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|I. INTRODUCTION

The biggest chdlenge an economig can face is not answering adifficult theoretical question
but introducing reforms and making the day-to-day policy decisonsthet will prove thet theory
works. However, often that theory does not work. The next chalenge, then, isto modify the theory
or to keep trying to change the redity to follow thet theory.

In the red world, far from the ivory tower of academia and degant modds, paliticd lifeis
brutd. What mattersis politica power, not the logica arguments and Satistical evidence. Ina
classroom or a a conference, it may be enough to be right and to be able to proveit in ascholarly
way; policymekers, however, need amgority in the parliament and, more important, socid and
politica support for reforms. Policymakers need to be wise and effective, but these attributes do not
aways go together.

Equity issuesin policymaking are difficult to resolve because they are linked not only to
economic matters but dso to socid condraints and political conflicts. What isfar and what is not,
seems to be more a matter for ideologicd or philosophica disoute, not mathematica modds. Equity
isdways a concern of policymaker, espedidly in trangtion economies early years of systemic
change and severe contraction.

This paper discussesfird the characteridtics of income didtribution under the former centraly
planned system, then the changes taking place during trangtion to amarket economy. Expectations
for income patterns and wedth digtribution are examined asis the issue of increesing inequdity. This
paper then reviews the palicy options and evauates the trangition’ simpact on inequity and
inequality, and concludes that athough inequdity inevitably rises during trangtion, policymakers must
link income digtribution and growth to sustainable devel opment. The recent successful
implementation of Poland' strangtion Srategy suggeststhet it isfeasble

1. DEPARTURE

Income digtribution under the centraly planned system was more equa than duringthe
trangtion period as well as compared with the market economies. However, among these
economies of Centrd and Eastern Europe inequidity varied. It is possible, however, to disinguish
some patterns by examining these countries' Gini coefficients (reflecting here didribution of net
disposable income). In the late 1980s, the Gini coefficient varied from alow of 20 (for the Sovak
Republic), to 28 (for Uzbekigtan), mostly being between 23 and 24 points. Compared with the
advanced market economies, the countries of Eastern Europe—exduding the former Y ugodavia—
hed Gini coefficients of, on average, 6 percentage points less than Western European countries (see
Table 1).



If onewould use the dassfication proposed (Atkinson, Rainwater, and Smeeding, 19%5)
for the OECD from the viewpoint of inequdity, none of the former centraly planned economies
would qudify as high income inequdity (Gini coefficent of 33-35), or even



Table 1. Income Inequality Indexesin Eastern and Western Europe, 1986-87

Gross Earnings Net Disposable
Income
Gini Decile Gini Decile

Coefficient Ratio Coefficient Retio
Czechodovakia 19.7 25 199 24
Hungary 221 26 209 26
Poland 24.2 28 253 30
Soviet Union 276 33 25.6 33
Great Britain 26.7 32 29.7 39
United States 1/ 317
West Germany 2/ 252
Australia 28.7

Sources: Atkinson and Micklewright (1992); and Milanovic (1998).

1/ 1987.
2/ 1981

average incomeinequaity (20-31). All of these economies would be ether low income inegudity
(24-26) or very low income inequdity (20-22). Hence, befor e trangtion, the dominant pattern
of income digtribution should be consdered asréeatively equal . If messured by the Gini
coeffidentsin terms of distribution of digposable income, the Stuation was Smilar in Finland,
Sweden, West Germany, the Netherlands, and Norway.

Let us examine income didtribution and inequiity in the former centraly planned economies
compared to thet of the market economies a that time. This comparison will help explain the
qudlitative changes that occurred later, during the trangtion. However, one should note two groups
of systemic differences between centrdly planned and free market economies, and their policy
implications during the trangtion. The fird difference is the primary nomina income didtribution; the
second, the income redigtribution mechanism.



Regarding primary income didtribution fird, in the soaaist economies, the dominant state
and collective owner ship of the means of production minimized therole of capital gains,
profits, rents, dividends. Thistype of individud income did play amargind role but only in
countries (Hungary, Poland, and Y ugodavia), with a sgnificant priveate sector did it influence
households' income distribution.” However, the interest was not significant due to week banking
sectors and lack of other financid intermediaries, wages and pengons accounted for most
households disposable income.

Second, concerning the income redigtribution mechanism the wage sysems and policies
were very centrdized, and in only afew countries (again, especidly in Hungary, Poland and
Yugodavia) did the market-oriented reforms dlow for relaively greater wage diversfication. In
Poland in the 1970s, the highest-to-lowest-wage retio could not exceed 6:1, athough for about 90
percent of the labor force, the actua wages ratio was 3:1. Social and political pressurefor
egalitarian redigribution of incomewasindeed very strong. This pressure, together with the
egditarian ideology was the driving force behind more equa income didtribution than esewhere, and
impacted heavily on labor dlocation and productivity.

Third, the date pengon system was directly linked to the wage sysem. Therefore, the
proportions of pensonsfor theretired and social benefitsfor the disabled were amilar to
the proportions of salaries. Of course, on average, pensons were lower than wages, but their
proportions were a consequence of amore or less egditarian wage policy.

Asfor the redidribution of the primary nomina income under the sodidist system, firg, the
extensive range of subsidies on basic goods and services was of great importance. In Poland
in 1980—the year of the largest working class protest ever held in a sociaist country—the
subsidies accounted for as much as 10 percent of the nationd income. However, their digtribution,
dthough manly to the poor, did not make red income dlocation, or in-kind consumption morefair.
Subsidies were granted for goods and services with low income dadticity, mainly gpartment rent and
mass trangportation. These subsidies targeted the lower-income groups (Cornia, 19964), but dso
helped middle-income households because, for ingtance, the larger the gpartment one had and the
more often one traveled, the greeter the subsidy.

‘For instance, in Poland in 1989, about 20 percent of GDP was from the private sector, of which
about one-third was nonagriculturd.



Second, unlike in the market economies, taxation did not play an important role. Direct
taxes were of margind sgnificance in income digperson—they accounted for no more than 2
percent of gross sdaries and in the mgority of cases there was no difference between gross and net
income. For most of the popul ation, gross remuneration was the same as net compensation, with all
consequences and palicy implications for trangtion to anew system.

Third, shortageswere common to dl these economies. Although shortages differed among
countries—in goods, intensty, and timing—they influenced the find didtribution of red digposable
income in amgor way (Kornai, 1980; Kolodko,1986; Nuti,1989). The “ shortageflation”
phenomenon—that is, vast shortages accompanied by an open, price inflation (Kolodko and
McMahon, 1987)—had amgor effect on actua consumption. Income was often insufficient to
acquire needed goods and services, so nomina demand could not be satisfied. Queuing, rationing
schemes, pardld markets, forced substitution, involuntary savings, and corruption were common in
the digtribution system. True access to scarce goods and services sometimes had even grester
ggnificance than the nomind money income. Hence, it isimpossible to evaduate the income
digperson basad only on the data on money income disperson. Thislegacy and such point of
departure toward the new system have impacted heavily upon the expectations and changesin
income didtribution petterns in the postsocialist countries.

I11. EXPECTATIONS

Thereis no doubt that one of the main causes of the postsocidig revolution in the Central
and Eagtern European countries semmed from the peoples’ conviction that income digtribution was
unfair ard unequd, contrary to palitical daims and the sysem'’ sideologica foundations. It is difficult
to say whether the people were more concerned about the level of their income or the way it was
digtributed, however, it islikdy thet the latter played a greater role in sparking the trangtion. The
desrefor fair and equal income digtribution was very strong, and social dissatisfaction and
political tendonswererising dueto the growing disparity in real income.

Of course, there were other factors that helped push these countriestoward a
market-oriented economy. The people played, in fact, three roles sSmultaneoudy: as producers,
they weredisappointed thet some of their efforts were wasted by mismanagement, Sagnating
output, and the lack of ability to compete; as consumers, they wereirritated by the growing
inefficiencies of the digtribution system and the time they had to pend for shopping; and as
citizens, they wer e dissatisfied by ther inability to influence economic, socid, and politica
changes. Only the combination of these three motives was strong enough to ignite the push out from
acentraly planned economy toward a market system.



However, not only at the onset of the trangtion but sill today, some do not want to move
from relatively eclitarian sodidism to less egdlitarian cepitdism.” Thereis still considerable
naivetéthat the market regimewill bring higher and mor e equitably digtributed income.

Ongoing political debates and the exaggerated demondration effect from indudridized
countries have fueled unrediigtic expectations. The excessive optimism among the new political dass
does not take into account these indudtriaized countries higtories. The common people are even
more unredidic. They have been told by the new dite that as soon asthey get rid of the old system,
the didribution of income (of course, higher) will be more favorable. The best example of thisisthe
populigt Solidarity movement in Poland.

*Theresults of recent dectionsin sometransition countries(eg. ,in March 1998, in Armeniaand Ukraine)
support this observation.
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Hence, at the beginning of the trangtion, ther e was the widesread conviction that
this processwould quickly bring both higher income and morefair disribution of the fruits
of a better-performing economy. As naive asthis atitudeis, it is ill present, even anong some
professonds and leading paliticians familiar with the economic and socid redities. Optimism
increased when five of the trangition countries began access on negatiations with the European
Union in March 1998, leading some to bdlieve that the development gap between the trangtion

countries and those in Western Europe would be closed with 10 years or s0.° Unfortunately, it will
take longer.

T hesefive countries (the Czech Republic, Estonia, Hungary, Poland, and Soovenia) have been EU associate
member ssince 1994. Five other countries (Bulgaria, Latvia, Lithuania, Slovak Republic and Romania) are
associated with EU, but have not yet been invited to begin accesson negotiations.
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The gap istoo large to dose in one generation. * Closing the ingtitutional gap will take a
long time, closing the development gap even longer. This can be accomplished only when the
rate of growth in Eagtern Europe is much faster than in Western Europe. Due to the severe collgpse
in output during the firgt eight years of the trangtion, the gap between these two parts of the
continent has widened. To increase GDP by 300 ECU, a country with a GDP of 15,000 ECU,
needs 2 percent growth, a country with 6,000 ECU needs 5 percent growth, and one with 3,000
ECU needs 10 percent.

Unredligtic expectationsfor quick trangtion resultsand world economic integration
can be explained more by political, ideological and psychological factorsthan economic.
However, these countries were reatively backward and did not expect such high costs of structurd
adjustment and recesson, which caused additiond increasein socid and palitica tensons. Thus,
one should not expect more than isfeasble.

However, in the observed socid process something different has occurred. On the one Side,
the strong component of ideologica and palitica struggles raised expectations beyond anyone's
cgpability to satisfy them in the foreseegble future. On the other Sde, the irrationd temptations to get
to a“better world” fagter than feasible—enhanced by the spreed of the demondration effect and
intentiond, dthough ill- advised, postcommunist propaganda—have srengthened the socid and
political tensonsthat have semmed from the inability to meet unredigtic hopes

Politica leeders assumed that price liberdization and the dimination of shortageswould leed
to more equa income digtribution. In some countries, such as the Czech Republic and Russa, these
leaders thought thet privatization through free asset digtribution would improve income distribution.
Vad drdes of professonds and paliticians believed thet the reforms of the trandfer system,
especidly of pendons, should not raise income inequdlity, but rather the opposite. Neverthdess, for
anumber of reasons, this has not been the case.

Short-term results did contribute to more equd income didtribution, for instance, price
liberdization improved access to goods that had been in short supply. Politicians and the policy

4According to EU Commission and Eurogtat estimates, the GDP per capita on a PPP bassis3,900 ECU in
Estonia, 5,300 in Poland, 6,300 in Hungary, 9,100 in the Czech Republic, and 10,100 in Slovenia. Thus, the
averageincomeis between 35 per cent and 65 per cent of the averageincomein Western Europe. Thisisindeed
avey largegap.
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makers took advantage of thisto improve their congtituents' stlandards of living. Soon theresfter,
however, other trangtion events, such as the severe contraction of red sdaries and therapid
increase in unemployment, worsened income inequidity and increased the number of poor.

Thus, the palicy was, in asense, to walk from one point-of-no- eturn to the next. The
clearest example of thisis dill seenin Russia, where the gap between expectations and
achievements has grown since the trandtion began. In Poland, this gap existed in the early sage of
trangtion only, because the accompanying costs were too high; theresfter, policy design was more
redigtic (Poznanski, 1996, Kolodko and Nuti, 1997).

In theearly 1990sin Poland, therewasindeed shock, but not much therapy. It was
assumed that output (in terms of real GDP) would contract by aslittle as 3.1 percent; indeed, it
collgpsed by about 12 percent in 1990 and by an additiond 7.2 percent in 1991. During the same
period, industrid output shrank by 40 percent (in red terms), leading to a steep drop in household
income and to mass unemployment. Although the government promised that unemployment would
not exceed 5 percent, by the end of 1993 it had reached 16 percent and was growing. Using asa
dabilization target inflation (in terms of CH) of lessthan 1 percent per month, the year-end inflation
was about 250 percent in 1990 and over 70 percent in 191.

The greatest disgppointment among populistsin politica parties of the left and the right was
in privetization. The higher the expectation for an egditarian mass privatization, the gregter the
disgppointment. Asin many other trangtion countries, the populist anticipation that
postsocialism would evolve into a “ peopl€ s capitalism” —dueto the wide, free digtribution
of denationalized assets—Ied to frustration

Although many people did receive free shares, they got rid of them quickly.”> Due to ongoing
redigtribution, the shares are now accumulated by fewer individuas, and they are oriented more

5Paradoxically, Russiahas, in relativeterms, morestock owner sthan the United States, Poland has morethan
Germany, and the Czech Republic morethan Austria, but that does not mean thereismore capitalism. In
Poland, a special program of so-called mass privatization—together with many denationalization measures—
has been implemented. Over 500 state companies, with book value of about 10 per cent of total state assets
pending privatization, weretransferred through specially established 15 National Investment Funds (NFI) to
the population for a nominal fee (equivalent of US$7, or 2 percent of the average monthly salary at thetime). As
many as 97 per cent of digible citizens participated in the program. Among the remaining 3 per cent were, inter
alia, the President of Poland, and the First Deputy Premier and Finance Minigter, but they did not collect their
certificates exclusively because of the lack of time. After trading at the secondary market, it isestimated that,
at most, one-third of participating citizens hasretained their acquired shares, while two-thirds have sold their
certificatesto other entitiesfor prices5to 7 timeshigher than at the primary market. M ost sharesso
distributed wer e concentrated by someinstitutional investors, including banksand other financial
intermediaries.
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toward entrepreneurship and accumulation of wedth than consumption. Thereis nothing wrong with
thistype of redigtribution aslong as the people are not mded by ther leaders, the emerging market
rules are trangparent, public interest is taken into account, and redistribution patterns contribute to
sound development.® Unfortunately, this has not been the casein dl transition countries:

These countries dso expected that the trangtion would bring alessening of regional
differences and tensions. In the former centraly planned economies, income levels and living
dandards differed Sgnificantly by region. The largest differences were seen in the former Soviet
Union and former Yugodavia The dismantling of those countries did ease the regiond tensons
between the richest and the poorest former republics after they became independent, for example,
between Eqoniaand Tgikisan in the former Soviet Union, and between Soveniaand Macedonia
in the former Y ugodavia Other countries experienced contradictory expectations, which has hed
ggnificant policy implications. People living in the more backward regions expected a quick
improvement in their gandard of living; those living in the richer regions assumed they would be
forced to trandfer part of tharr income to the poorer regions, and they have been quite rluctant to
do s0. Such contradictory expectations have had sgnificant policy implications. The larger the
income gap a the outset of transition, the stronger the current tensions.”

®/f onewantsto take care of the long-run publicinterest, one should exer cise a policy of smultaneoudy
reducing both the public property and public debt. Hence, it isunwiseto give up assststhrough any type of free
digtribution, without “ giving” at thesametimeat least a proportional part of the public debt —domesticand
foreign alike. From thisangle, the debt-to-equity swaps should be used morewidely than occurred in trandtion
countries. Themain obstacle herewasagain political. Under the Strategy for Poland program, theratio of
public debt to GDP fdl from about 86 percent in 1993 to lessthan 50 percent in 1997.

In Poland, themost difficult problem stemmed from allegations made by theindustrial center (coal minesand
steel mills) in Upper Silesia. Regional claimsfor a national incomeredistribution were addressed in the
program, A Contract for Silesia, adopted in 1995. The program focused not on mor efavor able transfersbut on
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enhancing local activitiesand entrepreneur ship, raising investment potential, increasing the ability to absorb
FDI and better coordinating regional development palicy. Asaresult, tensons have been eased.
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V. REALITY

Although income digribution varies among countries, dl trandtion economies have some
common fegtures. Income inegudity isrising in dl these countries, as expected. The fluctuationsin
people sincome—fird it fdl, then it grev—and in its digribution have led to higher than ever in
their lifetime income inequality. The greatest changes occurred during the early stages of
trangtion, when redl income contracted significantly but at a different pace by income group. Hence,
in amétter of couple of years, the income proportions have changed sgnificantly.

From this perspective, Milanovic (1998) has divided the trangtion economies into three
groups. Inthefirg, conggting of Hungary, the Sovak Republic, and Sovenia (with a combined
population of 18 million), income digtribution, measured by the quintile rlations, has not changed.
No quintile group gained or lost more than 1 percentage point, so the income shift did not occur
between those groups but within them. The changes were rather minor: in Hungary, the Gini
coefficient went up by 2 percentage points (from 21 to 23), in Sovenia, by 3 points (from 22 to
25). Inthe Slovak Republic, even more equa didtribution was observed in 1993-95 thanin 1987—
88, ance the Gini coefficent fel from 20 to 19 points (see Table 2).

In the second group, which conggs of Belarus, the Czech Republic, Latvia, Poland, and
Romeania (with acombined population of 84 million), moderate regressive transfers were
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Table2. Changesin Income Inequity During Trandtion

Gini Coefficient
(Income per capita)
198788 1993-95
Kyrgyz Republic 26 55 3/
Russia 24 48 3/
Ukraine 23 a7 2/
Lithuania 23 37
Moldova 24 36
Turkmenistan 26 36
Estonia 23 3H I
Bulgaria 231 A
Kazakhstan 26 33
Uzbekistan 281 33
Latvia 23 31
Romania 231 29 2
Poland 26 28 4/
Belarus 23 28 3/
Czech Republic 19 271 2
Slovenia 22 25
Hungary 21 23
Slovak Republic 20 19

Sources. UNDP (1996); Milanovic (1998).

Note: For most countries, the income concept for 1993-95 is disposable income. In 1987-88, it isgrossincome,
since, at that time, personal income taxes were small, as was the difference between net and grossincome.
Income includes consumption in-kind, except for Hungary and Lithuaniain 1993 -95.

1/ 1989.

2/ Monthly.

3/ Quarterly.
4/ Semiannual.
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noticed. Maximum losses were within the range of 1 to 2 percentage points and occurred only
toward the three lower quintiles. At the same time, the gains of the top quintile varied from about 6
points (for the Czech Republic and Latvia) to below 2 points (for Poland). Thus, only the highest
quintile benefited, and only in terms of the share of income. Due to the sever e contraction, the
absolute levd of real income declined in all quintiles although the higher the quintile, the
lower the decrease.

In this second group of countries, the Gini coefficient rose by only 2 paintsin Poland (from
26 to 28) but by asignificant 8 pointsin the Czech Republic (from 19 to 27).

In the third group, which congsts of Bulgaria, Etonia, Lithuania, Moldova, Russia, and
Ukraine (with a combine populaion of more than 220 million), the changes were much greeter.
Income dedline of the bottom quintile was 4 to 5 percentage points, and the second and third
quintileslogt amilar margins of ther earlier share. In Russa, Ukraine, and Lithuania, the fifth quintile
ganed as much as 20, 14, and 11 points, respectively. The greatest shift occurred in Russia, where
the bottom quintile share of income was haved—from 10 percent to 5 percent—while the top
quintile jumped from the rdaive high of 34 percent to as much as 54 percent. The Gini coefficent
increased by 11 pointsin Bulgaria, and doubled in Russa and Ukraine, jumping from 24 and 23 to
48 and 47 points, repectively (See Figure 1).

At the end of thefirg five years of trangtion, income didtribution in the firgt and second
groups of countrieswas, on average, ill more equd than in the market economies. In the third
group, however, especidly in the former Soviet Union countries, income ditribution continued to be
less equa than in OECD member countries.
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Lately, the process has taken another route. Although in most of these countriesincome
inequity has continued to grow, dbeit & amuch dower pace than before, in afew, it has
gabilized. In recent years, thisinequdity has hovered around the disperson structure that resulted
from the changes that followed the earlier shocks. Of course, the income of some households and
professond groups till fluctuates, but the changes are not as remarkable asthey were in the firgt
haf of the decade, thet is, they no longer fluctuate between quintiles and deciles

However, these observations must be made with proper caution. Although the trangtion
economies are going through a vast, intensive process of liberdization, they il lack sophidticated
market inditutiond arrangements. Thus, their common fegture is an extensive shadow economy,
conggting of unregistered economic activities, the income from which is sgnificant but impossble to
esimate. The shadow economy, estimated to contribute from 15 percent to 50 percent of GDPin
these countries, does affect inequality.’

Because there are many types of unregistered activities, the red chdlengeisto find the most
appropriate way to ingitutionalize the shadow economy. Whereas some activities should be

8For the advanced market economies, the scope of the shadow economy isestimated at about 15 per cent of GDP
for the European Union countriesand below 10 per cent for the United States. For Poland, estimates differ;
although Herer and Sadowski (1996) believethat it ssandsat about 25 per cent of the official GDP, the author
estimatesthat it ismorein therange of 15-20 percent of GDP. So, what it isin the other postsocialist
countriesisanyone' sguess. “...Russian tax police First Deputy Director Vasily Volkovsky told Nezavisimaya
Gazeta that onethird of Russian businesses are not paying any taxes, and a further 50% pay tax only
occasional ly. Volkovsky said in the next few year sthe authoritiesintended to aggressively scale down the gray
economy to aleve at which it ceased to pose athreat to Russia's economic security. He said the gray economy
accounted for 45% of GDP in 1996" [emphasis added]. Agence France Presse, asquoted in “Russia, IMF
agree on 1998 economic program,” Morning Press April 13, 1998 (Washington: I nternational M onetary
Fund).
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blocked and diminated, some others should be made officid in a controlled way. The pardld
€CoN0my encompasses organized crime, which has to be toughly fought, but primarily it is
composed of alot of smal-scae busnessesin many sectors—sectors that produce the goods and
provide the services, the jobs, and the income.

In trangtion societies, the people being offered the opportunity to take ther fate into thelr
own hands are quite keen to do so; however, they are not that eager to register their activities and
pay taxes and socid security contributions on these activities. Changing such attitudes will take time.
For now, however, this type of emerging entrepreneurship, which cregtes a reasonable source of
income, should be tolerated and gradudly incorporated into the officia economy by various means
of the“dtick and carrot.” Before this task is accomplished, however, asgnificant amount of income
will be meade in the shedow economy and smultaneoudy, a Sgnificant part of the tota incomewill
be redigtributed through the pardle sector. The Sze of the former and the range of the latter is
agan, anyone' s guess. These corrections in the digperson pettern definitely complicate the picture
drawn from the andyds of officid income distribution one.

At one end of the spectrum, many households engaged in the shadow economy particularly
in the trade, housing congtruction, maintenance, and some traditional service sectors, have higher
income then is recorded formaly in the household budget survey (HBS). Although most—if not
dl—of the unemployed are officialy counted in the bottom quintile, some should instead be counted
in the second, at least. Given the substance of the shadow economy and the methodologica
problemsin accuratdy measuring unemploymernt, it is obvious that an important fraction of this
group makes money outside the registered economy. Therefore, their true earnings are higher than
the state Satistics—or even the more comprehensive HBSs—show.

At that other end of the spectrum, the officia picture may be biased even more than for the
poor, because many activities of the new entrepreneurid dass are not recorded a dl. Usng various
means, they are often able to conced from the tax officias a sgnificant part of their actud income.
Both tax evason and tax avoidance are widespread in transition economies, primarily dueto
poor tax adminigration and low mord standards of emerging capitdists. Whereas the cregtion of
effective fiscd order and an efficient tax collection system is along-lasting process, taxation is often
trested as asort of punishment. It is often believed thet taxation limits the business sector’ s ability to
expand and isrardly seen asafar and rationd insrument of income redigtribution.

The range of theinforma sector, with dl its merits and drawlbacks for income disperson,
depends on maturity of ingtitutiond arrangements, on the one hand, and developmentsin the red
economy, on the other. In economies with relatively more advanced market inditutions and ahigher
market culture—for example, in the countries invited to begin their accession negotiations with the
EU—the scope of tax evagon is much smaler than in the countries lagging behind. Although it is
difficult to measure and impossible to quantify, it ssemsto be feasible to dlam that the shadow
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economy islarger in Ukraine than in Poland, larger in Armeniathan in Latvig, larger in Romaniathan
in Hungary, and larger in Crodiathan in Sovenia

Asfor red developments, the tendencies are mixed. In the fast-growing countries, & leest
part of the expangon is due to vigorous activitiesin the pardld economy, thus itsimpact on income
levels and its Sructure is greater. As output rises, more people congdered jobless make ends meet
by working in the shadow economy than by collecting the dole from the safety net. The business
communities are dso able to take greater advantage of soaring shadow markets. At the sametime,
wesk regulations alow them to hide at least part of their actud revenue. In the countries with
continuing recession, an increasing number of people are looking for an opportunity to earn money
wherever they can, induding in the shadow economy, but they have fewer opportunitiesthanin a
growing economy.

The outcome of what has happened thus far is a puzzle and can only be roughly estimated.
It is recognized that the shadow economy contributesto the higher income of all social strata,
but it isimpossble to estimate precisely how it influences the final proportions of
disposable real income. Although the informal sector contributes to higher production and welfare
asawhole, it dso trandfers part of the income from some households to others. Because one cannot
map these income flows, one can only draw generd condusions. It is not a zero-sum game. Income
redistribution conducted within the borders of the parald economy—aswell as between the pardld
and the officid economy—can enhance overdl growth. Thus, in thelong run, it can contribute to a
higher sandard of living for the whole society. It seems, therefore, thet the parallel economy,
through its contribution to actual national income, and itsimpact on itsredistribution,
raisesinequality. Moreover, it may be daimed that in the trangtion economies, asin theless-
deve oped market economies, the difference between the officid and the true picture of income
digtribution—if one takes into account the shadow economy—is much grester than in the more
developed market economies.

V. M ECHANISM

The income digtribution pattern has changed quditatively during trangition. Some events and
processes of vitd importance have resulted from the dimination of a number of fundamenta features
and rules exercised under the centrdly planned regime. In spite of considerable confusion asto what
the outcome of these paliticd, indtitutiona and structura changes would be for equity versus inequity
and equdity versusinequdity, the mechanism of change has been dready sstin maotionin an
irreversble way.

Particularly important isthat a mgority of the subsdies and dlowances—previoudy
provided by the state to Some groups to support their consumption in kind—have beenradically
reduced or diminated completdy. Since the beginning of the trangtion, the removd of the subsidies
has been seen as absolutdy necessary by various internationa organizations, epecidly by the IMF.
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The Fund was willing to back only structurd adjusment polices that led to the liquidation of dl
subsdies Thisexternd pressure was mixed with domestic tugs- of-war between the countries
politica extremes, that is, between the old Ieft and the new right populists on one Sde, and the free-
mearket zedlots on the other.

Depending on the socid and politica Stuation aswall as on the chosen path of price
liberdization and adjusment, the way the subsidies were removed influenced income dispersion.
Themoreradical the subsdy cuts, the degper the shift in income inequality. Whereas some
shortages did indeed disappear rather quickly (the shopswerefull of goods), the red income and
money baances of households shrank even faster (because consumers pockets were amost
empty). Consequently, the ultimate effect of dashing subsidiesand priceliberalization did
contribute to an improvement of thefiscal ssance and the introduction of a market-clearing
mechanism, but it was achieved at the cost of growing inequality.

Setting asde the way the subsdy-removd policies have been executed in some countries,
this gpproach should pay-off in the longer run.® The transparency of free-market rules, the efficiency
of market-cdearing pricing and its influence upon the dlocation of resources, aswedl asthe
liquidation of digtribution pathologies related to the shortageflaion syndrome have contributed to
improving economic performance and increasing competitiveness. If not now, theninthe
foreseegble future, these reforms will be fruitful for dl people in the trandtion countries and make
these countries more competitive internationdly.

In the meantime, however, the unavoidable part of trangtion—price liberdization together
with far-reaching subsidy reductions—has been causing high inflation. Thiswas the casein Poland in
1989-93, it isdill an issuein Bulgaria and Romaniain 199799, and will beaserious chdlengein
Bdarus and Ukrainein 1999-2001. Whether such inflation is corrective or not does not metter for
additiond income redigtribution, due to the very diversfied price adjusments on products and

*Thereisalong way to go in countries till a the early stage of transition, such as Turkmenistan. In
the most extreme case, Bdarus, shortages regppeared in the spring of 1998 dueto the
government’ s attempts a direct price control and the scope of subsidies. They, by no meanswill be
sudtainable, consdering the overdl sate of the economy and, especidly, the fiscd pogtion of the
government.
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sarvices. Often, what risesfirst and the most is the basic cost of living—the prices of food, housing,
utilities, and public transport. Later, partid commercidization (i.e., the marketization) of other basic
savices, induding hedth care, leads to further increasesin living cods

Inflationary incomeredigtribution—executed through the downward adjusment of
real income by different rates per household group—significantly increased income
inequality in the early 1990s. This processisfar from over in countries less advanced in
liberdization and gabilization (Bearus, Bulgaria, Macedonia, Romania, and Ukraine, and especidly
in Kazakhgtan, Turkmenigtan, and Uzbekistan).

With extremely high inflation, real income distribution had depended on the indexation
procedures used a the time of the sabilization policy. Although the desire to stabilize the economy
cdled for much faster growth of prices than wages—or other income, such as pengons—and hence
alarger drop inthered income, socid expectaions and politica pressure pushed the governments
toward more lenient downward adjusments. Againg this background, the actual indexation was
always a function of political compromise, not necessarily alogical consequence of gtrictly
economic arguments. Some socid and professond groups bargained harder for compensation
than others. For ingtance, it was eader for workers, especidly in thelarge indudtrid centers, to get
relatively more compensation for the growing codts of living than for teechers or paramedics.

Because of this unequd indexation, inequaity continuesto fud socid tensons (Gregory,
1997). Sncetha problem isfar from solved in any trangtion economy, the leeding countries
notwithstanding, the continuing change in relative wages will continue to cause paliticd friction. Asa
result, the shifts of income between certain groups will aso continue, regardless of the change of
these groups contributions to the nationa welfare. However, in terms of inequity, these changes will
not cause sgnificant changes in the exidting pattern of income didtribution, only in the rdlative
position of some professiond groups Vis-a-vis others.

Another aspect of inflationary redigtribution that affects equity and equdlity deslswith
household savings. Because of the shortages under the centrdly planned system, there was dways
some diposable net income that could not be spent on desired goods and sarvices. Thissetin
motion forced subdtitution and boogted the pardld, often semi-legd, or black markets. However,
households were | eft with some resdud, “ disposable’ income that was not “red” ance it was not
possbleto spend it. So, it was involuntarily saved. When eventudly the time for sructura
adjustment arrived—together with the postsocidigt revolution—the prices were freed and raised to
the market dearing level. However, the purchasing power of money baances, induding those held
in banks, was protected only partidly. They were indexed, but only to some extent.'

lODealing with the aftermath of the sever e depreciation of accumulated savingsis gill on the policy agendain
some countries, for example, in Lithuania.
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The extent of the indexing deperded on the abiilization programs and, of course, took into
account the Stuation within the banking sector. Indexation was rather awkward, and when
conddered, with the even worse stlanding of the public finance sysem and the state budget, did not
dlow for full compensation. So, peopl€ s savings depreciated sgnificantly. Only the mogt flexible,
wdl-informed, and entrepreneurid households were able to protect the red vaue of their savings. In
some of the most successful cases, these savings became the seed capita for future businesses

In summary, many peoplelost part of their lifetime savings, although a few were
ableto convert these holdingsinto capital and multiply them on the wave of liberalization
and the accompanying corrective inflation. This course of events has degpened income
inequdity in the postsocidist societies (Kolodko, 1992a); in adirect way, it has impacted solely on
the savings accumulated in the padt, but indirectly it influences current income and savings as well.

Economic reforms liberalized the wage setting in the state sectors™ Regardless of theinitia
pace of denationdization, by the mid-1990s, in mogt trangition economies, more then half the labor
force earned thair dariesin the date sector. Whereas under the sodidist sysem, due to ideologicd
and political condraints, the digperson of wages was quite limited, amuch wider disperson has
been acoepted during the trangition. Thus, income has become more tightly linked to qudifications,
experience, occupation, and performance. The trangtion has meant a closer relation between
an individual’s pagt investment in human capital and its current remuneration, which has
led to greater wage dispersion (Cornia, 19964). Because the qudity of human capitd varied
more then did sdaries under centrd planing, the later redignment of wages with levels of human

Ih some countries—such asthe former Czechosovakiaand Romania, which initiated market reformsat the
onset of 1990s—economic reforms have caused mor e fundamental changes. In other s—such asHungary and
Poland, which started reforms and wage deregulation much earlier—this processwas only (yet significantly)
accelerated.
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cgpitd has increasad income inequidity. It may, however, be daimed that income equity increased
aswdl. That istrue for both blue-collar and white-collar workers.

Even more sgnificant for rigng income inequdlity is the shift of labor from the Sate to the
privete sector. Not only isthe digpersion of wagesin the latter larger than in the former, but the
average income earned is higher. Thisis due mainly to the higher labor productivity in the private
sector asthe gateisin control of anumber of obsolete, noncompetitive industries and poorly
managed, rdatively low paid services, such as education, hedth care, and centrd and locd
adminigrations. Because of the meager budgetary Situation, these sectors have not been able to
compete with remuneration provided by other indudtries, performing profitably on acommercid
bass. Therefore, therising share of labor engaged in therapidly growing private sector has
raised income inequality. Thisis merdy areflection of the accommodation of the market to the
higher quality of labor engaged in these activities Nevertheless, in trangtion economies, to the extent
that the labor market is dill quiterigid and far from perfect, the sdary ratio remains somewhat
digtorted.

When an economy moves from the centraly planned to the free-market sysem, the most
revolutionary and fundamental changestake placein asset owner ship. The basic features of
the beginning of capitdism after socidism are denationdization, privatization, property restitution,
participation of foreign direct and portfolio capitd and the development of financid intermediariesto
accompany private sector’s expanson. These events have a mgor impact on changesin income
digribution.

During trangtion, the share of wagesin total income decreases, while that of
capital gains—for example, profits, dividends, interest, and rents—incr eases. This process
itsdf contributes Sgnificantly to growing inequity aswell asinequdity. Market reforms inevitably
result in some unjudtified redidribution, asit is an unavoidable byproduct of the trangtion process.
Wheress limiting the range of the postsocidist redidribution is ametter of sound policies containing
and regulaing it entirdy isSmply impossble.

12Although during the socialist era it was accepted that theratio of state-deter mined wages between unskilled
wor kersand univer sity professor s should not exceed, approximately, 5:1, during the transition—if the market
S0 deter mines—thisratio may exceed, approximately, 15:1.
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Thefundamental shift of assetsfrom stateto private hands has been followed by a
shift in the income ear ned on these assetsin the same dir ection. Obvioudy, these changes
have d 0 increasad the inequity and inequdity. Therefore, one must decide how the property rights
trandformation isto be desgned and by what meansit will be managed? The two options would be,
a one extreme, to el state property to any investor, especidly a rategic one, a the market-
dearing price® and, a the other extreme, the utopian option of fredy digtributing al assets among
digible ditizens™* Of course, in the real world, some combination of the two extremes is needed.
Hungary chose a path doser to the firgt option; the Czech Republic, closer to the latter; and Poland,
between the two.

Theimplications for corporate governance and microeconomic efficiency differ by option,
but 30 do the conseguences for income inequdity in the long run. And the choice between the two
optionsisnot Smple. More unequd privatization, by sdling to drategic investors, favors
competitiveness and hence the income level, whereas more egditarian digtribution of assets favors
income equiity but does not necessarily improve efficiency.

13That isfineif the assets are sold at market clearing prices, but often they arenot. And, if not, whois€eligible
to acquirethe assets pending denationalization? When the author asked in 1993 the then deputy minister of
financein charge of the privatization of Poland’ sfinancial institutions why they wer e selling the shar es of
Bank Slaski at many times below the market-clearing price, hewastold that thereason issmple: to provide
the new owner swith enough capital gainsthat they will soon be able soon to acquirethe next bank. And they
were. The Bank Slaski shar es, a couple of monthslater on thefloor of Warsaw’ s stock exchange, weretraded
at morethan 13 timesthe asking price by the Ministry of Finance on the primary market! The budget had lost
alot, but afew had gained alot aswell. And the Minister of Financewasfired.

Y The point isthat assetsdistributed on the primary market—for free or for anominal, symbolic fee—are
sooner or later redistributed on the secondary market. Again, peoplearefreeto do so, but in theend it leadsto
theaccumulation of these assetsby only a few.
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The populigt maingream in both economics and poalitics has suggested thet mass
privatization through the free ditribution of shares can offsat the hardship caused by structurd
adjusment, espedidly growing unemployment and falling redl earnings and pensons. Thismay be
true, but only to some extent and only as temporary compensation for lost income. In fact, in severd
countries, workers have gone on strike—not againg privetization but in favor of it. These strikers
were not zedots of capitdism and afree market; they just wanted quas-money—the shares or the
vouchers, catificates, and coupons, entitling them to shares —which they fdt wasrightly theirs
However, it isbizarre that a poor person would have no access to an adequate socid safety net yet,
owns one or two shares of a privatized enterprise. This poverty and lack of socid protection did not
accord with the vison of market economy under “peopl€' s capitdism;” furthermore, it bardy
reduced the inequality and resuiting tenson. ™

The problem of equity and equdity versusinequity and inequiity, is even more serious. The
badic problem is not the change in the income ditribution pattern in, say, 1990-99—dthough for
some 15 percent of the population these are thair last years—but the irrever sible foundation that
has been laid for income digtribution in the future. This changeisthe result of the sormy and
indeed badly regulated and controlled process of asset digtribution linked to the privatization
process. In other words, when some were fighting for more fair indexation of their modest income
(i.e, the current flow), the more cautious were trying to acquire as much property as possible (i.e,
gock, or futureincome).

In conclusion, taking only the flow of incore into account, one cannot accurately answer the
question about the scope, direction, or pace of inequdity. Thosethat are, in fact, rich (owning many
assets) may report very little income, whereas somebody else—a rdlaively poorer person—can
pay the highest possible taxes. To properly measur e inequality, one must analyze not how the
flow of incomeisdispersed, but how it isdistributed and how the stocks of denationalized
asstsare divided. Otherwise, onewill get adistorted picture, if not fase, like from weatching only
part of the movie screen. Unfortunately, thereis not even arough datidicad bassfor such
condderations. Most income flows are registered, but asset transfers are not.

13 3uha Honkkila (1997, p. 6) rightly claimsthat “for individuals brought up in a communist society, theloss of
safeemployment or other social benefits provided by the state sector cannot be offset by minor opportunitiesto
enjoy the personal owner ship of assets.”
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Theintroduction of comprehensve taxation systems has changed the income distribution
mechanism and itsfind outcome. Fisca order in trangtion countriesis not yet the same asin the
meature market economies. The persond income tax—for some countries, entirdy nev—isaways
progressive, athough the brackets and scales vary by country and can change in ether direction.
Because higher incomeistaxed a ahigher margin, taxation decr eases the net disposable
income gap between better- and wor se-remunerated people and, subsequently, narrows
the scope of inequality.

In trangtion economies, the fisca regimes and policies are not sable and hence nether isthe
equdizing effect of fiscd policy. There are continuous debates and palitical battles between the
parties on raisng and lowering the taxes and, of course, a the sametime. Again, thetrue sysem s
never amagterpiece of public finance theory and policy, but dways a political compromise.

In spite of these reservations, it should be noted that redistribution does, at least to some
degree, contribute to an impartia correction of the primary income digribution. Asthe market isin
the process of being born, it cannat, of course, didribute nationa income in away that guarantees
both the fair participation of gpedific groupsin the flow of current wedth and its future growth.

What makes trangtion countries truly different from advanced market economiesisthdt, in
most cases, capital gainsarenot taxed at all. Asthey are not taxed, they are not recorded. Or is
it the other way around? This approach has serious policy implications, but regarding the fiscal
system’ simpact on equity and equdlity, the lack of cgpitd gains taxation definitely increasesinequity
and inequdlity.

VI. POLICY

The heart of the trangtion maiter isto change a sagnant, former centraly planned economy
to amarket economy that can expand and compete internationdly. Other issues, induding income
and wedth digtribution, are often seen as secondary gods of economic and socid policies, or Imply
as byproducts of the systemic changes. Besides, the redistribution of income can be tregted as
samply ameans of superior palicy of the overhaul of the system, thet is, the radicd dteration of the
digtribution pettern sarves only as an ingrument for the further accumulation of wealth. And such
accumulation, in turn, should creste a foundation of the new middle and upper dasses, without
whom the market sysem cannot exig. In fact, in trangtion economies one can obsarve the frantic
process of wed th accumulation, which can be cdled postsocialist primary capital accumulation
If not immediately then soon theredfter, people get the message that capitdism cannot be restored
or created without capital and capitaists—and the inherent consequences for inequity and

inequality.

The condudion is obvious. During transtion inequality must rise, and policymakers
should try to shape such inequality in away that facilitatesthe trandtion’s goals. Thus, the
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chdlengeis, firg, to define and design thisline of palicy, and, second, to implement it in the best
possible fashion. Thisis not easy; it may be even more difficult than it was in the past during periods
of primary accumulation, because now it must take place during a savere trangtiond recesson.

Whatever the explanation for the great postsociaist Sump, ™ the fact remains that the
officidly registered GDP of 25 countriesin Eastern Europe and the CIS has contracted by dmost
30 percent (weighted average) in the firg seven years of trangtion. Only in the eighth year—in
1997—was a modest recovery recorded, abeit not in all countriesinvolved (see Table 3)."

From socid and paliticd points of view, it isachadlenge—and rather risky, paliticaly—to
dlow for any meaningful shift of income from the bottom to the top quintile, even a thetime of
robust growth. Certainly, it is much more difficult to do so during aperiod of collgpse in output. For
the trangtion, the latter has been the case for anumber of years. Therefore, in congdering the issue
of inequality, one hasto distinguish between the stages of contraction and growth.

®cor different views on thissubject seg, inter alia, Bruno (1992); Kornai (1993); Lavigne (1995); Gomulka
(1996); Blanchard (1997); and K olodko and Nuti (1997).

l7According toIMF egtimates, in 1997 GDP for thewholeregion increased by a modest 1.7 percent and should
grow by 2.9 percent in 1998. Thisyear, for thefirst timesincethetransition began, none of these countriesis
to undergo a declinein output. The overall expansion isexpected to increase further in themedium term (IMF,

1998). It isworth noting that, in the past, the Fund, in itsannual World Economic Outlook, wrongly predicted

aturnaround.
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Contraction has lasted from a relatively short period of three yearsin Poland™® to eight years
in Ukraine™ In some countries—and not only those experiencing regiondl conflicts—it may
continue for some years. While the aver age income is on the decline and policy favors
promation to the new middle class, poverty must also be increasing. During the period of
contraction, the redigtribution mechanisms trandgfer additiond portions of dready faling incomefrom
the poorer parts of society to the richer.

185 etween mid1989 and micd-1992, the GDP in Poland contracted by about 20 per cent and theindustrial output
by morethan 40 per cent.

19During these eight year s (1990-97), the official GDP decr eased by as much as 58 per cent, which ismuch
morethan in any other country during peacetime.
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Table 3: Recesson and growth in trandtion economies. 1990-97

number of did GDP
years fdl agan 1990- | 199%4- | 1990- 1997 Ranking
93 97 97
countries of GDP after GDP index
(average annud rate
dedine recovery? of (1989 =
GDP growth) 100)
Poland 2 no 3.1 6.3 1.6 111.8 1
Sovenia 3 no -39 4.0 0.0 99.3 2
Czech Republic 3 no -4.3 3.6 -04 95.8 3
Sovakia 4 no -6.8 6.3 -0.3 95.6 4
Hungary 4 no -4.8 2.5 -1.1 204 5
Uzbekistan 5 no 31 | -03 | -17 86.7 6
Romania 4 yes -6.4 2.1 -2.2 824 7
Albania 4 yes -8.8 4.9 -2.0 79.1 8
Edonia 5 no -9.7 4.1 -2.8 779 9
Croatia 4 no -9.9 3.0 -34 733 10
Bdaus 6 no 54 | -26 | -4.0 70.8 11
Bulgaria 6 yes -74 | -36 | -55 62.8 12
Kyrgyzstan 5 no -9.3 -24 | -5.8 58.7 13
Kazakhstan 6 no -6.7 | -60 | -6.3 58.1 14
Latvia 4 yes -138 | 22 -5.8 56.8 15
Macedonia 6 no -129 | -08 | -6.9 55.3 16
Russa 7 no -101 | -53 | -7.7 52.2 17
Lithuenia 5 no -183 | 05 -89 42.8 18
Turkmenigan 7 no -45 | -150 | -98 42.6 19
Armenia 4 no -214 | 54 | -80 41.1 20
Azerbajan 6 no -145 | -57 | -101 405 21
Tgikigan 7 no -122 | -84 | -103 40.0 22
Ukraine 8 norecovery | -10.1 | -121 | -111 383 23
Moldova 7 no -126 | -102 | -114 3hH.1 24
Georgia 5 no -241 | 29 | -106 A3 25

Source: Nationd Satitics, international organizations and author's own calculations.
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Thisisthe picture as seen from a macroeconomic perspective. On the micro leve, however,
the changing pattern of income flow reflects modtly the shift in certain populaion groups
contributionsto GDP. This product unfortunately, has been shrinking for severd years. The poor
are getting poor er becausetheir contribution to declining national incomeisfalling faster
that the contributions of other groups. The shorter this extremdy difficult period, and the smdler
thefdl in output, the better. It may be argued that both the scope ard the length of the trangtional
recession, which is, to some extent, unavoidable could be reduced (Kolodko, 1992b). Hence, the
fird generd condusionisthat in addressing theissue of inequality in trandtion countries, one
must try to limit the scopeand length of the recesson asmuch as possible. Avoiding a
recesson is not possible, but counteracting it is necessary.

Sooner or later, the trandtion economies will grow. After dl, thewhole exerciseis
motivated by a commitment to bring them into the globa economy as open markets that can expand
much faster than before. The World Bank (1997) estimated thet the trangition economies could
grow in aquarter of a century (1996—2020), by as much as 5.8 percent annudly. Although that may
seem impossble—especidly in light of the wesk performance of 199697, which showed dmost
no growth a al—some countries may achieve even more; it depends on the qudlity of the palicies.
With sound fundamentals, proper indtitutiona arrangements, active involvement of the redefined
sate—and some luck—it may happen.

Recently the leader in the trangtion, Poland, has enjoyed aremarkablerate of growth.
Under a properly fashioned program known as the Strategy for Poland,* which covers both
trangtion and development, the economy has moved from early “shock without therapy” to
“thergpy without shock.” Not surprisingly, in 1994-97, Poland recorded a GDP growth of about
29 percent, or 6.4 percent on average. This growth was accompanied by further progressin
inditutional advancement, which brought Poland to OECD membership in the summer of 1996 and,
together with five other Eastern European nations, to EU accession negotiationsin March 1998. At
the same time, further progress toward the consolidation of stabilization into stability hasbeen
accomplished. Inflation fdl threefold, from 37.7 percent a the end of 1993 to 13.2 percent & the
end of 1997; the unemployment rate declined by more than one-third, from 16.4 percent to 10.5
percent; and the fisca- defidit-to- GDP ratio was haved from 2.8 percent to only 1.4 percent.

When an economy is on the rise, the issues of inequity and inequieity can be addressed ina
different way. During a recesson, the question is, How can the lass of income be shared? or, How
can particular socid groups participate in its dedine? Under an expansion, the question can be
modified to, How should growing income be digtributed?, or, in other words, How should the
increment in national income be divided between population groups? Eveninthe most
advanced market economies, policy affects how incomeis shared, asit cannot be left exclusvely to

2see K olodko (1996); and OECD (1996).
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spontaneous market forces. And more o in trangtion countries, where the market forces are, by
definition, in ther infancy. The best palicy guiddine for the government isto intervene only to the
extent that guarantees a compromise between the interests of particular income groups and provides
aufficient incentives for capital formation to fadilitate devel opment and hence the growth in the
standard of living for dl (Tanzi and Chu, 1998).

A group that is definitely gaining from recovery and growth are those who have found jobs
In Poland’ s case, unemployment pesked in the summer of 1994 a dloseto 17 percent, or dmost 3
million people. By the end of 1997, due to an active employment policy that took advantage of both
directed subgdized credit and fiscd indruments, joblessnessfdl by 1 million. These 1 million people
and ther families have improved their absolute and relative income positions and thus the previous
income inequality has been mitigated. Hence, the second generd condusion isthet only a policy
that lower s unemployment can reduce inequality.

Theincome policy aswell asthe asst redigtribution policy mugt fadilitate the accumulaion
of capita, which is mainly the domain of richer people. During a period of strong growth, it ssemsto
be easier to accomplish this target because the two policies benefit each othe—athough only in the
medium and long term. Growth facilitatescapital formation and, vice versa, capital formation
favors growth. If these interrdations are st in mation by the policy ingruments and eventsin the
re and financid sectors, then easier isto get society’ s gpproval for such policies.

If some are getting richer while some are getting poore—which is unavoidable during
periods of contraction and thus increasing inequality—there is no way to convince the latter thet
they are better-off ** I oneis poor, but alittle less so than before—because someone dsewho is
now richer is contributing to overal growth—one accepts the Situation. It may—and it will—
happen that on such a path, the income digoerson will increase even more. Neverthdess if the
increase in the wealth of some doesnot occur at a cost to others, these changesarelikely
to be accepted by most of society.

These dtitudes can be seen in the public’ s reaction to changes in the gandard of living and
income digtribution in two digtinct trangtion economies. One seems to be a success sory, the other
oneis sofar, afalure. Inthefirg country, Poland, the percent of households that assesstheir

211 1991, an advisor tothe Polish gover nment was asked to name the greatest achievement of the stabilization
program. Hisanswer wasthat kiwiscan be bought on Warsaw’sstreets. In 1997, another advisor said that in
Russia therewasalready a market economy (which, of cour se, is supposed to serve society better than the
previous system), but that people werenot yet ableto under stand it. The problem isthat the market economy
consistsnat only of private property and liberal market rules, but must also have sound ingtitutional
arrangements, a market culture, and appropriate behavior by the people. Thus, aslong as people do not

under stand what a market economy is, they do not have a market economy.



Stugtion as*“good or very good” isdowly but steedily growing. It rose from asingle digit in the
early 1990s to 12.2 percent in 1995 and to 13.1 percent in 1997.% This changein public opinion
reflects both the growth of absolute income as well as greater acceptance of changesin the income
didribution pattern. So, not only does the redlity change, but the public’ s perception of it changesas
well.

2Data from the HBS provided by the Central Statistical Office (see GUS, 19974, p. 6).
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In the second country, Russia, the public is convinced—and not without a cause—thet
trandtion has brought a plague of corruption and “crony capitdism,” which are rdaed to the
continuing recesson, growing inequdity, and spreading poverty. Even the country’sleeding
politicians and internationa organizations have admitted on severa occasons thet thisisindeed the
case.”® Consequently, the Gini coefficient doubled in the firgt five or six years of transition and will
likely rise further. The growing arrears on unpaid salaries and pensons, on the one hand, and the
accumulation of wedlth from ingder privetization, lucrative financid market deds and epecidly
pervasive organized crime, on the other hand, have contributed to the increasing income inequdlity.
Both redity and beliefs are reflected in the very discouraging public opinion. When between
80 percent and 90 percent of society is convinced that weedlth accumulation depends on connections
or dishonesty and that poverty isaresult of the economic system, then the future does not ook
bright (see Table 4).

In contradt, in Poland, due to the robust growth initiated by the Strategy for Poland and an
income policy amed a achieving more far digribution—the Gini coefficient has stabilized in
recent years. According to an OECD study, it grew from about 25 percent in 1989 to about 30
percent in 1994, then declined dightly to 29.4 percent in 1995 (OECD, 1996). Edimates show that
the Gini coefficient has remained around thislevel snce or hasincreased only dightly in terms of
wage digoerson, but that it has increased rather subgtantialy in terms of income per capita (see
Figure 2).

Bin 1997, thethen First Deputy Prime Minister, Boris Nemtsov, during hisfirst daysin the officemade a
point that Russia must choose between “ bandit-capitalism” and “ capitalism with a human face’. The Managing
Director of the European Bank for Reconstruction and Development, Jacquesde L arosiere, claimed at the
EBRD 1997 annual meeting that with respect to Russia and other former Soviet Union republics, in 1996 alone
the outflow of capital from theregion probably exceeded thetotal invested by the EBRD sinceitscreation
(Financial Times, 1997). Most of thisoutflow isbelieved to belinked toillegal economic activities, organized
crime, and money laundering.



-36-

Table4. Russa: Placing the Blame

(What are the causes of poverty?)
Poverty
(In percent) 1/
Economic system 820
Lazinessand drinking 77.0
Unegual opportunities 65.0
Discrimination 470
Lack of effort 440
Lack of talent 330
Bad luck 310
Weadlth
(In percent) 1/
Connections 83.0
Economic system 780
Dishonesty 76.0
Opportunities 62.0
Talent 50.0
Luck 420
Hard work 390

Source: Survey by InterfaxAlF of 1,585 respondents (Moscow, November 1997).

1/ Percentage of respondents agreeing to each cause.

Likewise, the decileratio increased to 3.03 in 1993 and 3.36 in 1994; snce then it has
dabilized or risen by only asmdl margin. More meaningful changes have occurred within the top
decile, due to wedth accumulation by the richest, but the actud income for the top ventile is
unknown (World Bank, 1995). One must be careful in drawing conclusions from these
observations. Particularly at the top of the top decile, the picture can be serioudy digtorted and the
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difference between the decile (or ventile) ratio for wages and for overdl income seemsto beindeed
sgnificant (see Hgure 3).

Gini coefficients during implementation of Strategy for Poland

1996

1995

®income per capita

Bwages

1994

1993

5.0 10.0 15.0 20.0 25.0 30.0 35.0
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Decile ratio for wages in Poland, 1993-96

1996

1995

1994

1993 3

2.8 2.9 3 3.1 3.2 3.3 3.4 3.5
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Has this recent drive toward more equitable income digtribution in Poland been just a
coincidence or the result of a deliberately chosen policy? Both. On the one hand, the market forces,
st in motion by the trangition changed the digtribution mechanism (Corniaand Popov, 1997).
Deveoping economies with fast-expanding private sectors and the Smultaneous restructuring of
date indudtries have been able to provide growing income for dl socid drata Asfar asthe decile
groups are concerned, since 1995, their gains have been rather proportional.?* On the other hand, a
decision was made and became afundamenta part of the Strategy for Poland, that mor e fair
income digribution should be not only the autonomous policy target but also an insgrument
tofacilitate further growth?

At the beginning of the trangtion, the shift of labor from the stateto the private sector
quickly caused an increase in wage inequality. This worsened when discriminetory meesures
were usad againd the state sector. Tough, if not too redrictive, wage- based taxation was used to
contain nomind sdaries, thiswas an essentid indrument of anti-inflation policy a this gage. Later,
especidly in 1991-93, the famous Polish popiwek, that is, the wage-based punitive tax, was used
exdusivey asleverage on state companies to push them toward privatization. Although the popiwek
served this purpose, it dso fadilitated increasing income disparity and hampered the motivation for
labor productivity growth in the public sector.

20t cour se, thishypothesis should be car efully re-examined when more data on income disper sion for 1996—
98 becomesavailable.

2Some claim that too great an incomeinequality actsagainst growth (Alesina and Per otti, 1996; and Alesina,
1997). Transition economies ar e no exception in thisrespect.
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So, when the popiwek was findly abandoned a the beginning of 1995, Sate sector output
soared. Asaresult, the growth in the income of the workers employed in this sector was on apar
with the growth of remuneration in the private sector. Thus, the third generd condusonisthat it is
unwise to use a punitive measur e that favors one sector at a cost to another even if it
accelerates privatization, because it may dow therate of growth and stifle competitiveness
not only in the state sector but throughout the economy. If such ameasureis used, inequdity
will rise and growth will dow in the medium term.®

Ancther important policy chalenge was rdaed to income policy at theinitid sage of
sructura adjustment within inflationary surroundings. 1n 1990, a the beginning of the sabilization,
atempts were made to contain aggregate demand by cuitting the civil servants wages by alarger
margin than thefdl in the remuneration of the indudrid workers Later, the objective wasto
increase more quickly the average compensation to civil servants. This move was basad not only on
the conviction that such compensation was more fair but also that thistype of investment in
human capital would contributeto higher growth in thelong term, and strengthen the
relaionship between investment in humean capitd and earning levels, which was rather wesk prior to
and a the beginning of the trangtion. Therefore, the fourth generd conclusion isthat although the
regulation of commercial sector wages should be left basically to market for ces, the sate
should keep civil servantsremuneration at an optimal ratio to the average industrial wage,
and this proportion must be at a socially acceptable level, and facilitate the development of
human capital in thelong term. Fisca policy should serve this purpose as wll.

A further shift in policy was linked with difficult issues of indexation of pensons and benefits
for the disabled. At the beginning of the Sabilization, instead of indexing pensonsto the cost of
living, they were indexed to nomind wages. Thiswas another srious policy midake, sncethe
solution was short-lived (Kolodko, 1991). This indexation was based on the assumption thet red
pensons should follow the path of wage adjusment—there should be a seep fdl in rea wages and
agmultaneous deep contraction of red pensons.

%)t hasto be stressed that in the Polish success story, the acceleration of growth in 1994—97 was mainly due
tothegradual privatization, the fast-growing new private sector, and the commer cialization of state enterprises
(OECD, 1996; Poznanski, 1996; K olodko and Nuti, 1997).
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However, as soon as wages began to increase, due to growing labor productivity, so did
pensions, despite the lack of financid sourcesto pay for such increase. Because the government
was forced to borrow to finance the expanding fiscd gap, the commercia sector was crowded out
of the credit market. This, in turn, acted againg potentia growth. It would have been much more
reasonable to first decrease red pensions by less than the drop in wages, then dlow them asmdler
growth in red terms. Afterward, it turned out to be extremey difficult to adapt the indexation rules
to the new circumstances, which has serious consequences for the public finance sance and ddays
the socid security system reform.”’

27Neverthe|ess the comprehensive social security system reform was prepared and launched within the
framework of the Strategy for Poland, but not until 1997.
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In 1996, modification of the indexation rules dlowed for red pensonsto be adjusted
upward yet kept within the limits of noninflationary financing; this hasled to only amoderate
increase in the ratio between average sdaries and pensons. Congdering the very high dependency
ratio, these reforms did not significantly change the income dispersion.?® Contrary to popular belief
in Poland, only about 15 percent of retired people are poor, or worse-off than theworking dlass™
Therefore, most pensoners are actudly in the second or third quintile, afact sustained by the new
indexation rules, which dlow for amodest growth in purchasing power.

Crucid to the success of trandtion and development isa capital formation palicy. Itis
assumed that amarket economy, unlike a centrdly planned economy, will be characterized by a
grester ability to save and amore efficient alocation of capitd. In the past, however, the severe
output collapse caused a substantia declinein the propendity to save and the emerging postsocidist
mearkets were caught in the trap of serious capital deficit. Although the inflow of foreign savingsis
important, especidly long-term capitd and preferably as direct investments, domegtic savings are
even more 0.

During trangtion, income policy must ded with many contradictions. Although the drive to
encourage saving suggests more lenient taxation of some types and sources of income, growing
inequality suggeststhe opposite. How to solve this dternative, that is precisdy a metter of policy
options. If the economy is expected to recover quickly and expand, then some fiscal
preferencesfor capital gains haveto beintroduced. Thisoption is paliticdly difficult not only
because of quite strong populist temptations in the postsocidis societies aswell as among influentid
politicians, but also becauseit is range to tax unemployment benefits or minima pensions yet not
cgpita gains on speculation, for ingance on the stock exchange.

2Bp relatively high dependency ratio iscommon to all transition economies. Although in Poland, dueto another
miscalculation of the early stabilization policy, many older peopleweregiven early retirement. Hence, at the
onset of thetranstion (1990-91), the size of theretired population jumped significantly, despitethe natural
demographic tendencies that would suggest otherwise. Sincethat period, the averageretirement age hasfallen
toaslow as59yearsfor men and 55 yearsfor women.

PThisismoretheresult of the assets accumulated in a lifetime than the effect of the current incomeflow.
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Often in trangtion economies, in fact, such policies are exercised for the sake of raisng the
propendity to save. The capital gainsfrom, for instance, the appreciation of stocks, inter est
on bank deposits, dividends on shares, are mostly free of taxation or taxed only modestly,
with the rationale of promoting capital formation and increasing national saving. Of
course, this gpproach increases inequality but dso—through saving and invesment—facilitates
growth and, hence, the future sandard of living of the entire netion.

At the beginning of atrandtion, especidly during a contraction, the above- mentioned capita
formation policy worked for only the more affluent, namely, those who have disposable income
from which afraction can be saved and invested. Later, when the economy is on the rise and more
socid drataare enjoying growing real income, the expanding capitd markets and better performing
finandd intermediaries, together with a preferentid fiscd policy, encourage further saving.
Consequently, the size of the emerging middle dass increases and the poorer parts of society are
able to save a growing percentage of their earnings.

As expected, this policy was quite controverdd in Poland. In late 1992 through 1993, the
lack of taxation on gains from stock speculation and a generd euphorialed to an expanding bubble
in the capitd market. This Stuation—typica for emerging markets—was fuded by the frantic mass
media Therate of return, athough not sustainable, was extremey high, thus, demandsfor the
taxation of extreordinary profits earned during a period not thet favorable to the overdl economy,
seemed to be judtified. Unfortunately, no corrective steps were taken until it wastoo late—the
bubble burst a the beginning of 1994. The stock exchange index dedined by some two-thirds, &
which point there was no reason to tax thistype of capita gain, if there was any. For a couple of
months, arather neutrd turnover tax wasimposed on short-term stock exchange transactions, but it
was soon eiminated.

In 1996, the Polish government adopted Package 2000, a program aimed at susaning
growth; under this program, cgpitd gainsremain tax free a least until the end of 2000. Between
1993 and 1997, nationd savings increased by about 4 percent of GDP, mosily from higher
domegtic savings. If such actions had not been taken, perhgps inequdity would be dightly less, but
growth would not be as robugt. Thus, the fifth generd condluson isthat, if the policy alter native
islessinequality and alower rate of growth, or greater inequality and a higher rate of

On Poland, dividends aretaxed, but at thereatively low rate of 20 per cent, which matchesthe lowest personal
incometax bracket; the corporateincometax rateiscurrently 36 percent.



growth, then the choice should be higher growth and acceptance of areatively higher
incomedisparity. In the end, everyone will be better-off if this palicy ischosen.

Package 2000 reduced corporate and personal income tax for al income groups. Prior
to 1996, the corporate income tax was aflat 40 percent, but since 1997, it isbeing cut by 2
percentage points per year, to 32 percent in the year 2000 and afterward. These rate changes
should enhance corporations ability to invest and, in the longer run, increase internationa
competitiveness.

Package 2000 reduced the persona incometax in two steps® Firg, after aparliamentary
compromise, each of the three brackets was lowered in 1997 by 1 percentage point—to 20, 32,
and 44; in 1998, they have been cut to 19, 30, and 40 percent.

31Earlier, at the beginning of 1994, the per sonal incometax had been raised from 20, 30, and 40 percent to 21,
33, and 45 percent, respectively .
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Once again, there was a hot political debate on making these tax cuts. Strong opposition to
the proposed cuts emerged in both the ruling codlition and among their political opponents™ For the
corporate tax, in government cirdes it was argued that it would be better to widen the existing
system of tax deductions, which was aimed a promoating investment, than to lower the tax burden
for dl enterprises. Opponents argued thet it would be better to give up the entire system of
investment allowances and lower the tax rate even further.

Asfor the persond income tax, the leading argument of the parties supporting the
government was thet the proposd favored the richer part of society, providing them anomina tax
reduction of as much as 5 points, whereas for the overwhdming mgority of the population it would
be only 1 point. But it must be remembered that persond income taxes hed beenraised previoudy
by these very margins.

The atitude of the opposition liberd party was abit strange. Although they declared their
strong probusness orientation, they smply did not want the tax reduction plan to be redized by a
government led by the leftist party, which—according to their rhetoric motivated by ideology and
politics—was supposad to be in favor of taxing and spending. Eventudly, the reduction of the
lowest bracket was raised to 2 percentage points and some minor changes were made in
deductions linked to invesment in humean capita, particularly in higher education. This scheme was
accepted.

The author, who was at that time First Deputy Premier and Finance Minigter, liked to say, “1 don’t need any
mor e opposition—I| have enough from my own coalition.”
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Asfor income didtribution, these changesin the tax code may raise inequality dightly,
especidly the ratio between the tenth and the other deciles. Although dl taxpayerswill gain from the
reduction of the fiscal burden, the top decile will gain more than the other nine. Income disperson
and the persond taxation system in Poland work in such away thet only those in the top decile for
at least afew months pay taxesin either of the two upper brackets (30 and 40 percent).* Hence,
their net income increases more than that of the remaining 90 percent of society. Thefind results of
these changes will not be known until after 1999, when the firs year’ s gross persond income and
tax records are available.

In spite of the drawbacks, a capitd gains preference policy does encourage savings. It dso
enhances one s capacity to invest more in one' s human capital. Due to robust growth, red income is
increasing; given thisimprovement in the fiscd Stuation, atax reduction was feesble. From the
meacroeconomic angle, it is much less codlly in terms of dternative budgetary revenue, to cut the
upper tax bracket than the lower. From a political viewpoint, it was more difficult, because alot got
alitleand afew got alot. Inevitably, asaresult of growing grossincome and lower taxes, the
propengty to saveisrigng, which, in thelonger run, should finance additiond investments and
fedlitate further growth.

VIl. NOUVEAUX RICHESVERSUSNOUVEAUX PAUVRES

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 mar ket
trangtion hasincreased the number of both rich and poor. Because inequdity has been
increasing, o has the number of people at each end of the spectrum—the poor and therich.
Poverty and affluence can be measured in relative and absolute terms. Although some studies have
focused upon the former group, we do not know much, for example, what proportion of the
population should be counted as relatively, or even absolutely, rich. But, no doubt, they are there.

Babout 91 per cent of the population arein thelowest bracket. About 7 percent of taxpayersarein the middle
bracket, and only 2 percent in the highest.
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Therange of poverty in the trangtion countries—due to the declinein output and
thelong-lasting criss—hasincreased significantly in the 1990s. Aslong asthisdedinein
output is directly linked to the way the trangtion to amearket is managed, growing poverty will be
assodaed with trangtion. Only afew who were dready poor prior to the postsocidist revolution,
have been able to teke ther fate into their own hands in such manner that they were lucky enough to
get out of poverty. And, unfortunately, the poor ssgment of sodiety is growing. Although
ciraumstances vary among countries, it is possble to group these countries into one of four
categories, which range from “very high poverty” (acountry where more than hdf thetota
population is counted as poor) to “low poverty” (where less than 5 percent is poor) ** (See
Houre4.)

Animportant issue rdated to thisincrease in poverty isthe impact of incressing inequdity on
destitution. Severd studies (UNICEF, 1995; Honkkila, 1997; Pomfret and Anderson, 1997; and
Milanovic, 1998) have naticed that in some countries (e.g., Bulgaria, Estonia, Poland, Romania, and
Uzbekigan), therisein poverty ismorearesult of the decline in income equality than of
falling income itsdf. This phenomenon should be

34Regardingthe poverty classificati on for thetranstion countries, see Milanovic (1995). The poverty group
consgtsof thosewith an annual income of lessthan US$120 (on a PPP basis). Regar ding the concept of poverty
in Chinaand Vietham, see UNDP (1994).
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consdered avery negdtive byproduct of trangtion (see Table 5). Although it has been smply
impossible to contain poverty a the time of contraction of GDP—from 20 percent in Poland
between mid-1989 and mid- 1992 to as much as about 65 percent in Georgia, Moldova, and
Taikistan between 1990 and 1997—there are other Sgnificant factors that so contribute to the

poverty.

Frg, the above-mentioned dedline of production ignorestheregional aspect of crises.
Even when the economy is on the rise, the Stuaion continues to deteriorate in the backward

regions, SO poverty grows.

Second, trangition crestes alabor market, so it bringsunemployment, whichisthen
worsened by the ongoing recession. The unemployed are provided with modest—if any—Dbenefits.
Many remain jobless for along period and become more impoverished (Rutkowski, 1997). The
trandtion countries were unprepared to tackle unemployment, especialy along-lagting one.
Whereas in some advanced market economies, such asthe United States, less than 5 percent of the
unemployed remain jobless for more than one year, in acountry like Poland, the figure is over 40
percent.

Third, mogt of the population, induding the retired and those receiving rdively low
pensons, had their savings eroded by rampant inflation and the lack of appropriate indexation
mechanisms. In extreme cases, uch as Russa sMMM schemes or Albania's
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Table5: Increasein Poverty and GDP Decline During Transtion, 1987-94

Poverty Relative to the Country Poverty Relative to the World 1995 GDP
(2127 percent of average income) (Income less than $120 PPP) Index
1989-90 1993-94 Increase 1987-88  1993-94  Increase (1989=100)
(Percentage (Percentage
change) change)

Azerbaijan 111 65.2 5.1 A
Belarus 1 23 2 54
Bulgaria 20 327 30.7 2 3 31 73
Czech Republic 02 14 12 0 <1 0-1 87
Estonia 10 270 26.0 1 40 39 66
Hungary 11 40 29 <1 3 2-3 85
Kazakhstan 5 50 45 46
Kyrgyz Republic 12 84 72 42
Latvia 13 335 322 1 25 24 54
Lithuania 15 391 376 1 46 45 41
Moldova 24 406 382 4 65 61 40
Poland 58 109 51 6 19 13 )
Romania 70 253 183 6 39 3 84
Russia 2 45 43 54
Slovak Republic 01 51 50 0 <1 0-1 86
Sovenia 45 6.1 16 0 <1 0-1 93
Turkmenistan 12 57 45 63
Ukraine 2 41 39 40
Uzbekistan 24 47 23 83

Sources. UNICEF (1995). Poverty lines: 21 percent of average income for the Czech Republic and Slovenia;
24 percent of average income for Estonia, Hungary, Latvia, Lithuania, Poland; and Slovak Republic; and 27 percent
of average income for Azerbaijan, Moldova, and Romania (Milanovic (1996); EBRD (1996)).

disadtrous, fraudulent pyramid schemes, wesk and inefficient finendd intermediaries aswdl as politicd
negligence destroyed the savings of many households.
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Fourth, theill-advised drive toward illusory fisca prudence pushed some governments—and,
agan, Russa s casxeis the mogt spectacula—into postponing the payment of pensonsand civil
servants salaries The growing arrears, which are merdly hidden budget deficit and disguised public
debt, reflect the nomind equivaent of unpaid income, which further lower the sandard of living.

Fifth, in the trangtion countries, the agricultura sector is il quite large. In Poland, which is
dready an OECD member, as much as 24 percent of the labor forceis ill engaged in farming. The
rapid trade liberalization and inflow of imported food products from more competitive
mar kets have ruined many small farms and left those farmersin poverty.

These five crudid factorsled to the emer gence of the nouveaux pauvres in the trandtion

economies. On the one hand, the nouveaux pauvr es are a consequence of the series of unavoidable
events, on the other hand, they emerged because of policy mistakes. If it could not be better then it was
before—under former centraly planned economy—at least it should not be as bad as it has turned out
to be. The collgpse in output and growing inequdity have caused widening poverty, which, in turn, has
caused a series of misfortunes: homeless people have gppeared on the dreets, crime rates are rising,
economicaly motivated emigration has expanded, black markets have mushroomed, life expectancy
has fdlen (sgnificantly in some countries), and mortality due to socid stress has increased (Cornia,
1996b, and Paniccia, 1997).

Life expectancy in Russaand some other former Soviet Union countries (eg., Latviaand
Ukraine) hasfdlen by severa years. Between 1989 and 1995, it dropped for men by a staggering Sx
years. It isclamed (UNICEF, 1995; and Cornia, Honkkila, Paniccia, and Popov, 1996) that, due to
thiskind of demographic crigs as many astwo million people who wer e expected to live longer,
have passed away. These authors dam thet this excessve mortdity has semmed from the
extraordinary hardshipsimpaosed by the way trangtion has been implemented and by the negative,
accompanying factors, such as crime and violence™

*In Russ a, in 1996, deaths exceeded live births by 60 percent, due to the deterioration of the health standards.
This deterioration was caused by poor diet, the breakdown of water quality control, the worsening of workplace
safety, and the growing mortality dueto violence, suicide, cardiovascular diseases, and stress. The maternal
mortality continuesto be 5-10 times higher in Russiathan in Western Europe, and infant mortality 2—4 times
higher. Deathsfrom tubercul osisin 1992-96 rose by as much as 90 percent.
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Poverty has widened in dl trangtion economies, induding those leeding in both sysemic change
and growth, because of the time lag between recovery and growth and the improvement of the
living standard for society’s poorest. Fird, red output recovers, then employment grows, and
findly the budget dlowsfor better financing of the socid needs of the poorest. Thus, an economy may
be on the rise, but poverty will not decline for severd years.

This sequence of events was seen, inter dig, in Poland, where until at leest 1995—despite the
resurgence of growth that began in the second half of 1992—the scope of poverty did not decline.
Unemployment rose until the summer of 1994, and sdariesin many sectorsdid not grow until 1995. If
the poor are counted as those living below the relative poverty line, defined as the equivdent of half
of average monthly household expenditures—then the poor in Poland increased from 12 percent in
1993, to 13.5 percent in 1995, and to 14.0 percent in 1996 (GUS, 1996 and 1997a). Of course, this
isarelative measure and does not mean that more people were driven at that time into aosolute
poverty; in fact, the oppositeistrue. The portion of the population thet benefits from the ongoing
economic expanson has been on the rise for afew years. Thisfact is confirmed by the households
own evauation of the sandard of living changes. Whereas more than 50 percent of Poland's
households declared their economic position to be “bad” or “very bad” a the time of contraction
(early 19909), thisfigurefdl to 32.5 percent in 1995 and to 30.3 percert in 1997 (GUS, 1997b).

Although it is true that the phenomenon of growing poverty has ended, it isaso true thet
poverty gill presents atremendous chdlenge for the future. The next few year swill determine what
incomedigribution pattern will prevail in the transition economies. And not al countries will
fallow the same didtribution modd. It will not be thet easy to correct dl the mistakes that have been
mede thus far; Snce inequality hasincreasad, it will be extremdy difficult—maybe impossble to
decrease it dgnificantly in the coming years. The postsocidigt genie has | eft the bottle and it will not be
easy to put him back.

Transtion has created a class of nouveaux richesaswell. Mot are wel educated, hard-
working people, and cgpable not only of taking care of their own wedth but of doing so by establishing
new opportunities for other citizensto improve their sandards of living. Of course, as frequently
happens—again, because of week inditutiond arrangements and market experience—there are the
thieves, swindlers, and crooks. These and other pathologies must be combated. However, in most
trangtion countries, the majority of thenouveaux richesare members of the new
entrepreneurial class.

Some didribution mechaniams help the richfirst and only later hdp the rest of society. After a
criss and the following recession, it tekes far longer for the red economy to recover output and profits
that for the finandd marketsto soar. Thus, the living sandard of the poor, lowered by the
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contraction, tendsto last longer than that of the rich® In extreme cases, while the resl economy
continued to shrink and therefore the poor became poorer, the financid markets were flourishing, so a

least so0me of the nouveau riches became even richer.

Every market economy hasits entrepreneurid dass. They are keen to risk their income in the
new ventures on which overdl expanson depends. However, how a society digributes its income and
weelth depends on higtorica processes and current policies, which have caused amuch more unequd
digribution in Latin American countries than in South East ASan. The way the posgsocidist
transformation has been managed o far and how it will ded with income digtribution in the future will
determine the distribution pettern. We can areedy see that some of them remind us of Latin American
countries, others of South East Asan. Despite these smilarities they cregte their own patterns with
both, the nouveaux riches and thenouveaux pauvres & the sametime. These are just two Sdes of
the same coin.

VIIl. CONCLUSIONS

Thusfar, trangtion has brought mixed results. Although inequdity hasincreased in dl trangtion
countries—from Albaniato Esoniaand from the Czech Republic to Mongolia—in some, has doubled
(eg. in Russiaand Ukraine); in some, it has grown by only a couple of points (eg., Poland and
Sovenia); and in yet others it has sabilized.

Nonethdess, not dl changes reflecting income digoerson are going into the same direction.
Inequdity can be measured by different methods often with conflicting results. For ingtance, in Poland
between 1994 and 1995, the Gini coefficient (in terms of wages) increased from 28.1 to 28.8;
however, the decile ratio for wages was virtudly unchanged, hovering around 34. This differenceis

%yVice President of theWa'ld Bank, Mark Malloch Brown, in addressing theissuevis-a-vistherecent East
Asian crisis, stressed that, “ Although imbalancein distribution of income declined with growth, the pace of
correcting thisdisparity has dowed down . . .Gover nment-driven growth policies have focused on export
industries, and no sufficient commitment was madefor improving living sandards.” Quoted in Development
News—Daily Summary, The World Bank, Washington D.C., March 12, 1998, after Asahi Shimbun, March 11,
1998, p. 12.



ggnificant, as people usualy pay more atention to the latter, thet is, to the ratio of rich to poor and how
it has changed.

The biggest challenge for policymakersis how to ded with growing inequality and widening
of poverty. This chdlenge is made more difficult by the interrd ationship between thetwo aswdl asa
severe, long-lagting recesson. Hence, growing inequdlity is not only a political issue thet will provoke
tensons and conflicts, but one that creates an economic obstacle to durable growth.

One should not confuse the means and the ends of economic palicy (Stiglitz, 1998). Income
digribution and a socidly acceptable didtribution of wedth are just some of the important long-term
policy targets. From this perspective, the god of trandgtion isnot only systemic change, but, more
important, greater efficiency, increased competitiveness, faster growth, and more sustainable
development. Thus, trandtion is expected to improve the sandard of living for dl, or a least for the
overwhdming mgority. Otherwise, the exercise would not make much sense.

Conddering the equity and equieity issuesin policymaking, one hasto have avison not a
dduson. Although inequality must rise during transtion, changesin inequity should be
controlled and managed by sound poalicies. The scope and the pace of these changes cannot
be left entirely to the just-released mar ket for ces.

In the red world, accomplishing these tasks and getting a political support for the
implementation of necessary meesuresiis quite difficult. Politics and policymaking are nothing more then
the ability to tackle, time and again, conflicts of interest. Thisis espedidly true during atrangtion, when
the policies must lead the shift from gtabilization to growth, and consolidate the stabilization processinto
lagting Sbility.

When a policymaker trying to catch up with a more advanced world faces a trade- of f between
fagter growth with higher inequdity (but less poverty) and dower growth with lower inequdity (but
widening poverty), he can be happy because his choiceis dear. Policy should facilitate sustainable
development, and income policy should support that goal. Then, inthelonger run, everyone's
gandard of living may improve. After the initid surge of inequidity, and when the economy ison the
rise, it may be even possble to reduce digparity without harming the ability to expand. This seemsto be
even more true for inequity. Therefore, the more the trangtion advances and the stronger the
foundations for fast and durable growth, the wesker is the trade-off between equity and efficiency.
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