standard procedures and those that required all countries
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to acquire such resource, the way quotas are bought in accordance with
the law on the emmission of pollutants or licenses.

It should be also emphasized that in practice there are usually various
barriers to the free flow of capital from rich to poor countries, which
bears a high investment risk. They are:

» macroeconomic and political instability;

* a poorly developed infrastructure;

+ an undeveloped educational system;

» excessive fiscal policy;

» widespread corruption, failure to comply with laws, non-implementation
of agreements, weak protection of property rights;

» ethnic conflict against social inequalities.

The above-mentioned phenomena steer the effort of business entities
towards the capture of resources, gaining excess profits, which are not
derived from economic activity, and an increase in the general level of
knowledge.

The involvement of business entities in the creation of innovation
requires the functioning of institutions that: promote technological
innovation, accumulate knowledge, protect property rights, guarantee the
gaining of profit from innovations for inventors thus provide support of
the growth of technologies. Government policy should be directed
towards the support of high-level of scientific research activities through
private and public institutions.

Another universal paradox of human capital was identified by
G. Becker. In his opinion, in addition to the level of education, other
indicators of human capital are important for economic growth in society,
particularly: improving the level of health, increased life expectancy, the
reduction of infant mortality and increased benefits for children. Their
most important determinant is the birth rate, which is also evidence of the
size of the population. G. Becker draws attention to the exogenous nature
of this process. He notes that parents make a choice between the number
of children and their future level of education (Becker et al., 1990 : 145-
149). The correlation between these variables influences the fact that in
poor countries, the Malthus model of poverty remains relevant, because
poor countries respond to economic growth by increasing the number of
children in families. As a result, countries with high inequality and a high
birth rate are characterized by low economic growth, because the high
birth rate reduces the value of human capital (education expenses) (de la
Croix, Doepke, 2003). Thus, we can expect that an increase in the
population of children from the poorest strata will give rise to inequalities
resulting from the distribution of human capital that in future will bring
slower economic growth and not only prevent convergence, but could
also cause further distancing in development.
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Based on the above dependence between the birth rate, education,
social inequality and economic growth, there was a vicious circle of
poverty, which meant that high economic growth with low GDP per
capita leads to an increase in the birth rate, but a decrease in human
capital, which limits future economic growth, strengthens poverty.
Assuming that alternative funds, the number of children or the level of
social welfare, which are characteristic of a typical family model, will
also become inherent in the individuals formed under the influence of the
development of markets, a demographic crisis will be the inevitable
consequence, i.e. the product of the same mechanism referred to by
G. Becker. Its source is the gradual commercialization of all spheres of
human life.

Highly developed countries may, for a while, deal with the adverse
effects of a demographic crisis, one of which is «the pumping of brains»
as barriers to the movement of the labor force. Given the additional costs
allocated for the development of human capital and those related to
raising children, there is a paradox of the development of human capital,
consisting of making future productive effects connected to natural
growth in rich countries, although these types of costs for investment in
people are also allocated in poor and developing countries.

Since in the modern world growth is based on the human and
intellectual capital of the establishment of development distance, it is
complicated by the fact that rapid development requires a high propensity
for thrift and investing in people. However, investment in people is
always associated with social costs as expectations of increased
productivity resulting from these investments will only justify themselves
after an extended period, while productivity depends on many other
factors and conditions of the economic process. Sometimes knowledge is
only a cost, if due to certain circumstances, it does not actively participate
in the development of national productive resources (e.g. through the lack
of demand for upbringing, secondary and higher education for changes in
the economy, the mass emigration of a qualified labor force, imperfect
public infrastructure, inadequate quality of human capital to the
requirements of the economy, based on knowledge and international
competition). The effects of expensive new knowledge always dominate
for a short period, but their productivity is also possible for a long period.
Since poorer countries are characterized by low national savings, they
usually cannot use new knowledge for the acceleration of economic
growth. Meanwhile, as the experience of Japan shows, the development,
which enables rapid approximation, is connected with the extensive use
of both existing and new knowledge.

Since the labor potential of any national economy, especially its
quality, is proven by the scale of investment in people, human capital is,
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to some extent, a function of GDP per capita. Obviously, in poor
countries, the lack of national savings causes major problems in the
growth of investment in people. So, if human capital is the foundation of
sustained economic growth, its high dynamics is possible only when the
economy reaches certain critical parameters that determine the quality of
labor. This is because by increasing the productivity of resources, human
capital prevents tendencies to reduce marginal income from real capital,
and even bringing external benefits, can contribute to income growth
(Romer, 1986; Lucas, 1988).

C. Azariadis and A. Drazen (1990) argue that in practice, external
benefits only arise when the stock of human capital is relevant to the high
level of income per capita. Thus, the lower the GDP per capita, the lower
the possibility of investing in human capital and vice versa. Economic
policy, based on rapid increase of investment in human capital (actually
pursned in socialis countries), in the absence of liberalization could not
cause economic modernization that would meet the needs of the global
market. On the other hand, liberalization requires meeting a number of
complex conditions, and although it promotes technological progress, it
also causes the outflow of human capital because of the migration of the
skilled labor force to countries with a higher level of economic
development.

1.8.3. Problems of Measuring Human Capital

A particular problem connected to the study of the role of human capital
and social development of the individual, the differentiation of welfare and
quality of life on microeconomic, local, national and supranational levels
lies in the difficulty of its measurement. The influence of human capital on
the above categories — though it raises no doubts — is quite difficult to
measure. The measurement of this category is complicated not only by the
heterogeneity of the subject areas of investment in a person and its
multidimensional interdisciplinary character. Human capital consists of
many elements, such as: general and specialized skills, accumulated
knowledge as a result of experience and professional practice, as well as the
psychological and physical characteristics of individuals (health and
vitality). Against the background of its complicated structure, there is a
problem of the relevant systematization of personal characteristics in the
framework of this economic category (Wozniak, Jabtonski, 2006).
Proposed by a new theory of economic growth, the quantitative
measurements of knowledge resources, such as: number of persons with
primary, secondary or higher education, R&D funding, health care, number
of new and recognized patents, structure of education, etc., do not take into
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account the main qualitative aspect of human capital, that is decisive and
has a much stronger effect on the chances and opportunities of individuals,
social groups and peoples of the world.

It should be emphasized that it is difficult to attribute objective
quantified values to a large group of its components [1[1(Czekaj,
Jabtonski, 2004), which suggests that they cannot be compared to
anything, and in some cases, they cannot be measured. The above
problems and the related inability to express some essential components
of human capital through market categories indicate that there is no
synthetic approach to measuring human capital.

There are also the problems of comparisons on an international scale,
associated with the lack of reliable statistics on investment in human
capital by households and the private sector, and, worse, there is no
information in this sphere over a long period of time. We propose an
original method of measuring the cost of creating human capital, which is
owned by a person from his/her birth until employment as well as
relevant productivity, which states that these funds could be the subject of
national accounts.

Whether productivity growth accordingly impacts the growth of
remuneration arising from investment of human capital in labor
productivity is also controversial. The lack of this mutual combination
observed in many countries proves the incapacity of market mechanisms
in the formation of effective relationships such as: investment in human
capital — economic growth — fair social inequality.

1.8.4. Paradoxes of the Quantitative and Structural Adaptation
of Human Capital in a Post-Socialist Economy

Universal and equal access to primary and secondary schools in the
modern world is not enough for the development of human capital and
the limitation of unequal opportunities for an individual. In post-socialist
countries, including Poland, even education at an academic level is no
guarantee of effective employment. It is limited by the need to restructure
products concentrated in declining industries. After a centrally-planned
economy we inherited:

* old products, not adapted to the requirements of open markets;

+ formal education system, not connected with the requirements of a
market economy;

* impaired production apparatus based on a physically and morally
outdated technology;

* hypertrophied employment method connected with policy of full
employment pursued in the centralized planned economy.
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These factors were the source of transformation regress and the
rapidly growing high level of unemployment. In countries where it was
decided to accelerate the development of a market economy,
transformation regress was significantly shorter, but was usually replaced
by fast growing unemployment. However, in countries where the
development of a market economy occurred gradually, including in
Ukraine, transformation regress was continuous, although unemployment
remains largely hidden behind the doors of employment institutions. In
both cases, the development of a market economy had to cause the
temporary loss of human capital connected with unemployment and the
emigration of workers, or the non-adjustment of its quality to the
requirements of open markets. This price of transformation on the part of
human capital was however, inevitable. Without the development of a
market economy, the necessary qualitative changes of human capital
could not take place. According to D. North (1990) (actually it is his
subjective view of the world), a competitive system is created subject to
the effective use of human capital and the effective planning of its
development. Proof of this is the success of economic systems based on
the competitive system, the fall of the Soviet Union and great progress in
education. However, do not give up to the illusion that in countries that
struggle with the consequences of economic growth and decided to
transform the centrally-planned economy to a market system, the
conditions favorable to the adjustment of human capital and investment in
it according to the requirements of open markets, arise by themselves.

One of the main paradoxes of the development of human capital in
post-socialist countries, is the excessive quantitative development of the
resources of people with secondary and higher education with the
simultaneous non-adjustment of the structure and quality of these
resources to the needs of the market and public sectors. These paradoxes
result in the depreciation of human capital as compared with the excess of
a skilled labor force and the emergence of a new space for inequalities
caused by the unemployment of educated people, which leads to
frustration. The excessive quantitative development of human capital also
means extra costs for economic development, difficulties in ensuring the
harmonious development of those sectors of the economy, that are based
on knowledge and traditional sectors and problems in adapting
institutions to the requirements of global capitalism.

At the beginning of the process of the development of a market
economy, all post-Soviet countries were characterized by significantly
higher rates of energy, material, labor and property consumption than
highly developed capitalist countries. Experts estimated that in Poland,
the productivity of GDP was almost three times lower than its average in
the EU. Reducing differences in this field required not only access to
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modern technology, but also meant the need for the radical improvement
of the qualifications of professional personnel in the business sector and
public administration. This is evidenced by the fact that doubtlessly the
level of use of modern technology, management methods and innovation
is influenced by relevant resources, structure and quality of human and
social capital.

In the early period of transformation, it was believed that reforms in
the field of education can be delayed, because the problems of education
were, so to say, resolved satisfactorily under socialism. Unfortunately, the
realities were different. The inherited system of education management
did not meet the criteria of efficiency; there were no equal chances for all,
except for some formal measures, that would ensure such equality.
Education was aimed at highly specialized, ideological knowledge, it
blocked independent thinking and the reflexive modernization of social
capital focused on innovative positions. The product of this was human
capital that could not serve entrepreneurship and the strengthening of
economic efficiency.

The transition to a market economy, that began in 1989 and
democratization created a solid foundation for the implementation of civil
initiatives in higher education. In the 1990s, higher educational
establishments began to conduct independent management, though with
significantly reduced subsidies, as the transformation crisis took effect.
They also lost the support of industry. Consequently, in 1998 there was a
more than threefold drop in real subsidies for daytime students, and
taking full-time students into account, the fall was fourfold.

This problem was partially resolved as a result of the commercialization
of part-time education and the rapid development of private education
establishments. In 1998, about 80 % of students paid in full for their
education”™. The significantly increased number of educational
establishments, due to the growing number of students along with
financial restraint, resulted in a sharp decline of interest in the profession
of a teacher of a higher educational establishment, who received such a
low salary, that he/she had to take up two or even three jobs, often outside
of high school. The quality of the educational process decreased
dramatically, as did the dynamics of academic papers and promotion in
an academic career. Only clear signs of the devaluation of the qualities of
the dynamically growing resources of human capital forced the
government to conduct the reform of education and higher education
since the end of 1999.

The reform of the school system in Poland is based on the
decentralization of education management. It has brought significant

*® The causes of the crisis in higher education in Poland, see: Kolodziejczyk, 1998.
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changes in the funding of public school education, the creation of new
types of schools and their reorganization, introduced new principles for
the employment and remuneration of teachers. The introduction and
establishment of educational missions is the responsibility of local
government (for gminas — public pre-school establishments, primary
schools and grammar schools, for counties — primary schools and special
grammar schools, secondary schools that are higher than grammar
schools, teen-age educational centers, for provinces — schools and
education-training establishments of regional significance) .

The so-called teacher’s card (Dz.U. of 2006, No. 97, clause 674) was
introduced in the education system, regulating the promotion of a teacher
(from a trainee — in a year — a teacher working under contract on the
basis of an examination, in the next three years — a teacher, so named on
the basis of an examination and a certified teacher).

The positive results of educational reform were as follows: the
expansion of secondary and higher education, increased educational
aspirations of society, significant improvement of the infrastructure of
urban schools (computer rooms, gyms and swimming pools, subject
workshops).

As before, the accelerated development of human capital resources in
Poland is only the criterion of resources measurable by targets. According
to this criterion it is believed that the desired level of education is so,
when in 2010 as compared to 1990 there will be a five-time increase in
the number of university students, in relation to persons of educational
age. Therefore, the index of education coverage in high school should
grow to 65 % in 2010, as compared to 50 % in 2004 and 11 % in 1990.
The reform of the education system also contributes to the
marginalization of vocational training as a result of a reduced number of
graduates from secondary schools, who get their education in vocational
schools, to 20% (from 52 % in the 2004/5 academic year). The
marginalization of vocational training will also be facilitated by the
expansion of the so-called generalist education or secondary education
without a professional bias, which should cover at least 80 % of grammar
school graduates (Strategia rozwoju szkolnictwa ..., 2003, p. 6).

The authors of the draft education, who since 1999 intended to open
the way to the transition from vocational training, specialized in the
education system, to continuous education through individualized areas of
vocational training and its reduction to several months. It remains an open
question whether firms in Poland will have access to skilled workers,
guaranteeing competitive professionalism with this four-year cycle of
vocational education, which is common everywhere in the EU and covers
from 40 % to 84 % of grammar school graduates (Kabaj, 2005 : 285).
GUS studies show that already in 2002, firms had trouble finding workers
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with basic vocational education (Kabaj, 2003 : 16). This problem became
more acute due to an improvement in the economic situation and the
liberalization of labor markets in the EU.

Joining the EU in 2004, with all urgency, raises the problem of the
inconsistency of the education system in Poland with the requirements of
open markets. Subsequent years show a growing shortage of skilled
workers trained at a basic level in many fields, particularly in
construction. There is also the problem of the emigration of technical
personnel, medical professionals and specialists from other professions.

It becomes apparent that narrow professional specialization inherited
from a centrally-planned economy was a great barrier to the active
adjustment of the labor market to rapid technological changes in an open
economy, because this adjustment is necessary under the influence of the
information and telecommunications revolution, competition, new
methods of management and changes of market conditions. However, the
adopted directions of reform in the education system ignore the realities
of the labor market in Poland and the EU experience. Politicians and
journalists often cite the success of the Irish economy as an example,
based on the knowledge and determination of development stages, but
they ignore the fact that the development itself of human and intellectual
capital was largely based on the development and improvement of
existing secondary vocational schools (Kuklifiski, 2003 : 17).

It should be remembered that the development of an economy, based
on knowledge, is an essential condition for improving the competitiveness of
Polish enterprises. One would have expected that it would be
accompanied by the extension of inequalities that are effective and
conductive for economic growth and the improvement of its productivity.
For this to happen, this process cannot be connected with the
simultaneous growth of inequalities in the form of stratification arising
from the expansion of poverty, being an outcast and marginalization due
to high unemployment as a result of the violation of appropriate
proportions for economic growth and the labor market between the
development of sectors with high and low labor intensity. It suggests the
need to observe the proportionality of structural changes in the economy,
in order to avoid negative consequences for the processes of development
due to the growth of irregularities in the form of frustration and the
strengthening of the syndrome of complete helplessness among families
living in lasting poverty and who are social outcasts.

In the economy, as in other sectors of human life, there are
proportions optimal for the social development of an individual. The
violation of these proportions leads to frustration, disappointment and the
creation of barriers for those active people, who are looking for ways to
solve their own problems. Forecasts, unaccounted for in the reform of the
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education system, regarding changes in demand on the labor markets may
lead to huge unemployment among graduates of higher education
establishments. In Poland, already in 2004, graduates of secondary and
higher schools comprised less than 10 % of employed people, while
graduates of vocational and technical schools comprised 90 % of the
workforce (Kabaj, 2005 : 272-273).

Clearly, when there is no opportunity to obtain employment that
meets the qualifications of graduates of higher schools or their execution
of similar work, when it becomes impossible to transform the acquired
knowledge into capital, a state of frustration emerges, unnecessary
personal and social losses appear, caused by expenditure on unproductive
education and consequently, the depreciation of human capital occurs.
There are also additional costs of these distortions in the form of the
encumbrance of business entities by social evidence in favor of the
unemployed and combating of unemployment.

Ignoring the realities of the labor market and the experience of
developed countries presents the achievements of the post-socialist
countries in the field of quantitative development of human and
intellectual capital in a completely different light. To restrain the growing
disproportion between supply and demand for the professions determined
by development trends and corresponding qualifications, it is necessary to
consider the experience of the most developed European countries. This
means the need to introduce a dual education system, which facilitates the
improvement of vocational training, because the following parties have
their own shares in it: the state authorities, enterprises and students. Such
a system preserves the natural mechanisms of education coordination and
labor market, the development of economic sectors based on knowledge
and traditional values, and adapts young people better for work that meets
the needs of business practice. It also enables the limitation of the risk of
frustration due to the depreciation of human capital and the risk of excess
funds.

Increased heterogeneity and accessibility of education and ways to
implement them may be a countermeasure to this destructive effect for
the development of human and intellectual capital. According to the
recommendations of the World Bank, the basis of education and training
system adapted to requirements arising from the expansion of a
knowledge-based economy is the heterogeneity of educational models
and the introduction of the complex of result-oriented elastic standards.
These models should guarantee public or private education, formal or
informal, in higher educational establishments or in the workplace,
remote, synchronous or according to a personally selected schedule. They
will also provide opportunities for students to apply and implement
educational needs at certain stages of life (Kuklinski, 2003 : 22).
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1.8.5. Specific Paradoxes of Quality Adaptations
of Human Capital in Post-Socialist Countries

Another significant problem of imposed rapid development of education
at secondary and higher levels comprises the relevant consequences for
the quality of academic and lyceum education. The differences between
the individual schools are huge. Access to the best schools is mainly due
to the high material wealth of parents. Similar differences are observed on
the level of higher education. These differences cause significant
differentiation in the views of young people when choosing a professional
education.

An analysis of the academic process shows that students who come
from poor and rural families, often get a poorer education even in primary
and secondary schools. Since they are less prepared for effective higher
education, often they do not get it at all or study in such academic centers,
which have worse competitive position in the education market. The
lower qualification of this group of graduates, in turn, complicates their
access to the most attractive job offers and is the cause of unemployment,
so the graduates are forced to remain on their social level with less
resources of human capital, which does not keep pace with the changes
caused by the information and telecommunications revolution,
globalization and is slowed down in the development of civilization.

Other problems regarding the use of human capital resources are
connected with the impact of education on remuneration. Some scholars
state that the education obtained at home is much more important.
Accordingly, it raises the question of methods and criteria for the
allocation of resources for training and education. The calculation of
economic efficiency proves that education funding should be
differentiated according to the abilities detected in students, especially in
the domain of exact and technical sciences. Instead, social justice requires
subsidizing the weakest students to improve their future position on the
labor market to avoid deep social inequalities.

Measures that help to increase the optimal level of secondary and
higher schools include increasing the share of young people, who have
problems with obtaining secondary and general education or professional
and technical knowledge, and the enhancement of practical skills of the
young people obtaining a secondary and general education. These
phenomena are increasingly observed in the system of formal education.
It is also pointed out by the companies employing the graduates. The
reasons for this are undoubtedly complex. However, one of the most
significant sources of lower standards of education at the highest level is
a growing proportion of young people, who are not prepared to obtain a
secondary and general education.
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The transition to a market economy will not in itself resolve the
problems of the paradoxes of the qualitative development of human
capital. This transition only shows that knowledge is capital, because the
education system is capable of providing specific knowledge according to
market criteria. The question can be asked: does the transition to a market
economy lead to viable human capital in favor of integrated development
in all dimensions of human existence? We know that investment in
human capital under the laws of market economy undoubtedly means a
real threat to the dedication of social problems on the altar of the
economy (Toutaine, 1998). However, ignoring market signals also
threatens investment in knowledge, which in practice may be
incompetent.

Along with the development of competition and the spread of the
axiology of the market in post-socialist countries, the trend towards the
decline of solidarity and social responsibility for human capital are
intensified. Shock transition to a market economy caused frustration and
unreasonable expectations, based on self-responsibility and excitement
for own well-being, loss of the sense of economic security, the
appearance of deep social inequalities that are felt everywhere, spread of
moral relativism, lack of ready uniform and related decisions. All of this
became the reason that the main players in the arena of public life are
unable to come to terms regarding the key issues, not only those relating
to the functioning of spheres connected with the development of human
capital (education, healthcare, family policy). This complicates state
support of human capital development and the saturation of the process of
its creation by the elements of trust. It makes a negative impact on the
results of formal education and the efficient use of knowledge resources
in the process of cooperation.

Investing in human capital is a huge problem for the poorest families.
According to the data of the Central Statistical Office (GUS) of Poland, in
2004, 19.2 % of households were below the poverty line, giving them the
right to state social aid. 58.6 % of households were below the statutory
social minimum, and below the existence minimum — 12 %, i.e. 4.5
million of people (Dryl, 2005). It should be added that these poorest
families are usually large. At the same time, the pressure of public debt
inherited from the centrally-planned economy and chronic budget deficits
have become the causes of the deterioration of the financial conditions of
formal education and training, and in this regard, there was a chronic
underinvestment of education of citizens. A UNESCO survey indicates
that already at 4 % of GDP expenditure on education the so-called
«threshold of death of education» is observed. In 1997 in Poland,
expenditure on education amounted only to 3.5 % of GDP (Lewowicki,
1999 : 47). The huge educational boom in high school was the result of
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the development of private schools operated on a commercial basis, but it
had adverse effect on the quality of education.

Apparently, many other post-socialist countries face similar problems.
The collision of this state of human capital with the information and
telecommunications revolution, liberalization and related processes of
setting standards proposed by global capitalism, caused the destruction of
education models, the devaluation of the traditional ideals of education
and the foundations of social life. Knowledge and skills formed for the
needs of the economy of an authoritarian bureaucratic state, were not
adapted to the conditions of radical transition to capitalism, the political
market and the technological requirements of the information and
telecommunications revolution. This world is a fertile ground for the
development and strengthening of distortions.

The threat of budget deficit balancing on the threshold of 5 % of GDP
specified by the Maastricht convergence criteria, which existed at the
beginning of market reforms, made the radical change of material
resources in the sectors responsible for development of human capital
(education, higher education, healthcare, the field of interdisciplinary
studies and R&D) impossible. At the same time, extremely modest public
financial resources were distributed according to directions, most of them
were usually allocated for the revitalization of own research and statutory
activities, but this distribution was largely made using primitive methods.
Thus organized process of research did not give grounds for establishing
the professional diagnoses, necessary for intellectual, technically adapted
to the requirements of the economy, based on knowledge and
modernization.

1.8.6. What are the Results
of the European Human Capital Development Program?

In a liberal system, the decentralization of responsibility for
educational decisions and shifting responsibility for the development of
human capital from the state to local authorities is impracticable. The
state must find appropriate means for indirect influence on the subjects of
the education system, that are responsible for resources, structure and the
quality of human capital.

If we assume that the strategies of enterprises are based on such
human capital that increases the efficiency of labor, a reasonable
employer will count on the qualifications of employees, who will meet
the chosen company strategy. He will support the policy that ensures a
return of investments in employee training. It will result in a better
adaptation of the structure of human capital to supply and demand.
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We should also emphasize the positive role of the institution of
competition on the education market between the private and public
sectors, to the same extent in the provision of educational services and
funding, e.g. by so-called school coupons. The need for this competition
is substantiated by the fact that education is not a purely public good, but
some economists point to conditions that promote effective competition,
but do not work in education (the asymmetry of information that is of no
good to the undereducated and poor families, institutional barriers in the
case of the free transfer of students to other schools, the significant
influence of indices of low trust, lack of altruism in a liberalized
institutional order). Hence the need emerges for the establishment of
centralized standards in the quality of education.

The introduction of coupons as a tuition fee would mean, as pointed
out by opponents of the liberalization of the educational sector, the
growth of income inequalities and pumping of resources from public
schools. In turn, the introduction of regulatory factors should prevent
differentiation in the quality of educational services; it would also mean
increased costs of transaction measures against discrimination and for
compliance with rules.

To increase efficiency, subsidies in the public sector of education, the
following is proposed: to transfer school management functions to
specialized companies or individual managers, to establish public schools, to
reward teachers according to their actual educational achievements. These
initiatives improving the quality and structure of human capital are closely
connected with the possibility of working out and introducing exact
evaluation criteria by accurate measuring methods of the results of education.

In response to the new challenges of globalization, the development of
information and communication technologies, the states-parties to Lisbon
Strategy 2000 adopted a joint resolution on the implementation of a
strategic objective, which was to create the most competitive and
dynamic knowledge economy based on instruments that are able to
balance economic growth and the economy with more decent jobs and an
economy that is more socially homogeneous (Biata ksiega ..., 2004). In
2010, this strategy ensured the implementation of the above objective
through priorities, more or less closely connected with the development
of human capital, namely:

e the creation of an information society;

e investment in human capital due to increased expenditure on R&D
to 3 % of GDP in 2010;

e formation of a European research and innovation area for the
coordination, updating and dissemination of research results between EU
Member States, and the prevention of the duplication of expenditure for
the similar research projects as well as counteraction to the «brain drainy;
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e stimulation of entrepreneurship and the creation of conditions for
the development of innovative companies, particularly with regard to
small and medium enterprises;

e the development of an active employment policy to achieve a 70 %
level of employment;

e increasing the mobility of employees through the open European
labor market;

e increasing expenditure for education as a result of the systematic
increase of revenues from private sources;

e increase of the proportion of young people, who finish their
education at the age of 22 or older, up to 85 %;

e increase in the proportion of adults participating in further
education to 12.5 %.

However, tasks in the field of the development of human capital that
were put before EU states and defined in the Lisbon Strategy at the time
of its revision in 2004 were only half implemented at best (Szomburg,
2004). Coordination aimed at social activation and reforms in all key
sectors, was not applicable in EU countries. However, a new approach to
education as an important key element, long-term and balanced economic
growth, competitiveness, combating social marginalization and the
elimination of regional disparities seems to be a question for the future,
impossible for implementation in 2010.

This is also illustrated by the following facts relating to the entire EU
space: the share of public expenditure in GDP for education change little,
the share of R&D is about 2 % of GDP, the share of people with higher
education in the population of a productive age barely reaches 21 %, the
international mobility for all professions is estimated at 1.2 %, and in the
academic environment this figure does not exceed 2 %.

New views on the development of human capital are presented in the
revised Lisbon Strategy of 2004. The following practical steps were
planned in the field of human capital development:

* establishment of the European Research Council, an institution that
coordinates the activities of EU Member States in conducting major
research, co-funded by the EU;

+» making a decision on the future of the European patent;

* pursuing a policy to attract researchers from outside the EU;

» work on the national strategies of continuous education;

* progress in reforming the labor market.

The education system is of particular importance for the transition to a
globalized information society. The main purpose of modern education is
the education of communicative, well-informed citizens, who learn and
create in ever — growing public access to information and
communication technology. Thus, the priority for Poland is the expansion
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of teleinformation services and skills in the use of teleinformation and
obtaining information.

Increased Internet access, particularly broadband, and the creation of
systemic incentives for investment in ICT is planned. Actions aimed at
development are of particular importance for potential economic growth
and the creation of new services: electronic business (e-business),
electronic administration (e-government), distance learning (e-learning)
and electronic health services (e-health).

The science sector in Poland requires a consistent increase of costs
that will improve its competitiveness. On the one hand, it is necessary
to develop a research base and scientific personnel, and on the other
— manage existing resources for research in priority development
areas of the country. It is also necessary to increase the role of
research in the field of economic development, including through
increased cooperation with entrepreneurs, business-related institutions,
individual scientists, as well as through participation in the initiatives
of European research area.

The key requirement is the more extensive use of the results of the
R&D sphere by business entities, since this is what will ensure an
increase in the transfer of modern technology, production and
organizational developments. Regions, where individual scientists reside,
who are capable of generating new knowledge and technologies and an
economic basis for the commercial use of such knowledge, have the
greatest potential. Foundations are laid for the creation of clear
cooperation mechanisms with scientific-research representative offices
and subjects of social and economic life. To improve the technological
level of the economy, incubators and technological parks will be
developed, as well as centers for advanced technologies in large research
centers (Strategia rozwoju kraju ..., 2006 : 28-30).

Financial, infrastructural and material guarantees of the process for
investing in human capital in post-socialist countries differs from the EU
in all respects by a significant difference in development, and still more
from the USA, which is the world leader in knowledge-based economic
development. In view of such a state of the educational base in the post-
socialist countries, significant quantitative progress in the field of the
development of education cannot be fully capable of providing relevant
functional knowledge, since this human capital is not used in full. For
decades, the development of human resources in the field of relevant
functional knowledge was held back, which led to a situation, whereby
post-socialist countries are now in a situation of the simultaneous
implementation of three modernization strategies in this field:
evolutionary, technocratic and reflexive (Beck, Giddens, Lash, 1994).
Without the first of them, which is based on spreading faith in science,
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technical progress, overall education, scientific and professional
specialization, it is impossible to remedy the situation in rural areas and in
marginalized environments. Technocratic modernization should be
accelerated, which lies in the application of exact sciences, the
replacement of routine work by computer systems, the introduction of a
scientific model of labor productivity in all sectors, including non-
economic, the development of media and communication. However, this
requires qualitative changes in the education process, because they are the
ones that must ensure the compliance of formal education at all levels
with the systems of specific knowledge in households, small and
medium-sized firms and in the self-government and government sectors.
There is also the problem of insufficient personnel training in conducting
modernization. This situation should be corrected by taking on board the
experience of countries with developed market economies. EU
membership requires the setting of educational standards, consistent with
the recommendations of the Lisbon Strategy in matters relating to human
capital development. The implementation of these standards will be
extremely difficult, if not impossible, if the state does not cease to treat
education and science mainly as a field of costs to be got rid of via a
systematic increase in the share of resources for such purposes from the
private sector.

Continuous advanced training during continuous learning is also a big
problem, but effective fiscal stimuli should be introduced here. For
example, in Poland on the eve of its accession to the EU, only a small
percentage of employees (14.5 %) underwent retraining. These were
mostly young people with a higher education (Sztanderska, 2004 : 201).
Joining the EU and the rapid inflow of foreign capital to Poland caused
growing interest in continuous learning.

However, for economic development to be able to serve
harmonization in the development of all spheres of human life, the new
reflexive modernization of human capital is required. Its introduction
requires a new type of organization as a form of the universalization of
education, a new type of person capable of critical and creative thinking,
ready not only to compete, but also to cooperate. This is impossible
without public awareness of the need to adapt the development of human
capital to the requirements of a knowledge-based economy and the
development of an information society. The existence of markets and a
democratic political system is essential, but not sufficient for the effective
use of human capital to achieve the multi-dimensional development of
society and the individual. Along with the spread of specific knowledge,
it is necessary to take efforts to develop the system of values, connected
not only with competitive order, but also with a just state, which respects
the dignity of the individual and is able to combine economic efficiency
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with fair social inequalities. Examples of the development proposed in the
framework of EU legislation and the revised Lisbon Strategy, were
focused on the reflexive modernization. However, the question arises
about the instruments for their implementation, which will allow to
avoide the coutry-specific paradoxes of human capital development. To
date, there is no comprehensive diagnosis of the structure and quality of
human and social capital, without which it is impossible to count on
effective instruments for reaching an objective in this sphere. EU Member
States can jointly finance these developments according to structural
programs focused on the development of human capital. Poland has a
quota that exceeds EUR 8.1 bln for the development of human capital in
2007-2013.

The fundamental importance of human capital as an indicator of
economic growth, the expansion of the possibility of choice and
individual development, innovation, growth of the productivity and
competitiveness of enterprises, development of the knowledge-based
economy, restriction of social and economic inequalities show that its
development cannot be confined to market mechanisms. The state
can support development of some components of this capital*’ with
the aid of:

1) investments, that will increase the quality of human abilities related
to education, upbringing, health care, migration, access to information on
the status of companies and professional perspectives in research
(improvement of the quality of human capital and the prevention of its
devaluation);

2) aid during investment in information and telecommunications
technologies (for the creation of relational capital);

3) institutional reforms that will facilitate the increased productivity of
labor and social capital;

4) funding of research and education programs to create innovation
capital;

5) the establishment and support of cooperation programs that will
replenish relational capital.

The establishment of an effective development strategy for human and
intellectual capital, which tends to rapidly reduce the difference in
development distance, requires the definition of issues on raising money,
sources for the devaluation of its huge accumulated potential, especially
in the last fifteen years, and the identification of problems resulting from
paradoxes of its development.

* This means human capital and organizational capital consisting of the capital of
intellectual property, infrastructure, procedural, innovative, as well as social and relational
capital. See: Bal-Wozniak, 2005, p. 15—18.



CHAPTER 1. Theoretical and empirical bases of convergence... 179

There are two ways in which the development of human and
intellectual capital is being carried out in Poland:

» through conscious improvement by planning the system of education,
upbringing, healthcare, recreation and aid in the development of culture;

* through the approval of independent decisions by the participants of
social and economic processes under the influence of external factors
arising from the market and the social environment, in which these
individuals reside.

Both these ways are influenced by traditional actions that are specific
for Polish society, aimed at the achievement of an objective, regardless of
the invested funds.

This type of action is contrary to the requirements of a capitalist
economy, particularly its modern form — global capitalism. Its product is
the ruthless removal of all forms of the protection of national markets and
the expansion of local markets open to asymmetric competition of
multinational corporations. The process of transition to a market economy
that had lasted almost the life of one generation, brought a sharp increase
in resources of graduates of higher schools. However, this process did not
take place simultaneously with the transformation of criteria related to
quality and the structure of human and intellectual capital. The
membership of Poland in the EU opens a new stage in the development of
human capital, connected with the transformation of its quality and
structure.

In order to realize the creative possibilities of human capital, the
knowledge, skills and motivation invested in a person should be included
in the economic process, similar to other types of capital. If this does not
happen, this type of investment in a person will perform only an
expenditure function in the manufacturing process. Only education and
upbringing, which increase the productive capabilities of the individual
become human capital. Instead, knowledge and skills that increase the
possibility of collective action are transformed into intellectual capital.
For the full use of the productive capabilities of human and intellectual
capital it is necessary to unite them with social capital or the specific
kinds of knowledge and skills that will generate trust, ability to co-
operation and collaboration.

Human capital cannot be regarded merely as an instrument of
economic growth or development. Investing in people would lead to
objectification of the subject of a business process. The development of
human capital should be recognized as a permanent part of individual
and social objectives that occurs directly through the extension of
individual choice, and indirectly, through the extension of the selection
of those, who as a result will benefit from this more reasonable impact
of individuals on institutional and social change, or by uniting human
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capital with social capital and its oversaturation. Only such an approach
towards human capital can fully describe its implications for
convergence with regard to economic growth and the development of
all spheres of human life.

Thus, the understandable functions of human capital generate
problems in education, upbringing, healthcare and other manifestations of
social and individual life. This means that its functions should be
involved in developing skills for action in people, the extension of
possibilities to act so that people can live according to their own values.
The implementation of the functions of education, upbringing and
healthcare cannot divert attention from the unfeasible conservation of
values, which in European civilization is connected with responsibility
for own well-being, moral identification, with the axiological problems of
education (including the economic one), and through its mediation, with
the social responsibility of business, state and self-governing institutions
for the development of human capital.



CHAPTER 2
THE EVOLUTION
OF POLAND’S ECONOMIC MODEL

2.1. The goal and means for a transformation of the economic system

2.1.1. Substance and elements of the transformation
of an economic system

The transformation of an economic system encompasses all changes in
the regulation of the national economy, coupled with the transition to a
new economic system. Recent examples of such transformations are the
changes taking place in Central and Eastern Europe, having shifted from
state-run to market economies.

The transition to market economies in these countries should have
been preceded by deregulation resulting in the liquidation of regulatory
and enforcement institutions that dictate the volume, structure, and
technology of production and its distribution. To this end, industry-
oriented ministries and their distribution functions, the central
macroeconomic planning institution, centralized and sector-based ties of
economic organizations should be eliminated. They should instead be
commercialized, privatized, and deregulated, leading to a restructuring of
products and production administration in-line with open market
requirements; those unable to adjust are doomed to liquidation or
bankruptcy. These changes free the space needed to develop horizontal
ties and to establish the relevant institutions for a market economy. The
legal framework adjusts itself to the market economy, new ministries
emerge, and new laws are passed that shape the «constitutional» features
of a market economy. As a result, capital markets, labor markets, a state
treasury, and funds are able to emerge and local bodies of public
economic administration become self-sustainable.

The state’s role in a transition to a market economy cannot be limited
solely to deregulation. Being satisfied with deregulation means delaying
the period of efficient markets formation due to the inertia of economic
agents and state-owned monopolies’ control over the market. To
minimize public spending earmarked for the transformation, the state
must undertake actions that would facilitate and ease the development of
efficient markets. These actions must be comprehensive. The
comprehensive nature of the changes requires the implementation of
initiatives like stabilization, limited macroeconomic control over the
economy, pricing and market reforms, institutional reforms (including
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central bodies of economic administration, the reorganization and
privatization of enterprises, de-monopolization, public sector and welfare
reform, a reorganization of the tax system, a return to true local self-
administration) and a reform of financial markets (Fischer, Gelb, 1991).
The main substance of transformational processes initiated and managed
by the state in all previously mentioned areas comes to deregulation,
deflation, de-monopolization, privatization and microeconomic
restructuring of an economy’s production potential. All of the above
mentioned tasks are implemented on the basis of the reorganized system
of economic institutions.

The transition from a state-run economy to a market economy began
in Poland after the agreements reached during the «round table» and the
subsequent partially democratic elections in June 1989. Poland’s re-
attained ability to set its own economic system also helped accelerate the
political disintegration process in other European socialist countries from
the autumn of 1989 onwards. However, the very transformation of the
economic systems in these countries, except for the territories of the
former GDR, Hungary, and Poland, lagged to some extent.

A transformation based in a transition to a market economy is a
process substantively different from economic reform. Economic reform
is related to the change of modes of a given economic system. Unlike a
transformation, economic reform does not change the logic of the
economic system. It is limited only to changing the method and/or area of
self-regulation and administration. In the case of a state-run system,
changes in regulatory processes led to an expansion of the scope of
economic instruments imposed by the state, namely: prices, interest rates,
exchange rates, and taxes. Regulation is also exercised through
administrative control via orders, bans, limits, and concessions or vice
versa. However, in the case of dual systems formed around the market
with centralized strategic coordination, reform is the process of increasing
or decreasing the scope of state intervention in the economy.

The transformation of an economic system is connected with the
death, elimination or decay of existing institutional structures and the
emergence of new ones. Society and certain economic agents should
benefit in various ways. Nevertheless, the final result is the improved
efficiency in managing production resources. The entire transformation of
an economic system should be organized to optimize the balance of costs
and gains. The search for a path of minimal costs and/or maximum gains
requires answers to many questions. Below we outline the most important
of them.

1. Which one of the existing or theoretical examples of market
economy should be the target of the transformation?
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2. What are the possible ways for a transition to the selected model?

3. Which of the possible ways of transition to the desired market
model would require fewer sacrifices while guaranteeing a realization of
the goals of the transformation?

4. Which package of initiatives should be triggered and implemented
by the state, in what sequence should these initiatives be implemented,
and what pace is needed for their implementation to overcome the
inertia of the old system and minimize the costs and risks of such
initiatives?

2.1.2. The goals of an economic system transformation

A transformation based on a transition to a market economy is aimed at
establishing a stable and clear coordinating mechanism designed to
ensure macroeconomic stabilization, microeconomic efficiency, and
economic restructuring and growth that would meet the needs of a given
country’s society. A review of the readiness and weaknesses of certain
economic systems shows that the desired solution is the proven free-
market capitalist economic model.

One should not pay attention to the proposed so-called «third way»,
meaning a market dominated by non-private ownership and elements of
egalitarianism in the sphere of distribution. The shortcomings of this
concept have been proven not just by economic research, but also seen in
the experiences of certain systemic reforms in Central and Eastern
Europe. Serious theoretical arguments against these concepts are set
forward pointing out the inability of efficient markets functioning, mostly
for capital and labor markets. (Dabrowski, 1986: 109—115). Although
the Chinese experience disproves this thesis, we must say that at the time
of reforms in the 1970s China was a country with a social capital of a
different cultural set (Kowalik, 2006), with an incomparably lower level
of economic development than European socialist countries. The
historical experience of free-market capitalist economies demonstrates
that depending on cultural specifics, political traditions, the level of the
civilization’s development, and the external economic environment, there
are functioning market models that differ in the degree of state
intervention, the role of the public sector, the scope of guardianship and
the state’s social functions, as well as the level of commercialization in
the public sector.

Practice and historical experience have created market economies
with minimal government regulatory functions (e.g., the USA) and very
powerful regulatory functions (India and certain «developing countricsy).
According to dominant trends in the modern economy, starting from the
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‘90s economies have clearly tended towards deregulation and decreasing
influence of the state on relevant spheres of economic intervention.
However, as before, there are capitalist countries in which the non-private
sector holds a significant though not dominant share (Israel, Finland,
Austria, Latin American countries) and in which the public sector’s share
is limited or insignificant (the USA, the UK, most developed capitalist
countries). Finally, there are also market economies with insignificant
guardian functions of the state in the social sphere, like South Korea and
other nations in Southeast Asia. There are also market economies that
have succeeded in implementing or are implementing the concepts of
social market economy with well-developed guardian functions of the
state (Norway, Israel), and countries belonging to various European
communities where centralized strategic coordination is used within the
market economy to achieve social and economic unity.

The choice of a specific type of capitalism is influenced by
theoretical polemics, as well as by the social and economic realities of a
given country. Problems that emerge during the transition to a market
economy can affect the modification in the area of economic
intervention and the state’s guardianship functions, irrespective of the
idea and theoretical disputes on the matter. In Poland, the first non-
communist government suggested a liberal capitalist state model, whose
features are as follows:

e The prevalence of various types of private businesses;

e The existence of competition;

e External economic openness;

e A strong convertible domestic currency;

e The state does not influence businesses through bureaucratic
regulation, yet ensures a stable framework for their activities. At the same
time, the state is resistant to pressure by various interest groups and trade
unions (Balcerowicz, 1992: 139).

According to the authors, the targeted economic model perceived in
this manner should have been realized through:

¢ A rapid introduction of complete market mechanisms;

¢ A dramatic reduction of the state’s role in the economy;

¢ The privatization within several years of most state-owned
enterprises;

¢ The commercialization of public services;

¢ The introduction of free external trade and a rapid integration for
Poland into the European Economic Community (EEC).

The aspirations of the architects of the transition to a market economy
and integration with the then EEC architects resulted in a search for
examples of economic law and order among the members of this group.
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2.1.3. Mistakes made during the transition to a market economy

Empirical evidence shows that cognitive, informational, and axiological
limitations play a significant role in the implementation of large-scale
reforms. Knowledge of the consequences that are foreseen by the theory
of regulatory mechanisms in the economy can never be exhaustive given
the significant complications, changes of factors in time, and the probable
emergence of new social phenomena. The transformation of an economic
system usually includes a high variability of the main reasons for real
processes and their relationships. Meanwhile, the probability and
correctness of forecasts is conditional at least on the relative stability of
proportions and the factors determining them.

Erroneous forecasts related to a transition to a market economy also
emerged due to the inadequacy of theoretical market models in respect of
specific social, political, and economic factors in post-socialist economies
and a given country. In Poland’s case, an additional problem arose: there
were no prior examples of the selection of a transformation model. However,
there were already examples of certain transformational initiatives that
argued for price deregulation, the elimination of regulatory activities and
distribution, the avoidance of deficit or inflation, the liberalization of foreign
commercial policy in financial markets, or even privatization, at least in the
postwar experiences of some countries. However, those experiences were
generally on a much smaller scale and in a different historical context, i.e. in
an already existing market environment and with far lower levels of control.

The experience in implementing some elements of the transformational
process provided incomplete knowledge about the ways and consequences
of implementing certain reforms in a market environment. At the same
time, the consequences of recently introduced market mechanisms could
be at most a matter for deduction and largely a departure from fact. This
kind of forecasting drama implied that various simulations based on
quantitative analytical methods limited one to a world of competing
hypotheses, each of which could mistakenly have been taken seriously.

Even if an economic theory provided unambiguous arguments in favor of
the ways to realize a permissible area of state economic intervention and its
social functions in society, one should still bear in mind that scientific
argumentation cannot be a sufficient prerequisite for the behavior of all
economic agents that operate mostly with idiosyncratic knowledge and social
capital that do not meet competitive environment requirements.

If one looks at market mechanisms in terms of their conditionality
during a post-socialist economic transformation, it should be noted that
the market in reality is actually the sum of possibilities for increasing
individual and collective benefits, which differs from a centralized state-
run economy with a paternalistic state and the sum of subjects with
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various inclinations as to the use of market opportunities. In this context,
we can easily see a qualitatively different structure of market
opportunities in peripheral capitalist countries, or in the conditions of the
newly established market as compared with regions being the business
centers with many years of experience in using such opportunities.

In 1989, Polish society functioned in the framework of an embryonic
development of market institutions, a significant and increasing de-
capitalization of national property, large foreign debt, a destroyed belief
in joy from labor, and populist sentiment in society and regarding the
budget, overburdened with deficit. In these conditions, it was impossible
to count on mass market profit-making opportunities and the ability of
economic agents to realize existing opportunities. These and other
circumstances became the reasons for motivational dilemmas that
complicated and even made rational choice, as well as business success in
rapidly developing entrepreneurship, impossible among business entities.

Nevertheless, the previously mentioned limitations could not be the
reason for the cessation of the implementation of the program on the
establishment of efficient markets. Save for temporary sacrifices, the
market economic order is the only tested way of ensuring consistent
growth in efficient resource use. However, a side effect of the new
competition and liberalization may be the growth of disproportions in
distribution. From this perspective, some economists believe that the state
must take upon itself the most important social functions: from creating
the conditions for equal opportunities for all citizens to the
implementation of social justice, using methods that will not affect
efficient market mechanisms. According to these critics, in terms of other
mistakes that could emerge during the transition to a market economy, a
state’s intervention policy should be aimed, first and foremost, at
achieving market balance, stabilizing prices, reducing disproportions in
regional development, fighting unemployment, supporting the
development of strategic industries (farming, power production),
promoting exports, and other actions to ensure stable economic
development. In that way, the advocates of acceptable state intervention
referred to the widespread idea of a social market economy (SME).

Although the SME idea was put forth in a speech by T. Mazowiecki,
the prime minister of the first non-communist government, and
subsequently included into the new Constitution of Poland (1997)", the
start to the reforms followed a path laid out by the Washington Consensus
and its shock recommendations (Castels, 1996).

! Article 20, Constitution of Poland, confirms: «Social market economy based on
freedom of economic activities, private property and solidarity, dialogue and cooperation
among social partners, is a backbone of the economic order of Republic of Poland.»
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2.1.4. Shortcomings of a gradual transformation

A dose of reforms that contained certain elements of market transition had
already partially taken place in Poland in the 1980s. However, this
experience could not be the basis for a change of the economic system,
although it pointed out the chaos of a slow reform process. It was becoming
clear that the entire process right up to the formation of a complete market
mechanism had to be prolonged. This was a process of migration from
administrative control to administration through economic regulators and a
gradual elimination of external regulation in favor of self-regulation, even
in the environment of dominant non-private ownership and hefty subsidies
of state-owned enterprises. This gradual process of self-regulation took
place in the ‘80s alongside the functioning of the old system with inherent
contradictory internal mechanisms that had no self-regulatory capacity. The
acceleration of reforms in 1988—1989 brought to light the weaknesses of
the gradual, controlled process of market transition. The concerns on the
part of the proponents of a comprehensive economic market transition in
Poland — that the interpenetration of the inorganic elements of different
economic systems leads to a buildup of weaknesses and at the same time a
loss of the advantages of these systems — were confirmed. This occurs
because over the entire period of gradual change, succeeding administrative
instruments die off, while the gradual dismantling of control does not imply
the presence of efficient markets. It is known that the market can function
efficiently if we deal with a market filled with mechanisms, institutions,
and instruments.

Gradual changes lead to the formation of a regulatory system temporarily
deployed between a planned and a market economy, although without an
efficient plan and efficient markets. This economic state is called the system
vacuum. For the sake of explanation, it is worth noting that the elements of
the system vacuum emerged as a result of the actual transformation as well as
the shock process. The same occurred in Poland at the start of the 90s when
there was insufficient time to introduce many significant institutional
changes, while the regulatory mechanisms that had existed were not
functioning. Specifically, this had to do with the financial markets.

Even in an extreme shock scenario of transformation it is impossible
to avoid certain elements of the system vacuum due to the changes’
independent processes, the inertia of the positions of the economic
participants, and the limited competence of the bodies that control the
transformational path.

The phenomenon of the system vacuum makes it impossible to
eliminate the original reasons of crisis phenomena syndrome inherent to
administration (a growing deficit, inefficient management, growth in
consumer prices, a declining curve of economic growth and living
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standards). The inertia of economic agents’ existing behavioral patterns
also makes it impossible. The pattern of this behavior manifests itself in
the waiting game, populist demands to change self-financing regimes and
the neglect by most economic agents of their active stances in the hope
for forced concessions on the part of the government and a return to
paternalistic practices under the influence of crisis phenomena’. The
increased weakening of administrative control mechanisms, institutional
incompleteness, and certain cultural and infrastructural conditions of
efficient markets functioning results in inefficient non-market
preconditions, a lack of innovation, boundless aspirations for
monopolization, unbalanced demand, and inflation. Although a partial
lowering of the deficit is possible here, it would be replaced by inflation.
The limited regulation and increasing, but incomplete as previously,
independence will not lead to economic balance, sustainable economic
growth, and microeconomic efficiency. It is not out of the question that
the choice of gradual systemic changes would have proven a «Sisyphean
Task». A lack of effect from the current reforms would expose the entire
process to the risk of a return to the earlier tested combinations of control
and market and the contradictory functioning of both forms of regulation.

A gradual transition also requires the adoption of various alternative
regulatory solutions for the transitional period, taking into account the large
number of weaknesses of state-controlled regulators, and the incomplete
functioning on the part of market mechanisms. These hybrid solutions
complicate the behavioral logic of economic agents. The unpredictable side
effects from mixing administrative instruments, economic regulators, and
market parameters result in the need for additional actions. In turn, this
implies more time needed for the transitional period.

A telling illustration of the futility of palliative solutions is the various
versions of excess wage taxes, charges on foreign currency, and regulated
prices in Poland. These and other examples show that until the regulatory
sphere is dominated by instruments and solutions typical for control, there must
be a process for the adaptation of newly introduced instruments and institutions
that cause a decline in the competence of market parameters. Finally, the
gradual process of market transition brings to life the effect of virtual changes.

2.1.5. Reasons for choosing the shock concept of systematic change

To avoid any negative consequences from an accelerating market
transition and to reduce the waiting time for the appearance of positive
effects from the transformation, the architects of the Polish transition
recognized the need for a powerful impact at the start of the process.

? This process in more details described in: Wozniak, 1998.
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They suggested comprehensive changes of regulatory mechanisms, based
in competitive order logic. The comprehensive nature of the changes was
aimed at making a return to centralized bureaucratic coordination using
administrative regulators impossible, and to clear the way for a
simultaneous formation of all markets.

The shock therapy concept called «Big Bang» was initiated by
International Monetary Fund (IMF) experts. These methods for economic
transition were recognized as the only right way and were being
implemented in most post-socialist countries. According to the IMF
recommendations, the shock therapy experiment was initially carried out
in Poland under the scenario described in the governmental program on
stabilization and system transformation, i.e. the so-called Balcerowicz
program.

The sphere of system changes related to a shock transformation
actually depends on the development of past reforms with a centralized
bureaucratic coordination, the level of shock changes perceived by certain
elements of the transformational process, the scale of accumulated social
and economic problems originating from imperfect past economic
mechanisms, errors in economic policy, and society’s perception of
inevitable sacrifices during capital accumulation and losses as a result of
shock changes.

Poland, Hungary, Czechoslovakia, and Yugoslavia had favorable
conditions for the implementation of shock therapy. In Hungary and
Poland a rather broad sphere of horizontal connections existed due to
years of reforms. Some market institutions and even a small private sector
involved in small-scale commodity production were already functioning.
Many-year experiments on reforming centralized planning and the lack of
anticipated effects led to a decline in the attractiveness of the so-called
«third way». Poland, like Hungary and Czechoslovakia, had the prewar
traditions of the market and parliamentary democracy, as well as well-
developed relations with global markets. Therefore, once political
obstacles for a societal transformation disappeared, the intellectual elite
and politicians in these countries were ready to undertake decisive and
rapid actions to establish market economies. In practice, this primarily
meant carrying out dramatic and swift anti-inflation operations,
deregulation, and initiating a fundamental transformation of institutional
structures, which were to open the way for an accelerated development of
private entrepreneurship, the commercialization of state-owned
enterprises, and a de-monopolization. However, the privatization process
was protracted in time and has not yet been finalized.

Plans to reject a state-regulated market in favor of a social market
economy were announced in Poland on October 12, 1989, in a



190 Convergence and Divergence in Europe: Polish and Ukrainian Cases

governmental program speech by T. Mazowiecki. However, they had
been working on the governmental program on stabilization and system
changes since the formation of the first non-communist government.
Bringing the stabilization program and the government’s reforms to life
on January 1, 1990 implied that there was only one quarter to prepare the
entire package of required laws (11 drafts of the main laws that would
have changed the legal framework of the economy3) and to agree the
program with the IMF. Prior to that, though, the Sejm and the Senate had
to approve these laws and prepare the implementation of the relevant
regulations.

This record-breaking term for the adoption of the legal framework for
the functioning of a free market was the result of the politicians’ desire to
retain Poland’s leading position in the system transformation process.
Thanks to it, Poland counted on the possibility of discounting this
position with external benefits. Mainly this had to do with maintaining
the western countries’ interest in Poland as long as possible to obtain
funds to launch a planned stabilization fund, to finance a program on
zloty convertibility, and to secure other forms of assistance in order to
cushion the adverse effects of the accelerated transformation process.

External factors to the start of the transformation process aside,
deteriorating domestic conditions became important, namely: rampant
inflation, increasing economic chaos, and the related concern over
society’s ability to retract its support if the stabilization and
transformation processes were to take longer. The economic situation —
worse in Poland than in Hungary, owing firstly to the rate of inflation, the
budget deficit, and related social problems as part of the consequences of
the transformation — became a decisive factor in the acceleration of this
process.

The possibility to accelerate the transformation also emerged for the
former GDR, which, after being absorbed by Western Germany, could
have almost immediately adopted the mandatory system of economic
regulation and secured hefty financial and social assistance, as well as
staff support.

Other CEE countries, the Baltic Republics, and members of the CIS
(Commonwealth of Independent States) began forming the market from
the level of administrative control, with a significant imperfection of
market institutions, a lack of democratic traditions, and in most cases also
from the sudden collapse of existing commercial relations based on the
Council for Mutual Economic Assistance (CMEA), which was disbanded
in 1990. In this instance, they had no market traditions or the traditions

3 The parliament actually approved 10 laws. The Sejm returned the Law on Combating
Monopolistic Practices for improvement.
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had been lost. In connection with this, a rapid transformation was
complicated by ideological barriers that exist until now, populist
sentiment, and a lack of market economic awareness. In addition, in early
1991 they attempted to introduce more dramatic systemic changes in
Bulgaria. Meanwhile, in Russia after several months of attempts to
implement the shock therapy (in 1992) they developed a three-stage
program to deepen economic reform (1995—1996).

2.1.6. Shortcomings of the shock approach

Poland’s experience shows that the shock method for building a market
economy is accompanied by considerably higher costs and more serious
social problems than expected. First of all, it brings a decline in
production, growing unemployment, inefficient steps in fighting inflation,
declining living standards, and a growing resistance by society to the
reforms. Against this backdrop, the initial euphoria in terms of shock
therapy disappeared under the influence of increasingly broader public
criticism. Conflicting expert opinions began to spread. The feasibility of
the IMF recommendations was criticized. Critics often name the
following as the method’s biggest mistakes:

e The state’s extremely passive role in social policy;

e The lack of a policy of proposals, which, using the instruments of
state intervention and industrial policy, would protect the economy from
excessive regress and society from an overly rapid reduction of jobs;

e The lack of a view to restructure enterprises, whose rapid
privatization is impossible due to various circumstances;

e Deficiencies of institutional provision in the market transition,
which opened the way to power for individuals from secret services and
the nomenclature of the former communist party, and the consequent
development of wild capitalism.

While designing the program for systemic changes, including shock
institutional changes, one should bear in mind that there are two classes
of changes different in the speed of their implementation, namely: pin-
point (evolutionary) changes and periodical changes. Both classes are
formed within the guided transformational processes, but periodical
changes dominate only in autonomous transformational processes.

Discussing methods of implementing autonomous transformational
processes is pointless since they live their own lives and are outside of
state control. These processes are the result of deregulation by the so-
called open space for the initiative, inventiveness, independent decisions,
and risk-taking ability of economic agents. Their course is influenced
only by available market opportunities, their structure, an individual’s
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ability to perceive, analyze, and implement these opportunities. The state
can only play a supporting role, indirectly facilitating the development of
a culture of market behavior, caring about efficient markets, the broadest
possible access to education, by establishing legal boundaries for
economic liberalism and the free functioning of all market institutions.

A description of the mechanisms responsible for the adaptation of
market participants is beyond the problem analyzed herein. That said,
knowledge of the mechanisms and obstacles to an adaptation will be
useful in making relevant decisions as to the speed at which controllable
elements of the transformation process should be introduced.
Unfortunately, the dominant economic theories of the late 80s did not pay
close attention to the role of inherited types of mentality and actions (of
institutions), as well as to the role of social capital in the efficient
adoption of regulatory mechanisms of developed capitalist countries.

Given the economic effects, the scenario for a controlled transformation
process should be chosen based on a comparison of gains and costs from
all possible options. Unfortunately, this type estimate can only be
hypothetical in nature since it is impossible to establish with reasonable
probability the differences in duration of certain autonomous processes. It
would also be difficult to estimate the expected costs and possible effects.

If the effects of the transformation happen to show themselves after
the establishment of efficient markets, while the excessive costs and
benefits as compared with gains are paid over the entire period of the
transformation, the optimal calculation would be reduced to choosing the
option that can be implemented as quickly as possible. Unfortunately, this
situation is not the most reliable one.

A comprehensive treatment of the market as an aggregate of
institutions that enables the free use of market opportunities and the skill
and ability of people to use these opportunities suggests that the timing of
a full and effective market is determined by autonomous processes of
transformation. It would be possible to accelerate the controlled processes
of transformation only when the autonomous processes are also
accelerated as a result of interpenetration.

It should be noted that the process of gaining new knowledge is very
difficult. Various turbulent changes usually complicate this process, limiting
the ability of people to understand these changes and to analyze them using
the categories of rational choice. These restrictions are the reason for the
dominance of conservative attitudes and an unwillingness to take risks.
Under the circumstances, it is possible to concentrate the costs and funds in a
shorter time span. It can be expected, therefore, that a large number of
changes within a short time span creates the risk that society will not accept
the heavy impact of the changes, which could result in social upheaval. To
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ensure society’s acceptance it is necessary to develop a scenario for
sequential changes, i.e. prioritizing the implementation of the changes.

Prioritizing the changes, i.e. a gradual approach, should be subject to the
natural relations with autonomous processes and their dynamics. The
different speeds at which certain elements of the controlled transformation
process can be implemented should also be taken under consideration.

Deregulation (economic liberalization) can be implemented the
fastest. It encompasses an enormous range of initiatives, for example: the
liquidation of regulation and distribution, the deregulation of prices for
goods and services, financial and labor markets, and the liberalization of
foreign trade. It should be mentioned that the process of deregulation also
has to be accompanied by an appropriate stabilization policy given its
consequences in the monetary sphere.

The process of institutional change can be started relatively quickly.
Previous economic legislation is abolished and a new package of laws
regulating at the constitutional level the market economic order is
adopted. The adaptation of other countries’ solutions in this area can
reduce the whole process of the preparation of the relevant package of
laws. However, the institutional changes within the new market order
aimed at the promotion of market thinking and behavior are usually
undertaken in the following generation. Institutional changes are also
coupled with the emergence of private enterprises, banks, stock
exchanges, insurers, self-governing institutions, the treasury, institutions
charged with social and unemployment expenditures, and others. All of
these initiatives require significant capital and the involvement of
professionals with new skills that are acquired only partially during
training, and developed mostly after many years of professional practice.
In this context, a dilemma emerges between the insufficient
professionalism of the management personnel in various spheres of public
life and the need to introduce a new style of work at various institutions.

2.2. Deregulation of economic activities

2.2.1. Substance and basis for deregulation in post-socialist countries

Deregulation, or liberalization, is the process of creating space for the free
operation of market forces by abolishing administrative burdens and
regulations norms set by the state and determining what, how much, and
how to produce and distribute. The centralized coordination of economic
activity based on vertical relations can be replaced with market
coordination based on freedom of transactions (horizontal relations).
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Possibilities for the spontaneous formation of instruments, institutions,
and mechanisms of a complete market are the result of the process. Its
goal is as follows:

e Create the economic basis for rational solutions by enterprises,
employees, households, and the state;

e Purge the economy of economic agents that use resources
inefficiently;

e Reallocate the released resources from less to more profitable
industries, which will be demanded in the future;

e Create the basis for innovation and competitiveness of domestic
entities on foreign markets.

Deregulation is the initial and most basic element of the economic
system market transformation process. Its extended sphere of initiatives is
implemented in two parallel phases.

Phase I encompasses the dismantling of the system of administrative
and regulatory norms, including:

e Abolishing regulation and distribution of property as well as
consumer and producer services;

e Abolishing mandatory intermediation in sales;

e Eliminating the administration of prices, salaries, interest rates,
foreign exchange rates;

e Eliminating trade protectionism (administrative instruments of the
domestic market protection against external competition). This is also the
process of the legalization of the new economic order that facilitates the
free circulation of consumer and industrial goods, services, capital, labor,
and land.

This phase, like the act of nationalization, is implemented
administratively, i.e. based on the decision of legislative bodies (the
parliament). It may be rapid in nature, i.e. radical liberalization, which
covers all areas of the economy. It can also be a gradual process realized
in certain market segments. For example, Poland in 1989 abolished
regulation of the sale of meat and meat products, limited budget subsidies
for food products, and subsequently ended government control over
prices for staple food items.

Phase II — the formation and introduction of self-regulating
instruments, i.e. economic parameters. It is a laborious process during
which the «adjustment» of economic parameters numerical values takes
place, often through a trial-and-error process.

Both phases begin simultaneously, but the second one lasts many
years. It is also accompanied by other changes related to the
transformation like privatization, public sector reforms, and other
institutional changes facilitating the formation of efficient markets.
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At the same time, the adjustment of parameters is mostly autonomous
in nature and in this case is the result of cooperation between economic
agents. This phase can also be influenced by the processes of state
regulation directly (price floors for certain agricultural products,
controlled prices for other strategic goods, concessions for certain types
of economic activities, etc.) or indirectly (active taxation, monetary and
trade policies). An adjustment of parameters may also take place due to
the state’s gradual deregulation or economic activity (government
procurements, investments).

From the elimination of administrative restrictions on economic
freedoms until the formation of justified parameters* an immature market
economy will function on certain markets. An incomplete set of market
mechanisms at this stage of its development and inaccurate parameters
can lead to additional unwanted problems (correctional inflation,
production setbacks, disruption of traditional cooperation ties, etc.). A
program of macroeconomic stabilization is launched in parallel to
mitigate the negative consequences of deregulation. The combination of
deregulation and stabilization during the transformation is also necessary
because of the significant deficit traditional on all markets. The large
social pain produced by the «double shock» from liberalization and
stabilization connected with the correction in prices and decline in real
incomes gives rise to questions about the sphere of deregulation, the
sequence of these changes and how to combine it with anti-inflation
measures.

2.2.2. Deregulation of the commodities markets

Establishing a complex system of market prices in Poland began against
an already functioning space for certain free-of-control prices which
mainly governed the bazaar trade with goods produced by small
individual farms, small-scale handicraft production, illegal currency
trade, and «under the table» goods. Prices for other goods and services
were imposed centrally or through producers, but based on an algorithm
established by the central government. Prices for most food staples were
only liberalized in June 1989, i.e. 50 % of all goods were free of price
controls. The large-scale elimination of government price control came
only on January 1, 1990. Prices were free from controls on nearly 90% of
goods now. After two years of reforms, the government only controlled
prices for gas fuel, electricity, basic medicines from a state-set

* The accuracy is connected with authentic, fast and publicly accessible information
about consumer needs and production costs which makes it possible to balance the
markets.
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pharmacological list, central heating, hot water supplies to apartments,
domestically produced alcoholic beverages, utilities, railroad and
Automotive Communications Company rates, and most health care
benefits.

The liberalization and dramatic limitation of subsidies resulted in
changes to the basic structure of prices and transformational hyperinflation
that amounted to 586% in 1990. In 1992—2000 it decelerated to two-
digit growth annually and systematically declined even further”.

The supply system for enterprises together with the liberalization of
prices saw a radical transformation. Centralized balances stopped
regulating the turnover of resources. Mandatory intermediation in the
turnover of materials supplied as well as regulation and priorities systems
were abolished. Also abolished was the centralized administrative control
of foreign trade through the introduction of a cap limit for exports and
imports, foreign currency distribution, extra payments, loads and tax
benefits. The key instrument for the allocation of resources became the
price adjustment mechanism formed under free market conditions.

In the area of foreign trade, entities were given the right to export and
import without licenses. Licenses were retained only for imports of
flammable materials, and trade in weapons, military equipment, and
radioactive isotopes. Licensing trade with those goods is a common
practice globally. It should be also noted that initially, limits were set on
exports of a dozen raw materials. Along with a normalization of the
domestic market situation other restrictions were introduced. State
controls governed exports of coal and certain types of fuel. It goes
without saying that there were mandatory restrictions stipulated by
international commitments like, for example, on certain steel and
metallurgical products (EEC, the USA), advanced technologies,
employment quotas, construction materials (Western Germany), as well
in terms of imports from countries under international embargo, including
alcohol, liquid fuel, toxic waste, some automobiles, and engines.

Free access to foreign currency and export returns from January 1,
1990 were regulated only by the constant currency rate gradually
introduced in 1991—2000. At the same time, the expanded system of
export-related tax benefits was abolished.

Customs tariffs, which were used to spur competition through
periodical suspensions and reductions in customs rates (about two-thirds
of tariff items) became the key instrument for regulating import volumes
and structures. The liberalization of customs rates, however, proved
excessive. It resulted in pushing domestic production out of the national

> All statistics in this article are from GUS statistics annual, for more details, please
refer to: Wozniak, 2004, p. 81.
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market. In mid-1991, modern customs tariffs (maximum tariffs) were
introduced that adhered to EEC standards and basic norms defined by
GATT. Contrary to the government’s expectations, these decisions did
not spur stronger competition, a slowdown in inflation, and restructuring
due to their negative impact on the already poor financial performance of
domestic producers. In this situation, the actualization and modification
of import customs tariffs seemed necessary. Revised customs tariffs were
introduced together with a tax on goods and services (VAT) on July 5,
1993 after their amendment. From late 1992, a 6% general import tax was
replaced with an additional duty; in 1994, a decision was made to
introduce leveling duties for importers of agricultural products to protect
domestic agricultural producers against excessive competition.

In relations with former CMEA countries, hard currency cash
settlements were introduced instead of the transferable ruble. This
decision, instigated by the decay of the Soviet economy and its exhausted
payment capacity, decreased trade turnover with former USSR countries.
The later rebuilding of economic relations with these countries, however,
ran into serious difficulties. These were caused by the non-convertibility
of currencies and their partners’ lack of foreign currency resources, and in
the case of Russia — by certain incidents at various times, that is by
political factors. In order to improve trade and economic cooperation with
the region, trade and economic agreements with certain republics of the
former USSR were signed.

Also in relations with developing countries, clearing settlements were
eliminated in favor of hard currency settlements. To ease access for
Polish products to global markets the government carried out activities
aimed at increasing quantitative restrictions (textiles and steel products to
the markets of the European Economic Community — EEC) and
reducing tariffs under the GATT system of preferences. The most
important component of these actions was bringing to fruition the trade
section of the Agreement on EEC Accession on March 1, 1992. As a
result, over a 10-year period a free trade zone with restrictions in the
agricultural sector was introduced. The goal of an asymmetric reduction
of customs tariffs in Poland’s favor should have been to temporarily
protect domestic firms from bankruptcy and facilitate competition within
a free trade environment. A similar agreement was signed in late 1992
with countries of the other European community — EFTA and CEFTA.

In September 1993 the government adopted an export support
program that was to create the infrastructure for financial support for
export, which, inter alia, also included providing collateral for loans and
insurance for export credits against commercial risk, as well as supporting
exports in certain areas.
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2.2.3. Deregulation of the labor market

Deregulation in the labor market is based on limiting intervention by the
state and monopolistic structures in its operation to increase
entrepreneurs’ freedom in creating volume of employment, time and
forms of work, as well as wages.

The key areas of labor market deregulation are:

e The minimum wage, its relation to the average wage, regional
differentiation by employee age and qualifications;

e The competence of trade unions in discussing the degree of growth,
differentiation of wages, and employment protection;

e Protection against mass and individual dismissals;

e Social security issues (types, amount, availability of benefits and
their relation to the lowest salary, and the maximum period of
assistance).

These goals are not limited just to the introduction of a competitive
system in the labor market. To limit the inefficiency of free competition
markets, represented by the tendency of very low demand for jobs and
disproportional wages, poor conditions of labor safety and occupational
health, the requirements of international organizations should be used in
the deregulation process. In the case of Poland, this primarily has to do
with the International Labor Organization (ILO) Convention from 1979.
Also taken into consideration are recommended social security rules
stemming from the European Social Charter (1969), ratified by Poland in
1997, and from draft OECD decisions that facilitate labor market
flexibility. The efforts undertaken in 1991 to join the EC also required the
adoption of general labor market fundamentals.

The talks that began in 1989 on the development of a government
stabilization program and system transformation gave rise to two
opposing positions on the labor market. They both dealt with the issue of
the deregulation of wage mechanisms. Advocates of comprehensive
market mechanisms wanted to abolish existing labor control methods and
called for a shift from a focus on wage growth deceleration and prices to
monetary policy. Foreign advisors and IMF experts recommended
freezing wages completely in order to efficiently curb the inflation spiral
caused by deregulation in other branches of the economy.

The government modified only the existing mandatory system of
flexible control over wages using a tax on excessive wages. They forecast
an almost fivefold lag of wage growth to prices in order to ease
inflationary pressures and the inherited inflationary addition that came in
the form of consumer queues. Monthly wage growth could not exceed
0.2—0.3 times the expected consumer price growth. In reality, companies
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could raise wages above the centrally established norm, but that would
mean an additional tax on corporate income for excessive wages in the
range of 300—500%.

The dramatic fall in demand and persistent recession, contrary to
government expectations, forced the authorities to temporarily ease the
wage regulation coefficient. Employees’ subsequent re-indexation demands
that included strikes proved that this wage control mechanism cannot be
efficient, since it drags the government into wage disputes and contributes
to wage disparities. Despite the announced liquidation of this wage
regulator, the government’s concerns regarding excessive wage and
unemployment growth resulted in later Cabinets only daring to adjust the
wage growth coefficient and present modified versions of the tax on pay
increases.

The income tax on excessive wages still contradicted the idea of
deregulation, but it was necessary to ease pressure from the workers’
unions on wage increases, which only served to provoke inflation.
However, it appeared that this mechanism countering the inclination to
eat away at profits was very restrictive, depriving enterprises of up to
39 % of total financial income in 1991.

Another limitation of labor market deregulation was the so-called
indexation law that provided for the automatic, general, and complete
indexation of any salary. The hyperinflationary nature of this law became
the reason why — contrary to the trade unions’ position three months
later — they introduced the leveling indexation, which after
modifications prompted by market conditions, is still active today.

While stressing the excessive economic liberalization, inter alia,
critics of Balcerowicz’s Plan pointed out that the adopted wage control
mechanism led to an over-reduction of household incomes. Only after the
finance portfolio was passed to G.V. Kotodko, the author of the liberal
stabilization policy macroeconomic parameters approbation concept
(Kotodko, 1990), a decision was made to reject the wage control
mechanism in 1995. Wage control was entrusted to the Trilateral
Commission which included representatives of trade unions, employers,
and the government. This democratic, but centralized, contractual system
of remunerations made it possible to set the same wage growth rate for all
industries. Centralizing the negotiating process calmed the labor market,
but under the influence of workers’ dominant interests wages increased
irrespective of the companies’ financial standing, often on account of
employment.

Only slower economic growth and a sharp increase in unemployment
from 2000 persuaded trade unions to back down from wage increase
demands in return for keeping existing jobs. Although trade unions take
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part in internal consultations, starting from the employer through the
sector and regional organizations up to the national level, nevertheless,
due to their significant politicization, weak employee unity, and the
significant discord among trade union organizations’, they are unable to
perform their coordinating functions in talks on remuneration and the
demands of conventions. At the same time, the renewed trade union law
from July 2003 limits the powers of trade union organizations that include
less than 10 members.

The protection of workers’ interests improved only after the
implementation of the EU Council’s Directive from September 22, 1994,
94/45/EC through the approval of the European Trade Unions Law dated
May 22, 2002, (Dz.U. no. 62) dealing with transnational enterprises.

In 1998—2003, further reforms aimed at reinforcing labor market
self-regulation mechanisms were implemented. They were provoked by
rapid unemployment growth after a temporary reduction during the
implementation of the program on support for market conditions in
1995—1998. In 2003, the unemployment rate reached 20% of the active
working age population in Poland. At the same time, the labor market
was characterized by the absence of a more prominent reaction of supply
and demand to the institutional changes made for the flexible functioning
of markets.”.

In addition to demographic growth pressures and fluctuating market
conditions, factors that contributed to high unemployment figures were:

e The poor functioning of mechanisms for wage negotiations;

e Unfavorable labor regulations related to social security;

e Prohibitively high labor costs for the creation of new jobs;

e A lack of traditions in using flexible forms of labor organization
and non-standard forms of employment.

A substantial part of Polish legislation dealing with social security
takes the ILO Convention as an example and to a small degree departs
from the norms adopted in the EC recommended by the European Social
Charter.

¢ According to European Commission data in 2002 about 15% of all employees were
in trade unions. However, trade unions were divided into 3 large confederations. At the
same time 7,000 organizations did not belong to any confederation. That type of dispersion
was beneficial for employers.

" In 2003—2004, after amendments to the Labor Code, Poland permitted all non-
standard forms of employment, including flexible forms of labor organization. They
include part-time employment implying incomplete working hours, dual job-holding,
employment at a temporary work agency and borrowing of employees, benefits related to
remuneration in favor of one's own small enterprise, work on demand, work at home and
tele-jobs, incidental jobs, the performance of a job by several individuals, weekend
employment. It is also possible to perform work without a fixed start and end, with
working hours with breaks, intended for tasks without a mandatory portion of time, with
extended working hours, compensated with days off.
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It should be stressed that the minimum salary in Poland has been in
place for more than 50 years®. Since 1987, the minimum salary has been
indexed annually to prices for consumer goods and services, or quarterly
in times of high inflation. As of 1991, the level of the minimum wage has
been set as a result of agreement. The wage is generally set at 40% of the
average national salary. The return to annual valorization in 1999 was due
to a relative decline in the minimum salary as against the average salary.
Although Poland’s minimum wage is one of lowest among EU countries,
this does not discourage youth from a rapid return to the labor market and
from keeping independent households. In 2003, the minimum net salary
was just 15% higher than the unemployment benefit. This contributed to
an outflow of under-educated and young individuals to the shadow
economy and the formation of high official unemployment numbers.
Unfortunately, there is no unemployment insurance in Poland and
unemployment benefits are paid from:

e Mandatory Labor Fund contributions made along with social
security payments;

e State budget subsidies;

e In pre-retirement benefits payable to those with a legal unem-
ployment status and the prerequisite work experience and age.
Unemployed individuals that meet the criteria can forego registration with
employment centers. This kind of regulation does not inspire individuals
to search for a job.

Like other EU countries, Poland has a well-developed social aid
system that can be used if an individual’s difficult financial situation is
proven by the relevant documentation.

The Labor Fund, financed by employer contributions (2.45% of
salaries paid), additional state budget subsidies, loans, and other sources,
had minimal resources at its disposalg, of which only a small portion was
intended for active unemployment programs. In public debates
concerning the inefficient deregulation of the labor market in Poland,
close attention is paid to the problem of the tax system connected with the
excessive mandatory load on labor. Social security contributions amount
to 45% of the total payroll, while the minimum personal income tax
threshold is 19%. The high employment tax is a negative feature of the
Polish labor market. In the late 1990s, Poland’s wage tax stood at 42.8%,
compared with 19.5% in the OECD and 15-23.5% in the EU. Total

 When it was set in 1956, the minimum salary belonged to the main salary in the
lowest category as to the wage level.

% In 2001-—2002, only up to 7% of resources were allocated for active programs, while
in the EU efficient programs absorbed 30-50% of resources allocated for labor market
regulation.
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taxation including income and consumption taxes amounted to 80%,
compared with 45% in the OECD and 15-53% in the EU.

Due to the relatively high minimum wage, the tax load represents a
significant obstacle for the creation of new jobs, which to a significant
extent contributes to the development of a shadow economy. According
to some estimates, more than one-fifth of Poland’s population of active
working age is employed in the shadow economy (Schneider, Burger,
2004). Taking that into consideration, in July 2007 insurance benefits
were cut by 3%. Additional labor cost cuts are also expected. At the same
time, requirements were formulated to reform taxes, specifically an
income tax reduction and the introduction of unemployment insurance.

Despite the weaknesses of Poland’s labor market compared with some
EU countries, OECD reports nevertheless say it is liberalized at an
average level for countries-parties of the same grouping, and at a higher
level than in EU countries. This position is supported by a synthetic index
of legal employment protection — EPL (Employment Protection
Legislation), as well as other indexes. In 2001, the EPL in Poland fell to
1.5—1.8 (by 0.2—0.3) compared to 1998 (Socha, Sztanderska, 2004).

However, attaining the level of legal protection in labor markets
typical for OECD countries does not imply that the deregulation process
is complete. Specific features like the highest unemployment rate in
Europe and a relatively high differentiation by region, age and education,
the low professional activity of the population, and the high emigration of
the most qualified part of the workforce questions the efficiency of the
deregulation experience in EU countries. Questions over the efficiency of
this experience are also spurred by fact that Poland’s labor market creates
significant problems related to social policy and the budget balance. The
decrease in unemployment in mid-2007 to 9.8% was the result of Poland
joining the EU and the subsequent emigration of migrant workers, as well
as positive market conditions. Nonetheless, nothing suggests that further
efforts to deregulate the labor market should be abandoned.

The high costs related to employee dismissal limit competition
between the employed and job seekers, and it lowers the chances of the
younger generation entering the labor market.

The centralized mechanism of wage negotiations weakens an
entrepreneur’s bargaining position and contributes to growing labor costs.
In this regard, it is necessary to broaden the possibilities for decentralized
negotiations and depart from the system of collective labor. The
decentralized method of setting wages, which provides for the formation
of wages at the enterprise level and deregulation aimed at cutting layoff
costs, is stipulated by the major institutional conditions of the
liberalization of labor markets, i.e. measures increasing competition at the
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regional level between employed and unemployed individuals and
protecting the latter from prolonged unemployment.

Poland’s accession to the EU came along with increased inflows of
foreign capital and resources from structural funds, and the
implementation of a development strategy aimed at social and economic
unity, whose boundaries are defined by the revised Lisbon Strategy. It
opens the way for faster economic growth and consequently the
possibility for public finance reform. If the fiscal reforms postulated by
business communities and liberal experts are carried out, it will also
immediately increase labor market liberalization. However, there may
emerge a new problem of excessive and rapidly expanding emigration (in
terms of the needs of the economy) of highly skilled migrant workers, as
well as an undersupply on the labor market of industries that ensure the
development of the knowledge-based economy. This suggests that
incentives are needed that would liberalize the labor market and facilitate
immigration to Poland, in order not only to compensate for the outflow of
human capital to EU markets, but also to overcome the consequences of
the demographic decline, which is intensifying.

2.2.4. Deregulation of financial markets

Implementing a system of market signals facilitating the efficient
allocation of production resources would be impossible without financial
market deregulation. The cost of money as a special commodity and its
supply cannot be formed freely on the market, since it stipulates not just
the efficiency of allocation, but also changes in prices, and hence
investment risk, the accessibility of goods and services for consumers,
and for producers — production factors (the general equilibrium), the
level of the budget equilibrium (the internal equilibrium), the trade
balance, and money turnover (the external equilibrium). These various
implications of changes in the cost of money and its quantity in
circulation require centralized strategic coordination adapted to the
functioning of market logic and independent from politicians.

Although economic theory discovered the rules of accommodation of
the quantity of money in circulation to ensure equilibrium on all markets
with planned growth, these rules can only be applied with the legal and
constitutionally guaranteed autonomy of the central bank. For that reason,
the post-socialist transformation required financial market deregulation
and the introduction of new rules for conducting monetary policy.

It is worth remembering that the socialist economy was specific in
that there was only a partial connection between commodity flows and
cash flow in the sense prescribed to it in the market economy (money in
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circulation). It was due to increasing subsidies to producers and
consumers. Subsidies in the socialist economy led to a declining need for
money in circulation. The turnover of subsidies (allocation of cost-free
funds or partial payments in kind across areas covered by subsidizing)
required no money. Non-monetary mechanisms of distribution, i.e.
various forms of distribution and regulation, were enough for this
purpose. As a result, it led to:

e Understatement of work costs, because only the asset cost to be
paid was reflected in the wage;

e A breakdown in the clear relation between the flow of cash assets
and other subsidized assets and financial resources.

The subsidy system and the lack of capital markets connected with
soft «budget limitation», i.e. the basis for the issuance of money, which
was subject to automatic adjustment to the needs of the budget and
enterprises specified in the plans, resulted in a relative surplus of money
and in suspended inflation, which was clearly seen in long queues for
goods.

The liberalization of prices for property and services, the abolition of
subsidies, and the sale of state-owned companies’ property to domestic
buyers resulted in a situation where there was constantly insufficient money
to service the economy. This had to lead to a disruption in production. In
other words, a crisis emerged connected with a transformation shock.
However, it was caused by the deficit of money provoked by the
liberalization along with the economy entering competitive markets. The
resources required to service flows of goods in the market turnover were
insufficient and difficult to estimate. On the other hand, the abolition of
understated prices (subsidies) through the market mechanism of price
accommodations would bring corrective inflation. Since prices as a whole
are composed of directly and indirectly interdependent elements, then,
accordingly, it would lead to accelerated price growth. Untangling this
complicated knot of correlations that came about due to liberalization and
the introduction of capital markets required an adapted monetary policy
that would take into account a controllable inflow of money into an
expanding sphere of monetary circulation.

In this case, financial market deregulation had to be combined with a
complicated, specific monetary policy. It was necessary to start from:

e Legally guaranteeing the independence of the banking system and
clearly outlining the state’s and its bodies’ competencies in their
influence on money and capital markets;

e Ensuring the organizational detachment of the central bank as an
issuer of currency, banks servicing market participants, and their
economic and mutual independence.



CHAPTER 2. The evolution of Poland’s economic model 205

Due to these initiatives, the state was cleared of economic responsibility
for independent decision-making by banking institutions. Charging the
banks with the economic implications from activities carried out at their
own expense was aimed at introducing a new way of thinking in banking
activity related to efficient markets operation. The implementation of this
logic is a condition for balancing credit markets and achieving balanced
money markets through the function of the interest rate.

Systemic democratic decisions and the state’s consequent control over
democratic institutions that expressed society’s interests and aspirations
were supposed to protect the banking system against attempts on its
autonomy. Nevertheless, this condition is not sufficient. The system and
the organizational detachment of the central bank from the state
administration required that the constitution provided for the positional
subordination of representative bodies to the central bank. This provision
posits that the bank’s governor should be elected for a period longer than
the term of the parliament (in Poland six years to the parliament’s four
years), and be judged and dismissed by parliament. To ensure the
independence of monetary policy it was also necessary to implement
legal restrictions as to financing the budget deficit from the central bank’s
(the National Bank of Poland, NBP) resources.

Financial market deregulation can be broken down into four phases:

1) The establishment of the institutional base for the functioning of an
independent banking and monetary system (1989—1992);

2) The development of actual financial market deregulation (1993—
1997);

3) The introduction of regulatory financial market standards
mandatory in the EU (1998—2004);

4) Preparation for the possible implementation of regulatory standards
mandatory in the euro-zone (Economic and Monetary European Union).

The first phase was characterized primarily by a nominal convergence
of financial markets towards the standards of deregulation typical for a
market economy. Deregulation in the banking system and the monetary
sphere began in early 1989. The NBP was separated as the central bank
and independent deposit and credit banks were established. At the time of
the adoption of the new banking laws in Poland (December 31, 1989)
there were 15 state-owned banks or joint-stock companies of the state
treasury and over 1,600 cooperative banks combined into the FB (Food
Bank), in addition to the NBP. The new banking legislation allowed
individuals to establish banks as joint-stock companies. Under the new
legislation in 1989-1991 almost 70 licenses were issued for new banks in
the form of joint-stock companies, including with the partial participation
of foreign capital.
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However, the actual deregulation was rather limited. The NBP
stopped lending directly to enterprises, opening and maintaining bank
accounts, and cash settlements. It kept the functions of regulating money
supply, currency issuance, the management of public debt, and the role of
the lender of final resort (providing credit facilities to deposit and credit
banks, setting the interest rate on these credits, and accumulating the
mandatory reserves of credit banks).

The central bank’s operating activity was limited to state budget cash
servicing, accepting reserves of merchant banks, crediting their activity
and settlements, issuing and circulating its own and government bonds,
managing the central foreign currency reserve, as well as performing
foreign currency transactions. The central bank’s exit from cre