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Someremarkson the World Development Report 2000/1. Attacking Poverty

|. Genard Assessment and Comments

It is indeed very important thet on the turn of millenniums the World Development Report
addresses again — after 10 years since the previous WDR on this subject was published — the
issue of counteracting poverty. This is expected both by the nations and people which are
dill coping with vas poverty and following socd hardship as wel as by the internaiond
organizations involved in the process of acting agang poverty. There is severd arguments
upporting comprehendve condderation of this topic, yet catan among them ae new and
hence must be considered with specid attention.

Frd, the globdization has got momentum and the internationd community expects a dear
explanation what are the links between globdization and poverty. Recent debate, being
influence too by growing pressure from the non-governmenta organizations (NGOs), shows
that there is a great ded of misunderganding vis-&vis the mechaeniams and implications of
globdization. Is globdization — i.e dill further going liberdization of the capitd flow, free
trade and free exchange of information due to the informaion technology revolution —
contributing to increasing poverty, or to the contrary — does it lead to counteracting it? Or is
it, from this perspective, aneutra process?

The draft of WDR 2000/1 must answer this quedion in the mog convindng and well
supported way. For this reason it should be daed dealy that globdization indeed
contributes to both growing inequity and to growing income, but not to increesing poverty.
Therefore, not the poverty is goreading owing to globdization, dnce the later fadlitates the



long-term growth, but inegudity. It is s0, because during globdizeation the income of more
killed labor is growing fader than a the same time is growing the income of people lagging
behind with their bility to earn money.

It is necessay to drive more dtention the growing inequdity within paticular nations and
economies than between them, dnce the forme is the leading factor causng growing
inequity on the international scene and in certain cases even il increasing absolute poverty.

As for the implication of globdization, the WDR2000/1 must address dso paticular issue of
so-cdled ‘new architecture of the internationd financd architecturé and its influence upon
the redigribution of the flow of income on the intemnationd scde There is such a link
between the former and the latter and this years, i.e. 2000-01, and this edition of the World
Development Report, happen to be precisdy the right time and the right place to address
these topics in a comprehensive and forward-looking manner.

Second, the problem of soreading poverty in trangtion economies in Eagt Centrd Europe and
especidly in the republics of former Soviet Union must be dedt with more deeply and
comprehensvely. | think a gpecid section in WDR 2000/1 should be devoted exdusevey to
this problem, since thet is a new chdlenge, which has emerged together with the postsocidist
trandtion. Hence there was not such problem a decade ago, when the previous WDR on
poverty had been presented to the world public opinion.

Unfortunatdly, there is a causd link between trangtion to market economy in this pat of the
world and growing poverty (Kolodko 1999). Despite it has been admitted dready in other
documents of the World Bank, now there is the best excuse to explain why it has happened.
Was it unavoidable “by-effect” of othewise welcome introduction of the market economy,
or wasit dso— and to what extent — due to wrong policy advice and the policies falure?

| am conddering this particular issue more in detalls in the further part of these remarks, yet |
beieve it should be admitted exactly in the World Development Report that a greet ded of



hardship occurring in trangtion economies has been due to the wrong st of polices aming
a dructurd adjustment in those countries (Kolodko 2000). These policies were for too long
period of time folowing so-cdled Washington Consensus and, unfortunatdy, the World
Bank was not able to influence this process sncer the beginning in a correct way.

The mortdity cids resurgence of lliteracy, high unemployment, ves crime extreme
inequdity in some countries (including two bigges postsocidist economies with about 200
million population, i.e. Russa and Ukraine), ec. — dl these are the new developments in that
region and they are direct or indirect results of trangtion. Proper diagnoss of such mdase is
necessry not only for the reason of answering the question, why it has occurred, but mainly
for the purpose of atacking poverty in the coming years.

If trandgtion in East Centrd Europe and the former Soviet Union is an integrd pat of
ongoing globdization — and indeed it is — then it must be admitted that the latter a the
current stage, i.e. in the course of 1990s, did contribute to Soreading verty and increesng
inequdity. Ye in the future, the more the fruits of liberdization and integration with the
world economy will appear, the less of poverty suppose to be there. That is going to teke
place only on the path of sustained growth and orly if the governments and their palicies will
take care of equitable growth. That was hardly the case of the first decade of trandtion to
market economy.

Third, there is not only the ‘new economy’ in the rich countries, especidly in the USA, but
there are dso ‘new poor’ in those countries.  Thus, it would be interesting to discuss the issue
of the impact of so-cdled ‘new economy upon both, the growmth and the equity.
Undoubtedly, it influences the growth in a podtive way, yet it mus be explaned how it
affects the income didribution and is there a link — and if s0, of what kind — between fagt
growth and sudaning aress of poverty in certain advanced economies.

Fourth, the report ought to sress more cdearly that the divison for the ‘haves ad the ‘have-
nots is not going dong the line of the traditiond distinction between the poor and the reach



countries.  In the former, both because of hedthy developments — as for ingance growing
number of the skilled labor and, in some countries, the fast and sustained growth — and
because of wedth’ accumulaion through theft and vast corruption, there is a group of the
nouveaux riches. In the later, because of sometimes increedng exduson and insufficient
government’ s involvement in attacking poverty, thereisagroup of the nouveaux pauvres

In sum, the map of the wedth and poverty is quite different than it was a decade ago and
therefore the picture of the globa economy seen from this perspective is much more complex
too. This map and this pcture must be presented a the onset of the WDR and only then the
detail aspects of the causes of poverty and increesing inequdity, on the one hand, and the
ways for attacking the poverty, on the other hand, should be discussed.

1. Attacking poverty and inequdity in trandtion economiesin East Centra Europe
and the former Soviet Union

Income didribution under the centrdly planned system was more equd then it is during
the trangtion period as wdl as if compared with the market economies. In the late
1980s, the Gini coefficient varied from a low of 20 (for the Sovak Republic), to 28 (for
Uzbekigan), mogly being between 23 and 24 points Compared with the advanced
market economies, on average the countries of Eagtern Europe (exduding the former
Yugodavia) had the Gini coefficents of 6 percentage points less than Western European
countries.

It is difficult to say whether the people were more concarned about the level of their
income or the way it was didributed, however it is likdy thet the latter played a grester
role in spaking trangtion. Dedre for far and eguad income didribution was very
drong, and socid disdidfaction and political tensons were risng due to the growing
digoaity in red income. At the beginning of trargtion, there was widespread



conviction that this process would quickly bring both higher income and more far
digtribution of the fruits of a better-performing economy.

Although income didribution varies among countries dl trandtion economies have
some common features;, income inequdity is rigng in dl these countries  Huctuations
in peopleé's income — fird it fdl, then it grew — and in its digribution have led to higher
income inequdity. The grestest changes occurred during the early stages of trangtion,
when red income contracted ggnificantly, yet a a different pace by income group.
Hence in a mater of couple of years the income proportions have changed
Sgnificantly.

Lately, the process has taken another route.  Although in mogt of these countries income
inequity has continued to grow, dbeit a a much dower pace than before, in a few it
has dabilized. In recent years, this inequality has hovered around the disperson
Sructure that resulted from the changes that followed the earlier shocks.

Although the trandgtion economies are going through a vad, intendve process of
liberdization, they ill lack sophidicated market inditutiona arrangements.  Thus therr
common fedture is an extengve shadow economy, condsting of unregistered economic
activities, theincome from which is significant but impossible to etimate.

The range of the informd sector, with dl its meits and drawbacks for income
digperson, depends on maturity of inditutiona arangements, on the one hand, and
devdopments in the red economy, on the other. In economies with rdaively more
advanced market inditutions and a higher market culture — for example, in the countries
invited to begin ther accesson negatiations with the EU — the scope of tax evason is
much smdler then in the countries lagging behind.  Although it is difficult to messure
and impossble to quantify, it seems to be feashble to dam that the shadow economy is
larger in Ukraine than in Poland, larger in Armenia then in Lavia larger in Romania
than in Hungary, and larger in Crodiathan in Sovenia



It is recognized that the shadow economy contributes to the higher income of dl socid
drata, but it is impossble to esimate precisdly how it influences the find proportions of
digposable red income.  Although the informa sector contributes to higher production
and wdfare as a whale, it ds0 tranders pat of the income from some households to
others.  Because one cannot mgp these income flows one can only draw generd
cordlusons. It is not a zero-sum game  Income redidribution conducted within the
borders of the pardld economy — as wedl as beween the pardld and the officid
economy — can enhance overdl growth. Thus in the long run, it can contribute to a
higher dandard of living for the whole socdety. Padld economy, through its
contribution to actud nationd income and its impact on its redidribution, raises both the
average income and the inequdity. Thus it can be seen as a means of atacking poverty,
yet not inequdity.

Paticulaly important for income digribution has been the fact that a mgority of the
subsdies and dlowances — previoudy provided by the date to some socid groups to
support their consumption — had been radicaly reduced or diminated completdy. Since
the beginning of trangtion, the removd of aubddies has been seen as absolutdy
necessaty by various internationd organizetions, espedidly by the IMF.  The Fund was
willing to back only dructurd adjusment polices that led to the liquidation of dl
subsdies This externd pressure was mixed with domestic tugs-of-war between the
countries politica extremes, that is between the old left and the new right populists on
one sSde, and the free-market zedlots on the other.

Inflationary income redidribution — executed through the downward adjusment of red
income by different rates per household group — dgnificantly increesed  income
inequdity in the early 1990s. This process is far from over in countries less advanced n
liberdization and dabilizetion (eg. Bdaus Bulgaia, Macedonia, Romania, Ukraine,
and especidly Kazakhgtan, Turkmenistan and Uzbekigtan).



With extremdy high inflaion, red income didribution had depended on the indexaion
procedures used at the time of the dabilization policy. The actud indexation was
dways a function of politicd compromise, not necessxily a logicad conssquence of
drictly economic arguments.

Another agpect of inflationary redigribution thet affects equity and equdity deds with
household savings. Because of the shortages under the centraly planned system, there
was dways some digposable net income that could not be spent on desred goods and
svices This st in motion forced subditution and boosted the padld market.
Households were left with some resdud, “disposable’ income that was not “red” since
it was not posshle to spend it. So, it was involuntarily saved.  When eventudly the time
for structurd adjustment arrived, the prices were freed and raised to the market clearing
levd. However, the purchasng power of money baances induding those hdd in
banks, was protected only partialy. They were indexed, but only to some extent.

Economic reforms liberdized the wage sting in the dae sectors  Regardiess of the
initid pace of denaiondization, by the mid-1990s, in mog trangtion economies, more
than haf the labor force earned ther sdaries in the Sate sector. Whereas under the
sddig sygem the digperson of wages was quite limited, a much wider disperson hes
been accepted during the trangtion.  Thus, income has become more tightly linked to
qudifications, experience, occupation, and peformance. The trangtion means too a
cdosy redion between an individud’'s past investment in human cgpitd and its current
remuneration, which has led to grester wage dispersion.

Even more ggnificant for rigng income inequdity is the dhift of labor from the date to
the private sector. Not only is the disperson of wages in the later larger then in the
former, but the average income earned is higher.  This is due manly to the higher Iabor
productivity in the private sector as the date is in control of a number of obsolete,
noncompetitive indudries and poorly managed, rdatively low pad services, such as
education, hedth care, and centrd and locd adminidrations. Because of the meager



budgetary gtuation, these sectors have not been able to compete with remuneration
provided by other indudries, performing profitably on a commercid bass.  Therefore,
the rigng share of labor engaged in the rgpidly growing private sector has raised income
inequeity.

When an economy moves from the centrdly planned to the free-market system, the most
revolutionary and fundamental changes teke place in asset ownership.  The badc
fedures during trandtion ae denationdization, privaizetion, property reditution,
paticpaion of foreign direct and portfolio cgpitd and the devdopment of financid
intermediaries to accompany private sector's expanson. These events have a mgor
impact on changes in income didribution. At the time of trangtion, the share of wages
in tota income decreases, while tha of capitd gans — for example, profits, dividends,
interest, and rents — increases.  This process itsdf contributes ggnificantly to growing
inequity. The fundamentd shift of assets from dae to private hands has been followed
by a ghift in the income earned on these assts in the same direction.  Obvioudy, these
changes have dso increesed the inequity as wel as have driven some people into
poverty.

Whatever the explanation for the great tragtiond recesson, the fact remains thet the
officidly regisered GDP of 25 countries in Eastern Europe and the former Soviet Union
has contracted by amost 30 percent (weighted average) in the firsd ten years of
trandtion. Of course, it must be therefore accomepnied by spreading poverty,
congdering that these countries were of middle- or even low income before the trangton
took off.

During trangtion, income policy mugt ded with many contradictions.  Although the
drive to encourage saving suggests more lenient taxation of some types and sources of
income, growing inequdity suggeds the opposte. How to solve this trade-off, thet is
precisely a mater of policy options. If the economy is expected to recover quickly and
expand, then some fiscd preferences for capitd gains have to be introduced. This



option is paliticaly difficult not only because of quite srong populist temptations in the
podsocidis socidies as wdl as among influentia  politicians, but dso because it is
drange to tax unemployment benefits or minimd pendons yet not cgpitd gans on
Speculation, for ingtance on the stock exchange.

Under centrd planning, there were poor and rich people  Determining the number of
each depends on how they are counted. Whatever method is used, it is undeniable that
the market trandtion has increased the number of both rich and poor. Because
inequaity has been increesing, S0 has the mimber of people a each end of the gpectrum
— the poor and the rich. The range of poverty in the trandgtion countries — due to the
decline in output and the long-lagting crigs — hasincreased Sgnificantly in the 1990s

Poverty has widened in dl tragtion economies induding those leading in both
systemic change and growth, because of the time lag between recovery and growth and
following it improvement of the living sandard for sodety’s poorest.  Fre the red
output recovers then employment grows and findly the budget dlows for better
financdng of the socid needs of the pooredt, if the policy is favorable for such a
digribution. Hence, an economy may be on the rise, but poverty will not dedine for
sved years

Thus far, trangtion has brought mixed results.  Although inequdity hes increesed in dl
trangtion countries — from Albania to Edonia and from the Czech Republic to Mongalia
— in some it even has doubled (eg., in Russa and Ukraing); in some it has grown by
only a couple of paints (eg., in Poland and Sovenia); and in yet others it has Sabilized
(Sovakia).

The bigges chdlenge for policymekers is how to ded with growing inequdity and
widening of povety. This chdlenge is made more difficult by the interrdationship
between the two as wdl as a severe, long-laging recesson.  Hence, growing inegudity
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is not only a politicd issue that will provoke tensons and conflicts but dso one that
creates an economic obstacle to durable growth.

One should not confuse the means and the ends of economic policy. Income
digribution and a socdly acceptable didribution of wedth ae jus some of the
important long-term policy targets.  From this perspective, the god of trangtion is not
only sydemic change but, more important, grester efficency, increased
competitiveness, faster growth, and more sudainable devdopment. Thus, trangtion is
expected to improve the sandard of living for dl, or & leest for the ovewheming
mgority. Otherwise, the exercise would not make much sense.

When a policymeker trying to catch up with a more advanced world faces a trade-off
between fader growth with higher inequdity (but less poverty) and dower growth with
lower inequdity (but widening poverty), he can be happy because his choice is dear.
Policy should fadilitate sustaineble growth, and income policy should support thet god.
Then, in the longer run, evaryones dandard of living may improve and the scope of
povaty will be dimminished. After the initid surge of inegudity, ard when the
economy is on the rise, it may be even possble to reduce digparity without harming the
ability to expand. This seems to be even more true for inequity. Therefore, the more the
trandtion advances and the dronger the foundations for fast and dureble growth, the
wesker is the trade-off between equity and effidency and the more successful the fight

agang popverty isgoing to be.
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