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Social and Political Aspects of Inflation”

Grzegorz W. Kolodko (Poland)

The natural differentiation that occurs between the matetiahtgins of particular
social and occupational groups is further exacerbated under the conditiafiation, which
is inevitably accompanied by redistributive effects. This radigion affects both current
incomes and accumulated consumption assets. As a result, changeadak&pbnly in the
proportion of household consumption financed out of current income, but alsmgdereal
consumption. In the category of “real consumption”, we include the usegreyapusly
accumulated consumption assets during a given period, the vatamsfers consumed, and
the effects of production or service activities by the households them5elves.

Unfortunately, there are few estimates of real consumption anldatsying proportions
in different social groups. One can conclude from fragmentaryniaton, however, that
differentiation between households in terms of financial statosraiseases under conditions
of simultaneous price inflation and goods shortage.

It is worth emphasizing here that repressed inflation also sawith it significant
redistributive effect§.But the mechanism of redistribution in this case is different from that in
a hypothetical situation of completely open inflation.

The social consequences of inflation

The differentiation in material status which occurs againsaekground of inflation
leads directly to some negative social consequences. This masdmdigmed unambiguously
by the results of public opinion polls in countries where such resaardarried out
systematically, including Yugoslavia, Poland, and Hungary. Indeedcdbke of Poland
demonstrates that thmsic source for antagonisms in society is differences in mateatalkst
“Currently, two criteria account for social cleavages more thay others - material, i.e.,
property status, salaries, wages, and earnings; and politicalpower, position, political
beliefs, party membership. Material criteria are citedby’6 percent of those surveyed with
much greater emphasis (half the respondents answered witlorg“s&s”) than for political
determinants. . . . According to half of the respondents (49-58 percentispadies not play
an antagonistic role at aff.”

On the basis of these observations (and it should be stated thag m@ apeaking here
of pathologies of the socialist economy, only of its basic featduesg the phase of
reforming the system of management under the conditions of paetly and partly repressed
inflation), it is possible to formulate the hypothesis thatbasic factor differentiating society
is not one's relation to the means of production, but one's relation to thesna
consumptionThis is also the area where we must look for potential threatsdnomic and
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sociopolitical stability.

Finally, while speaking of inflation, a phenomenon should be taken into account which |
have elsewhere described #se‘ paradox of a lower level of satisfaction of needs at a higher
level of consumptioft Even as consumption increases (although in recent years most
socialist countries have experienced an obvious slowing-down of atstlgrrate), the
subjective view of households is that "it is getting worse alltithe. Leaving aside the fact
that at high levels of inflation, a relatively larger segmainhouseholds notes an absolute
decrease in consumption financed from current incdthis conviction about the worsening
of their own material situation is shared by those segmentbieopopulation whose real
incomes have actually increased. This is because the gap Hasedi between their
expectations (consumption aspirations) and the actual degree totivsehexpectations are
satisfied. As long as the dissonance prevails, the people wat thsit “it is getting worse”,
while politicians, citing statistical data, will vainly attptrto persuade them that “it is getting
better all the time”. The disparity of these points of vieal$® explained by the fact that the
public judges its financial status first and foremost accorttirthe condition of the currency,
and this perceived status declines with each devaluation. Politicians, on the ontheehd to
ascribe greater importance to emerging trends in macroeconoategodes. This
differentiated picture is present in Figure 1. Since 1983 there leasgoewth of the level of
national income (), consumption (C), and investment (I). However, thégming power
and the rate of exchange of money have been subject to a drastic Hecline.

We have learned from observing public opinion over the last few ypatsas the
inflation rate goes up, the above-mentioned paradox operates moreyst@mghe one hand,
this is the result of greater redistributive effects, and owtther, it stems from the difference
between subjective perceptions of the increase in the cost of bwidgofficial statistical
measurements. The latter can significantly understate #heoasumer price index and are
more likely to do so at higher rates of inflatfon.

Therefore, there is no reason to be surprised at the declining popular supptdeat
of economic reform. In the opinion of many socio-occupational grougdstiamf (or more
precisely, its excessive level) is identified with the impatation of economic reform. There
Is some justification to this view. It is precisely in thissethat inflation has over time been
converted from being a tool for making the national economy more fledqlldacilitating
the introduction of indispensable adaptive processes and structural transfmms)ainto
being one of the fundamental barriers to successful implementation of economic reform.
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Figure 1. Economic growth and money (annual rates in %).
Political conditionsand correlations

Stubborn and sometimes worsening economic difficulties and the shar@ soc
contradictions that go along with them in the end also lead to growing pqgtitaizlems. This
is also true in the case of the correlation between econoroien®gfand inflation. The results
of the public opinion surveys cited above amply confirm this. “Disfatiion with one's
material and economic position is carried over to relatiornts thé political system and views
of methods of government, and hardens into the shape of political ¢onsicPolitical
statements should not be linked solely with judgments of political phemmnsince they
depend on events in the economy and society, on a person's materiansiuad on how
that individual looks at the future and his own opportunities as Wéilis obvious that
inflation exacerbates all these problems. That is why theirtisnl depends, among other
things, on a skillful policy to restrict inflationary phenomena. Tais be difficult to achieve,
especially in the initial stage of economic reform.

It is now the Soviet Union that stands faced with the necessity of “opening upibimfla
Introducing market relations into the economy requires makingsprivere objective and
giving them the character of external parameters in rel&ic@ctonomic actors. Only prices
which truly reflect the social costs of production and which balamgely and demand in the
dynamic sense can play such a role. In the face of surplus purcipasweg on the part of
individual households, this means that a rise in the general lepates is necessary. In the
traditional system, with its high degree of centralization, asaetto launch this kind of
pricing operation would not always be transformed into an “inflatiosanck” and did not
always entail a cumulative escalation of inflation. Such wasc#éise of Bulgaria in 1980,
where an annual increase of 14 percent in the general pricewasehot followed by an
inflationary spiral. The situation is reversed in the case oh@uies which have installed a
market mechanism. Under conditions where the operating systéming reformed, price
inflation cannot be avoided. The appropriate economic policy would be tmktrdrrate of
inflation. As political tensions grow sharper, it is more difficult to carry out an effectiveypol
against inflation, while at the same time such a policy is even meressaryPoland's
experience during the 1980s speaks most eloquently in this regard.



Although its economic implications and consequences are fundamental, the eemgloym
guestion is also basically a political problem. It is hard to inagpow a regulated market
mechanism would operate properly without an efficient labor markail bbw, the labor
market has been insufficiently developed in the socialist econdimg clearly has pro-
inflationary consequences, since it contributes to the chronicalhalanced state of the
national economy, as expressed by the surplus of demand over supply. iibal pobblem
which faces socialist countries is the choice between continuinmptiog of full employment
(actually partial “excess employment”, i.e., hidden unemploymevitich runs counter to
efficiency, or allowing limited “open” unemployment. Many autharasider that the second
option is more effective economicalffywhile the social costs it entails are no greater than
tolerating the consumer-goods shortages which accompany “excpksyer@nt”.’ The two
phenomena, after all, are interdependént.

The inflationary conditions that accompany economic reform not onknsify
economic contradictions, but sociopolitical ones as well. One must ffedggnize that
attempting to resolve these contradictions through faulty methodstbe avrong time can
only make them worse. Apparently the prevailing belief during whsele time was that
essential political reforms, as manifested by the far-reagctiemocratization of public life,
depended upon appropriate changes in the economic sphere. This apprfagniced by a
continued belief that superstructural changes are contingent upon changes in.the base

There are reasons to doubt this belief. Indeed, in some casemi seality shows just
the reverseThe further democratization of economic life requires democratizatictheof
sociopolitical realm. Without necessary institutional and systemic changes in the
superstructure, it would be difficult to conduct a genuine policy engowaefficiency
through “hard financing” and “tight money” - and without this therenasway economic
reforms can succeedne can hardly expect increased initiative from economic actors
without a genuine restriction of the central authorities 'political an@neeic powers.
Progress in this area has been totally inadequate in all thedistocountries. This should
provoke little astonishment, since the assumption is still that treaberacy and the central
government will limit their own powers. Such limitations, howeveg, iadispensable if the
reforms of the national economy's system of functioning are to slicCdberwise, the
contradictions which occur in actuality between the interestsanbus socio-occupational
groups, classes, and strata will spill over into the state-gadigtension (state powerJhe
struggle over division of the national income under conditions of shortageflat@mperfect
example of how contradictory interests can be thus transformed.

Prospectsfor inflation and economic reform

In inflation some see an opportunity to quicken the pace of reform, oteersa
fundamental danger. | believe the second opinion is correct. Thatishemecessary effort
should be made to slowly bring down the level of joint open and repredtan. This
should be done by moving along the inflation option curve, which illusttiageproblem of
choice in the short term between the rate of price inflation (openyoods shortage
(repressed), in the direction of further bridging the inflation gag@ lyeneral price increase
rather than forced savings. At the the same time, there showdsh#t downward of the
curves lying closer to the intersection of the X and Y axes,a.diminution of the inflation
gap ex ante(Figure 2). This is a feasible procedure. All other variamtsch postulate
renewed acceleration of the rate of price inflation should thusjbeted as ineffectivéOnly
actions which serve to reduce both the level of price inflation andddle sf shortages
should be considered for economic poli®f. course, this refers to the socialist economies



undergoing reform that are already entangled in shortageflation.

This does not mean that one should lapse into the kind of “antisubsidy etiptioich
in Poland threatens to dominate policy on wages and prices duringdbentl stage” of
economic reform. It is interesting that this opportunity is peised to air the same arguments
that were heard before the price reform back in 1982. As it turnb@ugver, after a nearly
five-fold increase in prices during the last six years (1982-198i€g proportions are no
better, and the relations of wages and other earnings are evdaviesle than before the
operation. The latest upward bound in prices has not only been ditficutiplement for
political reasons, but is also unnecessary from the economic powiewf The key to
successful reform is not removing subsidies; it is achieving edoreguilibrium. Wage and
price policy and the economic and financial instruments used tg ttaout should be
subordinated to this godt.is much easier to reach equilibrium by lowering the inflatiore rat
(for prices and wages) than by increasing®iWhat is required is a reasonable, parallel
decline in the monetary income rates of all economic actors arkdefmore, adjustment of
the money supply’s growth rate to the change in national income inteeab. It is
astonishing that some people believe that double-digit inflation (@itimore-or-less
equivalent rise in wages) is practically the same as a aggrice freeze. Similar levels of
inflation in the capitalist countries have produced fundamental stru¢tarsformations?
Why should this be impossible in a reformed centrally-planned economy?

Rate of price/wage

SF3

S, S, S, Rate of shortage
SF — short-run shortageflation curve

SF, — long-run shortageflation curve

Figure 2. The shortageflation curves.

Actually, it is quite possible to make far-reaching changes in relative paoéslimit
subsidies which discourage efficiency while sticking to the path of grgdoalér inflation
and reduced shortage¥. The proposals of the Economic Advisory Council also point in this
direction’® as does the “Program to Strengthen the Currency” preparte iRolish National
Bank® Drastically different and more rigorous monetary, credit, fincal policies are
required. These policies, however, are to a large extent rstdtages to political
considerations. The problems that arise from this cannot be resolvedrely economic
terms. “The successful introduction of a [new] management syisteiwt determined by its
economic attractiveness or theoretical rationality, but byekigtence of real political forces
interested in implementing it”.



There can be no doubt that this potential balance also hinges omatecter and
intensity of inflationary processes.

It should also be emphasized that in many cases thereasni@dd to drastically cut
back subsidies and thereby stoke up inflation. This is particulartyitr the case of goods
with a very low price elasticity (e.g., mass transit, céfeating - since there is a shortage of
thermostats on the market - etc.) or goods whose consumption wéoseegourage (e.g.,
milk and diary products). It should be remembered that getting pog#sre, for example on
their use of hot water or trips on mass transit, requires aithtable technical conditions or a
real alternative. Lacking either, there will be no savings Ume#he demand is inelastic and,
because of the significance of expenditures on such items in houseligdts, there will
probably have to be full recompensation for the increased purchase Hris only serves to
promote inflation. It is one thing to recognize that the existysgesn of public grants and
subsidies is overgrown, but there is no point in going to the other extfeme.

To date, reforming the socialist economy has not been an encouegegence.
Particularly disturbing here is the trend toward stagnation gsglan recent years by the
Hungarian and Yugoslavian economies, the unresolved structural problacks,of
competitiveness on international markets with attendant balangayafents problems, and
the very high rate of inflation.

On the other hand, there is an objective need to carry out radimahsedf the way the
socialist economic system functions, including such collective bodiéseaCMEA® These
reforms are necessary if imminent challenges to developmernbdse met and if further
progress as a modern civilization is to be nfddk.is worth cautioning, however, that
achieving market equilibrium, activating the capital markepaexling the labor market, and
bringing about currency convertibility will not solve all our so@atl economic problems. It
will only give us the chance.
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