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NATIONAL ECONOMIC OBJECTIVES AND THE
REFORM PROCESS IN HUNGARY IN THE EIGHTIES

R. NYERS

The new five-year plan prepared during the aftermath of the recession, lasting since 1979,
asserts three priorities in economic policy for the period between 1986— 1990: maintenance and
consolidation of the external economic equilibrium; further expansion of enterprise autonomy and
the implementation of a market-conform government control; resumption of economic growth
while external competitivity is improved. Hungarian economic practice is as yet not backed by a
consistent theoretical framework or ideology, however it already relies on certain theoretical bases:
on the new requirements raised by intensive development and the objective necessity of commodity
production under socialism. Although no general political reform will be implemented in Hungary, it
isessential that the further development of the system of political institutions and the adjustment of
the style of politics to the logic of the economic sytem have been put on the order of the day.

In Hungary the year 1985 is the last one of the sixth five-year plan period, and, at
the same time, a time of big political campaigns. Among the events the Congress of the
Hungarian Socialist Workers’ Party in late March and the elections to the National
Assembly and to the local councils in early July must be reckoned as outstanding. It all
made politics more open and entailed an evaluation of long-term aspects of the
economic situation and its discussion. The drawing up of the five-year plan for 1986—
90 is nearing completion and, parallel to that, the larger firms have begun with
preparations for their own five-year plans. It appears that the social objectives of the
medium-term plan cannot be implemented using the earlier instruments and methods;
a radical change is needed in the behaviour of economic units. Therefore, in harmony
with planning work, a programme for continuing the reform of economic control and
management has been worked out, and economic development in 1985 has also started
in this spirit. The anxieties are not the same as four or five years ago, but thay are
invariably great.

The government makes greater efforts than earlier to raise the standards of
planning work and, at the same time, to make planning democratic, that is, to allow
different interests and views to conflict with each other already in the course of
planning so that all that should influence the plan before approval. The world
economic forecast taken as a basis in the plan conception includes better elaborated
variants, possibilities and difficulties of the cooperation with CMEA countries have
been better assessed, and increased attention is given to the social impacts of measures
taken to cope with economic problems. Nevertheless, there still are some uncertainties
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2 R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES

both in the plan and in the situation of the economy which cannot be clarified in
advance but demand flexible adjustment on the part of economic control in the course
of implementation.

Priorities of economic policy

Economic policy discussions and the economy-wide plan have unambiguously
clarified the medium-term priorities. This was done essentially on a majority basis, but
in every case we may speak about a decisive majority. Some reservations or even
opposed opinions have, however, survived in some segments of the economy or
political life, it cannot be taken for granted therefore, if only on this account, that the
traffic signals of the economy offer a synchronised green all along the route for these
priorities. What is more, the objective difficulties deriving from the existing
circumstances are substantial. In the economic policy of the years 1986—1990 the
following three goals enjoy priority:

Preservation of the external economic equilibrium attained in 1984, and its
support by improved domestic economic efficiency;

— Revival of economic growth by increasing investment and raising efficiency,
concurrently with a moderate encouragement of personal consumption;

—Continuation of the reform process of economic control and management,
expansion of the scope of firms to engage in autonomous operation, and the realization
of government control that conforms to the laws of the market.

The difficulty lies mainly in the simultaneous assertion of the three priorities: each
of them should be realized, but in a way that does not cross the implementation of the
othertwo or does soto a minimum extent only. In the first half of the decade this was
not and could not be done. Given world market pressures that proved serious for the
Hungarian economy, economic policy took up a defensive position. All forces were
concentrated on improving external economic equilibrium, and this was also
supported by a necessary curbing of imports. The growth rate fell steeply for this
reason and in the context of central restrictions reform measures were confined to the
stimulation of small ventures, a comparatively narrow field.

At present the essential improvement in Hungary’s external economic situation in
1981—1984 already allows the simultaneous assertion of the three priorities, although
it can certainly not be excluded that the tendency that foreign trade conditions have a
restricting effect on economic growth and cause difficulties in the highly necessary
improvement of economic control and management should make a come-back. This
danger has to be reckoned with, but the plan cannot be based on this assumption.

The balance of trade deficit attained its peak in 1978 with $ 1.100 million, falling
to $ 155 million by 1980, but, in addition, there was also a deficit of Rb 524 million in
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R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES 3

rouble-accounted trade. In the years that followed large improvements appeared in the
balances of both convertible-currency and rouble trade in the wake of powerful
government measures and considerable efforts by enterprises. There was already a
surplus of $ 280 million in the aggregated balance of the years 1981— 1982 but a deficit
of Rb 914 million remained, that is, while the dollar balance improved, the rouble
deficit did not grow (it somewhat diminished) in the average of the two years. In 1983—
1984 there was a considerable improvement in the balances of both markets. In the
aggregated balances of these two years the dollar surplus increased to $ 1157 million,
while the rouble deficit fell to Rb 572 million.

In 1984 the balance-of-trade surplus of S 603 million allowed Hungary to meet its
debt service commitments and reduce the stock of debts as well. The deficit in the
rouble balance was only Rb 140 million and in the next year or two this, too, will
disappear since the bill for oil imports will cease to grow. Thus, the two balances
improved simultaneously, but for different reasons. The dollar value of imports from
the dollar area diminished by $ 1thousand million (partly because of the hardening of
the dollar), with stagnating exports. In the same period the value of exports to the
rouble area increased by Rb 2.500 million (with a somewhat falling value of the rouble)
and the growth rates of imports for roubles were declining. The reproduction of the
surplus in the dollar balance cannot take place in the future through a forced curbing
of imports but only by boosting exports (mainly of highly processed manufactures).
From the market aspect, the exports necessary for improving the balance in roubles
appear attainable but, here too, a more profitable product pattern is necessary.

The debt stock of Hungary attained its peak in 1980 when, according to the official
publication of the National Bank of Hungary, gross debts amounted to $ 9090 million
and Rb 1224 million. By the end of 1984 the gross dollar debt fell by a round $ 1000
million, and the net stock (reduced by claims and reserves) amounted to $ 4.100
million, with the ratio of long-term loans increasing to above 80 percent in the
meantime. The sum of gross rouble loans increased by Rb 200 million in four years
because repayment will only start in the next years. In 1983—1984 the Hungarian
balance of payments on current account showed a total surplus of S 600 million and,
essentially, the planned deficit appeared in the rouble-accounted balance.

It follows that a smooth development of external economic relations can be
secured with an annual trade surplus of $ 600 million and a balanced rouble-accounted
trade; but improved export performance is needed to attain these. The balance-of-
payments position also allows the smooth transaction of credits. Our situation is on the
whole truly described by a compilation of the Institutional Investor in March 1985, in
which the indicator showing Hungary’s credit rating increased in a year by almost 3
percentage points (in the 109 countries measured by only 0.5 percentage points) and
exceeded the average of countries by 7 percentage points. As regards the future, the
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4 R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES

requirement of monetary (balance-of-payments) and budget equilibrium are invari-
ably stressed in government policy and, from the aspect of economic theory this can
only be approved. Hardly any doubt can arise in this respect.

The resumption of economic growth and the creation of more favourable
distribution ratios have become a political necessity in Hungary, and from the
economic point of view they are—ifnot easily—yet nevertheless attainable. They have
become politically necessary since, given the prevailing slow rate of growth, the
preservation of living standards and improvement of external competitiveness would
be jeopardized, while they have become economically possible because, with the
adjustment of the main distribution ratios and the activation of the market
mechanism, the basic economic conditions for balanced growth have been created.

We have behind us a particular socialist recession period, initiated and controlled
by the government because of a gross deterioration in external conditions. The strong
market constraints and the financial emergency were acknowledged. In the years from
1981—1985 GDP increased by 2.3 percent on an annual average, but, accounting for
the continuous terms-of-trade losses, in real terms this was only 1.5 percent p. a. The
increment was almost completely used to improve the external equilibrium, domestic
absorption did not grow in practice. Investment on a national level diminished by 3.1
percent p.a., consumption increased by 1.3 percent on an annual average (because of
an extensive growth of social benefits), while real wages diminished by 1.2 percent p. a.
Exports increased by a yearly 5.5 percent, and imports by only 0.3 percent. Although
the import intensity of production was moderated, the difference had to be covered in
part by reducing stocks.

According to the concept of the 7th Five-Year Plan in the years ahead we shall
make an attempt to prevent the reproduction of the recession, and to fight its
paralysing impacts. GDP is planned to grow by 2.8 percent p.a., domestic absorption
may grow at the same rate, within it investment by 5 percent, and consumption by 2
percent annually. Henceforth, imports may grow concurrently with exports. The
envisaged revival of growth is modest (and, therefore, seems attainable), but the
change in tendency is highly important.

Some economists have reservations related to the resumption of economic
growth, and are afraid that, within the framework of such a trend, low-efficiency
production might also be given the go-ahead, and thus finally the domestic and/or the
external market would suffer because of an acceleration of growth. Those who
observed past trends aimed at boosting quantities, neglecting the market situation—
this last happened in the seventies—cannot interpret such anxieties as mere
mulishness, lacking any foundation. Nevertheless, anxieties that obstruct action must
not be allowed to prevail. The real problem is whether we can raise the cost and
market-sensitivity of firms to sufficient degree, whether we are able to concentrate
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R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES 5

investment on technological developments with quick returns, whether we can
establish incentives stimulating higher productivity and capital efficiency in various
fields, in other words, whether we shall be able to implement our economic control
ideas correctly in practice.

It should be clear from what has been said that the attainment of both the foreign
trade objective and the growth target decisively depend on the successful continuation
of the reform process ofeconomic control and management. This iswhy the latter isan
important priority not only for the foundation of long-term development, but also for
the solution of economic tasks in the years between 1986— 1990.

Principles, methods and rate of development
of the system of economic control and management

The reform process of the Hungarian system of economic control and
management stopped short in a semi-developed state in the early seventies, and certain
prereform methods were fitted into the system of controls; thus the whole system
became ambivalent. The idea of renewing and continuing the reform process
reemerged in 1978—1979. The final decisions were taken in 1984.

Relying on a profound analysis of the situation and possibilities of the Hungarian
economy, and following discussions among economists and policy-makers, the
Central Committee of the HSWP decided, in April 1984, on the further
development of the system of economic control and management. The resolution set
out from the recognition that the principles of the reform introduced in 1968 had been
tested and proved sound; they should, therefore, be further developed in the course of
their systematic application. The whole system of management ought to be overhauled
in conformity with the prevailing and the expected situation. It also had to be borne in
mind, however, that, while in the late sixties and the early seventies the reform process
could be started under advantageous world economic conditions, these days we have
to reckon with external circumstances and influences that are disadvantageous for
Hungary. Today sacrifices are demanded from people to help implement the reforms,
that was not so then, although it isalso true that the load-bearing capacity of sections
of society with above-average incomes essentially exceeds that of the late sixties.

What is the substance of the trend sometimes called in Western Europe “the
Hungarian model of economic control and management?” Some people use this
description when they compare the Hungarian reform to economic changes in
Yugoslavia, or those discussed in the Soviet Union and Bulgaria, or those aimed at in
Poland, and not infrequently also when they examine the connections between the
economic reform campaign that flared up in China and the seventeen-year-old
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6 R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES

Hungarian reform process which appeared in two waves. On the other hand, some
other Western economists wonder whether an autonomous Hungarian solution has
any justification whatever within the socialist world, whether the community of
CMEA member countries can be “receptive” to intensive cooperation with an
economy which fits the market mechanism into its own system.

The experience of the past seventeen years has convincingly proved—as against
long years of scepticism in Eastern Europe, and a certain Western scepticism as well—
that the economy applying the market mechanism in the Hungarian manner is capable
of intensive planned cooperation with economies where almost the full range of
economic decisions is centralized. It has also become clear to the Hungarian leadership
that the criterion of adjustment to the CMEA is not the extent to which the role of the
market mechanism is reduced by the cooperating country, but much rather whether,
beside the market mechanism, adequate economic “bridges” (commercial, price and
financial instruments) are available for drawing in the autonomous enterprise sphere
into the process of cooperation. Although the problem of the criterion has remained
undecided at the theoretical level in the socialist countries, practice has spoken an
unambiguous affirmative. Thus, it can be considered as settled that the Hungarian
solution is “CMEA-conform” even if the other countries do not apply similar
methods.

Developments over the last few years;have had a modifying impact on thinking all
over Eastern Europe. It isincreasingly recognized in the European socialist countries
that intensive economic growth—soon to present itself almost everywhere as a
necessity—demands a system of economic control radically different from that
established in the period of extensive development. Yet, except for a few common
characteristic features—such as the dominating role of socialist ownership relations,
the principle of economy-wide planning, the state monopoly of foreign trade and
foreign exchange management—economic control and management no longer
disposes over a monolithic economic theory and practice. Several kinds of practice
have developed, there is a regular exchange of experience among countries concerning
the impacts of different methods, relying on the principle that there is no way in which a
uniform model for all the countries can be devised. The variety of methodologies will,
in all likelihood, persist over a longer period, since this is advantageous from the point
of view of work seeking ways to elaborate the most expedient mechanism. However
painful this may be for philosophers and political economists who have already
conceptually “elaborated” the model of socialism, we cannot avoid a new relatively
long period (or even age?) of searching for ways, aimed at devising concrete methods.
This is a duty that must be successfully carried out.

In the course of the current further development of the Hungarian system of
economic control and management we are proceeding essentially towards the “target
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R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES 7

model” worked out in 1966, implementing its principles, going beyond what had been
implemented of it in the system introduced in 1968.

The basic principle is invariably to organically link central planning with the
market mechanism in a single uniform system. That is, it is out of question that the
economy be divided into two spheres with their own laws, that planned control would
prevail in one, while the other would be ruled by the self-regulation of the market.
Central planning has a full-scope impact on the macroeconomic level and, through
economic and legal regulations, it has a directing role on microeconomic actions to the
necessary depth. The participants in economic activities act in the microeconomy
under market conditions (on a market regulated by economic instruments), and the
impacts of their activities are “fed back” to the central control. The substance of the
present further development is to improve economic regulation, to improve its
“market-conformity”, as well as to find a more rational solution for the “feedback” of
market effects.

The principle of an economy with several sectors—in which different forms of
ownership can be found—nhas been confirmed. This, too, is a principle that dates back
to 1966— 1968, but in the seventies some uncertainty arose in its interpretation, more
precisely questioning whether it should be employed for a shorter time, to revive
business, or whether it should be a lasting concomitant of the socialist economy in
Hungary. It should be noted that the necessity for several sectors had been
acknowledged also by conventional socialist economic thinking as a principle valid for
the period of transition to socialism, but in socialism it was already considered as
unnecessary and wasting resources. The Hungarian solution has now repeatedly and
unambiguously argued for several sectors under socialism, doing so—in contrast with
the earlier assumption—precisely in the interest of a rational management of
resources.

In the course of the further development of the economic reform the original
concept will become consolidated and expanded so that the interests of the socialist
economy may not be simply derived from a “central will”. National economic interest
truly expressing the social consensus should come about by integrating particular
interests differing from each other on short-term questions. According to the worked
out programme this concept is more consistently applied, and in a more practical
manner, than was the case earlier. Itisunder consideration to form bodies representing
the interests of enterprises and cooperatives, to let producers’and consumers’ interests
conflict with each other, to bring into harmony the interests of economic units with
those of the financial agencies; and to encourage the development and to help the
smooth operation of a democratic mechanism for the reconsiliation of interests.

A new solution is applied in the present process to exercising ownership rights in
state enterprises. The enterprises will find themselves in different positions depending
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8 R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES

on whether they perform public services or operate in a situation depending on the
market. In the former case the duties of ownership are carried out by government
agencies (or by local councils), in the latter by enterprise councils (in larger firms) or by
the assembly of employees (in smaller firms). Expectations connected with the new
solution are that it will be more effective in demanding the efficient use of social capital,
and stem the tendency of wasting capital in the state enterprises.

The immediate goals of the present reform process are to consolidate the external
and the domestic economic equilibrium by the end of the eighties, to achieve some
excess supply on the domestic market (on most ofit), to ensure smooth operation ofthe
market mechanism and to strengthen the effectiveness and market-conform nature of
central control. In economic-policy planning it is considered likely that, as in
predictable economic processes, there will be a two-stage development also in control.
In 1985—1987 the completion of the consolidation period will dominate, with a partial
and gradual enlivening of the market mechanism, while in 1988— 1990 the economy
will already start to grow along a new path, under more advanced conditions of market
relations and a completely market-conform economic control.

What has happened and what is going to happen?

At the end of 1984 a true avalanche of regulations was published in the official
Gazette of the Hungarian People’s Republic. With January 1st, 1985, 58 new or
modified regulations came into force which provide a complex framework for the
conditions of economic management and harmonize the modifications introduced in
various fields.

Let us survey, in somewhat more concrete terms, what the Government has
regulated by issuing this package:

— four regulations deal with the possibility of expanding competitive economic
relations, and the delimination of desirable enterprise behaviour; at the same time they
declare illegal the abuse of economic superiority at the expense of other enterprises or
consumers. The scope of government economic control is outlined, for the firms
operating in the competitive sphere, as the supervision of legality, financial regulation
and market surveillance. This abolished the “umbilical cord” (enterprise supervision)
which allowed operative government interference with the operation of enterprises.

— nine regulations provide for the expansion of the legal and economic
autonomy of enterprises and cooperatives. The autonomy of enterprises in decisions
concerning production, capital management and the use of income is growing. The
relationship between government bodies and enterprises is placed on a strictly legal
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R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES 9

basis; if, in the case of possible government interference, firms suffer damage, they can
sue in a court of law.

— thirteen regulations specify the modifications in the duties of the pricing
authorities and the tax system. The scope of official price limitations becomes
somewhat restricted and the procedure itself will be simpler. The substance of the
change in the tax system can be summed up in two measures. The first increases the
taxes productive and service enterprises pay on resources (wages, capital, investment),
simultaneously reducing the rate of the profit tax. The other shifts the weight of
taxation from the production phase to sales, thus increasing the weight of the turnover
tax (sales tax) in the system.

— fourteen regulations provide for the general order of income distribution in the
enterprise sphere, for the taxes to be paid, state subsidies, enterprise funds as well as the
general rules of investment and capital management. These measures provide for a
greater freedom of enterprises in using their income and in development issues than
they enjoyed earlier.

— nine regulations deal with labour questions and the regulation of earnings in
enterprises. All regulations allow more scope to enterprise interests than was the case
earlier, and reduce government constraints. The enterprises may decide themselves
which of the three available systems of earnings regulation they wish to apply.

— nine regulations cover measures affecting state and enterprise finances as well
as the further development of the banking system. The provisions separate the scope of
state and enterprise management more clearly from each other, increasing the
autonomy of the banking system vis a vis the state budget and regulating the financial
relations among the three spheres in a more transparent order. In connection with the
banking system the rules cover two essential changes: on the one hand they emphasize
and precisely describe the tasks of the National Bank of Hungary as the bank of issue
(also allotting it the duties of a credit bank), on the other hand they make it possible to
establish further financial institutions and affiliates according to needs.

It ought to be added to these that in 1984 the process of change affecting the
economic system already asserted itself in practice. Three important aspects ought to
be mentioned. First the many new small ventures, small cooperatives and a large
number of other small businesses which quickly filled the “market gaps” and, in spite
of their relatively small number, powerfully troubled the “stagnant waters” of the
overregulated domestic market. Second, the reestablishment of the bond market,
within the framework of which two submarkets are coming to life: one for the bonds of
enterprises and public bodies (in which enterprises participate) and one for the general
public (where the issuing bodies are local government authorities). Third, a start was
made on drawing in foreign equity capital (productive and banking capital)—true, for
the time being only to a modest extent.
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10 R. NYERS: OBJECTIVES AND THE REFORM PROCESS IN THE EIGHTIES

What is still going to happen in the eighties?

According to plan, between 1985— 1987 the system introduced and the principles
that have already been applied will gradually take shape. Thus the transitory favours
granted to enterprises to mitigate market impacts, exemptions and “brakes” will be
abolished, the tax system will be further improved (the profit tax will be reduced, the
wage burdens increased), and the organizational system of the economy will be
modernized. A certain part of large enterprises will be decentralized, the expansion of
small ventures will continue and the monetary and banking systems will develop
according to the present order.

In the second stage of development (1988— 1990) a two-tier banking system may
be created, i.e. beside the central bank of issue a network of independent commercial
banks may be created. In this period it will also be possible to introduce a system of
personal income tax, and to realize the joint taxation of incomes from diverse sources.
A major part of social net income may be regrouped into the sphere of trading and
consumer price subsidies may be reduced to a rational level. Preparations will be made
to work out a VAT system for Hungary and better conditions will be created for a long-
term interest of firms in the value of their assets.

A “bird’s eye view” of economic control:
government anxieties and expectations

The recognition, which became palpable in the reform of 1968, that a new, greater
driving power is needed for intensive development and efficient management, is today
a political commonplace in Hungary. It can not be considered a satisfactory driving
motor if management and the workforce are stimulated to better work by political
campaigns, nor if the government raises the presently relatively low rate of investment,
since in the seventies both were applied together and yet efficiency could not be
substantially improved. A new driving motor can only be obtained for the economy by
enlivening and channelling into the right direction ventures based on individual and
collective interests. This recognition is powerfully present in current government
policy and manifests itself by taking the initiative and stimulating the continuation of
the economic reform process. Both the present situation and the forecasts about the
future argue for the reform, thus the reform process relies on an objective situation and
on objective interests. As such, it is essentially an irreversible process in Hungary.

The government concept is characterized by the recognition, that low-efficiency
production can gradually be rendered more efficient by better work on the job. There
are large reserves in this respect which can be exploited even in the short run. This
concept expresses a basic truth, it may be objected at most that the government did not
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always find the right method, and also that earlier it expected results too quickly. E.g.
the restrictive economic policy of the years between 1979— 1984 was expected to raise
enterprise efficiency significantly, setting out from the fact that the rate of investment
remained high even during the restraint (22—24 percent relative to GDP), and the
expectation that “socialist pressure” exercised through the regulators would force
enterprises to increase efficiency rapidly. This expectation was not fulfilled, and it
could not, because internal market pressures and a satisfactory freedom of
manoeuvring of enterprises were absent, both of which were the result of the domestic
applications of a whole armory of restrictive policy. The concern now is to produce the
two missing factors and to reinterpret the “socialist constraint”: to apply a general
instead of a firm-by-firm restriction (directed against low efficiency). This is not easy,
but certainly deserves support.

In recent years the government has fully adopted the ideas of the 1966 resolution
about the reform, that an efficient economy needs sectors with different kinds of
ownership relations, and that room must be afforded to competition of reasonable
dimensions both among and within sectors (the latter has proved to be as important as
the former). In 1982 the government took a significant step by permitting various small
ventures over a wide range, and their evolution exerts a highly positive effect on the
present situation. This process is double-faced. On the one hand it makes the earlier
legalized forms economically more advantageous (agricultural small-scale production,
handicrafts, retail trade). On the other hand it'provides a legal form for such activities
which earlier had found their place in the illegal or semi-legal “second economy” . The
process evolving under the slogan “with small ventures against the second economy”
has been unambiguously successful—despite the accompanying concerns and
problems—Dbut time is needed for their completely smooth fitting into society and the
market relations need further development for a complete suppression of the second
economy.

The government possesses a further option along the sectoral line, and that is the
drawing in of foreign equity capital into the Hungarian economy. This idea can be
implemented mainly through companies of mixed ownership (asjoint property), but in
a given case a venture in exclusive foreign ownership may also be licensed. In principle
the government agencies fully accept the idea of expanding such ventures. At present
the practical possibilities are being weighed up, setting out from the fact that a
compromise between two different interests has to be found: the Western interest, i.e.
access to the CMEA-market, and the Hungarian interest, i.e. improving the balance of
trade in convertible currencies.

Among the anxieties of the government related to economic control the following
are the biggest and the most difficult to cope with:
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— Gradual reduction of the rate of inflation, first from 7—8 percent p.a. to 6 and
then to the order of 4—5 percent p.a., simultaneously with stimulating growth. The
task is rendered difficult by the fact that the danger of deterioration in the terms of
trade will still persist for some time, consumer price subsidies can only slowly be
reduced, the ratio of social benefits can hardly be diminished, and excess demand
prevails in a considerable part of the market. The solution is helped, on the other hand,
by the necessary corrections already made in respect ofthe main ratios of the economy.

— Income differences between enterprises depending on their efficiency ought to
be promoted, financial favours should be reduced and, in general, the observance of
normative rules should be insisted on, special treatment for individual firms or
industries should be highly limited. Such anxieties cannot be overcome by a simple
sword-stroke.

— A more powerful influence than at present ought to be exercised on personal
incomes, in order to remunerate more skilled work better and also to syphon off high
“windfall” incomes deriving from small ventures, but mostly from the second
economy. The first can be done by reducing the rigidity of central earnings regulations,
the second by the introduction of personal taxation.

Economic control “viewed from below”: anxieties
and expectations of enterprises and entrepreneurship

Viewed from below, the economic processes offer a different image of the same
situation. In this a variety of particular phenomena dominate in concrete form.
Sometimes the macroeconomic contradictions can hardly be recognized in enterprise
problems, while at other times the constraints on economic action appear to be much
greater in the microsphere than the government agencies consider to be urgently
soluble. The two approaches confront each other already in an institutionalized form
within the framework of the Chamber of Commerce (which represents the interests of
its member firms), and also related to the extensive nation-wide activities of the
Hungarian Economic Association and the Federation of Technical and Natural
Scientific Associations. This is one of the important aspects of the growing democracy
of Hungarian economic life, a particular kind of pluralism, which channels thinking
and activity, in the last resort, towards a more clarified integrated social interest.

The greatest concern of firms today is that, in financial and foreign exchange
matters, government does not yet provide satisfactory scope for entrepreneurship.
Many firms have made comparative calculations about the weight of taxation in
developed industrial countries and it has turned out that, in the same industries, the
Hungarian rate of the total tax burden is one and a half-times that of the market
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economies examined. Foreign exchange management (and in this respect the
transaction ofimports and, not infrequently, of exports) isextremely sluggish from the
viewpoint of the enterprises. Because of this fact useful deals are settled more slowly
than necessary. As a consequence, it is the established view of enterprise managements
that in this field there are powerful brakes on management and they ought to be
slackened as soon as possible.

A great many socialist enterprises do not look kindly on the idea of competition if
it endangers the safety of their own markets. In addition to this understandable
aversion, there are frequent concrete objections in connection with poor competitive
conditions. The main argument is that the socialist enterprises still are overregulated in
both legal and economic respects, and that this is a handicap in rapidly responding to
market changes. Another handicap is the limited availability of loans for business
purposes. Enterprises also justifiably object to the slow growth of the infrastructure
serving production and sales.

The gradual introduction of democratic management methods in 1985— 1987 will
cause a transitory uncertainty in the life of enterprises. In the current year, in one third
of the firms, Enterprise Councils will be formed or Enterprise Assemblies will be
convoked in order to formulate the development strategy of the firm and to elect the
management. Where no new enterprise bodies are as yet in operation, we frequently
find a feeling of uncertainty in management, and the avoidance of risk-taking. Where
they are already established, they made a positive impact on the enterprise atmosphere
right from the start, but they can as yet hardly work in the manner designed for them.
Many enterprise managers fear that the new agencies based on the principle of
partnership will be inclined to interfere with the rights of operative enterprise
management. These anxieties are, obviously, not unfounded. Still, they are rather of a
psychological nature, since, after a period of “running-in”, the new forms of
“democratic enterprise management” are expected to produce better enterprise
operation.

In spite of the extraordinary liveliness of small ventures, much hesitation is still
felt here also on part of the entrepreneurs. Many people still feel that things will not
last, a feeling unjustified “in general and in principle” since even the Party Congress
declared itself in favour of the maintenance and even development of this sector, yet
“in concrete terms and in practice” it still isjustified. There is a certain temporariness
also about Hungarian market relations. In the case of several products and services it
cannot be predicted whether or not the socialist firms will nevertheless be able of doing
thejob, or whether there will not be a powerful import competition on the market. But
the problem is more substantial because of the uncertainties of material supply and
taxation, as well as because the government has no established trade cycle policy yet in
connection with this sector.
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The reform process of economic control
and management and the political sphere

At times some people ask, both abroad and in Hungary, whether an economic
reform can be consistently implemented without a political reform; and the answer
always is, naturally, that in general and in principle, it cannot. If the question is put in
concrete terms for the present-day Hungarian reality, it can be formulated in the
following manner: is the current Hungarian political structure and practice suited to
carry out the economic reform process? In discussing the problem it is important to
distinguish the ideological line of politics, the functioning of the institutional system
and the style of political practice.

As regards the ideological line, it seems that the bases of an adequate ideology are
already given, although not everything is as yet complete in the system of ideas. The
Hungarian method of tackling economic control and management relies on two
“ideological pillars” or principles, and today both of them are already strong: one is
the necessity for intensive development as a fact demanding changes; the other is that
the socialist economy is a commodity producing economy and commodities cannot be
managed efficiently on a social level in physical terms. Intensive economic
development, fast technical progress and the necessity to confront inputs with results
also lead to the necessity of commodity production. On the basis of these principles the
Hungarian economic methods can be fitted into the political economy of socialism
since they separate the category of commodity production from the category of
capitalism. But this new interpretation of the substance of socialist society has not (or
not sufficiently) penetrated the broad masses.

No political reform will take place in Hungary which would basically change the
political objectives, or the conceptual setup of the political system, nor issuch change a
condition of the consistent and successful implementation of the economic reform
process. But the development of the system of political institutions, in order to
conform to practical needs, is and remains on the agenda. Similarly, changes in the
style of policy-making are on the agenda and will continue. The general trend is to
work out a national consensus under the aegis of a strengthening and growing
democracy. This demands that particular social interests be integrated from time to
time, and in this integration process the main role will continue to be played by the
Hungarian Socialist Workers’ Party; but an important role will be given to the
Patriotic People’s Front, the Trade Unions, the Cooperative Movement and the
representatives of local bodies.

The development of the political system manifests itself in the more democratic
electoral system, in the substantial expansion and consolidation of the system of local
self-government, in a freer assertion of the principle of representation of various
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interests, in the ever more open handling of political questions, in the diminishing
difference—initiated from both sides—between “official” and “non-official” public
affairs. The ideas of the Marxist philosophy of political freedom are compatible with
an even higher degree of freedom than the present one, and also with more substantial
democratic methods. It is not right to assume that the present “official philosophy”
prevents this. But, under the given realities, a more advanced system and practice of
political institutions can only come into being gradually, in a longer process. From the
aspect of the economic reform process the Hungarian political system is not a handicap
but a support and the decisive criterion is that the development tendencies should lead
towards strengthening democracy.

Greater democracy, in Hungary as well, brings out into the open the clash of
interests on concrete and short-term issues. It must therefore be presumed that certain
parts of the reform-process produce different effects and at times evoke sympathy, at
times aversion on the part of various sections of society. Thus, given strengthening
democracy, not only the driving power of the reforms gathers momentum, but,
simultaneously, also the braking powers. The two forces alternate also in the Trade
Union movement, where at times the increase in the degree of freedom of enterprise
management is welcomed, and at other times the steps taken by the government with a
view to economic equilibrium meet with suspicion. Trade Union solidarity is
sometimes spontaneously opposed to the political leadership also when some reform-
measure serves efficiency, but renders the situation of a narrower group of workers
difficult. These problems may be solved within the Trade Union movement, by
confronting the short-term interests ofa narrower group of workers with the long-term
interests ofa widercommunity. This situation necessarily introduces more politics into
the Trade Union movement than is the case at present, and demands the development
of the internal democracy of the movement.

It is of fundamental importance for the implementation of the socialist objectives
of societal policy that the central control over macroeconomic processes should not
diminish, it ought to increase rather in the context of the economic reform process. The
economic panel of instruments has, on the whole, been already created but it requires
refinement and improvement: its political instrument, the mechanism for the
reconciliation of interests, for creating and maturing the consensus, is being developed
and isa target to be attained in the near future. The driving power of the progress of the
reform process may—and hopefully, will—be the authoritative majority in society
itself.
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HAPOOHOXO3AMCTBEHHbLIE LIE/IN W NPOLIECC
PE®OPMbI B BEHITPUU
B BOCbMUNAECATLIE oAbl

P. HbEPLL

Mpouecc pethopMbl YNpaBneHUs 3KOHOMUKOW W NATUNETHUI HapOLHOXO3ANCTBEHHbIA MnaH Ha
1986—1990 rr. paspabaTtbiBanucb B BeHrpuv napannienbHO U COrnacoBaHHO. PyKoBOAUTENM HApPOAHOr0
X034MCTBa PYKOBOACTBOBA/MIMCL TEM, YTO HameueHHble MAaHOM LeAM He MOTYT 6biTb BbIMOMHEHbI C
NMOMOLLbIO MPEXHUX CPeAcTB U METOf0B, 4YTO HEOOXOAUMbI KOpPEeHHble MepemMeHbl B MOBEAEHUM
npeanpuATAn N XO3ANCTBEHHbIX PYKOBOAWTENE 3KOHOMWKW, MO3ITOMY He0o6XOAWMO MNPOAOMKUTHL
pedopmy. MpaBUTENLCTBO CTPEMUTCA KTOMY, YTOObI 06BEKTUBHO CYLLECTBYIOLLME B 06LLLECTBE Pas3/InyHbIe
WHTEepecbl W B3rNAAbl CTaNKMBanUCb YXe B MpoLecce pa3paboTku nnaHa M Ha 6as3e BbIACHEHHbIX
npuopuTeToB 6blNa Nyylle opraHM3oBaHa paboTa Mo ero BbIMOAbHEHUIO.

B npeacToAwWwmMin NATUNETHUA Nepuofg NPUOPUTETOM MONL3YKTCH TPU LEAM 3KOHOMUYECKON
nonnTUKN: 1 coxpaHeHWe BHELUHEIKOHOMMUYECKOr0 PaBHOBECWS MPU MOBbILLIEHWN 3KOHOMWUYECKOM
3(h(heKTMBHOCTU; 2. OXKMBMIEHVNE IKOHOMMUYECKOr0 POCTa NPW Y/yulleHUU KayeCTBEHHbIX MOKasaTenei;
3. pacluMpeHve caMoCTOATENbHOM feATeNbHOCTY NPeanpuATUA U PYHKLMOHMPOBaHWE rocyapCTBEHHOMO
ynpaBs/eHns B COOTBETCTBUM C TPebOBaHMAMU pbiHKA. TPYAHOCTb 3ajayn COCTOUT B OJHOBPEMEHHOM
co6Nt0fjeHNN TPeX NPUOPUTETOB, NPUYEM TaKUM 06pa3oM, YTO6bI CBECTU K MUHUMYMY MX B3aUMOUCKIO-
varolime apgeKTbl.

M3 cTaTbn BUAHO, YTO B 1980—84 rr. ynyu4lleHue BHELIHETOProBoro 6anaHca NpoMcxoanno no-
pasHoMy B cthepe pacuyeToB B pyb6nsix M B KOHBEPTUPYEMOW BanoTe: eCciv BO BHELUHel TOprosne c
pacyeTamMn B pybnax Onpefensiolyto ponb Cbifpano MOBbILEHWE BEHTepCKOro 3KCnopTta Ha Cymmy
2,5 mnpg, py6neid, To B TOProefie C pacyeToM B KOHBEPTMPYEMOli BantoTe — COKpalleHne BEHrepcKoro
uMmnopTa Ha cymmy 1 mnpg, Jonnapos.

Co6bITuii NpoLueawnx 17 neT cBUAETENLCTBYIOT O TOM, YTO BONPOC NO3BONSET M CBOEO6pa3Has
BEHrepckas cucTema ynpaBieHUs 3KOHOMUKOW OCYLLeCTBAATb UHTEHCUMBHOE COTPYAHWYECTBO B paMKax
C3B Bcnyyvae, ecim ocTasibHble CTPaHbl He MPUMEHSAIOT NOL06HbBIX METO0B, MOXHO CYUMTATb PELUEHHBIM.
BeHrepckas cucTemMa 6eccnopHo oTBeyaeT 3TOW Lenw.

Llenb HblHelwHero npotecca pethopMbl COCTOUT B TOM, YTO6bI O0BUTLCA NPOYHOTO BHELLIHE3KOHO-
MWYecKoro pasHoBecus K KOHLY 80-x rofos, 4ToObl B 60/blueli 4acTM BHYTPEHHEro pbiHKa 6blN0
[OCTUTHYTO HEKOTOpOe MpeBbIlieHNe MPeANoXeHUs Haj CrpocoM, 4TOObl PbIHOYHBIA MexaHW3Mm
felictBoBan 6ecrnepeboiHO M 4TOGbI LeHTPann3oBaHHOe ynpasneHue (yHKLMOHMPOBANO MPOYHO Ha
OCHOBe y4eTa TpeboBaHMiA pbIHKa.
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ALTERNATIVES OF GROWTH AND PRIORITIES IN THE
7TH FIVE-YEAR PLAN OF HUNGARY (1986—1990)*

J. HOOS

The article reports on the planning variants in preparing the seventh five-year plan for 1986—
1990. Planners expect that in these years there will already be an opportunity for a perceptible
acceleration of growth. This can only happen if the general equilibrium position of the economy is
simultaneously improved including the reduction of the stock of debts. The basic targets ofthe plan
are the following: energy consumption is allowed to grow only at an essentially lower rate than
national income; exports against convertible currencies have to be expanded fast; simultaneously,
also exports and imports settled in roubles have to be boosted; the efficiency of production has to be
definitely strengthened by modernizing the product pattern. Development resources are only
available in limited quantities, thus they have to be used in the possible most effective manner. Also
the development of the regulatory system now under way has to be put at the service of these goals.

Drawing up alternative plans, finding points at which main efforts should be
directed, establishing priorities and ranking the objectives on such basis have been a
well proved practice, to be also followed in the 7th five-year plan period. Which of the
alternatives and objectives will govern our actions can only be decided on the basis of
the prevailing conditions. This is not simply a methodological or a technical approach
but an exigency deriving from objective circumstances of the Hungarian national
economy. This is especially true under the circumstances of the foreseeable future.

Economic policy objectives

In the period covered by the 7th five-year plan we have to solve difficult and
epochal tasks, namely to accelerate the adjustment process of the Hungarian national
economy to changes in world economy. This is a precondition of not only the
equilibrium but also the development and growth of the Hungarian economy. Without
keeping pace with world economy the rate of economic growth would necessarily
continue to slow down and external equilibrium could only be maintained at the
expense of domestic consumption which is, in the long run, clearly not a feasible way.
In the practice of economic policy, while preserving continuity, all the foregoing
require marked changes. The most important continuity in the economic policy is the

*The paper is based on the lecture delivered at the 24th Itinerary Meeting of Economists in 1985.
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18 J. HOOS: THE 7TH FIVE-YEAR PLAN

task to improve the external balance, to decrease the net amount of debts and it will
remain so further on. At the same time, there are some essential changes, such as:

— improving equilibrium must befully achievedfrom the additional resources to
resultfrom domestic production, without the reduction ofdomestic absorption; what is
more, while increasing it (the plan reckons at present with a 2—3.5 percent annual
growth ofdomestic absorption which was 0.6 percent per annum in the preceding plan
period);

— the latter implicitly assumes a certain revitalization of economic growth (in
contrast with the 2 percent yearly average growth rate in the last plan period, now an
average of 2—3.5 percent is envisaged);

— on the grounds of the foregoing it becames possible to increase investment in
the national economy (at a yearly rate of 2.0—7.0 percent, as against the average yearly
decrease of 3.1 percent in the preceding plan period);

— favourable objectives may also be set in respect of living circumstances and
standards of living, first of all by raising the real wages (by 0.5— 1.5 percent annually,
as against the earlier 1.2 percent annual decrease);

— imports settled in non-rouble currencies can be increased (by an average 0f4.0
to 6.0 percent annually, in contrast with the yearly 0.6 percent of the preceding period).

It must be seen, however, that no possibility existsfor a radical change in economic
policy. A change can only come about gradually, and even the time when it may occur
is uncertain, since it may be protracted, depending on the development of conditions.
Three of these conditions should be mentioned here:

1 the external economic circumstances, which are mostly beyond our control;
mainly the conditions of the market, prices, credit and interest;

2. the pace at which the favourable results of the further development of
economic control and management will evolve; this, for the most part, depends on
ourselves;

3. an issue depending both on ourselves and on external factors, namely, how the
economic situation will develop in 1985. The year 1985 serves as a basis for the 7th five-
year plan and as such, it is only natural that it will determine a lot of things.

The plan alternatives

The uncertainty of the above mentioned conditions isan objective justification for
an open and flexible planning. Practically, planning means elaborating alternatives,
making time schedules, sectioning the plan and establishing appropriate priorities and
rank orders. At present, planning is carried on in three main alternatives and by
separating two phases within the period.
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— The first phase is that between 1986— 1987 (adding to it 1985 as the base year),
and

— the second one embraces the years 1988 to 1990.

In thefirst phase, according to our present opinion, the consolidation process
started in 1979 has to be completed, by stabilizing the external equilibrium of the
economy, as well as by providing foundations for a further revival of economic growth
and a more rapid rate of domestic absorption. In the second phase—based on vivid
economic growth,—the positive changes in economic policy have to be fully
implemented. However, the phases may shift, particularly the first one may require
more time than the two years mentioned above. (Taking into consideration the data of
1985, this is, unfortunately, an actual danger to be reckoned with.)

The three main alternatives of the plan differ from one another in the rate of
economic growth, i.e., in the generation of resources and, consequently, in the rate of
their domestic uses, depending on how the circumstances determining growth will
develop or, respectively, how we will be able to influence them. The main factors
determining economic growth are the following:

— Exports settled in non-rouble currencies, the extent to which the amount of
non-rouble debts can be reduced, and, linked to these, the credit and interest
conditions. (Imports against non-rouble currencies basically depend on these two
factors, hence, to a great extent production, too.)

— Imports settled in roubles, which basically determine the exports for roubles,
taking into account that in this market there is no possibility for additional exports by
placing out resources, what is more, it would be desirable to maintain a certain volume
of debts.

— Trends in the terms of trade.

— The improvement of efficiency attainable in the domestic economy, especially
by improving the specific (per unit) energy and material consumption and by
increasing net incomes. (The plan envisages a one-percent annual increase of energy
consumption and, within this, a 3 percent increase of electric power consumption p.a.
which is an extraordinary tight target.)

All of these factors play a determining role, yet exports settled in non-rouble
currencies, imports coming from rouble accounting countries and the development of
power consumption must be stressed as direct constraints on growth and very hard
conditions. Namely, more or less all the other factors find their expression in them.
Thus, for instance, better management can increase exports and reduce the losses
caused by deteriorating terms of trade, greater exports for convertible currencies can
create favourable possibilities for imports and for decreasing debts. Thus, ifwe wish to
revitalize economic growth, we have to focus on these, because they represent the
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direct priorities the assertion of which has also to be supported by other conditions,
first of all on the part of economic control.

From the three plan-alternatives we deem No. Il as the most likely one to be
realized; we might also formulate this by saying that today this can most safely be built
upon the expectable foreign trade conditions and on the improvement of domestic
efficiency. Therefore, this is considered as the basic alternative so that any further
planning work is directed at its elaboration in detail and at laying the foundations
for it.

Which are the most important characteristics of the alternatives?

The annual average growth rate ofthe GDP will reach 2.5 percent between 1985—
1987 (in the last five-years it was 2 percent), meaning that a certain recovery may
already be observed in the first phase of the plan period (later on, between 1988— 1990
it will be 3.0—3.5 percent). A moderate increase of investment and maintaining the
level of the average real wages will also be possible already in the first phase; in the
second one the dynamics of both indicators may become more intensive. In these five
years investment will grow by 4—5 percent on yearly average and real wages by 1
percent (meaning a total of 5—6 percent). Exports settled in non-rouble currencies will
grow on the average by 3.0 percent annually, (imports by 4—5 percent), exports settled
in roubles by 3.0 percent (imports by 2 percent).

This is the alternative which basically satisfies the socio-political requirements of
the economic policy, therefore everything has to be done for its sound foundation. At
the same time, a less favourable development of the outlined conditions cannot be
excluded, while there also are some chances for the development of a better situation.
Precisely on this account, we must reckon with the reality of some elements of the two
other alternatives; thus it is expedient to work them out too, at least as additional
alternatives. No. | is the less favourable one from them, since it takes into account that

— profitable exports to markets paying in corvertible currencies can hardly be
increased,

— imports settled in convertible currencies can only grow to a lesser extent (by
only 3—4 instead of 4—5 percent), thus, also exports can only be increased moderately
(by 2—2.5 percent instead of 3);

— we will simultaneously be forced to reduce our debts significantly in both
Eastern and Western relations, and

— the processes of 1985 essentially differ from what had been planned.

Under such conditions the yearly average growth ofthe GDP can only reach 2.0—
2.5 instead of 3 percent, that of the domestic use of GDP 2 instead of 3, investment 2
instead of 5, and real wages 0.5 instead of 1percent. In the first phase the rates would
even be lower, e.g. total investment would remain on an unchanged level. Hence, this
alternative should by all means be avoided.
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Alternative No. Ill presupposes a more significant improvement in domestic
efficiency, under circumstances similar to those in No. Il. In this, exports against
convertible currencies increase annually by 4 percent, the GDP by 3.5, its domestic use
also by 3.5 percent. This alternative represents a particularly stepped-up task in
exports and their efficiency, furthermore in respect of achieving favourable results in
specific (per unit) energy consumption. (This higher dynamism of growth ought to be
based on a one percent annual average increase of total energy consumption and a 3
percent increase of electric power consumption.) Nevertheless, especially in respect of
production and export efficiency it is highly justified to approach some ofthe targets set
in this alternative.

Thus, following from what has been said, it remains a primary task in the plan
period to reduce the stock ofdebts but, parallel to this, revitalizing economic growth to a
certain extent emerges as a new priority. Both priorities can be asserted in harmony, if
some relevant requirements are met. The most important of the latter is that
revitalizing is essentially only possible depending on efficient exports to markets with
convertible currencies and on importsfrom socialist countries. If it cannot rely on these,
it would find itself in opposition to the requirement of reducing the stock of debts,
otherwise, namely, a higher growth rate could only be maintained by involving
external resources. We have already tried this way and know its unfavourable
consequences.

At the same time the requirement is not merely to prevent the increase ofdebts but
even to reduce them. There are two reasons for this: on the one hand the burdens of debt
service are considerably high, mainly because of the high real rates of interest (drawing
away significant resources from the national economy). On the other hand it is only
possible to preserve our creditworthiness by proving that the Hungarian economy is
not only able to meet its debt service through its export performance, but can also
reduce its accumulated debts; thus its growth is not based on the involvement of
external resources by raising loans, but on a more efficient utilization of its own
resources. Thus, the creditor can continually make sure that the country is a reliable
debtor and therefore always grants the loans necessary for keeping up a balanced
economy. (While reducing the stock of debts, significant amounts of credit are needed,
i.e., we are vivid participants in foreign credit transactions.)

Consequently, we must disagree with those who

— wish to accelerate growth independent of realistic and efficient exports and
import possibilities, practically disregarding these matters, and/or

— recommend the acceleration of growth at the expense of foreign economic
equilibrium. It may be a matter of discussion—particularly in the annual plans—what
the actual extent of decreasing debts should be; but there is no realistic alternative to
reduction.
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If we went the way according to the above mentioned goals we would perhaps
make transitory achievements which would be rather easy and indeed transitory, but it
would become obvious in a relatively short time that this path is a blind alley. It would
mean losing valuable time. Genuine and permanent development must be achieved
through the improvement of efficiency in production and by increasing the ability of the
economy to produce resources; this is a more difficult way indeed, but it serves the
purpose.

Tasks in the real sphere of the economy

The national conditions and requirements of economic growth entail more
specific tasks in the various particular fields of economy. These more or less delimit the
priorities to be asserted there and also the deriving alternatives. This applies separately
to spheres of production, distribution and management.

In production the key question is the orientation of development which,
unequivocally, cannot be but export-oriented. This does not exclude, however, a
reasonable import substitution and, where it is feasible, it is necessary to exploit it. But
a better adjustment ofthe Hungarian national economy to the world economy can solely
be carried out by increasing the export potential. For several years, the Hungarian
economy has been an economy governed by exports and it will be increasingly so in the
future. This is also reflected in the main alternatives of the plan; as we have seen,
exports and the growth rate are closely interdependent.

Activities in foreign trade (in a wider sense) and the work of domestic
development have to set out from this fundamental requirement. Currently we can not
yet say that we were able to come up to the ever greater and more difficult tasks in these
two spheres.

In regard toforeign trade the following have to be stressed:

— Within the CMEA new possibilities for dynamizing the turnover have to be
explored. The main efforts should be, however, focused on increasing imports and
thereby the mutual trade relations and, in order to promote them, on developing
methods and forms of more efficient cooperation.

— New forms and solutions are needed in non-socialist markets, too. In addition
to the traditional trading and commercial relations, the opportunities offered by
involving equity capital and leasing must be much better utilized. Without these, we
could only make very slow progress and would have no real hope of achieving the
planned dynamism of exports. All these are also essential conditions of speeding up
technological development.

On the whole, the foundations of the plan can only be laid down by a much more
active, expedient foreign-trade policy, using more varied tools than has been the case so
far.
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In respect of domestic economic development technological development,
investment activities and the trends to be followed by structural transformation have
to be subordinated to export orientation and the complementing import substitution.
In this respect it is not the volume of available resources that is the basic determinant
but the efficiency of their utilization. If the available resources are not utilized with
proper selectivity, for the purpose of boosting profitable exports, for a rational
substitution of imports—primarily of energy and materials—the aims cannot be
achieved by even more resources. From the side resources (mainly investment,
imported technology or techniques) the expansion of productive and development
capacities may only be advanced to the degree an efficient result, yielding real surplus
resources can be foreseen, with reliable certainty. (For instance not a loss caused by the
terms of trade but an income is produced which can actually be distributed and used.)

It is necessary to meet this requirement at any rate, since resources will continue to
be in short supply in the 7th five-year plan period. At the same time it isalso true that to
the extent economic growth will accelerate as a result of improving actual efficiency,
surplus resources will also be produced for a higher rate of development. But only to
that extent. The national economy cannot afford ineffective development the products
of which are non-marketable. What is more, it isan urgent task to stop non-profitable
production, since it creates losses and depletes funds, thus resources from efficiently
operating enterprises have to be regrouped to cover them. In these main issues
agreement has been reached during the planning work, yet there are several questions
to be decided hereafter and a number of contradictions wanting for solution in certain
concrete fields. In the sphere of industry two of these are worth mentioning:

Thefirst one is coordination ofthe development and investment demands of the raw
material extracting industry, energetics and the manufacturing industries with their
export tasks. The manufacturing industries, particularly the engineering industry, are
facing extraordinary export tasks, what is more, parallel to a rather significant
structural change in the market. (For instance the exports of the engineering sector
settled in roubles increased by about 30 percent in 1981— 1985, while up to 1990 only
an expansion of 10— 15 percent is possible, and exports against convertible currencies
have to be increased by 35—40 percent, in contrast to the 20 percent expectable in the
current plan period.) The exports of manufactures as a whole, destined to convertible-
currency markets, have to be increased by 30 percent within five years. (Between
1981—1985 this was 15—20 percent.) The technical background for the enhanced
tasks of the manufacturing industries can only be provided if we reduce the share in
investment of the raw material extracting industry and energetics in favour of the
manufacturing industries. Planning activities up to now have failed to find a proper
way of achieving this.
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The other, still unsatisfactorily solved problem is adequate development of the
specific energy demand in compliance with, the requirements of the plan. This is not
merely a task of industry, but depends to a considerable extent on industry, that is to
say, it is closely interlinked with industrial modernization. The reason why it is
necessary to get along with an annual one percent increment of energy and 3 percent of
electric power consumption is that ademand higher than that could only be covered by
significantly increasing the imports settled in non-rouble currencies and/or by a
considerable growth in investment into energetics which would, in turn, severely
jeopardize economic modernization. Thus all efforts must be spent on fulfilling the
target set for economical energy management. Even a central economic development
program is being worked out for this purpose.

— Thus, the tasks and importance of industry will grow significantly in the plan
period, not in the last place because the share of other branches in the increment of
exports against non-rouble currencies will decline, owing to the market and foreign-
trade conditions. Thus, efficient industrial activity turning out marketable commod-
ities becomes the main carrier of the dynamics of the national economy, more
precisely, industry must become the carrier of this dynamism. In the following phases of
planning a lot has to be done in order to create good foundations for this.

All this is also closely linked to the position of thefood economy* in the period of
the 7th five-year plan. In the coming years the possibilities of increasing the output of
the agricultural sector will be ever more determined by the market conditions and
efficiency. These, in their totality, may hamper and slow down the growth of this
sector. Sales in convertible-currency markets can only be increased to a limited extent,
by products of better quality and a larger range of choice and by increasing
economically the degree of processing (both of which are very hard tasks). Domestic
sales can only moderately be increased even in the following years. In turn, the volume
ofexports settled in roubles will strongly grow. Ifincreasing production will take place
along with a more rapid adjustment to market conditions and demands and while
improving efficiency and profitability, even a more intensive course of development
can be found. A contribution to this process could be if the expansion of auxiliary
(complementary) activities in the farms, as one of the sources of increasing income,
would again grow more dynamic.

Owing to the foregoing, only a more moderate growth of the output of the
agricultural sector than in earlier years could be established in the plan. According to
our present understanding, the goal that can be set is a 7— 10 percent increase of the
agricultural products and a 12— 15 percent one of the gorss output of the sector. This is
not to say that achieving these targets is not an extraordinary result worth of

* The term includes agriculture plus food processing—Ed. note.
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appreciation, mainly if it is taken into account that it means maintaining and even
exceeding the initial basis which is considerably high even in comparison to
international standards. At present the role of agriculture in stabilizing the national
economy is coming to the fore, the dynamizing role has to be taken over by other
sectors, mainly by industry, as has been mentioned before. For the sake of
strengthening the stabilizing role of agriculture it is necessary to implement a
development policy capable of asserting these requirements and allowing certain
changes in emphasis relative to the past.

In developing the productive infrastructure the national economic plan sets out
from the fact that neither the productive branches, nor the activities determining living
circumstances and standards of living of the population can operate on the level
demanded by our times without up-to-date sectors in the background. Therefore, all
the alternatives of the 7th five-year plan approach the development of the
infrastructure in a way different from that of earlier plans. This becomes manifest in
the fact that—for the first time in several decades—the volume of infrastructural
investments grows at the same rate as that o f the productive sectors. Increasing the fixed
assets at a rate equal to that of the productive sphere will stop the earlier trend of
decreasing capital supply of the infrastructural sector and—to a degree different in
each alternative—even allows outstanding development.

Alternative No. Il (the basic alternative) of the national economic plan stresses
the importance of communications by the fact that the funds destined for the
development of telecommunication increase by 75 percent. This development is
justified because the field is lagging behind and the understanding that in a modern
economy even the productive branches cannot do without an efficient, highly
developed communication background. The plan figures reflect the recognition that
any further delay would create a hardly quantifiable but widely perceptible obstacle to
modernizing the production structure and raising the technological standards of the
economy. The measures of developing telecommunication are delimited in the
alternatives of the national economic plan by the lack of resources rather than by the
judgement on the importance of the field to be developed. Thus, for example, as
regards the telephone situation a much more rapid and significant development would
be justified, from the viewpoints of both production and the population.

It is still under discussion how the telephone network could be developed more
rapidly than it is laid down in the plan. The subject of the debate is the availability of
resources: whether it is possible to accelerate the development at the expense of other
branches and by involving more sources from the population, raising thereby—if
possible—investment into communication to the double of the amount invested in the
preceding plan period.
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Furthermore, there are some sectors in the sphere of the productive infrastructure
which cannot be given preference on the level of the national economy, but where
primary centres of efforts may be identified within the sector. Thus, within the
substantially unchanged amount to be invested into transportation a modest
opportunity for modernizing the railway system is open; in the management of water
economy it is possible to achieve improvement in the supply of healthy drinking water
and in the protection of the natural water resources. The precondition of true
advancement is the assertion of alternative No. I, since in No. I the investments of all
fields of the infrastructure other than those of the postal services and tele-
communications would be smaller.

Further development of economic control
and management

The factor of the alternatives of growth depending most on ourselves is the
modernization ofthe economic control and management system. The coming period can
be divided into two phases also from this point of view. In the first one (practically
during the years up to 1987) strong efforts have to be made for the assertion of earlier
accepted modifications, gradually releasing some formerly built-in “brakes” (e.g. in
the sphere of wages and income regulation, in applying non-normative processes, in
granting state preferences). In the second half of the period the building in of new
elements may be reckoned with, including the development of the banking system, a
new order of personal income taxation and rechannelling net social incomes to a
certain extent into the sphere of distribution.

Changes in the elements of the mechanism will obviously depend on how the real
processes will take shape. For instance, one of the central problems in economic control
has for a long time been to what extent enterprise incomes should be centralized. If, in
the course of planning, no development processes can be properly founded which
require relatively less investment for energetics and the raw materials extracting
industry than in earlier periods, an increasing income centralization will become
inevitable. If, in turn, the economy can grow in a structure conforming to our
conditions, the centralized share may remain unchanged, or even decrease. Such a
decrease is actually aimed at by the economic policy, since this is the basis on which
enterprise autonomy can really unfold and profitable enterprises can develop more
rapidly. Here we may note that at present not even the necessary extent of enterprise
income centralization can be envisaged with appropriate safety.

Throughout the plan period, the income processes are greatly influenced by the
demand for large state investment projects and by the ability ofenterprise management
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to produce income. The demand for large state investment projects and the currently
known investment commitments deriving from cooperation within the CMEA impose
heavy burdens on the economy, particularly in the first phase when the growth rate of
distributable sources is anyway lower. Experience of planning work has so far shown
that the income producing ability of the enterprises does not grow as yet at the
desirable pace. If, however, we cannot proceed towards higher efficiency and the
production of higher value added, demand for the state supplementing of enterprise
income will grow in all probability. And this will necessarily result in concentrating the
income produced by enterprises and in strengthening the undesirable redistributive
role of the state budget.

Income-producing ability is a matter of key importance also from the viewpoint
of one of the central questions of the next period, i.e., a successful anti-inflationary
policy. The twofold demand has ever more definitely been formulated that prices
should allow the assertion of cost inputs and market signals (changes in quality, the
relation between demand and supply) on the one hand, and that the rate of general
price rises, especially in respect of consumer prices be restricted on the other. Based on
analytic work and on the preparation of decisions carried out so far, it may be stated
that an efficient anti-inflationary policy cannot be merely built on administrative
methods. Namely, such an approach can only bring about results in the short-term,
while making the structure of the economy rigid in the long run and putting a brake on
the improvement of efficient production. As a result, subsidies to consumers and
producers have to be increased, inevitably spoiling the influence of economic control
pressing for efficiency. In addition, in the case of insufficient income production real
wages cannot grow to the extent provided for and if—for the sake of stimulation—
nominal wages are increased, this may elicit rising consumer prices. This means that
improvements in efficiency and in the production of resources are the keys to the
implementation of an anti-inflationary policy. At the same time it is, of course,
necessary to employ the appropriate system of instruments available to the state
(beside building up the market and creating the conditions for competition, to have
central prescriptions, legal regulations and strict price control, etc.). Satisfactory
results can only be achieved through such twofold approach.

All that has been told in the foregoing shows the issues that have been relatively
precisely outlined in the course of national economic planning and indicates the
problems in which new knowledge has to be acquired within the next few months and
for which adequate solutions have still to be found.

Acta Oeconomica 35. 1985



28 J. HOOS: THE 7TH FIVE-YEAR PLAN

BAPUNAHTbLI N TTIPUOPUNTETbl SKOHOMWYECKOI O
POCTA

A. Xooul

CTtaTb 3HAaKOMWUT C BapuaHTamu MnaHa, KOTOpble BbIABUrasUCb B XOfe MOArOTOBKU 7-0ro
nATUNeTHero nnaHa (Ha 1986—1990 rr.). CocTaBUTENU MfiaHA PacCYMTLIBAKOT Ha TO, YTO B 3TOT Nepuos,
yKe 6yfileT BO3MOXHOCTb A1 OLLYTUMOr0 YCKOpeHus pocta. OfjHaKO OHW KaTeropuyeckn yTBepXatoT,
4TO 3TO MOXET NPOM30NTY TONBKO NPU OAHOBPEMEHHOM YKPEnIeHUn paBHOBECUS HAPOAHOMO X03AICTBa B
LiesloM, NpuyeM He TONbKO 6€3 MPUBIEYEHNS HOBbIX BHELUHWX UCTOYHMKOB (DUHAHCMPOBaHWUA, HO W MNpu
COKpaLLeHNK nmetoLLelt 3ag0mkeHHocT. OCHOBHbIe 33ia4M NnaHa: NoTpebaeHne 3HePrum JOMKHO pacTy
ropasfo MeHbLIMMW TeMMamm, YeM HaLMoHanbHbIA [OX0A; He06X0AMMO BbICTPO HapalMBaTb IKCMOPT,
onnaynBaeMblil B KOHBEPTUPYEMOIA BantoTe; 04HOBPEMEHHO HEOOXOAMMO pacLMpATL IKCNOPT U MMMOPT,
onnaunBaeMblii B py6nsax; Heo6Xo4MMO CyLLeCTBEHHO MOBbICUTbL 3((EKTUBHOCTb NPOM3BOACTBA 3@ CYeT
MOZiepHU3aL 1N accopTUMeHTa NpoayKumnu. OfHaKO AN JOCTUXKEHNA BCErO 3TOr0 B pacrnopsXXeHun 6yayT
MUMETLCA NN OrPaHWYeHHbIe Pecypebl Pa3BUTUA, MOITOMY OHU [O/KHbI UCMO/b30BATLCA KaK MOXHO
3bdheKTUBHEE. DTOMY JOMKHO ObITh NOAYNHEHO U BeAyLLEecs COBEPLUEHCTBOBAHMNE CUCTEMbI 3KOHOMMUYEC-
KOr0 perynnmpoBaHus.

Acta Oeconomica 35, 1985



Ada Oeconomica. Vol. 35 (1-2), pp. 29-52 (1985)

QUESTION MARKS IN HUNGARIAN FISCAL
AND MONETARY POLICY (1979—1984)

M. TARDOS

The economic policy evens out the economic results of Hungarian enterprises on three levels:
through price control, the subsidies and levies of the state budget and the credit mechanism.

The mechanisms of income levelling after 1979 put a strong break on the consolidation process
becoming necessary on account of the credit crisis.

The changes introduced in 1985 allow a mitigation of income levelling. In spite of the changes,
the prospects are uncertain.

In forming a judgement of the last six-year development of Hungarian economy
let us start from the point that the period of earth-shaking external shocks—the sudden
oil price hikes of 1973 and 1979, rising energy prices and their consequences, the drastic
fall of imports from the CMEA countries and fading credit prospects—has come to an
end. A new situation has developed which is usually characterized by the devaluation
of Hungarian labour on external markets.

In evaluating the prevailing situation, some have formed the opinion that it is
undoubtedly a success, since a grave process of running into debts has been stopped in
Hungary, while personal incomes have not decreased. We have arrived at a new growth
period, which allows us to ease the tensions concomitant with the consolidation
following the credit crisis of 1979—1982. [1]

Others hold the view that, though the process of running into debts has been
stopped, this has not brought about such changes in economic management as could
lay the grounds for an upswing. Success is only transitory, and new tensions are
inevitable, because the sudden fall of imports and the ensuing permanent difficulties in
interfirm trade relations, the withholding of performance motivated by the restrictive,
i.e. income taxing, measures of the government, low enterprise wages kept between
strict limits by the wage regulation and the highly profitable activities of the second
economy all have contributed to the disorder of the economy already showing a low
performance. [2]

These two opinions exist simultaneously and at times it is the first and at times the
second that is stressed (sometimes both) in the Hungarian press. In order to grasp the
problem, the last six years’ events have to be considered from which economic policy
alternatives and in what manner did the government make its choices and how did it
apply its strategy? Also, how could it adjust itself to the changes yet unforeseen at the
beginning of the period?
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The economic policy offered alternatives mainly in the four questions following
here-under:

1 Slowing down growth or efficient and market-oriented development while
constraining demand.

2. Withdrawing to the CMEA market, or responding to the world market
challenge.

3. Concentrating the dwindling investment resources to a few fields, or reducing
investments to a level at which development is safe according to the returns required.

4. Should the necessary restriction be asserted by resorting to the direct
instruments available to central management, or by letting market methods i.e. the
pressure of money prevail? [3]

Before discussing dilemmas and the answers given to them, the point must be
made clear that political thinking has been characteristically optimistic all along. It
treated the deterioration of economic conditions, taking place up to 1978, as well as the
prognosticated further deterioration as an extreme and occasional event. Nobody
reckoned with what followed after 1978: the temporary discontinuation loans, the
necessity to reduce the credit stock and further, that raw material supplies from the
CMEA, including oil supplies might fall.

And yet conditions continued to deteriorate. The growth rate of raw material and
energy imports from the CM EA, settled in roubles, slowed down, and also the quantity
of crude oil to be bought against roubles decreased. In 1982 the situation worsened by
high interest rates and tightened credit terms.

The unexpected difficulties and continuously worsening conditions increased the
uncertainty of decision-making concerning the dilemmas set forth above. Some radical
measures were taken, while it has remained unclear all along, whether the measures
directed at improving the balance of payments would strengthen the market or the
direct control methods.

The measures were connected with a few socio-political aims considered to be of
fundamental importance. The government considered as such, for example, that
transformation of the production pattern be not forced by a drastic reduction of
demand. Instead, attempts have been made to slow down production, combined with
efforts aimed at transforming the production pattern in compliance with the central
plan. This solution was adopted in order that the government can avoid any large-scale
production restraints, bankruptcies and dismissals.

Beside preserving solvency, economic policy considered its second main objective
to maintain the standard of living, which is an important element from the aspect of
regulating production and demand. Practically, this has led to the assertion of two
requirements: the budget had to carry the burden of increasing amounts of earlier
stated pensions, as well as of the usual growth of nominal wages, which the government
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had no intention to change, trusting that the growth of nominal incomes would
provide better incentive. However, the growth of nominal incomes was later on
deliberately neutralized by inflationary measures.

The real success of this economic policy consists in that the country, which in 1978
was unable to repay earlier accumulated credits and had to raise loans even for the
continuous operation of its economy (GDP used surpassed the one generated by 9.1
percent), already had an export surplus amounting to 3.1 percent of the GDP in 1984.
Another positive feature of this turn: GDP has grown by 11 percent in the meantime,
and the government’sintention to effectuate the change by cutting back investment has
come to reality, while the households’ real incomes have been further increasing, even
though slightly; and a large-scale halt of production, as well as unemployment, could
be avoided.

These results were, of course, accompanied by several unfavourable phenomena.
The curbing of investment alone would have caused no trouble, since in 1978 Hungary
used, in quite a unique way, 35.7 percent of its national income for net accumulation;
41.3 percent of the GDP was gross investment. By 1984 this rate fell to 17.2 and 25.4
percent, respectively, which is still acceptable by international standards. The trouble
is, however, and this cannot be denied, in part that the neglected state of the
infrastructural facilities (transportation ancl postal services, the telephone network,
hospitals, schools, etc.) caused difficulties even before the slow-down of economic
growth, and the deterioration has since worsened in several fields. Also, the curbing of
investment did not spare even the most profitable activities. Therefore, the means of
production were not renewed in fact anywhere; instead only earlier started investment
projects were slowed down and, as it actually happened, to the least extent in mining, of
which nobody can expect an improvement in the efficiency of the Hungarian economy.

It is undoubtedly another unfavourable factor that the practically parallel growth
of personal consumption and GDP took place with a 10 percent fall in real wages,
compensated by the growth of other labour incomes. The financial pressure thus
created put a limit on the scope of manoeuvring of the enterprises of the so-called
socialist sector* and hurt the interest of people who had no intention to, or could not,
earn incomes other than wages. It was only the amounts paid out in pensions and the
real value of benefits in kind that were growing, without, however, the beneficiaries
judging their own situation as favourable. This is a matter of course, since the
pensioners of today do not compare their situation with that of the poor pensioners
who have already died, but compare their income with the real value of their earlier
salaries or of their first pension.

State-owned enterprises, and cooperatives (Ed. note).
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Finally, one has tojudge as unfavourable that the most important achievement of
the last years: the improvement of the balance of non-rouble payments has not been
brought about by a growth of Hungarian exports to the advanced and the developing
countries, but by import restriction and by means of transactions settled in convertible
currencies with socialist countries.

In spite of growing production, the volume of Hungarian imports settled in
convertible currencies was 4.7 percent less in 1984 than in 1978 and the situation was
similar in the intervening years. And the export volume grew by 44.5 percent. In a
number of cases, however, this was not the consequence of rational economising and
import substitution, or of efforts made in the interest of exports, but that of an
administrative pressure that caused a lot of difficulties in economic management.

Before taking an unambiguous stand in regard of the quality of changes, let us
examine the methods used by the Hungarian economic management in reaction to
external changes after 1978. Experience has shown that the government refused the
extreme solutions of the alternatives set forth above. It had no intention to restore the
directive planning mechanism in economic control and management;.on the contrary,
it stood up for the 1968 reform in several of its declarations, warning enterprises that
their activities would be placed under market pressure. At the same time it refrained
from applying the market methods. Yet it sought out the methods through which it
could achieve its objectives so that the least possible resistance be met.

Before turning our attention to the methods adopted by the policy directed at
stabilization of the balance of payments, let us examine the general armoury of the
Hungarian financial policy.

The main features of the Hungarian price
and financial policies

Facts clearly show that the undisputable results and the unfavourable effects have
their common roots in a successful combination of individual financial regulations and
the market control introduced in 1980. [4]

The price system

The Hungarian “reform-conform” method of individual financial regulations is
applied at three levels of activities.

The first level is that of price control. Price formation is under strict central
control which covers, in the treble system of fixed, officially regulated, and so-called
free prices, even the latter. The method of price control is, however, changing. From
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1968 to 1979 it was mainly based on a comparison of costs and sales returns and, as an
important change from 1980, on competitive pricing. In 1984— 1985 a gradual switch-
over from competitive to free pricing began, and the introduction of free product
calculation became the watchword. [9]

In the first phase this meant that in a part of enterprises prices were not simply
controlled by comparing costs and prices, but it was demanded that the price level of
domestic sales should follow the changes in export or import prices, and also that the
domestic trade in products should not bring more profit than exports settled in
convertible currencies. This was so in order that enterprises can raise their prices on the
domestic market only if they have also raised them in their exports settled in
convertible currencies, i.e. on the “real” market, and that they should not be in a
position to shift increased costs—including the price rises of raw materials and
energy—directly on to the user.

According to the prevailing ideas, in the next phase real free prices should replace
the following of export or import prices, and they should be situated between the level
of export prices and that of potential import prices, according to demand and supply.
Particular attention was called to the fact that the overhead carrying capacity of the
different products is varying according to differences in demand, which is to be made
gse of, contrary to previous practice.

Without presenting the technique of regulations, 1 only wish to point out the fact
that earlier, before the introduction of the competitive pricing system, it was the total
receipts and total expenses of the enterprises that the central organs really knew and
through which they controlled enterprise activities. Practically, enterprises were
always free to manipulate the fixed costs (of workshops and of the enterprise), since the
inner structure of the costs and the proportions in which they charge the different
products could not be followed by any central organ.

Thus rising costs were shifted on to the buyer by raising domestic prices in a way
that overhead costs were charged to those products which sold well on the market even
at higher prices; a dispersion of profits, more exactly higher profits earned on products
much in demand, were avoided even in the scope of the so-called free prices.

Competitive pricing was designed to put an end to this practice. For two reasons
however, the experiment only brought a moderate success.

First, the domestic price level linked to the export prices discouraged enterprises
from increasing the volume of their exports even if they had free capacities, because a
possible fall in export prices would have necessarily resulted in a lowering of the
domestic prices, too, and the losses thus incurred might be higher than the profits
earned through exports.

The second reason for which the practice of competitive pricing could not spread
successfully was that, in many cases, such items should have been exported at declining
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prices the domestic demand for which could not be satisfied from production. Thus,
when the producer was compelled to sell his products on the domestic market at prices
reduced in proportion to the lowered export prices, he thereby increased the shortage.
Since this disturbing phenomenon had to be avoided, the economic control and
management bodies could not consistently implement the original conception and
were compelled, on the one hand, to interpret the possible principles of price regulation
in a liberal way (originally, the domestic price formation had to follow export prices,
and later on it had to follow import prices, too, etc.), thus making it possible for
enterprises to find the most convenient regulation for themselves. On the other hand,
the government had to make a great many exceptions, which further eased the financial
pressure. [6]

Beside the old and new forms of the price system, it has remained characteristic of
the situation that the practice of pricing did not help prices in approaching the real
market value of the products—i.e. that products much in demand should bring high
profits and the prices of products selling with difficulty should be low—, but that the
profitability differences between enterprises and products should be limited.

The situation may be approximately described with the aid of figures borrowed
from market models, even if the weakness of this characterization is clear for us.
Accordingly, if competition were perfect, prices would represent a given condition for
enterprises. Thus, until a so-called long-term equilibrium develops, some efficient
enterprises would earn high profits. Of the other enterprises, some would suffer losses.
However, since the reallocation of capital takes time and the exploitation of capacities
reduces losses, they would carry on production, for continuous production is more
advantageous for them than leaving their assets unused. The third group of producers
would go bankrupt, since even their marginal costs would not be recovered.

A monopolistic market differs from the one described above. There, by
determining the exploitation of capacities, the seller is in a position to manipulate
prices in a way that they bring him the maximum profit.

In the case of small open countries* a monopolistic position can only be
interpreted below import prices. A competitive situation is conceivable at import
prices and below them, if the rivalry of domestic producers creates competition.

It isequally characteristic of the perfect and of the monopolistic competition that
demand exerts a serious influence on the producer.

A schematic representation of Hungarian enterprises is characteristically different
from the above, since the price determining role of demand is to a great extent

*By “open” we do not mean the countries where foreign trade is large in comparison to the gross
domestic product, but those in which imports are only constrained by exchange rates and a (non-prohibitive)
tariff system.
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completed there by that of price authorities, and enterprises must mainly adjust to the
latter. Besides, even though its import turnover amounts to almost 40 percent of the
GDP, a very high rate by international standards, Hungarian economy is not yet an
open economy, since it also uses administrative measures to influence foreign trade.

Perfect competition Monopolistic competition
price-production cost price-production cost
OP, —equilibrium price OP2 = monopolistic price
0Q, = equilibrium output volume 0Q2 = monopolistic output volume
D = demand function
AC = average cost function
MC = marginal cost function
MD = function of marginal demand

Fig. 1
The market model

In the following, | shall outline the typical market situation of Hungarian
enterprises in a model, similarly to the preceding. The initial assumption is that there
are enterprises producing single items in a monopolistic situation in the Hungarian
economy and, under the impact of the price and financial control measures, they state
domestic prices in a way that they only slightly surpass production costs.

Supply problems are similar, and enterprise profitability is not much different
from the one previously described.

The domestic price is irrationally high. Imports are available only through
intensive subsidy. The production of the enterprise has to be transformed. It ought to
be permitted only temporarily and only as long as the marginal costs do not reach the
import price; exports ought to be stopped.

The unfavourable situation notwithstanding, the income earned by the enterprise
is not much different from the previous cases, due to the economically unjustified
protection of the domestic market and to the export subsidy. Shortage may come

3%
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about, too, if exports bring more income than domestic sales, on account of the
subsidies.

In our reasoning, three cases are distinguished from the aspect of efficiency:
successful, adequate, and unsuccessful enterprises. For each one, two sub-cases will be
considered in respect of capacity exploitation prospects: either the production

Successful enterprise

Capacities exploited ) Surplu_s capacity
price-production cost price-production cost

A shortage Q, -Q 2 is created on the domestic Exports can be assured in a volume Q, -Q 2 and
market, if government fails to prompt the enter- the domestic market is also in equilibrium. But
prise, by administrative means or by persuasion, the enterprise does not try itself to increase
to supply the domestic market instead of a full exports by lowering domestic demand that has
utilization of export opportunities, or if it does developed at the irrationally low prices.
not tax away the export income OP2-OP,.
Fig. 2
Model of the Hungarian market
Successful enterprise

OP3 = import price

OP2 = export price at selling volume Q, Q3

OP, = import price (average cost )

& = permissible profit rate according to experience (profit/production cost)

capacities under prevailing behaviour of enterprises do not allow satisfaction of
domestic and export demands, or there are superfluous capacities.

That enterprise is considered to be successful whose producers’ price exceeding
the production cost remains considerably below not only the import but also the
export price. In such a case, if the production capacity is low relative to demand, the
domestic price may easily remain so low because of price control that the enterprise will
prefer exports and a shortage will come about on the domestic market. Then the
unsatisfied demand of the domestic market can only be reduced if the enterprise is
compelled, contrary to its own direct interests, to supply the domestic market. It
follows from this situation that 1 successful and large-capacity enterprises may
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themselves create a shortage, or they will supply the whole market only if they are
compelled to; 2. successful enterprises may be compelled to rest content with a
moderate level of profit, especially if they are placed under administrative pressure.

With an adequate enterprise (Fig. 3) the price relying on domestic costs is lower
than the import price but higher than the export price, yet, with subsidized exports (tax

Capacities exploited Surplus capacity

Fig. 3
Adequate enterprise

OP2s: OP, < OP3
OP, = domestic price (average cost a)
B OP2> OP,
a = profit rate sufficient for survival of the enterprise
B = available tax reimbursement, considered to be normative in the case of exports

reimbursement), its exports are profitable. In such a case enterprises having surplus
capacities supply the domestic market and they even export. If, however, their
capacities do not allow them to satisfy total demand, they will decide at the expense of
either exports or the domestic market, depending on where they are more successful : in
bargaining for price or for export subsidy. Owing to their decision-making sphere, the
central organs repeatedly feel it necessary and justified to intervene, using also other
administrative tools beside price regulation. Further, the income producing ability of
such enterprises largely depends, in both sub-cases, on the authorities.

An unsuccessful enterprise (Fig. 4) is the one in which the production cost i.e. the
producers’ price exceeding it is higher than either the import or the export price. The
difference between the domestic and the export price is not covered by the given export
subsidy (tax reimbursement). If buyers were not forced by the government’s
administrative import restriction to buy from it, this enterprise would have to supply
the domestic market at prices lower than those of imports, in order to avoid greater
losses. If its capacities did not allow the enterprise to satisfy total demand, it would
decide for the domestic market or for exports, depending on which is more
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advantageous from the aspect of sales returns. And, in the long run, it would try to
improve its situation by transforming its production pattern, or by reducing inputs. If,
however, either its export earnings, or its domestic prices, or perhaps both were so low
as not to cover even the variable costs of production, the enterprise would, of course,

Capacities exploited Surplus capacity
price-production cost price-production cost

Fig. 4
Unsuccessful enterprise
OP, < OP3< OP2

OP, = domestic price (average cost y)
Y OP2> OP,

y = maximum available export subsidy

be immediately compelled to reduce or stop production, and initiate another way of
exploiting its assets.

However, the practice of pricing and export incentive makes the unsuccessful
Hungarian enterprise act in a different manner. The ruling principle notwithstanding,
itisin aposition to form a price that exceeds the import price and to obtain such export
subsidy which helps in making its export earnings exceed production costs. Thus, also
the unsuccessful enterprise is dominating on the market and can decide for itselfwhich
product to prefer, if its capacities do not allow to satisfy total demand.

Summing up what has gone before, the statement can be made that the market
power of the Hungarian monopolistic enterprises is not broken by imports.
Unprofitable enterprises cannot only avoid bankruptcy and changes in the product
pattern, but they are free to decide, just as profitable enterprises are, what demand to
satisfy. Thus the neglect of buyers and rigid prices create further shortages. [7] There is
only one thing the sellers in a power position cannot do: they cannot use their strength
for realizing monopolistic prices in a favourable market situation. The increase of the
general price level, however, greatly depends on the choice of the authorities between
the preference of curbing inflation or of decreasing the purchasing power.
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Table 1

GDP and money supply in Hungary
(thousand million Ft)

1978 1979 1980 1981 1982 1983 1984

GDP (1) 628.3 681.1 721.0 779.9 847.9 896.3 978.7
Inflation (percent) 2) 4.1 8.4 5.9 8.1 8.7 5.7 9.1
Final consumption 3) 426.1 472.8 515.3 556.9 599.3 642.1 698.7
Gross accumulation 4) 259.5 232.0 221.3 231.3 241.8 2371 249.1
Export-import surplus (5) -57.3 -23.7 -15.6 -82 +6.8 +17.1 +30.9
Quasi-money and

account money

(thousand

million Ft) (6) 160.3 1725 186.8 198.1 204.6 212.2 227.6
Velocity of money

circulation 7 3.92 3.66 3.86 3.94 4.14 4.22 4.30

GDP (i)

QM (6)

Source: Hungarian Statistical Yearbooks, data of International Finance Statistics

Fiscal policy effects

The state budget is the second level of financial regulation. In comparison with the
leading industrial countries, the ratio of the state budget to the gross domestic product
is not too high in Hungary, about 60 percent. The only special feature of its
composition is that on the revenue side, payments by enterprises and cooperatives
fluctuate about 55 percent and on the expenditure side production subsidies plus state
investments of the enterprise sphere amount to about 60 percent. The taxes imposed on
enterprises centralize 65 percent of their net income, of which 25 percentage points are
allotted by the budget to other enterprises, and then 60 percent of the profit earned in
the enterprise sphere is taxed away again. In industry, these figures are 13, 28, and 57
percent, respectively.* (See Table 1)

Thus, once carried by the administrative price system towards egalitarianism, the
enterprise income is exposed to a further levelling effect through fiscal channels.

Granting of credit

The third level of regulation—and of levelling influence—is the banking system.
Banks are responsible for supplying enterprises with money. The money issuing
activity as an independent task of the banking system is not regulated by any

*The shares after 1985 will substantially grow because of the change in the system of taxes and
subsidies.
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administrative or government authority. Thus the National Bank of Hungary, as the
central bank, has to finance the public and market activities, and only exerts its
influence on the extent of activities, relying on rationality criteria. Long-term credits
(serving development targets) and short-term credits (to contribute to working funds)
are effectuated through different channels. Up to 1968 investment credits were floated
separately by the legal predecessor of the National Development Bank; at that time,
both banks financed business in a way to promote plan fulfilment. Repayment
obligations were stated so as to stimulate fulfilment of the plan. Since 1968 business
credits are granted by the National Bank of Hungary for financing both working funds
and investments. The National Development Bank only finances priority, so called
“state”, investments.

After 1968 the National Bank of Hungary wished to assume such a central role in
the economy, functioning without directive planning, through which, uniting its forces
with the National Planning Office, it would have exercised control by the central will in
the whole ofeconomic life. [8] Such centralization of the financial management did not
take place, yet the National Bank of Hungary has in fact received an increased role in
financial management, beside the National Planning Office, the National Office for
Material and Prices, and the Ministry of Finance. This role has remained, however,
much more that of a central institution of control and management than that of a
commercial bank. It is characteristic of this situation that it cannot deny loans from
development projects supported by government authorities and cannot stop granting
working capital credit to enterprises whose solvency it no longer trusts. It can drive a
losing enterprise into bankruptcy only on the basis of a government decision and only
if the practical questions of liquidation have already been arranged by the competent
organs.

The fact that for the National Bank of Hungary, as for the central bank no rules
are set concerning the money supply is by no means to say that it is irresponsible in this
field. In its operation of creating money, however, it proceeds in a specific way. Instead
of providing for stability of the currency, the Bank issues a quantity of money
corresponding to the planned rate of inflation and reconciles it, not with a safe return
of the money placed, but with the financing of economic actions judged to be useful
from the national economic aspect. That is, it does not raise the rate of interest to
insure against a demand for credit jeopardizing the stability of currency, but applies
credit quotas. It does the latter by scrutinizing enterprise plans and stating how much
additional money the enterprises need for their planned activities judged as necessary
also by government authorities. It forces the enterprises expected to earn more after-
tax profit than what is necessary for the repayment of their earlier raised loans and
planned new development projects to spend their development resources on financing
working capital and renounce new credits. On the other hand, the Bank does grant
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credit to enterprises which need more money for their planned activities than their
earned income. Redistribution is also served by the rule that enterprises are generally
obliged to deposit 30 percent of the planned costs of a new investment project from
their own resources. The National Bank of Hungary demanded the 30 percent deposit
from the enterprises that had asked for credit for their approved activity and disposed
of the required amount, while it allowed other enterprises to start a new investment
project (from the credit granted), even if they did not possess own resources.

The National Bank of Hungary thus tries, through its credit activity, to replace
the money and capital market and to control capital allocation centrally. Together
with the wage regulation having, as iswell known, a destructive effect on efficiency and
restricting personal incomes within enterprises, this system enables the central
management to keep inflationary processes in hand, i.e. to finance the economy
continuously according to the predetermined rate of inflation, without changing,
however, shortage or surplus to any considerable extent. Thus, taking into
consideration also the changing speed of money circulation, the quantity of money in
the hands of economic actors—enterprises and individuals—does not elicit any higher
inflation than what is in the plan. It isthis practice of “fine tuning”, of an almost artistic
perfection, the quantity of money about which Imre Tarafés writes that Fisher’s
famous identity MV = PT describing financial equilibrium cannot be read at all from
left to right in the European socialist countries, since there it is quantity of goods (T)
and the planned values of the price level (P) that determine the quantity of money (M)
and the velocity of its circulation (V). [9] In my opinion, it is characteristic of the
success of this practice that in the years between 1974 and 1978, when the Hungarian
economy ran into debts, inflation did not speed up, even though 5—9 percen’ income
was earned yearly without being covered by production. At that time, inflation could
be kept at a low, a yearly 3—4 percent, level. Later on, in the period when the growth of
debts was stopped and they were even reduced, when the growth of incomes was less
than that of production, no deflation developed, but inflation speeded up.

Financial policy in the period of restoring
equilibrium of the balance of payments

For countries struggling with balance-of-payments difficulties, economic theory
offers a clear solution. What is to be done is to curb purchasing power on the domestic
market and perhaps also to devalue the home currency. This creates a situation in
which, in order to utilize their capacities, enterprises are compelled to turn towards
export markets, and to substitute domestic production for imports.
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The Hungarian economic management did not apply this strategy in full
consistency. [10] It did not bring the required result because the above-described triple
system of financial control delimiting the dispersion of incomes continued to be in
force and neutralized the pressure exerted by the reduction of domestic consumption in
comparison with production capacities. As a consequence, in the new situation that
developed in 1979—1984 enterprises were not seriously forced to change the efficiency
of their exports and imports. The restoration of the export-import equilibrium (with a
slight deterioration in the level of domestic commodity supply) was not so much
attributable to the enterprises’ efforts, but much rather to central interventions.

Let us now survey the different groups of the changes actually made.

The reduction of enterprises’ resources

For the case of balance-of-payments disturbances economic theory prescibes the
reduction of the quantity of money in economic circulation and, what it implies, the
raising of interest rates, as well as a reduction of budgetary expenses.

Accordingly, bank interest rates were raised to 8—14 percent in the Hungarian
economic practice in three steps, of which one case affected not only new credits, but
the entire credit stock. Itis, however, remarkable that the increased interest charges did
not reduce the demand for credit. This happened because the restrictive policy was not
primarily put into effect by using monetary means. The terms upon which enterprises
could obtain money were not primarily affected by the general restriction of credit
granting, but by the previously mentioned practice of siphoning off money, which was
further completed by debts incurred by enterprises among themselves. This happened
after the bank had dissolved credit contracts where this did not cause immediate
insolvency, and stipulated acceleration of repayments. Thus the velocity of money
circulation rose by 1—2 percent each year, except in 1970 and 1980, and from 1978 to
1984 it grew by 9.5 percent. The situation of money holders was further equalized by
the fact that debts to suppliers were growing about twice as fast between 1978 and 1984
than the quantity of money in circulation, which acted as a life-belt for enterprises
struggling with payment difficulties, while it deteriorated the situation of solvent
enterprises.

Also, the tax burdens of enterprises were increased. The amount of wage tax* was
raised from 24 to 40 percent; contribution to communal development was put up by 5
percent, the progressivity of profit tax was increased, first a 10, then a 20 percent
building tax was imposed, levies on investments and on imported parts were
introduced. A part of enterprises’ money reserves (4—6 percent) was blocked, and the

*Non-deductible, payable by enterprises—Ed. note.
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utilization ofamounts reserved for wage increases was limited. From enterprises where
surplus income was earned in comparison with what had been planned, it was on one
occasion taxed away.

Also subsidies were reduced in a similar way. Meanwhile, the exemption from
centralization of 40 percent of the depreciation allowance was withdrawn in numerous

cases.
Table 2

GDP and the budget
(thousand million Ft)

1978 1979 1980 1981 1982 1983 1984

GDP 628.3 681.1 721.0 779.9 847.9 896.3 978.7
Budget expenses 386.4 437.0 452.0 482.1 498.1 549.0
in percentage of GDP 61.5 64.3 62.0 61.0 58.7 61.3
Investment costs 77.3 82.3 69.9 60.4 53.3 57.3
Subsidies to enterprises
and cooperatives 126.5 81.3 68.8 72.4 73.0 86.2
Subsidies to agricultural
cooperatives 5.7 8.8 9.4 9.2 9.7
Budget revenues 382.9 434.3 447.5 472.6 485.8 543.7
Payments of enterprises
and cooperatives 293.2a 24238 232.1 257.1 256.2 289.6
Payments of agricultural
cooperatives 111 11.0 10.8 10.3 15.2 16.5
Incomes total in percent 58.2 54.2 56.6 55.9 56.3

aalso comprising the social insurance cost, amounting to Ft 53.6 thousand million in 1979
Source: Hungarian Statistical Yearbooks

The imposition of taxes and the withdrawal of subsidies brought no essential
change, since the enterprises’ payments to the budget did not grow relative to the value
of GDP. A ssingle reduction was a consequence of the price and tax adjustments of 1980
that changes the situation of the enterprises.

Regulation of prices and earnings

In the period of economic restrictions, the most efficient instrument of monetary
policy was the regulation of prices and earnings. Through the practice of strict earnings
regulation, the government was able to reduce real wages by almost 10 percent. It is
quite interesting that even with this efficient means of restriction in hand, the
possibility of slowing down the growth of nominal wages did not arise. As a result of
the practically successful earnings regulation, nominal wages kept on growing by a
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yearly 5—7 percent even after 1978 (with the only exception 0fl1983, when this growth
did not exceed 4 percent). There may be three factors justifying an unchanged nominal
wage policy amidst changing conditions. On the one hand, up to then government
could control the wage level better than anything else. It, therefore, could not let go this
means acting as a safety valve. The wage-bill regulation replacing the average wage
regulation preserved, under the given conditions, the government’s feeling of safety
while also facilitating the situation ofenterprises and of their regular staff. It is because,
on the basis of the likely development of the labour market and production conditions,
a reduction of employment was to be expected, which is, with wage-bill regulation,
more advantageous from the aspect of individual incomes than the average wage
regulation. On the other hand, the income illusion was widely entertained among
economic managers, i.e. the assumption that wage earners can more easily bear the
lowering of real wages, ifnominal wages continue to rise in the usual way. Further, itis
quite obvious that stimulation through wages would be made even more difficult by the
stability or reduction of the nominal wage. In this situation, inflation was a suitable
instrument in the hands of economic management to carry out a yearly 1—2 percent
reduction of real wages with nominal wages increasing.

Price policy was an important means of exerting influence on enterprise incomes.
Simultaneously with the restrictive economic policy, the previously mentioned
competitive price system was announced. Within this framework, the system was
provided with good opportunities to try to set the initial price level of 1980 with every
enterprise in a way that, with the favourable, levelled conditions, it can bear the rise in
previously subsidized raw material and primary energy prices, as well as the raising of
transport tariffs, while also exerting a pressure towards improving enterprise efficiency,
and providing acceptable incomes to secure survival. That is to say, the government
wished to create a situation in which the profit of those enterprises should diminish
which were unable to assert their increased costs in the exports settled in convertible
currencies.

Asimilar conception was also formed in relation to exchange rate policy in 1980—
1981 when, the balance-of-payments difficulties notwithstanding, the forint was
revalued. Namely, this ought to have led to a reduction of domestic prices, should
enterprises not achieve a price increase proportional to the forint’s revaluation on the
markets with convertible currencies.

However, the measures aimed at an exactly regulated reduction of enterprise
profit were not unambiguously successful. There were large differences in conditions
between enterprises, and, in general, they worsened, too. Slowly but surely, enterprises
shifted the rise in costs—including wages—onto the buyer, with the tacit consent of
authorities. The resulting inflationary effect is ingeniously described in the study [11]
by Klara Csoor and Piroska Mohacsi, joining the previously quoted article by Imre
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Tarafas. These articles also analyse the government’s deliberate action aimed at
restraining the inflationary effect of the rise in energy prices, of nominal wage
increases, etc., by reducing the charge on fixed assets and the wage tax.

After 1982 the economic policy on the exchange rate changed: it no longer
opposed the apparently justified requirement that the forint be devalued as also
suggested by foreign creditors with a view to mitigating their own risks. Under the
conditions of the competitive price system however the moderate devaluation could
only be put into effect with an accelerated inflation and the taxing of personal and
enterprise incomes. It was, therefore, necessary to raise taxes further and—as has been
mentioned—raw material prices too, so that, with unchanged foreign prices, no rise in
prices should follow in enterprises in the competitive price sphere.

To the complicated interrelations of the special inflation here described three
more factors must yet be added. First, the inflationary mechanism only holds for the
whole of the national economy. The cost structures of the different enterprises, their
successes and failures on foreign markets resulted, of course, in different situations.
However, not only that economic management did not let enterprise income
differentiation emerge, but, through the three channels of relationships with the
enterprises, it even achieved that enterprises facing unfavourable situations received
help necessary for survival. In this respect it isan important factor—called to attention
by studies describing the bargaining mechanism between enterprises and central
authorities—that the bargaining with the budget and the credit granting agency
provided opportunities mainly to large enterprises. [12] And yet the profitability level
of large enterprises continued to remain below that of medium and small size. | think,
however, that one cannot draw the conclusion from this difference that small and
medium enterprises work more efficiently than large ones. Official price control is by all
means less severe with small enterprises; and especially those small and medium
enterprises are capable of manipulating prices,* that sell the bulk of their products on
the domestic market and do not manufacture consumer mass articles.

The second factor is that, as long as individual procedures are free to take place in
the field of prices, budgetary subsidies, taxes, and credit grantings, enterprises cannot
be submitted to financial pressure. What the new prescriptions achieve only is that the
financial regulation adjusted to the enterprises’ performance has created more difficult
conditions equally for the well and the poorly functioning enterprises. They could
invest less and, in spite of the wage increase permitted, the real wages of their
employees decreased. In spite of the changed conditions after 1979, however,

‘This phenomenon might explain the fact that, after the price changes of 1980, enterprise profits fell
back to their earlier proportions with both the subsidized large enterprises, and the small enterprises left
more to themselves. [13]
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enterprises were still not exposed to rigid market laws. Even if some enterprises did go
bankrupt, it was not because of the market, but by government decision; economic
management liquidated a few of the large group of enterprises apparently working
with poor results under the new financial regulations. The group of which one or two
enterprises went bankrupt was, however, so large that the few examples did not act as
deterrents. [14]

Finally, it has to be pointed out that, in the period of economic restriction, the
financial regulations outlined above failed to improve efficiency. What we hold to be
unfavourable is that, on the one hand, in spite of an unbroken growth of capacities and
stagnating domestic demand, commodity supply did not improve: the range of choice
of domestic supply did not increase even in goods manufactured at home. Enterprises
were still not forced to substitute restricted imports by domestic products and services.
On the other hand, the share of Hungarian exports has shrunk in both the advanced
and the developing countries” markets, even though the volume of Hungarian exports
has been growing quite considerably on the world market. In 1984, Hungarian export
turnover on the nonsocialist markets surpassed that of 1970 by 149 percent, and the
turnover on markets with non-rouble settlements surpassed it by 174 percent. This
process has even accelerated since the introduction of the restriction policy, which
could be registered as an outstanding success in the international field. However, while
in the case of several other countries the growth of receipts keeps pace with a moderate
change in volume, Hungary’s share in the world market is shrinking in all kinds of
goods despite increasing export volumes. On the world market, Hungary is lagging not
only behind the expansion of the oil producing and fast industrializing countries but,
what is worse, the dollar value of Hungarian exports is growing at a slower rate than
that of the advanced industrial countries and even than that of various non-oil
producing socialist countries (Romania, Bulgaria, GDR). It is well known that the fall
in Hungarian food exports is caused by the Common Market’s discriminative
measures. In the exports of manufactures, however, the permanently shrinking
Hungarian share in turnover is caused basically by nothing else but insufficiencies in
our own activities.

Capacity utilization is unfavourable. In industry, building industry, and
agriculture the increment of output brought about by new investments does not reach
even a quarter of the ratios observed up to 1978. Within industry, the output values of
mining and metallurgy are decreasing in spite of the 6.4 and 13 percent growth in the
volume of investment projects put into operation. In the engineering industry, where
the yearly volume of new capacities has hardly decreased, the growth rate of
production fell from 5.9 to 1.6 percent.

The incremental investment/output ratio only improved in the food processing
industry.
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(SITC) 1970

Exports total 0-9 0.289
Food 0+1 0.668
Raw materials 2+4 0.341
Fuels 3 0.066
Chemical products 5 0.314
Machinery 7 0.109

Other manufactures 6+8 0.368

Source: UN Statistical Yearbook

Table 3

Share o f Hungarian exports on the world market

1972

0.267
0.698
0.264
0.069
0.249
0.101
0.329

1975

0.219
0.500
0.245
0.061
0.238
0.149
0.298

(Percent)

1978

0.246
0.519
0.304
0.066
0.293
0.120
0.257

Statistical Yearbook of the Central Statistical Office of Hungary

1979

0.226
0.483
0.242
0.082
0.339
0.113
0.296

1980

0.217
0.414
0.290
0.078
0.332
0.151
0.278

1981

0.206
0.445
0.262
0.070
0.338
0.149
0.251

1982

0.212
0.393
0.294
0.123
0.318
0.163
0.242

1983

0.234
0.433
0.303
0.156
0.314
0.141
0.276

1984

0.214
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Table 4

Yield o f investments put into operation'-

1970-78 1979-85
Index
thousand million Ft
(at 1980 price)

Production sectors 16 255 104 405 642

Industry 7272 33 982 467
of which:
mining2'3

electric energy industry2 870 3 145 362

metallurgy2'4

engineering2 1690 10 897 645

building materials industry2 736 2610 355

chemical industry2 1116 6 499 582

light industry2 2121 5 240 247

food processing industry?2 4 087 3630 88

Building industry 1578 6 688 424

Agriculture 16 252 74 672 460

Source: Statistical Yearbooks
Notes:

1. The computation compared 1 percent growth of the national income with the value of
investment projects put into operation in the previous year.

2. In respect of the various industries, the growth of gross output was taken for a basis, and the
base period is shorter: only 1975-1978.

3. The output of mining fell by 6.4 percent from 1978 to 1984; the yearly amount of
investment projects put into operation between 1979 and 1984 surpassed the yearly average amount
of 1975—1978 by 13 percent.

4. The output of metallurgy fell by 2.5 percent from 1978 to 1984; the yearly amount of
investment projects put into operation between 1979 and 1984 surpassed the yearly average amount
0f 1975-1978 by 67 percent.

The foregoing description relates to the socialist sector dominating the Hungarian
national economy. The picture has to be completed, however, by the statement that the
part of economy under looser control than the large-scale sector has been gaining
further strength in the restrictive period, independently of the forms of ownership
prevailing there, and of the nature of the different licensed or tolerated, legal or illegal
forms (working on one’s own account, evading taxation, not giving proper accounts of
labour, material, and other costs). | shall point out three of the advantageous
consequences of the activities pursued in the said economic sphere:

— It has helped in that restriction should not render shortages even harder to
bear.
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— It has offered several social groups the possibility to earn more or less
complementary income, in the majority of cases at the price of very hard work.
Members of these groups were in a position to neutralize the unfavourable
consequences of the stagnation for themselves and their families.

— It has proved that good work can be demanded in Hungary if the necessary
conditions are given.

Beside the advantages, one must not forget the disadvantageous consequences of
the activities pursued outside the sphere of the socialist large enterprises. What | have
in mind is not primarily the injustice that a lot of people have no opportunity for such
work, and not even that the spread of illegal activities isdemoralizing, but mainly that
on account of the persisting rigid regulations of socialist large-scale activities, the
highly profitable private enterprises and the badly paying activities organized under
socialist conditions have not become each other’s competitors. And further, that,—
because of the attached political uncertainties—the entrepreneurial sector, or the
sector given the name of second economy only encouraged a few people to base their
income and security fully on independent economic units outside the socialist sector.
And, finally, economic requirements in connection with these activities were not
clearly formulated in every case, because of the indistinct limits of solvent demand.

Is there any other feasible economic policy?

The external market conditions of the Hungarian economy have doubtlessly
developed in an unfavourable direction in the last years. Yet the shock that hit the
Hungarian economy was not a unique one. Several other countries in similar
difficulties could maintain their position on the world market better, for their reaction
to the deteriorating circumstances was different. In Hungary, an economic policy
presented itself, fraught with serious difficulties, i.e. the restriction of domestic demand
and the exposure of enterprises to the consequences of severely constrained demand.
This amounted to increasing the market regulatory force of money circulation
controlled on national economic level. Its conditions, as has been pointed out in
several studies concerned with the reform of the mechanism, are by and large the
following: a freer competition of enterprises for the limited domestic demand, i.e. their
right to raise the prices of their products in demand on the domestic market and salable
on foreign markets up to the import price level, and to stop producing such items
through which they cannot even earn the variable costs, or instead of which they can
produce other, more profitable, goods. The changing of the product pattern
necessarily implies the right to wind up and reorganize production units, dismiss
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superfluous labour, and make enterprise managers interested in trying to handle wages
rationally too, and not to consider them as a money fund waiting for distribution.

Under such conditions it would have become clear which are the factories and
enterprises unable to cope with their problems, and for which the solution can only be
bankruptcy, merger, the selling of capacities, that is, a complete reorganization of the
production pattern and of economic management.

All this infers, of course, a complete transformation of the economic control
exercised by the state organs. A most important step: instead of wage and investment
regulation, a firm control of aggregate demand. This requires a definite and, it isworth
emphasizing, “planned” regulation of credit granting and budgetary expenses, instead
of individual procedures leading to incidental results. Once this has been successfully
put into effect, the investment and wage regulation, and price control adjusted to the
special position of each enterprise can be ended or changed, together with the practice
of credit granting upon individual criteria, which can be replaced by an active use of
such instruments as interest rate and exchange rate policies, etc. All this can in fact
exert a financial pressure on enterprises. The financial pressure brings about changes,
of course, not only in the situation of enterprise management, but in that of the
workers, too. | shall not discuss the latter in this paper, but only mention that, with a
view to a closer link between performance and wages, it is important that the role of
workers’collectives and trade unions in reconciling interests should strengthen, so that
they can negotiate genuinely about wages with the enterprise management of increased
autonomy. The handling of labour reorganization, retraining and, if necessary,
dismissals, causing new conflicts, would require new function from the trade unions
and other organs for the protection of interests. Besides, an institutionalized form
should be created for supporting people hit by the dismissals which would allow that
the reorganization of production be accompanied by increased human rights granted
to workers (choice of the work place, fixing wages by negotiations, etc.), and by
mitigating the depressive impact of unemployment.

Obviously, in 1978 the economic management could not use the reform—having
grown uncertain since 1972—as a stimulator of progress, nor could it put into effect
with its aid the restrictive policy described in the foregoing. The economy was not
prepared for this even in 1982. Between 1978 and 1984, reacting to the consequences of
the deteriorating conditions and of the foreign credit squeeze, the means of formal and
informal control grew even stronger in the socialist sector of economy. Thus the old
difficulties of adjustability and of access to the world market continued to grow. The
survival of several elements of the old economic management practice has made it so
far impossible to lay the foundations of an efficient economic growth. This is the
fundamental disadvantage which, together with falling real wages, receding
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investments, deteriorating export positions and worsening domestic supply, counter-
balances the advantage of an almost totally undisturbed job security.

The question which only the future can answer is, whether after 1985 we shall be
able to break through the barriers of economic management having grown rigid since
1968, different from the traditional management based on plan directives yet not
radically breaking with it; and whether we shall be able to increase the direct and
general regulatory force of money circulation qualitatively and to eliminate the three
channels levelling enterprise income as described above.

The steps taken in the direction of the necessary changes: introduction of new
forms of enterprise management, reduction of state subsidies, preparation for
enterprise bankruptcies, increased efforts to have credit terms observed, to be followed
by an expected reform of the banking system, introduction of a bond market, a
considerable softening of the price and wage regulation—are a good beginning. These
steps, however, cannot lead to a solution as long as neither the large groups of society,
nor the state power are ready to accept the disadvantageous side-effects of rejecting the
regulation of aggregate demand and of the levelling of individual incomes.

A lot of tasks are to be solved—such as the establishment of institutions enabling
the market to operate efficiency-improving mechanisms and the bringing about of
conditions in which some adequate forms of bearing the social tensions that may arise
from observing the economic rules can emerge, and the situation cease in which
tensions coming to the surface—such as inflation, dismissals, shortages—set into
motion corrective mechanisms legitimizing the direct intervention of power appara-
tuses. This appears, namely, to be inevitable and advantageous only transitorily, while
in the long run it becomes by all means an obstacle to economic development and
structural change. Without courageous and coherent acts a further slow deterioration
of the situation is to be expected. Unquestionably, the number and size of the tasks to
be solved are great. Without solving them, however, the many times promised and
much expected economic consolidation, upon which an efficient economic growth can
be based, cannot be achieved.
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HEPELLIEHHBLIE BOMPOCHI BEHIEPCKOW
®UHAHCO-AEHEXHOW MONUTUKN
(1979— 1984)

M. TAPOOLL

ABTOp aHanM3npyeT 0COBEHHOCTU MexaHu3Ma (YHKLMOHWPOBAHUA BEHrepCKMX (UHaHCOB. OH
noKasblBaeT, YTO 3KOHOMMYECKas MOANTUKA BbipaBHUBAET PUHAHCOBbIE pe3ynbTaTbl NPeANPUATUIL TPEMS
nyTAMUW: Yepe3 CUCTEMY LieH. NOCPeACcTBOM BOKETHbIX Cy6CUAnA N N3bATHIA, a TakKe Yepe3 KpeanToBa-
Hue. TN MexaHW3Mbl MPUMEHANIUCE U B NEPUOL OTPaHUUYNTENIbHBIX Mep BMECTO MPUMEHEHUS HAaCTOALLMX
CBOGO/HbIX LieH. OrpaHuYyeHuns OO6LLEero naaTeXxecnocob6HOro cnpoca, NOMMTUKA MPOLEHTHLIX CTaBOK U
Ba/IOTHLIX KypcoB. CnefcTsBMeM 3TOr0 fBMAOCH TO, UYTO COKpaLLeHWe BHYTPEHHEro cnpoca — 3a cyer
MOBbILLIEHUA aKTUBHOCTW MNPeAnpuATUA Ha BHELHWX PblHKaXx — He MNpuBEN0 K COOTBETCTBYIOLLUM
pesynbTtataM HM B 06/1aCTM 3KCMOpTa, HUM B 061acTM MMMopTa, a crnocobcTBoBano BMECTO 3TOrO
3annaHMpoBaHHOW MHMAALWM W COXPaHEHWIO NPeANPUATUIA B TPYAHBIX YCNOBUAX.

BBegeHHble B 1985 T. M3MEHEHUS TaKXe HEe 03HayalT O[HO3HAYHOro paspbiBa C MPEXHEN
NPaKTUKOW. XX aeT CBOero pelleHns npobnema cosfaHns Takux MHCTUTYTOB, KOTOPbIe NpUcnocobunm Gbl
perynmpyemblii rocyAapcTBOM pbIHOK K YHKLMOHMPOBaHNIO MeXaHW3MOB, MOBbILIAIOLLAX 3KOHOMUYEC-
Kyl0 3((heKTUBHOCTb, M KOTOpble cO3fanu Obl pamku, MO3BOMAIOLWME CNPaBUTLCA C COLMaIbHbIMU
HanpsKeHHOCTAMM, BOSHUKAIOLMMM B pe3y/bTaTe HOPManbHOro AeNCTBUA 3KOHOMUYECKUX PErynsTOpOB.
MocnefHee NMKBUAMPOBANO Gbl MOMOXEHWE, NPU KOTOPOM BO3HWKHOBEHWE HAMPSKEHHbIX MOMEHTOB —
VH(AALMK, YBONbHEHWIA, TOBAPHOTO Aeuumta 1 Ap. — NPUBOAMUT B AeliCTBME NOMPaBOYHble MEXaHU3Mbl,
onpasAblBaloLL e HenmocpeACTBEHHOE BMeLLATEIbCTBO anmnaparos BAacTu.
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HUNGARY’S EXCHANGE RATE POLICY
IN THE 1980S*

. TARAFAS-J. SZABO

The article, after discussing the relationships between Hungary’s exchange rate policy and its
domestic price system and price regulation in the 1980s, analyzes the development of the cost- and
price-competitiveness of Hungary's exports between 1970-1984 by real effective exchange rate
calculations. As for the first problem, it can be recognized that in Hungary’s economy changes in
exchange rate influence first of all the price level while they only exert moderate effects on relative
prices and income proportions. As for the second problem, though marked fluctuations can be
experienced in the development of real effective exchange rates, it was found that these fluctuations
do not influence Hungarian exporters' pricing behaviour which depends rather on the buoyancy of
economic activity in external markets. The statistical analysis presented in the final part of the article
represents an attempt to quantify price and exchange rate effects on the development of Hungary’s
export in the period between 1970-1983. Results suggest that on the supply side the domestic
purchasing power control while on the demand side the external market situation have far stronger
effects than those exerted by price and exchange rate developments.

Evolution of the exchange rate of the forint
against major currencies

In the period under consideration the National Bank of Hungary pegged the
exchange rate of the forint to a currency basket reflecting the currency composition of
Hungarian export receipts from the non-rouble area. While the peg was adjusted at
irregular intervals on the basis of policy considerations explained in this paper, rates
against individual currencies were adjusted to cross rates prevailing in international
markets on a monthly basis between January 1,1980 and October 1,1981; on a weekly
basis between October 1, 1981 and December 31, 1984. After a gradual narrowing of
the gap between the commercial and non-commercial exchange rates of the forint,
reflecting changes in the consumer price level relative to the producer price level, the
two rates were unified on October 1, 1981. As from January 1, 1985 the exchange rates
of the forint against individual convertible currencies are adjusted on a daily basis.

* Abridged version of the lecture delivered at the seminar of the International Monetary Fund held in
Budapest. Hungary, between March 18-29, 1985. Associates of the authors in preparing this paper were
Kélman Fehér and Gabor Markovits. both from the Exchange Rate Division of the National Bank of
Hungary. Computations for the first three parts of the following article were done by Gabor Markovits, and
those for the last part by Kalman Fehér. The authors thank their contribution.
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Beside continuously adjusting to cross rates in international markets, the
exchange rate of the forint was adjusted relative to the peg at irregular intervals. In the
period of major increases in world prices—i.e. between January, 1980 and October,
1981—the forint was revalued gradually relative to the peg; then, in the period of price
decreases in the world market, it was devalued in several steps. As a result of these
developments, the exchange rate of the forint evolved as follows relative to the peg:

Table 1

Evolution of the exchange rate* o f the
forint relative to the peg
(previous year = 100.0)

1980** 92.9
1981 97.2
1982 103.1
1983 112.9
1984 108.5

"Chronological average, weighted by
calendar days.
**December 31, 1979 = 100.00.

Since cross rates also changed considerably during the period under con-
sideration, the exchange rate developments of the forint against individual currencies
were different from those relative to the peg.

Thus, while the forint started depreciating against the US dollar in 1981, it began
depreciating against the Swiss franc in 1982 while only in 1983 against the German
mark and the Italian lire. Against the French franc and the pound sterling the forint
appreciated until 1982 and remained unchanged during 1983 (Table 2).

If the exchange rate indices of the forint against the currencies of Hungary’s
foreign trade partners are averaged by applying the weights of the respective countries
in Hungary’s export, the so-called nominal effective exchange rate indices of the forint
can be calculated. Since in analyses these types of indices also play some role, they are

shown below:
Table 3

Evolution o f the nominal effective
exchange rate o f the forint

(previous year = 100.0)

1980 87.0
1981 84.0
1982 92.6
1983 100.2
1984 95.3
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Table 2

Exchange rates of forint against selected currencies

G86T 'GE edlWouoda eny

Previous Previous Ft/Swiss Previous Previous Ft/French Previous
Ft/US ? M Ft/£
year=100.0 FUD year=100.0 franc year=100.0 year=100.0 franc year=100.0

1979 35.58 - 19.41 - 24.40 - 75.49 8.36
1980 32.53 914 17.90 92.2 19.41 90.7 75.67 100.2 7.70 921
1981 34.31 105.5 15.18 84.8 17.47 90.0 69.59 92.0 6.31 82.0
1982 36.55 106.5 15.10 99.4 18.04 103.3 64.12 92.1 5.57 88.3
1983 42.76 117.0 16.71 110.7 20.33 112.7 64.72 100.9 5.60 100.4
1984 48.04 112.3 16.88 101.0 20.45 100.6 64.20 99.2 5.50 98.2

Ft/ltalian Previous Ft/Yugoslav Previous

lire year=100.0 dinar year=100.0
1979 0.0428 - 1.8752 —
1980 0.0380 88.7 1.3203 70.4
1981 0.0302 79.5 0.9814 74.3
1982 0.0271 89.7 0.7286 74.2
1983 0.0281 103.7 0.4596 63.1
1984 0.0273 97.2 0.3144 68.4
Source: International Financial Statistics, International Monetary Fund; chronological averages, weighted by calendar days.
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Regarding international competitiveness it is the level of the effective exchange rate
while from the point of view ofdomestic price developments it is the exchange rate level
relative to the peg that is an indicator of special importance. Both of these indicators
will be dealt with in the course of our discussion.

Hungary’s exchange rate policy, its domestic price
system and price regulation in the 1980s

The responsiveness of domestic prices to foreign trade prices;
The 1980 price reform

In order to understand Hungary’s exchange rate policy in 1980-84, it is necessary
to take into account that in the period under consideration Hungary’s domestic prices
were highly responsive toforeign trade prices. This responsiveness stems partly from the
openness of the Hungarian economy and partly from the price mechanism introduced
on January 1, 1980. On January 1, 1980 the price system was reformed: on the one
hand, a producer (wholesale) price system with relative prices close to those in the
world market was established through price restructurings while, on the other hand, a
price mechanism was launched which established a permanent link between domestic
prices and foreign trade prices in the so-called competitive sector of the economy. The
new regulation made changes in domestic producer prices dependent on price (and
profitability) changes in trade with the non-rouble area in those sectors the poducts of
which can be traded internationally (i.e., tradables).*

The price regulation in the competitive sector (or rather in the major part of the
competitive sector) applying constraints connected to the development of foreign trade
prices represented a substantial change compared to the price regulation having been
in force until 1980 which practically applied two kinds of prices, i.e. cost-plus prices
and administratively fixed prices. Two important features of the mechanism
introduced in 1980 must be emphasized: The adjustment of energy and raw material
prices to those of the world market encouraged savings in the consumption of these
resources, while pricing rules in the manufacturing industry were designed to provide
incentives to the improvement of export efficiency.

In an open economy, provided that competitive elements are strong enough,
market competition itself leads to domestic prices of tradables adjusting to foreign
trade prices and set between the export price and the import price. In the period under
consideration this adjustment, however, could not be reasonably expected in Hungary

* The price formation system introduced in 1980 is analyzed in articles by Béla Csikds-Nagy [1,2].
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owing to two reasons: On the one hand, the market structure, both in production and
trade, was of monopolistic or oligopolistic character in several cases, large-scale
organizations had excess weight which, in turn, weakened competition in the domestic
market. (Although this situation was gradually improving during the period, the
desired conditions have not yet been achieved.) At the same time, as from the fall of
1982, the reliance on import competition was not possible any more since it was
strongly reduced by import restrictions introduced in consequence of balance-of-
payments difficulties.

Thus, the price mechanism introduced in 1980 needed administrative rulesfor the
simulation of a market price mechanism in order to achieve that the development of
domestic prices he in line with that of the foreign trade prices.

Beside the sectors adjusting to foreign trade prices, there remained fields in
Hungary’s price mechanism, even after January 1, 1980, with cost-plus pricing
(construction materials industry, construction, food-processing industry, trade and
some services) and fields applying mostly administrative prices (agriculture, transport
and telecommunication), but the share of these sectors is well characterized by the fact
that out of total industrial output the price formation adjusting to foreign trade prices
accounts for 65 to 70 percent.

The significant weight of the price formation adjusting to foreign trade prices
makes it understandable why the Hungarian economy has been so responsive to
foreign trade prices in recent years. To the extent that the domestic market situation
allowed, price increases achieved in export sales could also be enforced in the domestic
market in respect of the great majority of the manufacturing industry, moreover, the
price increases experienced in energy and raw material markets penetrated virtually
unimpededly into the country. Furthermore, through the consumption of energy and
raw materials, the sectors applying cost-plus or administrative prices were greatly
affected by changes in foreign trade prices though less than those adjusting to foreign
trade prices.

In addition to the development of export and import prices in foreign currency
terms, the prices of sectors adjusting to foreign trade prices were, of course, also
strongly influenced by the development of the exchange rate of the forint since it was
the foreign trade price indices in forint terms that served as a basis for price
adjustments.

We attempted to provide some information on the extent of domestic price
responsiveness by means of input-output computations. Our computations assumed
an enterprise behaviour whereby enterprises take full advantage of price increasing
possibilities permitted by pricing rules. According to the results, a devaluation by 1
percent is accompanied by an increase of 0.64 percent in the price index of domestic
demand.
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Exchange rate adjustments and the ratio offoreign trade prices
and profitability relative to those of domestic sales

An exchange rate policy that makes the index of foreign trade prices (i.e. export
and import prices) in terms of the domestic currency exceed the domestic price index is
usually referred to as encouraging the supply of exports (or import-substitution). It is
because, unless the material contents of exports (or of import-substitution) and those
of production for domestic sales differ significantly, this development of prices results
in raising the profitability of export (or of import-substitution) above that of domestic
sales (or the decrease in export profitability is less than in domestic pofitability).
Furthermore, dividing the domestic production into competitive (i.e. tradables) and
non-competitive (i.e. non-tiadables) sectors, it can be assumed that, in order to
increase export (or import-substituting) activities, it is favourable if domestic prices of
the competitive sector increase faster than those of the non-competitive sector.

Thus, two kinds of ratios have to be focused on in order to follow up the effects of
exchange rate adjustments on the supply ofexports (or import-substitution); one is the
ratio of foreign trade prices (export profitability) relative to domestic price
(profitability) of the competitive sector while the other is the ratio of domestic price
(profitability) of the competitive sector relative to those of the non-competitive sector.
Exchange rate adjustments have only exerted a moderate effect on the two respective
ratios in Hungary’s prevailing price mechanism.

If considering, for example, a devaluation with unchanged foreign trade prices in
terms of foreign currencies (which, otherwise, corresponds to a more generally
formulated case where all foreign trade price indices in forint terms increase at the
same rate by sectors'or industries), then, as a consequence, only a moderate effect on
the first ratio above can be experienced since the devaluation steps up not only the
prices of export sales but, as much as domestic demand allows, it provides an
opportunity, in accordance with the prevailing pricing rules, to raise domestic price in
the competitive sector as well. As for the second ratio, a devaluation results in a shiftin
favour of the competitive sector, provided, and to an extent, that price policy, mostly
relying on administrative and cost-plus principles in the non-tradable sector, does not
allow the price increases of the competitive sector to penetrate fully into the non-
competitive sector. The extent of the repercussion concerned depends on price policy
considerations on the one hand, and on the size of domestic demand on the other hand.
These two factors which are of special importance in respect of price developments in
the non-competitive sector have developed in a contradictory way in recent years.
While price policy tried to avoid the maintenance of administrative and cost-plus
prices on an unjustifiably low level, successive cuts in domestic demand as well as social
policy considerations set a limit to price increases in the non-competitive sector.
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This foreseeable behaviour of prices and, consequently, costs, i.e. their general
responsiveness to exchange rate adjustments, made the exchange rate policy cautious in
respect ofa devaluation since, as a result, a relatively strong inflationary push and only a
moderate shift in the price and profitability structure could be expected.

Exchange rate policy and economic policy:
a summary of exchange rate policy in 1980-84

Hungary’s exchange rate policy is difficult to understand without the character-
istic features of Hungary’s economic policy. More concretely, first of all the
inflationary target as well as policy considerations on relative prices between major
sectors of the economy are in connection with exchange rate policy. As for the
economic policy, first of all it is necessary to recall that in Hungary, just like in the
West, one of the most important economic policy targets is the inflationary target.
However, in the case of the Western market economies, especially in recent years,
economic policy sets out from the control of the monetary side and sets a limit to the
growth of money supply, i.e. the inflationary target is included in the desired growth of
money supply while in Hungary the determination of the inflationary target, as a
consequence of the given system of economic control and management, follows a
different logic. The phenomenon can be briefly explained, figuratively speaking, by
stating that the Fisher formula (MV = PT) is being read from left to right in the
Western economies while from right to left in Hungary. Economic policy in the
Western economies sets out from the monetary side while in Hungary it first
determines the real side and the monetary side is derived mostly as a result.*

Beside the determination of the basic macro-economic elements, Hungary’s
present economic policy comprises targets for the major proportions of economic
development as well. The formation of comprehensive and basic proportions includes
such issues as the development of industry compared to that of agriculture and food-
processing industry as well as proportions between the productive sector and the
infrastructure. This latter, at the same time, largely affects the proportion between the
competitive and non-competitive sectors. Of course, the targets of these compre-
hensive proportions include not only the relative growth of the respective sectors in
real terms but the income relations of these sectors, consequently, the development of
relative prices as well.

After having provided a general picture of Hungary’s economic policy, it is just
the issue of prices and relative prices in the major sectors of the national economy
which may serve as a starting-point in the analysis of the adjustment of exchange rate

* For more details on the determination of the inflationary target see the article of Imre Taraféas [3].
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policy to economic policy at large. It is because the exchange rate of the forint also has
arole in the formation of major price proportions. This paper has already hinted at the
theoretical approach to the effects of exchange rate adjustment on the relative prices
between the competitive and non-competitive sector (consequently, between the
productive sphere and infrastructure) in Hungary’s small and open economy. At the
same time, reference has been made to the fact that economic policy is bound to
harmonize often contradictory objectives (e.g. flexible prices, curbing of domestic
demand, social policy, encouraging export- and import-substituting activities). In this
process exchange rate policy serves as one of the policy instruments. Furthermore, the
exchange rate exerts an influence on the relative prices between industry and the food
economy as well. It is because Hungary, similarly to most European countries, pursues
an agricultural policy which involves domestic food prices different from world market
prices; therefore foreign trade prices (consequently, exchange rate adjustments)
determine, as a matter of fact, domestic prices only in industry (not including food-
processing).

Accordingly, a devaluation of the forint, provided that other elements (e.g.,
administrative prices) are unchanged, increases industrial prices relative to the prices
of agriculture and food-processing as well as increases the prices of the productive
sector relative to those of the infrastructure. These relationships reasonably justify the
necessity of consistency between exchange rate policy and price policy considerations
of economic policy.

Namely, if exchange rate policy gets out of line with price policy, i.e. excessively
revalues the forint, then undesirable disproportions will emerge in the system. For
example, in the case of an excessive devaluation, the sectors applying administrative
prices (including, e.g., transport, agriculture) would largely lag behind. The catching
up of these sectors with those following foreign trade prices would simply result in
higher-than-targeted overall inflation in the economy. Letting them lag behind in
terms of prices and profits would, however, impede their development which would,
sooner rather than later, cause difficulties in other sectors of the economy, including
the foreign trade sector. Furthermore, an excessive devaluation would impede the
development of the infrastructure as well, provided that economic policy is to avoid a
higher-than-targeted inflation. In the case of the productive infrastructure, this would
be accompanied with undesirable consequences flowing through the whole productive
sector of the economy while, in the case of public infrastructure, this would directly
affect living standards and conflict with social policy objectives.

In the spirit of an exchange rate policy adjusting to overall economic policy, the
forint was gradually revalued in the period of Hungary’s increasing foreign trade
prices, i.e. until mid-1981, while it was devalued in the period of decreasing foreign
trade prices, i.e. from mid-1982, in order to ensure that export and import prices in
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Table 4

The GDP deflator and the export and import
price indices in forint terms
(previous year=100.0)

Export price Import price
GDP deflator index index
(non-rouble area)

1980 105.3 103.6 102.0
1981 105.5 103.0 100.8
1982 105.4 98.6 99.7
1983 105.8 105.5 108.1
1984 106.3 105.7 108.3

Source: International Financial Statistics, Statistical Yearbooks (CSO).

forint terms be in line with the domestic inflationary target. Table 4 shows the extent of
the respective adjustment process.

In Table 4 the annual GDP deflators are used for the domestic price index. In the
period under consideration the GDP deflators were slightly higher than the price
indices of domestic sales which, in line with the targets, were about 105 percent in every
year between 1981 and 1984. The gap between the domestic price index and the foreign
trade price indices stems partly from policy considerations concerning relative prices
and partly from inevitable time-lags in the exchange rate policy as well as from the
unpredictability of precise effects of exchange rate adjustments.

The time-lags, however, may be attributed to the nature of the information base
serving exchange rate policy decisions. With the extreme world market price
fluctuations in recent years, it has been impossible to avoid errors by relying either on
price statistics or price forecasts. In a situation like this, exchange rate policy must be
highly flexible and strive for continuous adjustment rather than sudden leaps, as done
also by Hungary. As from January 1,1980, the forint was revalued or devalued thirteen
times relative to the peg, of which a 0.67 percent technical adjustment and a 7 percent
change were the smallest and the largest, respectively. This way, though no advantage
can be taken of—somewhat dubious—psychological (or “announcement”) effects of
major leaps in the exchange rate, it is possible to avoid extreme fluctuations and the
need for early opposite corrections.

Beside the fact that time-lags are sometimes inevitable it must be taken into
consideration that an exchange rate adjustment is not an instrument of perfect
precision (or “fine tuning™) since, on the one hand, fine tuning is constrained by the
accuracy of the measurement and of projections of price developments while, on the
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other hand, various structural effects, e.g., changes in the terms of trade, may reduce,
cross or amplify the effects of exchange rate adjustment.

As for domestic price proportions, it must be emphasized that the process of
restructuring domestic prices, starting with substantial changes in 1980, was continued
onwards and completed by the end of 1982. Accordingly, all over the 1980-1982 period
industrial prices increased faster than agricultural prices and, within industry, the
increase of energy prices far exceeded the average, considerably contributing to
inflation. Since the relatively fast domestic price increase affected the non-competitive
sector of the economy as well, the fact that in the 1980-1982 period the aggregate
export price index remained below the aggregate domestic price index did not imply a
similar development within the competitive sector. There was only one period, during
the first half of 1982, when within the competitive sector production for export was
temporarily at disadvantage compared to that for the domestic market. Since 1983
domestic price developments have been much more balanced than earlier which has
also been reflected by the relationship between the developments of domestic and
export prices.

On the cost- and price-competitiveness of Hungarian exports
The concept of the real effective exchange rate

A comprehensive analysis of the price and exchange rate effects on Hungary’s
foreign trade performance cannot be confined, as for exports, to a discussion of only
the price ratio influencing the supply of exports, i.e. the ratio of Hungary’s export
prices relative to domestic (producer) prices, but should also comprise the price ratio
that exerts an effect on the demand for Hungary’s exports, i.e. the ratio of Hungary’s
export prices relative to those of Hungary’s foreign competitors (by applying a
numeraire of course). This ratio can be analyzed through the calculation of the so-
called real effective exchange rate of the forint.

This paper follows such a simple interpretation of the formula of the real effective
exchange rate which considers the real effective exchange rate index as a relative price
(or cost) index.* Accordingly, a change in the real effective exchange rate of the forint
equals the average of the competitors’ price indices in forint terms divided by
Hungary’s price index.** This paper is not to discuss the full details of weighting

* For other interpretations see the study of E. B. Maciejewski [4]. Note that Maciejewski also views
the relative price index interpretation as the most satisfactory.
** In international practice the reciprocal of this formula (i.e. domestic price index divided by the
average of the competitors price indices) is used. In the case of Hungary, however, a reverse interpretation is
followed as the exchange rate of the forint is quoted on a forint per foreign currency basis.
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methods and their interpretation (on these issues we refer to Maciejewski’s paper).*
As for the types of foreign and domestic price indices used in the formula of the real
effective exchange rate computations, three basic types can be identified:

In a “tost-type” real effective exchange rate index the numerator reflects the
average index of production costs of Hungary’s competitors while the denominator
reflects cost developments in Hungary. An index higher than 100 percent means that
Hungary’s production costs have increased less (or decreased more) than those of the
competitors, i.e. Hungary’s cost-competitiveness has improved. An improvement in
cost-competitiveness can lead to an improvement in price-competitiveness since,
owing to more favourable cost conditions, Hungarian exporters can improve export
sales by increasing their prices less (or decreasing them more) than their competitors.
Thus, an improvement in cost-competitiveness can potentially be transformed into
improvement of price-competitiveness.

In a ‘price-type™ real effective exchange rate index the numerator reflects the
foreign trade price (i.e. export price) developments of Hungary’s competitors while the
denominator those of Hungary’s foreign trade prices (i.e. export prices). If the index
exceeds 100 percent, Hungary’s price-competitiveness has improved and ifit remains
below 100 percent, the price-competitiveness has deteriorated.

To calculate a pure cost-type real effective exchange rate index is rather difficult
since international statistics do not abound in comparable cost data. As for Hungary,
only one pure cost-type real effective exchange rate index could be computed on the
basis of unit labour cost data published in International Financial Statistics. There are
some difficulties inherent in the calculation of a real effective exchange rate index with
export prices as well, since the commodity structure of exports of various countries
may be substantially different; therefore it makes no sense to compare aggregate
export prices.

These difficulties suggest a multi-based approach which practically means the
calculation of “approximative” or “mixed” type real effective exchange rate indices
involving various price indices. The indices under consideration should be interpreted
individually, i.e. they need a separate analysis to decide whether they are rather cost-
type or price-type indices. The most widespread type of real effective exchange rate
indices involves the wholesale prices of the respective countries. An improvement in
competitiveness (i.e. an index higher than 100 percent), reflected by the real effective
exchange rate index with wholesale prices, can be interpreted in two different ways. Ifit
is assumed that the level of wholesale prices reflects cost-developments on enterprise-

* In the course of the further discussion so-called double-weighted real effective exchange rate
indices will be used in all cases. These kinds of indices reflect the development of Hungary's competitiveness
relative to that of the competitors in Hungary's most important external markets.
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level in each country involved, then a cost-competitiveness approach is applied.
However, it can also be interpreted as an improvement in price-competitiveness since,
owing to the relatively moderate domestic price increase, the competitiveness of the
country’sexport prices improves relative to those of the competitors’domestic supply.*

Evolution of the real effective exchange rate of the
forint between 1979-1984 as reflected by calculations
involving wholesale prices

Since the application of wholesale prices is extremely widespread, moreover, this
method was used by the International Monetary Fund for evaluating member-
countries’ exchange rate policy (while recently it has rather preferred calculations

Table 5

Evolution ofthe real effective exchange rate ofthe forint, 1979-1983
(relative to a double-weighted average of 19 competitors,
calculated with wholesale prices, previous year = 100.0)

(1) 2 @)=M)X(2) 4 (5)=(3):(4)
competitors’ nominal competitors’ Hungary’s real effective
average price effective average price domestic exchange rate
indices (in exchange indices price index of the

domestic rate index (in Ft) index** forint

currency) of the

forint*
1979 109.1 99.2 108.2 101.3 106.8
1980 111.6 91.4 102.1 119.4 85.5
1981 110.0 87.8 96.6 107.1 90.1
1982 107.4 95.2 102.3 105.1 97.3
1983 104.9 106.7 111.9 105.2 106.3
1984 106.0 101.3 107.4 103.6 103.7

* The nominal effective exchange rate indices presented here are different from those shown in Table
3. This stems from applying export-weights in Table 3 while calculating with so-called double-weights in this
table.
** |Industrial producer price index.

based on consumer prices), the development of the real effective exchange rate of the
forint will be presented on the basis of this method.

As Table 5 shows, the price—and cost—competitiveness of the Hungarian
economy improved in 1979, fell back to a large extent in 1980 and 1981, and

* This latter interpretation, however, holds only when applying the so-called export-weighted indices.
As mentioned earlier, indices calculated with this kind of weighting method will not be dealt with in this

paper.
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Table 6

Evolution of the real effective exchange rate of the Forint, 1970- 79
(relative to a double-weighted average of 19 competitors,
calculated with wholesale prices, previous year = 100.0)

) @ (®)=W)X(2) @) (®)=@):(4)
competitors’ nominal competitors’ Hungary’s real effective
average price effective average price domestic exchange rate

indices (in exchange indices price index of the
domestic rate index (in Ft) index* forint
currency) of the
forint*
1971 103.7 101.8 105.5 101.3 104.2
1972 104.1 99.0 103.1 102.1 101.0
1973 111.0 97.8 108.5 102.0 106.1
1974 120.8 94.5 114.2 101.2 112.8
1975 105.7 97.8 103.4 110.7 93.4
1976 108.0 88.3 95.3 106.6 89.4
1977 106.7 100.9 107.5 101.4 106.0
1978 103.9 101.9 105.9 104.5 101.3
1979 109.1 99.2 108.2 101.3 106.8

+Industrial producer price index.

deteriorated slightly in 1982. As reflected by monthly data, this trend reversed already
in 1982, since then the improvement in competitiveness has been continuing.

In respect of the development of the real effective exchange rate of the forint
calculated with wholesale prices in recent years, the appreciation in 1980 and 1981
deserves a more detailed analysis.

In 1980 the major reason for the appreciation of the forint was a 19.4 percent
increase in Hungary’s industrial producer prices. In order to understand ,he real
appreciation as well as the increase of domestic prices in 1980, it is necessary, however,
to summarize the developments preceding 1980.

In the period immediately preceding 1980, i.e. between 1977 and 1979, the forint
depreciated in real terms by 14.7 percent, as can be seen in Table 6. This development
was owing to the fact that, while the nominal effective exchange rate of the forint
remained roughly unchanged (altogether slightly depreciated), Hungary’s industrial
producer prices rose by 2.4 percent p.a. on the average compared to the competitors’
6.6 percent annual rate of inflation in the period under consideration. If the domestic
price increase in Hungary had continued, in 1980 as well, to be as moderate as before,
the real effective exchange rate of the forint would have stopped to increase at most but
it would not have turned into a decrease. However, as discussed above, the 1980 price
reform drastically increased the prices of raw materials and energy which account for
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the vast majority of Hungary’s imports while the price level of the manufacturing
industry as well as agriculture and food-processing, having a substantial weight in
domestic Hungary’s exports, rose at much lower rate, moreover, within this latter
group sectors with declining price level could also be found.

In 1980 the restructuring of relative prices ultimately resulted in a 19.4 percent
increase in industrial producer prices compared to the level in the previous year. Thus,
the bulk of the subsequent deterioration in price-competitiveness, the extent of which
was 14.5 percent in terms of the real effective exchange rate index calculated with
wholesale prices, can be regarded as “sacrificing” the improvement achieved in the
preceding years.

This does not mean, of course, that the real effective exchange rate level of the
forint, whether in 1976 or 1980, could be viewed as “adequate” or “appropriate”. Real
effective exchange rate calculations are not applicable to the comparison of price levels
but only of price indices. However, after having analyzed the developments of the
1970s, it is obvious that by 1979 the real effective exchange rate of the forint had
reached an unrealistically high level* which could only be maintained at the cost of an
extreme divergence between domestic and foreign trade prices. This divergence was
corrected by the 1980 price reform.

The 10percent real appreciation of the forint in 1981, as witnessed by real effective
exchange rate calculations involving wholesale prices, can be explained by inter-
national exchange rate developments. As it is well-known, the process of a
considerable appreciation of the U.S. dollar against European convertible currencies
started in 1981 (or, to be more precise, at the end of 1980). Since in 1981 the
maintenance of the exchange rate of the forint relative to the peg was in consistence
with the inflationary target of Hungary’s economic policy, the forint depreciated
against the U.S. dollar and appreciated against other major convertible currencies
(while remaining unchanged relative to the peg) (see Table 2). The process resulted in a
12 percent decrease in the nominal effective exchange rate ofthe forint (see Table 5). As
the appreciation of the forint in the nominal effective exchange rate was partly offset by
a 2 percentage point faster increase in the competitors’ average wholesale prices (in
terms of national currencies) relative to Hungary’s domestic prices, the real
appreciation ultimately amounted to 10 percent.

At the same time, Hungary’s foreign trade prices in forint terms developed in line
with the expectations (i.e. slightly increased) during the year. Thus, price policy

* Between 1970 and 1982 two waves of depreciation and subsequent appreciation were experienced in
the real effective exchange rate of the forint (1970-76 and 1977-82). Considering the level in 1970 as 100
percent, the average level of the two waves equals 107.8 percent compared to 120.5 percent in 1979 (see the
curve with wholesale price indices on Chart /).
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considerations did not justify any devaluation to compensate for a deterioration in
competitiveness. One further aspect of exchange rate policy in 1981 was that, despite
world market prices starting to decrease in terms of U.S. dollar in the second half of
1981, this development was not seen as sustained (just as the U.S. dollar was not
expected to gain in strength all the time either) and the possibility that this process

Chart 1
Rea! effective exchange rate indices
(1980 = 100.0)

would seriously affect Hungary’s foreign trade prices was not considered very likely
either. During 1982 it became clear that earlier expectations had failed to realize, and
the decline of Hungary’s foreign trade prices ultimately led to considerable
devaluations ofthe forint, by 7 and 4 percent during the summer and at the end of 1982,
respectively.

The concept of price-competitiveness and the relationship
between price- and cost-competitiveness

As this part of the paper actually aims at analyzing the relative price that
theoretically* exerts an influence on the demand for Hungary's exports, i.e. the ratio of
Hungary’s export prices relative to those of the competitors, now the discussion is to
return to this issue.

As a matter of fact, the macro-level measuring of price-competitiveness is not
quite clear. This fact seems to stem from theoretical and conceptual problems. This is

* The issue whether price and exchange rate developments have an effect on exports or not isdiscussed
later in this paper.

5* Ada Oeconomica 35, 1985



68 I. TARAFAS-J. SZABO: EXCHANGE RATE POLICY

because price-competitiveness, on the one hand, is basically a micro-level category: in
respect of an individual commodity, the exporter of a given country has an advantage
over its competitors if it increases less (or decreases more) the price of the respective
commodity than the competitors do. On the other hand, the advantage in price-
competitiveness, as a pricing behaviour, i.e. that the exporter lets the price off
compared to the competitors, may appear basically in two different ways. In one of the
cases the seller can “afford” to take the opportunity of price advantage because of its
favourable cost developments compared to the competitors. In the other case the seller
can reduce the price even at the cost of its profit (i.e. the price advantage offered may
exceed its cost advantage or it may take the opportunity of price advantage without
having any advantage in costs), provided that it seems to be important in order to
maintain its existing market share.

As for the macro-level analysis of the Hungarian exporters’ pricing behaviour,
first of all it is necessary to eliminate the differences between the commodity structure
of Hungary’s exports and that of the competitors’exports in the aggregate export price
indices.

When drawing conclusions, however, it should not be left out of consideration
that differences in commodity structures or a shift in the commodity structure of a
given country’s exports compared to ''‘her countries are fairly important questions
from the point of view of shifts in die competitive position. Beside price-
competitiveness, structural differences and shifts in structure may also lead to an
advantage in competitive position if the exports of the given country are directed to
more favourable, more profitable and more expansive markets than those of the
competitors. Furthermore, it should be noted that exchange rate policy can influence
not only the pricing behaviour but can urge to change the commodity structure ofexports
as well. These two effects complement each other in the following way: A real
depreciation reflected in costs may resultin a relatively soft pricing behaviour and thus,
may lead to a decline in the aggregate export price index and to rigidity of the structure
of exports while a real appreciation reflected in relative costs may, similarly, urge a
tougher pricing behaviour and a shift of the structure in favour of commodities and
markets with more dynamic prices, consequently, it may increase the aggregate export
price index.

As for the demand for exports, the two effects analyzed above lead to opposite
consequences. Though soft pricing behaviour encourages the demand on product-
level, the accompanying rigidity of the structure of exports may result in a decrease of
the aggregate demand (as the country gets jammed in declining markets). On the other
hand, as a consequence of tough pricing behaviour, the demand for individual
commodities decreases but the subsequent structural shift in favour of relatively
expansive markets calls forth an increase of aggregate demand. These relationships
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suggest that a real depreciation cannot always be referred to as encouraging exports,
moreover, can be viewed as a double-edged weapon which, on the long run, may lead to
the opposite of the desired effects. This issue will be further discussed, although no
comprehensive analysis on the structure of Hungary’s exports can be given in the
framework of this article.

150

140 World export price index
130 in the structure of
Hungary's non-socialist
120
110
Price index of Hungary's
100 non-socialist exports

90

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980

Chart 2
Aggregate export price indices
(in US dollar)
(previous year = 100.0)

Differences between the prevailing commodity structures of exports have been
eliminated by comparing Hungary’s export price index to that of world exports
weighted by the commodity structure of Hungary’s exports (disaggregated according
to the one-digit SITC classification) (see Chart 2).* In order to obtain longer time-
series, the average of export prices of industrial countries** can be used and compared
to Hungary’s export prices, as an alternative. (Data are shown in column RWP in
Table 8).

As shown by our calculations, world market prices determined Hungary’s export
prices to a great extent as the development of Hungary’s export prices followed that of
world market prices even if subject to a constant and slight price erosion which,
however, never but once exceeded 1to 2 percentage-points annually (in 1975, see Chart
2). Tough pricing behaviour could rarely be experienced (in 1972, 1973 and 1976) and

* The sources of one-digit SITC aggregates for the world export price index and Hungary’s export
volumes are UN Statistical Yearbooks and Statistical Yearbooks of Foreign Trade (Central Statistical
Office), respectively. Comparable data are available up to 1980.

** Source: International Financial Statistics.
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Table 7

Partners’import volume indices
averaged with the weights o f the partners
in Hungarys exports* (previous year = 100.0)

1971 106.2
1972 108.4
1973 110.5
1974 101.4
1975 95.4
1976 112.0
1977 104.4
1978 103.3
1979 109.6
1980 100.1
1981 95.6
1982 100.1
1983 103.7

*Calculated on the basis of IFS data.

Table 8
Data used in the regression analyses (1970= 100.0)

Year EXPQ DOD EXPP RWP CON REX IMPQ RIP Y

1971 97.2 111.3 101.4 100.0 106.2 104.2 113.7 100.1 105.9
1972 112.4 107.2 106.4 95.0 1151 101.4 110.3 100.9 112.4
1973 123.8 109.3 120.0 93.8 127.2 96.3 111.0 115.1 120.3
1974 120.4 1231 142.5 98.1 129.0 96.2 130.4 157.6 127.5
1975 120.5 131.1 133.7 103.0 122.8 109.0 127.6 154.1 135.3
1976 138.2 132.8 127.8 105.1 1375 107.9 140.6 130.4 139.4
1977 147.9 140.8 134.0 1101 143.5 110.9 155.8 137.3 149.3
1978 152.2 153.8 134.9 109.5 148.2 115.6 180.6 131.5 155.3
1979 178.6 144.9 146.1 110.5 162.5 116.5 164.1 135.6 157.2
1980 185.7 142.4 148.4 113.1 162.6 119.0 166.9 130.5 155.8
1981 182.6 143.4 149.9 112.9 155.4 1141 172.4 123.2 159.7
1982 202.8 141.8 149.9 114.4 155.6 117.0 172.4 116.3 163.9
1983 234.5 138.0 159.3 114.4 161.4 122.2 182.0 1185 164.4

from among these cases only the last one (in 1976) was accompanied by a real
appreciation in terms of costs; nevertheless, all cases can be seen in connection with
strong world economic activity in the respective years. World economic activity is
measured here by import volume indices of Hungary’s partner countries averaged with
the weights of the respective partners in Hungary’s exports.
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It seems more justified to explain the exporters’ behaviour with the evolution of
“world” economic activity than with relative costs. In the years of outstanding growth
of markets exporters had the opportunity to pursue a relatively tough pricing
behaviour (e.g. in 1972, 1973 and 1976) while in the years of slump and recession they
were forced to a soft pricing behaviour (i.e. in 1974,1975and 1980), even if relative cost
developments did not warrant it (e.g. in 1973, 1980).

An attempt to quantify the effects of prices and exchange rates
on the development of Hungary’s export in 1970-1983

The calculations presented below aim at analyzing the development of Hungary’s
export in connection with the evolution of prices and exchange rates.* According to
textbooks, a devaluation of the domestic currency encourages exports (and
discourages imports) while a revaluation discourages export (and encourages
imports). This is because, briefly, a devaluation, on the one hand, gives incentives to
increase the supply ofexports through improving the ratio of export prices in domestic
currency terms relative to domestic prices while, on the other hand, it provides an
opportunity to improve the price-competitiveness of exports (i.e. to reduce export
prices in terms of foreign currency), consequently, to encourage the demand for
Hungary’s exports. In the case of a revaluation the opposite logic can be applied.

Reality,‘however, is not that simple. Under present circumstances where prices
and exchange rates are highly volatile (and recessions in world markets are much
deeper than they used to be in the fifties and sixties), it is very difficult to determine the
effects of prices and exchange rates** on the exports of a given country—in this
particular case, on the export of Hungary.

At the very beginning of the analysis it is necessary to separate clearly two links of
the exchange rate effects. One question is how strong the effects ofa devaluation or ofa
revaluation of the national currency are on the ratio of export prices relative to the
domestic prices (supply side) as well as on the price-competitiveness of exports, i.e. on
the ratio of competitors” export prices relative to those of Hungary (demand side).
Another question is whether the above-mentioned ratios exert any influence on the

* We have made a mathematical-statistical analysis of the quantity of imports and the factors having
effects on it as well; however, its publication would go beyond the possibilities of this article. Our
calculations fully support the view, widely spread among Hungarian economists, that relative prices hardly
exert any effect on the volume of Hungary’simports, and it can rather be associated with the development of
domestic demand as well as of national income.

** Since the exchange rate exerts its influence through prices, in the course ofthis discussion the effects
of prices and exchange rates are sometimes referred to simply as price effects.
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supply of, and on the demand for, exports or not. On the basis of these considerations
the following scheme can be drawn:

Link 1 Link 2

Fig. 1

The effects of exchange rate developments on the ratio of export prices in forint
terms relative to domestic prices have already been dealt with at the beginning of this
paper. As pointed out there, owing to the high responsiveness of domestic prices and
costs to exchange rate changes in the 1980-1984 period, a relatively high inflationary
push and only a moderate price- and income-restructuring effect can be expected as a
consequence of a devaluation. Further on, some statistical results are presented on the
factors influencing Hungary’sexport volumes, then a brief summary of the conclusions
is given.

Factors affecting the supply of exports

On the basis of time-series of the period between 1970-1983,™ no price effects can
be found in the development of the export supply. This may stem from two causes. On
the one hand, the realized export volume may actually be different from the supply of
exports. During the period under consideration there have been years when the supply
of Hungary’s exports exceeded the demand for Hungary’s exports and, consequently,
the realized export volume reflected the demand for, and not the supply of exports. To
identify the export volume with both the supply of, and the demand for, exports at any
time, i.e. to assume an equilibrium for each year, is a rather questionable course;*

* The analysis, in all of the cases, is based on power finctions set up between the base indices of the
various time-series. This is the method that makes possible the setting up of the simplest demand and supply
functions with constant elasticity. Data used in the regression analyses can be seen in Table 8.
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however, in most of the cases no other possibilities are available, therefore this method
has internationally been accepted. The other reason, which is likely to play an
important role in awareness of the features of Hungary’s economy, is that the ratio of
export prices in forint terms relative to domestic prices actually did not have any
influence or, owing to its weakness, it was offset by the stronger influence of other
factors. These factors include, first of all, the time component (which represents all the
factors correlating with time) and domestic demand. There is only one supply function
the result of which is acceptable from both mathematical-statistical and theoretical
points of view:

(1) EXPQ = 0.977- 100033T-D O D 0406

where  EXPQis export volume,
T is time,
DOD is domestic demand.

(The most important mathematical-statistical features of the function are as
follows:

Ilg EXPQ = -0.01 + 0.033T - 0.406 g DOD
(0.003)  (0.190)

R2=0.9759; Standard Error of Estimation (SEE) = 0.0192

serial correlation of residuals = 0.1567)

This function shows that, apart from trend effect, in the period between
1970-1983 a decrease by 1 percent in domestic demand was accompanied by an
increase of 0.406 percent in export volume.

When bringing the export volume into connection only with time, i.e. calculating
a simple trend, the resulting function also has a satisfactory explanatory force:

(2) EXPQ = 0.940-100029T
(lg EXPQ = -0.027 + 0.029T
(0.002)

R2= 0.9649; SEE = 0.0222;
serial correlation of residuals = 0.0332)

The trend implies a 6.9 percent annual growth rate (100029 = 1.069).
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As for Eq. (1), the -0.406 elasticity of domestic demand is difficult to rely on in
practice since the factors represented by the other variable of the function, i.e. the time
variable, can only be identified with considerable uncertainty. However, the important
role of domestic demand in the development of export volume is well characterized by
the fact that, according to calculations, there is no meaningful relationship involving
two explanatory variables between the variables of export volume on the one hand,
and of time and export prices or time and export prices relative to domestic prices on
the other hand, similar to Eq. (1). No relationship involving three explanatory
variables has been found either which would rely on the variables of time, some kind of
price and domestic demand as explanatory variables. The mathematical-statistical
analysis suggests that in the supply function of exports only domestic demand can be
viewed as explanatory variable beside the time variable, namely, its increase reduces while
its decline increases the export volume.

Excluding the time variable from the analysis, no relationship appears between
the ratio of export prices in forint terms relative to domestic prices and the export
volume even if we replace the export volume with the ratio of export volume relative to
GDP. However, there is a relationship between export prices and export volume:

(3) EXPQ = 0.916 EXPP1664
(IgEXPQ = -0.038 + 1.664 Ig EXPP
(0.287)

R2 = 0.7533; SEE = 0.0588;
serial correlation of residuals = 0.5062)
where EXPQ is the variable of export prices.

Since inserting the time variable into Eq. (3) yields no acceptable relationship,
while the time variable alone provides a relatively good explanation for the export
volume compared to export prices (see Eg. (2)), it seems that the existence of Eq. (3)
can only be attributed to a relatively strong correlation between the time variable and
both the export volume and export prices; therefore Eq. (3) reflects a coincidence
rather than a casual connection. All these make the following statement justified: on
the supply side no price effects can be observed in the development o f the export volume
(which means, at the same time, that no exchange rate effects can be observed, either).
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Factors affecting the demandfor exports

From among the demand functions, the relationship involving two explanatory
variables, which brings the export volume into connection with a ratio of world market
prices (i.e. the average of export prices of industrial countries and of non-oil exporting
developing countries) relative to Hungary’s export prices and an indicator reflecting
the expansion of partners’ markets, has led to satisfactory results, both mathematically
and theoretically.

(4) EXPQ = 1.04+(RWP —)* 513+(CON —)0966
(Ig EXPQ = 0.018 + 1513 Ig (RWP-) + 0.966 Ig (CON-)
(0.647) (0.278)

R2 = 0.8942; SEE = 0.0404;

serial correlation of residuals = 0.0962)

where

(RWP ) is the ratio of the average of the export price indices of industrial countries
and of non-oil exporting developing countries relative to Hungary’s export
price index, with a one-year lag;

(CON ) is an indicator of partners’ market expansion, with a one-year lag.

According to Eq. (4), a decrease by 1 percent in Hungary’s export price index
relative to that of the “world” is accompanied by an increase of 1.5 percent in
Hungary’s export volume in the following year, provided that the partners’ markets
have not expanded; an expansion by 1 percent of the partners’ markets is
accompanied, in turn, by an increase by 1 percent in Hungary’s export volume in the
following year, provided that relative prices are unchanged.

If no time-lag is applied to the indicator of market expansion, the results are still
acceptable in a mathematical sense but the price elasticity of exports is lower by 0.3
percentage points compared to the previous case, i.e. 12 percent, while its
responsiveness to market expansion is higher by 0.3 percentage points, i.e. 1.3 percent.

Beside these two above mentioned functions, other demand functions with two
explanatory variables also indicate that ajoint improvement in the price-competitiveness
of exports and in market expansion by 1 percent results in an increase by about 2.5
percent in the export volume but the effects of the twofactors cannot be unambiguously
separated.

As an approximation, in the following function, which seems to be the most
acceptable from a theoretical point of view, the average of the indices of price-
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competitiveness and of market expansion of the respective and the previous year is
used as explanatory variable for each year.

(5) EXPQ = 0.94 REXA1218 CONA1138
(Ig EXPQ = -0.027 + 1218 Iy REXA + 1.138 Iy CONA
(0.619) (0.305)

R2 = 0.9172; SEE = 0.0357,;
serial correlation of residuals = 0.5637)

where

REXA is the average of the respective year’s and the previous year’s real effective
exchange rate indices calculated with export prices;

CONA s the average of the respective year’s and the previous year’s value of the
indicator for market expansion.

In Eqg. (5) the elasticities are 1.22 and 1.14for price-competitiveness and market
expansion, respectively.

Bringing price-competitiveness into connection with nominal devaluation, it must
be noticed that, owing to its effect on domestic price increases, a devaluation by 1
percent does not provide an opportunity for reducing export prices in foreign currency
terms, i.e. to improve price-competitiveness, at the same rate. Once it is accepted that,
as pointed out in the second part of this paper, a devaluation of the forint by 1percent
leads to an increase by about 0.64 percent in Hungary’s domestic prices, an
improvement of price-competitiveness by 1 percent needs a devaluation by 2.8
percent* which, in turn, results, with other conditions unchanged, in an increase by
1.22 percent in the demand for exports as shown by Eq. (5).

Summary of the computations

As it was shown in the discussion above, the mathematical-statistical analysis of
the time-series of the 1970-1983 period has not succeeded in identifying links between
the ratio of export prices in forint terms relative to domestic prices and the supply of
exports. In terms of the scheme on Fig. 1, as for the supply side, the exchange rate effect
is rather weak in the first link while it does not even appear in the second link.

* As ldivided by 1-0.64 equals 2.8.
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On the demandside of exports the situation isjust the opposite. Though the effects
of exchange rate adjustments on the cost-competitiveness of exports are easy to
understand logically, in the case of Hungary, as testified by mathematical-statistical
computations, a change in cost-competitiveness does not exert any influence on theprice-
competitiveness ofexports. As for Hungary, improvement of the price-competitiveness
of exports depends basically on the situation in external markets: in the case of
outstanding prosperity Hungarian exporters can pursue a tough pricing behaviour,
otherwise they cannot. On the demand side, however, price effects appear in the second
link; as presented above, there is a link between the demand for, and the price-
competitiveness of, exports even if the elasticity of demand is rather low. Moreover,
the demandfor exports depends on the external market situation as well.*

To summarize the results of the computation, it can be concluded that, according
to the experiences ofthe last decade and a half, the demandfor imports has been inelastic
to prices but elastic to incomes in Hungary while, asfor exports, the role ofexchange rate
andprice effects has been surpassed by that ofthe domestic demand on the supply side as
well as by the impacts of the situation in external markets on the demand side.

Summary statements

In the open economy of Hungary, especially since the 1980 price reform, domestic
prices have been characterized by high responsiveness to foreign trade prices. As
computations aimed at quantifying the effects of exchange rate adjustments of the
forint show, in the period under consideration a devaluation by 1percent resulted in a
0.64 percent increase in the domestic price level. At the same time, exchange rate
adjustments only had moderate influence on the profitability proportions between
domestic and export sales as well as between the competitive and non-competitive
sectors of the economy. We have pointed out that, similarly to many other countries,
the inflationary target is one of the most important policy targets in Hungary;
however, its control, in line with the prevailing system of economic management,
follows a quite different logic compared to Western economies. Hungary’s economic
policy, unlike that of the Western countries, determines the inflationary target not by
setting out from the monetary side but in the process of establishing the main
proportions of the economy (e.g. domestic demand—export, productive sector—

* Finally, the mathematical-statistical analysis ofthe import volume and the related factors prove that
prices have no effect at all while the effects of relative prices are very weak; the influence of domestic demand
and national income exert on import volume is far stronger. As mentioned above, the publication of
numerical results is not possible in the framework of this article.
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infrastructure, industry—agriculture, private consumption—nominal wages, etc.).
These main proportions involve a given set of relative prices, and it is of vital
importance that exchange rate policy be in line with price policy targets. Within the
period under consideration, the forint was revalued when Hungary’s foreign trade
prices in foreign currency terms were rapidly increasing, i.e. up to the second half of
1981, while it was devalued in the period of declining foreign trade prices, i.e. beginning
with mid-1982, in order to ensure that export and import prices in forint terms be in
line with the targets of domestic inflation and of the structure of relative prices.
From the point of view of foreign trade, price and exchange rate effects appear in
the competitiveness reflected by the price and cost conditions of the economy. On these
effects the analysis of the real effective exchange rate indices of the forint can provide
some information. On the basis of our computations, Hungary’s competitiveness
improved in the 1977-1979 period while it fell back to a great extent between 1980 and
1981, then slightly deteriorated in 1982, though it started to improve during that year
and this trend has been continuing since then. A detailed analysis presented in the final
part shows that, owing to the features of Hungary’seconomy, the tough or soft pricing
behaviour of exporters is determined by the export markets rather than by the
development of relative costs. The mathematical-statistical analysis suggests that in
Hungary, as for exports, the price and exchange rate effects are surpassed by the effects
ofdomestic demand control on the supply side as well as by the impacts ofthe situation
in export markets on the demand side while, as for the demand for imports, its price-
elasticity appears extremely weak, while its income-elasticity is rather high.
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BEHIMEPCKAA MONMNTUKA BAMIOTHbLIX KYPCOB
B 80-blE IrOAbl

. TAPAGALL 0. CABO

B Hayane cTaTbW MOKa3blBaOTCA M3MEHEHUS YPOBHA Kypca (hOpUHTa, a TakKe Kypcbl BaXXHEHLLMX
Ba/lOT HO OTHOLWIEHMIO K (OpuHTY B nepuof 1980—84 rr. 3aTem paccMaTpuBatoTcs 0CO6EHHOCTU
BEHIEPCKON HOMW MKW BaNtOTHBIX KypCOB, BHYTPEHHER CUCTeMbI LieH U UX perynnposaHns B 80-ble rofbl.
ABTOpbl KOHCTaTUPYIOT, YTO B YCNOBUAX BEHrepckoi OTKPbITOW 3KOHOMWKM — 0CO6eHHO mnocne
nposefieHns pedopmbl UeH 1980 r. — Ans BHYTPeHHWX LeH Oblna XapakTepHa BbICOKas CTeneHb
YyBCTBUTE/IbHOCTUN K BHELLIHETOPrOBbIM LieHaM. 13 conocTaBneHunst 3KCNOPTHLIX N UMMNOPTHBIX Ba/IOTHBIX
LieH BUAHO, YTO AeBanbBaLus Ha 1% Bbi3blBana NOBbILLEHWE BHYTPEHHErO YPOBHA LieH NPUOAN3NTENBHO Ha
0,64%. B TO e BpeMs U3MEHEHWUs KypcoB — OMATb Xe B pe3y/bTaTe LEHOBOro MexaHu3Ma — NuUllb
OrpaHNYeHo BAUANM Ha PeHTabenbHOCTb MPOU3BOACTBA U IKCMOPTA, a TakXKe Ha MPOMNOPLUN BHYTPEHHEN
peHTabenlbHOCTN KOMMCTUTUBHBIX U HEKOMMETUTUBHBIX CEKTOPOB. ABTOPbI HaMOMWHAIOT, YTO XOTA U B
BeHrpuy 0AHOM 13 BaXHENLWMNX Lieneil IKOHOMUYECKOW MOMNTUKN ABNAETCA YCTaHOBMEHME AOMYCTUMbIX
TEMNOB WHMNALWUW, ee perynmpoBaHMe — B COOTBETCTBUW C CYLLECTBYIOLLE/ CMCTEMOI ynpaBneHms
9KOHOMUKOWA TpebyeT COBCEM MWHOW NOTUKW, YeM B 3anafHOM mupe. BeHrepckas 3KOHOMMWuecKas
N0/ rvka onpefenseT TeMnbl MHBAALMN He C AeHeXHON CTOPOHbI, & B NpOLIecce onpeaeneHns BeXHeLWnX
NponopLuiA 3KOHOMUKYM (BHYTPeHHee NoTpebneHre — IKCNopT, NPOU3BOACTBEHHAA chepa — MH(PACTPYK-
Typa, MPOMbILLNEHHOCTb — CeNbCKOe X03AACTBO, NOTpebNeHne — HOMUHaNbHas 3apnnata u T. 4.). 3t
OCHOBHble MPOMOPLMN COAEPXaT U LieHOBble NMPOMOPLUW, U A8 BEHTepCKON 3KOHOMUKW 4pe3BblHYaiiHoO
Ba)XXHO, 4YTOObI MO IMKa BaNtOTHLIX KypCcOB COOTBETCTBOBaNa Obl MOAWUTWKE LieH, COCTaBAAIOLLEN YacTb
9KOHOMUYECKON MNONUTWKU. B paccmaTpuBaemblii nepuof [0 BTOPOWA MOAOBWMHbI 1981 r. — npm
BO3pacTaloLMX MHAEKCAX BaMOTHBIX LieH B BEHT epCKOI BHELUHE TOprosne — Npoucxognna gesanbaaLums
(hOpMHTa, a HauMHas CO BTOPOW MNONMOBWMHLI 1982 . — MpW CHWXKEHUWN BaNlOTHbIX WHAEKCOB LieH
[ieBanbBaLus, 4Tobbl TeM CaMbiM CMOCOGCTBOBATH MPUCMOCOGNEHNIO 3KCMOPTHBIX W MMMOPTHBIX LEH B
(hOpPMHTaX K HamMeyaeMbIM TeMMam BHYTPEHHel MHMAALMM 1 U3MEHEHMAM MPOMOPLMIA LieH.

BTpeTbeil YacTu cTaTbh aBTOPbI pacCMaTpPUBalOT KOHKYPEHTOCMOCOBHOCTL BEHIEePCKOro aKenopTa
B OTHOLUEHMW 3aTpaT W LeH. Beab BO34eWCTBMA LEH W BaNlOTHbIX KYPCOB C TOYKW 3PEHWS BHELLHEN
39KOHOMWKMN MPOABAAIOTCA B KOHKYPEHTHOCMOCOGHOCTMW, OTpaXatolieiics B OTHOLUEHMAX LieH W 3aTpaT
9KOHOMMKM. STN BO3LENCTBUS MOXHO NOKa3aTb C MOMOLLbIO aHann3a peanbHbiX 3Q(eKTUBHbIX MHAEKCOB
Ba/IlOTHbLIX KypcoB (hopuHTa. o pacyetam aBTOPOB, KOHKYPEHTOCMNOCOBHOCTb CTpaHbl B 1977—1979 rr.
ycununacb, a B 1980—81 3HaunTenbHo, B 1982 r. — B MeHbLUEl CTENeHU MOHM3UNACh, OfHAKO YXe B
cepeanHe 1982 r. Hayanacb TeHAEHLUMSA K MOBbILLEHWIO, KOTOPas NMPoAo/mKanach U B NOCnefHMe fBa roja.

M3yueHue onbiTa 1970-X rofoB faeT BO3MOXHOCTb CAenaTb BbIBOA, UTO K 1979 I. peanbHblii Kypc
(hOpMHTa AOCTUT HepeanbHO BbICOKOrO YPOBHS. [03TOMY O CU/bHON peanbHO peBanbBaLum, NponcLLes-
LUeii B cBA3W ¢ pedpopMoii LieH 1980 . MOXHO CKasaT b, YTO OHa MO CYTW fiena «MNoXepTBoBana» peanbHoM
[ieBanbBauuei — ynyylleHnemM KOHKYPEHTOCMOCO6HOCTY — NpeablayLimX neT. A peanbHYH0 peBanbBaLuio
1981 r. MOXHO CBf3aTb C COCTOSHMEM MWUPOBbLIX Ba/lOTHLIX KYpPCOB (YCW/IEHWEM fi0finapa).

B nocnefHein yacTu cTaTby aBTOpPbl NMPUBOAA! PErpeccMoHHbIE pacyeTbl CMpPoca W MpeanoXkeHns
BEHrepcKoro akcropta. 1o pacyetam aBTOPOB, MOBEfEHNE BEHIEPCKUX 3KCNOPTepoB B 06/1aCTU LieH —
TBEPAOCTb UMW MAT KOCTb LieH — ONpefieNnseT CKopee KOHbIOHKTYpa MUPOBOr0 PbIHKa, 8 He OTHOCUTENbHbIE
n3fepXKKN. PesynbTaT MaTeMaTUKO-CTaTUCTUYECKOrO aHann3a MOXHO COopMynumposaTb Tak, 4TO B
BeHrpun Ha 06beM 3KcnopTa CuibHee BO3[eWCTBYET CO CTOPOHblI NPeAnoXeHUs perynnposaHue
BHY TPEHHeV NOKynaTenbHOR CNoCO6HOCTM, @ CO CTOPOHbI CMPOCa — KOHBIOHKTYPa BHELLIHWX PbIHKOB, YeM
3((eKTbl B/IIOTHBLIX KYPCOB U LIEH, & CNPOC Ha UMMOPT He 3/1aCTUYeH HY N0 OTHOLLEHUIO K LieHaMm, H1 Mo
OT HOLLEHWIO K J0XO0faM.
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PRODUCTIVITY GROWTH AND ITS SLOWDOWN
IN THE HUNGARIAN ECONOMY

Z. ROMAN

The level of development of the Hungarian economy has come closer—in the last 3-4
decades—to the average of the developed Western countries, but the economic and productivity
growth in Hungary has shown a significant slowdown beginning with 1979, similarly to the other
socialist countries. The author analyses the explanatory factors of this slowdown and also points out
that the difficulties of the Hungarian economy began to cumulate already from 1974 on. In the last
15-20 years the growth of productivity was about average relative to the developed Western
countries, the developing and the European socialist countries, while its slowdown after 1979 was
slower than average at the same time, the technological standards of products and production as well
as the structural adjustment of the industry are unsatisfactory and international competitiveness of
the economy is weakening. This is the main cause of the deceleration in the growth of productivity.

The article also analyses the other causes of the deceleration of productivity growth and the
possibilities of acceleration. The liquidation of unprofitable or less profitable enterprises and
abolition ofsuperfluous workplaces would allow a rapid and spectacular growth of productivity, but
the maintenance of full employment makes a slower process desirable. Resolution of the
contradictions between the first and the second economy, a purposeful program for improving
productivity and raising the value added, efforts at a faster structural adjustment may help to
strengthen the competitiveness of the Hungarian economy and gradually accelerate growth also with
full employment.

In every country, and almost without exception in every period, the main source
of economic growth is the increase of labour productivity. The slackening of growth,
stagnation or decline are, though not always yet normally, similarly entailed or at least
accompanied by a slowdown in the growth of productivity. Besides, the development
of productivity and wage cost per man-hour are crucial factors determining the
competitiveness of a given country. Consequently, it is not surprising that the
slackening growth of productivity, everywhere observable after 1973 in the advanced
industrial countries, as well as the differences by countries in the degree of this
slackening, got into the focus of attention of economists and economic policy makers.

The slowdown of economic growth and productivity also came in the socialist
countries including the Hungarian economy, though with about a five-year time lag.
Although economic and productivity growth are no longer considered to be exclusive
“success indicators” suppressing other phenomena of development and conditions
affecting the future, their importance still remains outstanding from the viewpoint of
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assessing the performance, the capacity and chances of social advancement of the
countries. In this paper | give an overview on the postwar development of productivity
in Hungary, then | present some international comparisons and look for the factors
explaining the productivity slowdown and the possibilities for an acceleration of the
growth of productivity.

The postwar development of productivity in Hungary

Statistical data show that in 1948 the Hungarian national income had already
reached the prewar level (of the year 1938) and continued to increase at a high rate.
These data give a correct indication of the basic trends, yet they should be treated with
particular caution. The methods of computing national income were namely changed
in the meanwhile and the mere conversion of the Peng6 and Forint prices to identical
price level isa source ofa great deal of uncertainty. (The data published had repeatedly
been corrected earlier by the Central Statistical Office itself.) I will therefore study the
years after 1950, describing the beginnings and ends of periods by 3-year averages. (In
this way we can avoid the substantial influence upon the value of the average rate of
simple exceptionally good or bad years.)

Table 1

Growth of the Hungarian economy and its sources between
1950/52 and 1982/84 (percent)

Contribution of factors to the growth of

Indi Annual rate
ndicators of growth national per capita labour
income national income productivity
National income 5.03 100
Population 0.38 8
Per capita national income 4.65 (92) 100
Employment 0.36 7 8
Ratio of active earners in the
sphere of material production -0.15 -3 -3
Number of active earners in the
sphere of material production 0.59 (12) (13)
Labour productivity 4.44 (88) (95) 100
Substitution of labour
by capital 1.52 30 32 35
Total factor productivity 2.92 58 63 65

Source: Hungarian Statistical Yearbooks.
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In the third of a century from 1950/52 to 1982/84, the annual growth rates in the
Hungarian economy was as follows: national income 5.0 percent, per capita national
income 4.6 percent, labour productivity 4.4 percent, total factor productivity (national
income per labour and capital) 2.9 percent per annum. In the whole of this period, the
increase of the national income can be attributed to the different factors in the
following percentual proportions:

— 8:92 to the growth of population and of per capita national income,

— 12: 88 to the growth in the number of active earners and labour productivity,

— 42: 58to the change in the increase of total factor inputs (labour and capital)
and total factor productivity.

With respect to the whole period 96 percent ofthe increment ofper capita national
income originated from the growth oflabour productivity and only 4 percent from the
increase in employment in the material production. In the sub-periods these
proportions were as follows: 83: 17 in the fifties (1950/52-1960/62), 90: 10 in the
sixties (1960/62-1970/72) and + 120: - 20 in the seventies (1970/72-1980/82). Thisisa
sort of a reflexion of the so-called extensive and intensive growth. Considering the
whole period, one third of the growth of labour productivity can be attributed to the
substitution of labour by capital, and two thirds of it to the increase of total factor
productivity.*

In a previous paper [1] I also tried to quantify the impact of a number of another
set of factors of the growth which labour productivity underwent between 1950 and
1970. Carrying this computation on till 1980 remarkable differences appear at two
points: the structural impacts—owing mainly to the changing proportions of
agricultural and industrial employment—diminished while the role of substitution of
labour by capital increased. According to this computation the different factors
account for the following percentages of the growth in labour productivity between
1950 and 1980:

economies of scale 12 percent
increase of qualification (skills) 15 percent
structural impacts 21 percent
substitution 33 percent
other factors 19 percent

The above proportions are near to the results of similar computations for other
countries. With respect to the last decade, however, the roles of demandand of external

* | assume the substitution of labour by capital to be equal to the difference between the growth rates
oflabour inputs and total factor inputs (labour inputs + fixed capital inputs) (see [2] Chapter 10). | am going
to revert to some aspects of the interpretation of data and computations, in particular in respect of the last
decade.
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Table 2

Growth ofthe Hungarian economy and changes in its factors
in different partial periods

Difference between

Annual growth rate, percent partial periods :

Indicators 1950/52- 1957/59- 1966/68- 1976/78- 1950/52- 12 32 43
1956/59 1966/68 1976/78 1982/84 1982/84 in percentage points
National income 5.4 5.6 6.1 2.0 5.0 0.2 0.5 -4.1
Population 0.6 0.3 0.4 0.2 0.2 -0.3 0.1 -0.2
Per capita national
income 4.8 5.3 5.7 18 4.6 0.5 0.4 -3.9
Employment 0.5 0.5 0.6 -0.4 0.35 0 0.1 -1.0
Ratio of active
earners in the sphere
of material produc-
tion 0.3 -0.1 -0.3 -0.5 -0.15 -0.4 0.2 -0.2

Number of active earners
in the sphere of

material production 14 0.7 0.7 -0.7 0.6 -0.7 0 -1.4
Labour productivity 4.0 4.9 5.4 2.7 4.4 0.9 0.5 -2.7
Output/fixed capital

ratio 0.1 0.7 -0.4 -3.6 -0.6 0.6 -1.1 -3.2
Substitution of labour

by capital 0.8 13 2.0 19 15 0.5 0.7 -0.1
Total factor

productivity 3.2 3.6 34 0.8 2.9 0.4 -0.2 -3.2

Source: Hungarian Statistical Yearbooks.
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economic relations, which increased considerably in the 1960s and 1970s, deserve
special analysis.

Let us first review, however, the growth trends of productivity in different stages
of the period under study. Following rather the events of the Hungarian economic
history than round periods of 5 or 10 years, four partial periods will be delimited by the
years 1957/59, 1966/68, and 1976/78. In this way the subperiod subsequent to
reconstruction, that before and after the-reform of economic control, and the one
subsequent to the slackening of growth can be studied. This delimitation is
nevertheless conditional as, for example, it can be shown that the causes for the post-
1978 deceleration and slackening of growth go back to many years earlier. V. Nyitrai
presents convincing evidences of the above in her book [3] published in 1983.

According to our data (see Table 2) the growth rates of total and per capita
national income as well as of labour productivity were equally high and even somewhat
accelerating in the first three subperiods. Our indicators show a more marked growth
of labour productivity in the period after the introduction of the reform in 1968, but
also show that this was accompanied by a decrease in the output/capital (fixed assets)
ratio and an increasing substitution of labour by capital. (It would give a similar
picture if the post-reform subperiod were closed with the years 1972/74.) The above,
however, are too little to evaluate the reform, because 1) we ought to take into account
also other, later and not quantifiable impacts, and 2) we cannot tell what values these
indicators would have shown without the introduction of the reform.

After 1976/78 essential changes became apparent ; the number of active earners in
the productive sphere of material production decreased by 1.4 percentage points and in
the course of the, first intentional and thereafter inevitable, deceleration of growth the
labour productivity growth rate decreased by 2.7 percentage points, the above together
cut back the growth rate of the national income to one third of its earlier value. The
output/fixe capital ratio robustly decreased (by 3.2 percent per annum) while total
factor productivity was only slightly increasing. (Beside the diminishing utilization of
capacities and structural impacts, this probably also reflects that the valuation of the
old and new fixed assets is only approximately brought to the same level by the
Hungarian price indexes and the increase of fixed assets is probably overvalued in the
volume indicators.) Although in the period after 1978 a new orientation was applied in
economic policy, one paying more attention to realities and targeting the steady
carrying on of the reform of economic control and management, a substantial
slackening of the growth rates of the economy and of productivity was inevitable.
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The last decade, and some methodological
problems

Figure 1shows the growth of national income and labour productivity in the years
between 1980 and 1984. It indicates the fluctuations at the beginning of this period, the
impact of 1956, the subsequent lasting growth and then, after 1978, the decline of the

previous trend line. The fast increase of industrial production, amounting to a yearly
average of 7 percent, was the motor of growth. The national income produced by
agriculture hardly increased, the productivity indicators of agricultural activity,
reckoning with net output show only a moderate growth in spite of a considerable
decrease of employment. At the same time, the increase of gross agricultural output
was a substantial contribution to the supply of the population and proved to be
extremely important from the viewpoint of the balance of foreign trade. As shown by
Figure 2, after 1978 the growth of production and—to smaller extent and with strong
fluctuations—of productivity decelerated also in industry. A slight increase of labour
productivity—along with an increasing rate of substitution of labour by capital, a
diminishing ratio of output/fixed capital and a slower growth rate of total factor
productivity—could not compensate for the decrease in industrial employment.
However, the evaluation of the past decade cannot dispense with involving further
indicators in the scope of our analysis. (See Table 3).
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1974
National income produced 5.9
Labour productivity 6.2
Total productivity 2.3
Domestic use of national income 12.7
Per capita real income 6.2
Real wages 5.6
Consumer price index 18
Volume of investment 4.0
Volume of exports 35
Volume of imports 175
Change in terms of trade,
total -7.5
in covertible currencies*3 -14.8

in non-convertible currencies +0.4

Balance of foreign trade,
total -24.7
in convertible currencies*3 -28.0
in non-convertible currencies +3.3

Source: Hungarian Statistical Yearbooks
aPreliminary data, partly estimated

~Including data of trade with socialist countries accounted in convertible

Table 3

Main economic indicators of the years 1974-1984

1975

6.1
6.4
4.3
6.4
4.4
3.8
3.8
8.9
4.8
5.7

-7.1
-7.0
-8.8

-38.5
-23.6
-14.9

1976 1977

1978 1979

1980

1981

Change over the year before (percent)

3.0 8.0
34 8.9
0.8 6.5
1.2 6.2
0.8 4.9
0.1 3.8
5.0 3.9
-0.1 12.7
8.1 12.7
3.8 8.6
+2.2 -3.4
+6.5 -3.8
-2.1 -3.0
-23.5 -28.4
-14.7 -23.6
-8.9 -4.8

4.2 1.9
4.7 2.1
2.5 -0.2
10.0 -5.8
2.9 -0.2
31 -1.7
4.6 8.9
4.9 1.0
15 12.5
12.6 -3.3
-0.6 -1.8
0.8 -1.2
-2.3 -1.8

billion forints

-59.8 -25.0
-42.8 -10.3
-17.1 -14.7
currencies

-0.8
0
2.2

-1.7
0.4

-1.6
9.2

-5.8
0.9

-1.2

+0.4
+1.6
-1.1

-18.2
-0.9
-17.3

2.5
4.1
17
0.7
2.9
11
4.6
-5.1
2.6
0.2

-0.8
2.2
-3.9

-12.9
+1.1
-14.0

1982

2.6
2.9
1.2
-1.1
0.9
-0.7
6.8
-2.2
7.2

-2.2
-1.1
-3.2

+1.4
+19.7
-18.3

1983

0.3
0.9
0.3
-2.7
11
-3.2
7.4
-2.7
9.5
4.0

-2.6
-2.4
-2.7

+13.2
+27.8
-14.6

1984a

2.8
3.8
13

1.0
-3.0
8.3
-6.5

-2.3
-2.4
-2.2

+25
+29
-4

ONINIMOVS S1I ANV HLMOUO ALIAILONAOYd ‘NYINOY Z
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A few years ago the 1970s were called by a quite a few prominent Hungarian
economists the golden age of the Hungarian economy. By now it is generally
acknowledged that our present troubles go back to the early 1970s. A look at Table 3
first shows the marked fluctuation in the growth and domestic use of national income.
In 1974 and 1975 the Hungarian economy suffered grave losses in its terms of trade,
and the balance of foreign trade showed substantial deficits year by year after 1974, the
biggest one just in 1978. The use of the national income nevertheless increased at a
higher rate than its production—on the account of foreign credits. In another paper [4]
I showed in detail how our economic policy lagged behind in the learning process in the
adjustment to external conditions. Not before 1978 did it realistically face our situation
and chances; that was the time when an economic policy of new orientation, reckoning
with all that, was commenced. The accomplishment of the objective set in the first
place: the restoration of external economic equilibrium was successful after 1978, but
at a rather high price. Full employment was maintained, even some growth was
achieved, however, inflation intensified, investment and real wages had to be strongly
curbed and, through the many operative interferences, the functioning of economic
control as a system and, consequently, the confidence and initiatives of companies
were weakened.

Employment in material production has decreased as a lasting tendency, i.e.,
labour productivity has been growing faster than the national income itself. But this
alone does not tell us much. The growth rate of productivity fluctuates, it is below its
previous value, and up to now it has failed to produce the surplus whereby, with the
sacrifices made for the sake of equilibrium a sensitive restriction of consumption and
investment could not be avoided. The plan for 1985 and some variants of the 7th five-
year plan for 1986-1990 under elaboration promise this, but their foundation is not
ensured yet.

Before attempting to draw up a final balance of the post-1974 performance of the
Hungarian economy, it is needed to consider a few methodological problems, too.

All the post-war indicators quoted in this paper with respect to the Hungarian
economy are based on official and published statistical data. Some corrections were
only made by myself in the time series of active earners (see [5] pp. 242, 243).

Since the 1970s the Hungarian Central Statistical Office has published data beside
the national income also ofthe GDP. The differences have increased in recent years but
are not essential ifa longer period of time isconsidered. For example between 1972 and
1982 the annual growth rates were 3.9 percent for national income and 4.1 percent for
GDP. In order to maintain the continuity of the time series, | continue to use in this
paper the index numbers of national income with respect to the Hungarian economy.*

* The difference between sectoral gross and net output indexes is increasing, usually in favour of the
net indexes, which needs in depth analysis for an explanation.
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Indicators showing the development changes in total factor productivity
“complex efficiency” are not published regularly, but they have been lately computed
and periodically published by the Statistical Office. The weights used for the
combination oflabour and capital inputs are somewhat different in their computations
from those applied by me (there a coefficient of similar order of magnitude is used for
weighting not the gross but the net value of fixed assets, and this results a smaller
impact of the changes in capital inputs in the aggregate index). This is worth noting
because, when the difference between the growth rates of labour and capital inputs
increases (as it can be observed in the present stage, owing to the decrease of labour
inputs), then the selection of weights becomes more significant. (It can produce
significantly different results, capital-intensive sectors.) As | believe that the capital
input weights employed in by the CSO are underestimated (by the way, this is now a
point of debate), | have not changed my original weighting method.

There are two further questions which deserve thorough consideration. The first
one is the following: the growth and productivity indexes will be calculated by
definition, at constant prices and, therefore (as long as we do not change over to the
price base of another year), our indexes do not reflect the occasionally important and
broad impacts of changes in relative price. | mean first of all the losses and gains
originating from changes in the terms of trade. For the moment, it is an open problem
how such losses could be recorded in growth and productivity accounting. The
significant terms-of-trade losses suffered in the past decade decrease the annual
average growth rate of the Hungarian national income by 1to 1.5 percentage points
and similarly affect the values of labour and total productivity indexes.

The worst terms-of-trade losses were suffered in 1974 (—7.5), 1975 (—7.1) and in
1977 (—3.4 percent). A correction corresponding to these values would decrease the
growth rates of the respective years by 2 to 3 percentage points and would corroborate
the conclusion that the problems manifest in the growth appeared not in 1978 but several
years earlier, and their effects have been felt since that time. The roots of our
contemporary problems go back to those years, to forced growth and to delayed
adjustment to world economic changes. The above correction of productivity
indicators would also modify the data quoted for the periods before and after the
reform (in Table 2), in favour of the pre-reform subperiod. It would, however, be
unreasonable to make any inferences from this: external changes have no relationship
with the reform, moreover, the delay of internal adjustment can partly be deduced
from economic political causes and partly from the controversial implementation of
the original principles of the reform.

These corrections of growth rates also concern international comparisons,
especially when the changes in the terms of trade are of opposite signs or of strongly
different degrees in the countries compared. Either by correcting the growth rates or by
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taking these changes separately into account (in the framework ofan analysis based on
a system of index numbers), the negative implications for the evaluation of the
performance of the Hungarian economy in the last decade are not negligible. All the
more, as we know very well that (even if it is difficult to quantify) that a considerable
part of the terms-of-trade losses derived not from the higher energy and raw material
prices but from the fact that, owing to the poor competitiveness of the Hungarian
products, we could not achieve but lower export prices.

It is a further factor to be taken into consideration that, describing the
development of labour inputs with the data of active earners, the change in per capita
working hours was not taken into account. In the period after World War Il there was
a significant decrease in Hungary in both the number of per capita legal working hours
and in the working time spent on household work, while labour inputs increased in the
secondary economy. On a longer range these changes mostly compensated for each
other, on the average, however, leisure time actually increased, whereas in recent years
the activities in the second economy are found to have increased (and also unregistered
employment has gained ground).

The number of active earners decreased in agriculture, according to statistics,
from 2.13 million to 1.04 million between 1950 and 1980. At the same time, however,
a) about one-third of those employed in agriculture perform non-agricultural
activities, b) more than 40 percent of the population live in households engaged in
auxiliary (complementary) agricultural activities. According to a study of the Central
Statistical Office the number of working hours spent on agricultural activities by non-
agricultural employees and their dependants was in 1976-77 more than the working
hours of the total number of agricultural employees. The article by V. Nyitrai, [7]
quotes that in 1.5 million household plots and auxiliary farms 4.5 million persons
spend a total of yearly 2.7 thousand million working hours which is equal to the
activities of 1.2 million full-timers. As far as the building industry is concerned, most of
the dwellings and family homes are built by the families themselves. Lately, a
particular form of activity, performed after official working hours, namely, the
enterprise business partnerships (“intrapreneurial groups”, workteams), has gained
ground also in industry. In the (state-owned) industry already some 120,000 people
participate in this system. Their share in the total performance is also raised because,
according to all estimates, their productivity is far above that of work done in full-time
work (our study [8] shows it to be by about 50 percent higher on the average).

The output of work performed in the second economy is recorded by statistics
within the given limitations, but there is much more uncertainty about the labour
inputs in this field, especially with respect to agricultural and construction industrial
activities. Simultaneously, the industrial activities of non-industrial organizations also
increase (and have already reached 12 percent). Thus records based on the sectoral
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classification of the different enterprises show increasing differences from records
according to activities. In more than 10 percent of the agricultural cooperatives not
only the bigger part of profit, but also more than 60 percent of the income originate
from non-agricultural activities. (These are in fact conglomerates.) All the above warn
that great caution is required in computing and assessing sectoral productivity index
numbers activities. It also suggests that, in periods when activities in the second
economy markedly increase, the growth of productivity might be overestimated in our
indicators—unless this is balanced by a decrease of the legal working hours in such
periods; furthermore, by the poorer utilization of working time and lower labour
intensity in full-time work. This is a relationship deserving further research and, in the
meanwhile, due consideration.

What do international comparisons reveal?

In the 1950s and 1960s the growth rate of labour productivity was higher in the
Hungarian economy than in the average of advanced industrial countries, but it fell
below or showed little difference from a good many advanced countries (in Europe:
Austria, France, the FRG, Italy), and the South-European countries. As shown by the
analysis of the Secretariat of the Economic Commission for Europe [9], pp. 35-38)
from 1973 on the trend line of productivity shows a break. In the 12 countries studied
the growth rate of productivity decreased by 1.5 to 4.3 percentage points in the years
between 1960-1973 and 1973-1981. (See Table 7). In the Hungarian economy the
slackening of productivity growth only amounted to 0.3 percentage points (according
to the traditional indexes) between these two periods of time. (Indexes corrected for
terms-of-trade changes would conform better to the above data series.) However, the
slackening growth of the economy and productivity could not be prevented in the
Hungarian economy either. Similarly to the other European socialist countries, this
occured after 1978. While between 1973 and 1978, productivity was rising by 5.9
percent in this economy, between 1978 and 1984 this value was a paltry 2.3 percent.

Continuing the comparison with the advanced industrial countries: considering
the whole period from 1960to 1981, the growth rate ofthe Hungarian productivity was
lower than in Italy (and in Japan for which no data have been quoted), the same as in
Austria, and not much higher than in France and the FRG. 1982 still was a year of
recession in the advanced industrial countries, in 1983 however, the revival of their
economies already began and continue in 1984, with a 2 to 3 percent of increases in
productivity.

Part 2 of Table 4 gives data of 12 developing economies, most of which belong to
the newly industrialized group of countries. In these countries the slackening of
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Table 4

Growth rate o f labour productivity in 25 countries
between 1960-1981 (percent)

Difference between

1960-73 1973-81 1960-81 .
the two periods
U.K. 3.0 0.5 2.0 -2.5
Austria 5.6 2.7 45 -2.9
Belgium 4.7 2.8 4.0 -1.9
Finland 4.7 3.0 4.0 -1.7
France 5.2 2.6 4.2 -2.6
The Netherlands 4.2 19 33 -2.3
Norway 3.8 2.3 3.2 -1.5
Federal Republic of Germany 4.8 3.0 41 -1.8
Italy 6.5 2.2 4.9 -4.3
Sweden 4.1 13 2.7 -2.8
United States 2.4 0.3 12 -2.1
Canada 3.3 0.3 22 -3.0
Hungary 4.6 43 45 -0.3
Argentine 2.6 0.1 16 -2.5
Brazil 4.6 31 4.0 -1.5
South Korea 5.7 5.0 5.4 -0.7
Egypt 2.8 5.8 3.9 +3.0
The Philippines 35 3.8 3.6 +0.3
Hong Kong 7.1 5.6 6.6 -1.5
Columbia 3.0 2.6 3.0 -0.4
Malaysia 4.4 4.3 44 -0.1
Mexico 3.9 35 3.8 -0.4
Thailand 5.7 6.6 5.6 +0.9
Turkey 4.4 2.6 3.7 -1.8
Singapore 6.9 6.4 6.7 -0.5

Note: Data of OECD countries cover the “business sector” (without non-market services), and the
data of the developing countries cover the total GDP. Source for the first ones: [9] p. 37, for
the latter: UNIDO data bank. The Hungarian data show changes in national income per one
employee.

productivity was of smaller rate and also not general. From the 12 countries between
1960-1973 (and also in the whole period of 1960-1981) four achieved higher rates and
another three (in the whole period one) achieved growth rates of productivity similar to
those of the Hungarian economy. In addition, a steep increase of employment, not
shown in Table 4, was typical (by 1.7 to 3.5 percent p.a. in the case of the countries
quoted), and this, too, helped them in substantially increasing their shares in
production. The years after 1981 affected these countries in different ways; the Latin
American countries, in particular Brazil and Mexico, faced grave financial difficulties
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Table 5

Growth rate of labour productivity in the European
socialist countries (percent)’

Difference between

Country 1950-19703  1970-1978b  1978-1983c periods
2and 1 3and 2
Bulgaria 9.3 7.0 4.2 -2.3 -2.8
Czechoslovakia 4.7 4.1 1.2 -0.6 -2.9
Poland 4.4 6.3 -3.0 +1.9 -9.3
Hungary 4.7 5.7 21 +1.0 -3.6
GDR 6.7 4.8 35 -1.9 -1.3
Romania 8.4 10.2 31 +1.8 -7.1
Soviet Union 7.2 4.2 2.8 -3.0 -1.4
Jugoslavia 4.2 1.7d 1.0d -2.5 -0.7

Source: a[5] p. 383, Yugoslavia 1953-1972
b[Il) p. 835, [12] 107
c[12] p. 107
d[13] p. 175

while others could carry on their fast growth undisturbed. In most of the developing
countries the average level of productivity is below (often much below) that of the
Hungarian economy,* still they are our strong competitors in the world market. They
are namely better established in the market through transnational companies and
other financial relations, in quality and technical parameters surpass ours in several
fields, and their wage levels are much lower, by degrees in excess of the differences in
productivity! While Hungary draws nearer to most of the advanced countries,
numerous developing countries are approaching us, closing up, and showing
performances in more than one field already better than ours.

From the European socialist countries (see Table 5), the growth rate of labour
productivity in the 1950s and 1960s was somewhat below that of Hungary in
Yugoslavia and Poland (By 0.5 and 0.3 percentage points, resp.) while it was identical
in the CSSR and much higher in Bulgaria, Romania, the Soviet Union and the GDR
(by yearly 4.6 to 2.0 percentage points). Between 1970 and 1978 it increased in Poland,
Hungary and Romania and decreased in the other four countries, while from 1979 on
the growth of productivity slackened in every country of this region. The decrease of

* The productivity of the Japanese economy is on average more than the double of the Hungarian
one. According to a recent study [10], p. 148) labour productivity relative to the Japanese economy can be
estimated at 64 percent in Singapore, at 46 percent in the Korean PDR, at 28 percent in the Philippines, at 20
percent in Thailand, and at 17 percent in Pakistan.
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the rate thus started in different years, to record the lowest values between 1979 and
1981 (in Yugoslavia in 1983). In 1983 and 1984 growth was already accelerating in
most countries. The durability of this acceleration is hard to estimate. Between 1978
and 1983 productivity decreased in Poland, and increased in Yugoslavia and
Czechoslovakia by about 1percent a year, in Hungary by approximatively 2 percent,
and in the other four countries by 3 to 4 percent.

According to the officially published indexes, Hungary’s productivity position
improved as against Czechoslovakia, Poland and Yugoslavia, and deteriorated as
against Bulgaria, the GDR and Romania relative to the years 1950, 1970, and 1978; it
only shows a change of placement as against the Soviet Union where productivity
increased less between 1970 and 1978 but more between 1950 and 1970 as well as after
1978 than in the Hungarian economy. Taking into account also qualitative
components that cannot be quantified, the control computations of some research
workers as well as the control opportunities provided by the comparison of growth
rates and relative levels, one can assume that the productivity differences between
Hungary and these latter four countries did not increase at the extent as shown by the
data quoted.

Comparable index series on total factor productivity are more difficult to find,;
however, according to my experience in the case of large aggregates [5, 11] they seldom
affect the conclusions derived from the comparison of the dynamics of labour
productivity. The growth rates of total factor productivity are by necessity much below
that oflabour productivity since “capital productivity” incorporated by the first one
always changes by less but it “pulls down” the aggregate indicators. In the Hungarian
economy the slackening of growth was accompanied by an unfavourable decrease of
the output/fixed capital ratio, but that was the case in every other country too.
According to an EEC report ([13], pp. 37 and 42) between 1973 and 1981 the output
capital ratio decreased in the manufacturing industries of all the ten western countries
for which data were published, and by 1.6to 5.0 percent a year* except for Finland and
Italy. The data indicate a downward trend of this ratio also for the European CMEA
countries, through 1977 1983 for the whole of the material production ([12] p. 110),
and also separately for industry and agriculture, too. As to the whole of material
production this decrease was between 1.2 percent (GDR) and 5percent (Romania) and
of about the range of 8 percent in Poland.

* According to another source ([14] p. 196) the output/capital ratio can also be computed for 10
advanced industrial countries for the “business sector” without agriculture, for the period 1973-1978. This
ratio decreased in every country by 1.0to 5.3 percent and according to the weighted arithmetical mean by 2.6
percent.
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The causes of the slackening growth of
productivity

Many studies and conferences analysed the decelerating growth of productivity in
the advanced industrial countries at the turn ofthe seventies and eighties. The study of
the Secretariat of ECE [9] traced back 10 percent of the decrease to the shifts in the
sectoral pattern of the economy and assigned great importance to—but could not
dependably quantify—the impacts of the rise in energy and raw material prices. It
indicated the cardinal role of diminishing aggregate demand and production—
however, this in itself (“the end of the golden age”) is a resultant of several factors and
requires further clarification.

A representative conference held by the American Productivity Center in April
1980 also covered this problem [15]. The known economic historian, Ch. P.
Kindleberger, supposed that the marked decline in the growth rate of productivity was
a durable tendency and attributed it to the “arteriosclerosis” of the American
economy. At a conference held in Edgartown, Massachusetts in June 1980 [16], W. D.
Nordhaus deduced 1.5 percent ofthe yearly 2.5 percent decline between 1948-1965 and
1973-1979 from different factors (cyclical effect 0.3, capital 0.3, labour 0.1, energy 2.0,
regulation 0.2, R+ D 0.1, structural changes 0.3 percent), and could not account for 1
percent. E. F. Denison made a comparison between the periods 1948-1973 and
1973-1981, with the usual thorough method of his, however, he had to attribute 1.7
percent from the 2.3 percent decline to the “increase of knowledge and other factors”
(that is, a “residual” that cannot be further explained) ([15] p. 60). He reported about
this study to the conference of the Royal Economic Society held in July 1981. Beside
him A. Lindheck, H. Giersch, then, at the International Productivity Symposion
held in Japan in 1983, John W. Kendrick [18] also tried to answer this question.

Despite of the keen interest paid to the problems of productivity in the last years in
western countries, in government policy, at companies and in research, an adequate
explanation for the slackening growth of productivity has not been found. In most
cases, and with good reason, the combined impact o fmanyfactors had been recognized.
A group of these factors is the discontinuation of several favourable circumstances that
were effective in the fifties and sixties. Another group of factors lies in the functional
disturbances of the national economies and ofthe world economy. The investment cuts
are attributed to inflation and to growing capital costs; overregulation and to much
state subsidies are meant to weaken competition; in many opinions, the welfare state
diminishes the motivation and the mobility of the workforce. Explanations associated
with stages of innovation and the long-term Kondratiev-waves have come to the fore,
too. However, one of the characteristics of this recession is precisely that technical
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progress did not halt but has continued and in many fields it has accelerated. This
suddenly increases the productivity potential, but the employment of the labour
released (and who could still be released) is an ever bigger problem.

Advocates of a given school of economic policy (like the Keynesians or the
monetarist’s) seek the roots of troubles in deviations from the principles they assume to
be correct. However, the considerable differences between conditions in different
countries as well as the role of external factors also changing over time reduce the
power of comparative analyses much. These studies and discussions have nevertheless
given impetus to economic policy as well as to company work. We cannot establish nor
can we deny that all these have contributed to the invigoration of the economy and of
entrepreneurship in some countries (for example in the United States where
particularly much attention was paid to the loss of their superiority in productivity, on
presidential level, in the frameworks of employer-trade union cooperation, and also in
the mass media).

As if there were some reluctance in the socialist countries to face the slackening
growth of the economy and of productivity. We are usually satisfied with the
stereotypical explanation i.e. that the extensive sources of growth, have been depleted
and we have not yet managed to make satisfactory use of the intensive sources. There
are too many differences between the situations of countries (especially between the
Soviet Union and the other smaller countries) for finding an equally valid explanation
for this slackening, nevertheless country. In my opinion the following most important
factors, though of different weight, duration and impact, can still be regarded to be
general enough. (The order of enumerating these factors does not mean a ranking by
significance.)

1 Lack of former positive effects, as primarily (i) the high growth rate of
employment and output, the resulting economies of scale (as formulated in the
Verdoorn-law) and (ii) large-scale shifts of employment from agriculture to industry.

2. Negative consequences of the forced growth in the previous years, as e.g.
unbalances in the infrastructure of the economy.

3. The sluggish development of the CMEA cooperation and integration.

4. Unfavourable changes in the world economy: first of all the worse climate for
East-West trade and economic relations for all of these countries and losses of terms-
of-trade for the 6 Eastern European countries. These losses in 1975-84 amounted to
about 15 percent for this group (in case of Hungary nearly to 30 percent) while the
Soviet Union gained by the changes of the terms-of-trade appr. 30 percent.

5. Lower rates of investments which will have an impact for the coming years, too.
At the same time an increasing share of investments had to be allocated to extracting
industries and electricity generation, due also to the factor Ne 6.
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6. Worse conditions for the extracting industries, additional costs of the
territorial reallocation of these branches in the Soviet Union.

7. Relatively slow technological progress in all centrally planned economics and
slow structural adjustment is particular needed in the 6 Eastern European countries
with an increasing share of foreign trade.

Among the factors explaining the slow-down in productivity growth last but
not least should be listed the

8. problems in the motivation of people and enterprises, in the functioning of the
system of economic guidance.

From the 8 factors enumerated above 5 (factors Ne 1, 2,4, 5, and 6) are external
constraints for the economic policy. Only 3 factors can be changed and used to have
new momentum to the growth of productivity. These 3 factors are

— The faster development of the CMEA cooperation and integration (Ne 3),

— The acceleration of technical progress and structural adjustment (Ne 7) and as
prerequisite to this change

— the better motivation of people and enterprises, reforms of and/or improve-
ments in the system of economic guidance (No 8).

Many of these factors were effective even before 1978, and this explains why the
slackening growth of productivity could already then be observed in several countries.
It must not be forgotten either that the impacts of numerous factors are combined,
often with some time lag, in shaping the changes in productivity. This lag may be
particularly long in a closed and centrally controlled economy. In an open market
economy growth is namely braked in a relatively short time by the lower technical
standards and poorer quality of products, by their non-correspondence with demand
and their inadequate competitiveness in the world market. On the other hand, in a
closed and centralized economy these impacts can be delayed—although not without
consequences—in many respects and even for a long time in domestic consumption
(technical standards, quality, up-to-dateness). In the decelerating growth of
productivity after 1978 the problems and shortcomings of previous years are also
present and, of course, the question above all is whether the new driving forces gather
momentum and assert themselves (and when) behind the current smaller rate of
productivity growth.

The slackening of the growth of productivity could have been probably smaller
had the requirements of full and effective employment been coordinated more
successfully. If the fall in demand had produced bigger reductions of staff at the
enterprises concerned, then, with appropriate mobility, this could have diminished the
labour shortages elsewhere, and would have prompted structural adjustment, along
with an adequate overbridging of temporary unemployment.
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The “opening” on the part of socialist countries and intensified economic
relations with western countries actually helped (even if not as much as expected) the
transfer of new know-how, the keeping abreast with global technical progress, and also
the expansion of exports in this direction encouraged their economic growth (in
particular in the smaller socialist countries). At the same time, three countries were
made more sensitive by the above to being measured in the world market and to world
economic changes. The said symptom of “closed growth” is thereby marred and is no
longer tenable durably; in the smaller socialist countries this became manifest among
other things, in the post-1978 slow-down of economic growth. The index of
productivity became a better indicator, yet, it still only provides a base of reference (to
be completed with other indicators) for an evaluation of the performances and
capacities of the economies. The increasing capability of income production, a term
now proliferating in Hungary, correctly points out that output per unitofinput should
be increased not simply in physical terms or at unchanged prices but with a standard
and composition of the output that guarantee sufficient revenue from sales. The term
national income is thus enriched with a new content which is better satisfied by
computations corrected for the impacts of terms-of-trade changes than by traditional
methods.

The Hungarian economy is rather (although, in the true sense of the word,by far
not completely) open : the markets are not negligible in their functioning beside central
planning, and cast a considerable role in foreign trade. Still, the first oil price explosion
and the subsequent world economic changes radiated through the economy with many
years of delay, moreover, | suppose that they have not radiated it all through even in
our very days (to the point to impose accelerated structural adjustment, or the total
remodelling or winding-up of industrial establishments and enterprises). The growth-
restricting impacts of the inadequacy of world market competitiveness are, on the
other hand, already felt and may be regarded to be the main reason for the slow-down
in the growth of productivity. The forced restriction on raw material and energy
imports (together with the quantitative limits of shipments arriving from the Soviet
Union) were necessitated in the first place by the failure to achieve the required increase
in Hungarian exports, selling for convertible currency.

Weakness in the world market competition and the inadequate quality and up-to-
dateness (technical standards) of the Hungarian commodities are attributable to
detrimental features ofthe country’sslow structural adjustment to demand and also to
difficulties in access to the markets mostly owing to causes beyond our power.
Improvement of quality and updating of products are also hindered by the
backwardness of manufacturing technologies, this could, however, be compensated to
some extent by greater labour input. Although extra input necessitated by poor labour
productivity is another disadvantage in competitiveness, in a stage when efficiency
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postulates are pushed back by quantitative requirements (at no small price), this is not
an obstacle to sales, temporarily.

In short : the main cause of the slow-down of productivity growth can be found in
the Hungarian economy in the increasing gap in quality and technical standards, in the
delay of structural adjustment, and in the inadequacy of market competition. The
problems of competitiveness and structural adjustment are also reflected in the
asymmetry of Hungarian industrial exports (see Table 6), in the symptom that we are

Table 6

The pattern o f the Hungarian exports in convertible
and non-convertible currencies, 1982 (percentages)

Exports Exports
Group of industries in convertible in non-convertible
currencies currencies
Raw material based industries 36 15
Traditional industries 40 34
New industries 14 28
Progressive industries 10 23
Total 100 100

Source: Calculations of the Research Institute of Industrial Economics.

unable to sell bigger volumes of more sophisticated, qualified labour intensive
products in the developed industrial countries. In these markets Hungary offers mostly
such products of material and (simple) labour intensity which do not represent
comparative advantages and in which the developing countries with low wage levels
are competitors.

External impacts also contributed to the development of this situation, namely:
recession, protectionism, new and strong competitors, rising interest rates, troubled
credit market, development of CMEA cooperation below the anticipated rate,
deceleration also in the growth of the other CMEA countries etc. All the above created
unusually complicated conditions for implementing the correct redirection of the post-
1978 economic policy : the updating and improvement of the system and the practice of
economic control were sluggish and the change that was to correspond to the new
“development path” could not be attained in the acceleration of structural adjustment
either.

Naturally, also the other factors mentioned above for the group of the CMEA-
countries played significant roles in the slow-down growth of productivity here too,
such as:
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— when employment increases, this usually entails the creation of many new
workplaces with more up-to-date equipment, the expansion of production, and
economies of scale; unlike in previous years, such an impact has not asserted itself;

— the macrostructural shifts in employment proportions, unlike in previous
years, has not produced now a growth in the average productivity of the economy;

— the mobility of the workforce is low, employment changes follow the
reduction of capacity utilization as well as of production inelastically;

— the emergency curbing of investment sets limits to the updating of production
machinery, products and technologies; its demand-restricting influence penetrates
through the entire economy;

— chances of investment projects that could help updating and structurally
adjusting other fields are further limited by the big share in the total of investment
projects in energetics with long gestation periods;

— owing to the postponement, and neglect in previous years bottlenecks have
developed in the infrastructure and obstruct the functioning of the productive sphere;

— there are many indications of a decreasing utilization of working time, of
declining labour intensity and constructive energies in full-time work, owing to the
weakening motivation and to efforts at earning different kinds of complementary
incomes;

— there are many indications weakening enterprise motivation—because the
amendments of regulations are incalculable, frequently effected retroactively, and
because of organizational and managerial uncertainties and other reasons.

On the other hand, favourable changes have commenced in the field of saving
materials and energy, strengthening of entrepreneurial spirit, and the carrying on with
the reform of economic control and management. The special positions and problems
of industry, building industry, agriculture and other sectors, and the impacts of the
said factors as they assert themselves with similarities and dissimilarities would require
a detailed analysis. This goes, however, beyond the scope of this paper. The major
achievements of the post-1978 period are the maintenance of international liquidity
and improvement of the external economic equilibrium, the preservation of full
employment and prevention of any definite worsening in the living circumstances of
the population. At the same time, however, a great deal of troubles and tensions have
accumulated in the economy and society, international competitiveness has weakened,
and the way of solutions is just getting outlined.
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The acceleration of productivity growth

According to the resolution of the 13th Congress of the Hungarian Socialist
Workers’ Party in 1985, the 7th five-year plan for the years 1986-1990 “should be the
programme of well-founded economic development at a steadily increasing rate”. The
drafting of the plan has been carried on for a longer while in this spirit but facing
extraordinary difficulties. The coverage of debt service burdens, the continued
reduction of debts and the intended renewed increase of consumption and investment
would require yearly increases of 3-4 percent of the national income, 3-5 percent of
labour productivity, and 2-3 percent of total factor producivity. This task asks for
radical increase in productivity and income producing capacities of the Hungarian
economy and the Hungarian enterprises and for a coordinated strategy of external
economic policy, technological development policy, structural policy, as well as a
productivity policy backed by the faster development of economic control and
management.

After having focussed on growth till 1978 and on equilibrium between 1979 and
1984 productivity and efficiency, quality, technological development and structural
adjustment should be put to the focus of economic policy now. In the planning work
.countless studies, so called partial concepts, sectoral and block concepts etc. have
already been elaborated; there is no facet of productivity and efficiency that has not
been dealt with in them. Nevertheless there is a lack of a complex program for
improving quality for increasing productivity and efficiency.

The agrarian policy already declares to have taken this line and, in my opinion,
this ought to guide the industrial policy as well. The main task to be set to industry in
my opinion must not be the speeding up o fgrowth or the improvement ofequilibrium but
a kind of reconstruction also affecting its bases. This can bring about stronger
dynamism and export performance. A similar programme would also be required for
the building industry which only testified in recent years that its poor quality
performance was not caused by stepped-up quantitative tasks; but its shifting to
another working style necessitates more profound changes.

On the factors that explain the slow-down of growth in productivity we might
construct a more or less parallel but fuller list (e.g. completed with education) also
about the tasks of accelerating the growth ofproductivity. Since we do not have much
chance to expect any substantial improvement in external conditions we cannot hope
results but from the mobilization of the domestic driving forces. The concept of the 7th
five-year plan which has become generally known in public discussions expects the
fundamental improvement from the already decided development of the system of
economic control and management and from a number of central programmes.
However, the two are mutually conditional. The system and practice of economic
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control (e.g. the conditions of market competition [19]) cannot be improved but in a
powerful step-by-step manner, without that, however, the effective implementation of
the centrally launched projects is also doubtful. Resolving the contradictions between
the first and the second economy—increasing the performances in full-time work and
their corresponding higher remuneration, advancing and producing the resources of
investment, more imports in the interest of enhancing exporting capacities, halting the
proliferation of poor quality and cooperation disturbances, profound readjustment in
the industrial organization and conditions, in the structure of employment and
production, in the methods and style of work and management—all the above seem to
be rings of vicious circles more and more weakening the performance of the economy.

I am convinced that the above could only be broken through by means of a well-
devised strategy which focuses on quality, efficiency and productivity and, in
adjustment thereto, fits together and synchronizes each element of the system, and
especially of the practice of economic control and management. With adequate
institutional conditions, the carrying on of the reform of economic control should be
put in the centre also of the industrial policy in a way to assess the pace at which the
consecutive steps may follow upon each other and support and complement this with
temporary or longer-range operations and programmes. We can safely presume that:

1. in the majority of enterprises there still are countless chances to improve the
quality and up-to-dateness of products and production; to enhance efficiency and
productivity; to improve organization and working circumstances; to introduce more
up-to-date ways of organization and management; to enhance production in
accordance with market requirements and to boost exports;

2. most employees of the enterprises nowadays do not fully exploit the working
time nor use their creative energy at the workplace, moreover, they often use them
definitely at a low degree—owing to disproportions of staffing and/or uneven
occurrence in time of productive and other tasks as well as to the weakness of
motivation;

3. a great majority of enterprises, managers and employees would prefer honest
work to half-work; if they do not lose or if they gain whatever little benefit by doing
honest work ; if this is given acknowledgement, they will be able and willing to give far
bigger performance; if they have the chance they would prefer to earn extra income
through full-time work and not through extra work done elsewhere.

Provided that the above assumptions are correct, we must find the strategy and
programme suitable for the mobilization of these reserves. For this purpose conficts
must be risked; however, along with the confronting of interests, common interests
and compromises, implied by the coordination of interests, must also be given greater
acknowledgement. Partnership relations between enterprise management, trade
unions and state administration representatives should be relied on to greater extent.
Most probably, we can achieve results in a relatively shorter time in the upgrading of
Ada Oeconomica 35, 1985
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quality and organization, and it will take more time and graduality to shape the
structure of production and to accelerate the follow-up of technical progress. The latter,
namely, requires additional resources and come up against strong barriers in many
respects. On the other hand, there is no obstacle whatsoever to turning reliable quality
and faster follow-up of innovations into characteristics of Hungarian work. In order to
implement this change a national programme, matched to the further development of
the reform ofeconomic control and management, is needed as the backbone ofthe 7th
five-year plan.

=
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POCT NMPOU3BOANTENNBHOCTW TPYAJA N ETO SAMEANEHWE
B BEHFTEPCKOM HAPOAHOM XO3ANCTBE

3. POMAH

CornacHo AaHHbIM, NpWBEJEHHLIM B CTaTbe, POCT NPOW3BOAMTENLHOCTU TPyAa B BEHrEPCKOM
HapofHOM X03f/icTBe HauuHas ¢ 1979 roja 3HauMTeNbHO 3aMeAnMACS aHaOTMUYHO TOMY, Kak 3TO
NPOUCXOAMT B APYTUX COLMANUCTUYECKUX CTpaHax. ABTOP aHanM3MpyeT 06GbLACHAWLLME 3TO sBNEHUE
(haKTOpbI 1 yKa3blBaeT Ha To, YTO NPo6/IeMbl HakanuBanuch ¢ 1974 roga (CUrHasI0M 3TOr0 TakXe CMyXuT
yXyfLleHne NHAEKCOB YCNOBUI TOProBnu).

M3 conocTaBneHUs € PasBUTLIMW KaNUTAIUCTUYECKUMU, Pa3BUBAIOLLMMUCA U eBpOMeicKuMM
COLMA/IMCTUYECKUMU CTPaHaMM SBCTBYET, UTO 3a nocnegHue 10—15 neT TeMnbl pocTa NPOU3BOAUTENb-
HOCTW TPya B BeHrpum cooTBETCTBOBANY CpefHel MeXAyHapoaHO BenMumMHe nokasaTens, Ho ¢ 1979 roga
OHM yNanu HUXe CPeSHero ypoBHs. K TOMY e TeXHUUEeCKUil ypoBeHb U3enuii u NpoM3BOACTBA, a Takxke
CTPYKTYpHas afantayus NPOMbILLNEHHOCTH CKNAAbIBANINCL HEYA0BNETBOPUTENLHO, MOITOMY MeXAyHa-
POAHasA KOHKYPEHTOCMOCOGHOCTb BEHFEPCKOro XO03CTBa, B MEpBYl 04epedb MNPOMBbILLIEHHOCTY,
ocnabena. To OCHOBHAsA NpUYMHA 3aMef/IeHNs pocTa NMPOM3BOANTENLHOCTU TPYAa.

B cTaTbe MOAPOGHO aHaNM3UPYIOTCA TakKXe W MpounMe MPpUUMHBLI 3aMeAneHUs 3TOro pocTa u
BO3MOXHOCTU €ro ycKopeHusl. JIMKBMAALMA HepeHTa6eNbHbIX UnM ManopeHTabenbHbiX NpeanpusTuii u
ynpasAHeHre HeHYXXHbIX pabounx MecT noBena 6bl K 6b6ICTPOMY 1 3aMETHOMY POCTY MPOU3BOAUTENLHOCTH
Tpyfa, OHAKO B MHTEpecax COXpaHeHUs MOMHOI 3aHATOCTM enateneH 6osee 3amef/ieHHbIN mpoLiecc.
MpeofoneHne MpOTUBOPEUMiA MeXAy TaK Ha3. MepBoii W BTOPOW 3KOHOMMWKOWM, LeneHanpaBneHHas
nporpamMmma no noBbILLIEHUIO MPOU3BOAUTENLHOCTM TPYAa, YBEIUYeHUIO fo06aBeHHoOl cToMMocTy, 6onee
GbicTpas CTPYKTypHas ajanTauus, W OCYLLecTBAsemas C MOMOLLbIO LeHTPann3oBaHHbIX Mep MOryT
COfeiicTBOBaTb MOBbILIEHUIO KOHKYPEHTOCMOCOGHOCTU BEHTepCKol 3KOHOMUKM W MOCTeneHHOMY YCKO-
PEHMIO ee POCTa MPU COXPAHEHWUN MOMHONA 3aHATOCTH.
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INCOME FORMATION, ACCUMULATION AND PRICE
TRENDS IN HUNGARY IN THE 1970s*

L. HALPERN-GY. MOLNAR

The sectoral pattern of the Hungarian economy remained practically the same in all aspects
during the 1970s in spite of extremely strong world market effects and declared efforts within the
country towards structural transformation. The article investigates the macroeconomic motives of
this immobility, analysing, in their mutual contexts, processes of accumulation and production, and
prices and incomes.

The most important statement of the present paper is that in Hungary, as a result
of being mutually determined, the sectoral income, accumulation, and price patterns, as
developed by the early 1970s, grew rigid and self-reproducing in the course of the
decade. These mutual determinations have survived in several of their elements in the
1980s, therefore, their reactive power to resist changes must also be as effective as
before.

Our analysis is exclusively macroeconomic, so we shall not discuss actual
investment, income redistribution, and price mechanisms.

Another peculiarity of our method is the use of the means of input-output analysis
or, in a more general sense, of the equilibrium approach. From this aspect, our article is
divided into two parts. In the first part actual accumulation and income processes are
examined and one of the propositions of equilibrium models are used, although our
concept-formation and way ofapproach derive from them; the second part is based on
a series of computations carried out with the aid ofsn equilibrium model. The contents
of the two parts are organically linked. In the first part of the article we turn our
attention to a few such phenomena which cannot be analysed by the simplifying
premises of the model. These examinations render it probable that the conclusions
drawn from the model computations are valid in spite of the simplifications. In the
second part, considering the calculated prices and calculated production received in
the course of modelling as a basis for comparison, the actual processes investigated in
the first part are placed in the “system of coordinates” indicated by them. That is, for
the evaluation of the changes that took place in the 1970s, a base of comparison
entailing some kind of uniform approach is necessary. It is emphasized that the
calculated prices and calculated production are considered aids of analysis and a

* Based on the study [1] made on commission of the Methodological Development Division of the
National Planning Office.
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deviation from them does not in itself qualify the actual processes. However, analysing
the direction, changes in time, and mutual relations of the deviations, such conclusions
can be drawn which will, of course, imply qualifications.

First we shall examine the time change in the sectoral pattern of accumulation.
With a view to the comparability of the sectoral patterns of income and of
accumulation, and to the measuring of the extent of income redistribution, the concept
of gross sectoral income is introduced and then its pattern calculated. In the course of
comparing the gross sectoral income and accumulation, the concepts of incomeflow,
income providing and income recipient sectors will be defined.

The first part will be closed by an analysis of sectoral accumulation as compared
with the fixed capital of the various sectors.* Accumulation preferences are interpreted
accordingly; we shall try to demonstrate their presence in the Hungarian economy of
the 1970s.

The model used in the second part of the article is a version of the Leontief-Brody
closed, linear model taken from Andras Brddy's book [3]. Others have also made price
calculations on this basis [4, 5]. We are concerned with the production side of the
model, using a specification which helps to interpret both the primal and the dual side
of the model. Details of the applied specification are to be found in our study [6], which
also contains more detailed computations than the ones published here.

The time-span of our analysis is basically 1971-1979 in which period model prices
and production values were computed for each year. We examine the time change of
the computed prices and compare it with the change in actual prices. We analyse the
effect of computed prices on the patterns of income and accumulation.** The
computations for 1981 are given separately.

The paper will close by summing up the most important conclusions.

The data

The data base of our computations is composed of the input-output tables and of
the matrices of accumulation and capital. ***

We should remark at this point that it is only for lack of sufficient data that our
examination is limited to the period between 1971 and 1979. For later years no input-
output tables have been drawn up yet, except for 1981, and that iswhy our examination
of 1981 is given separately.

* Maéria Augusztinovics also applied this method [2]. To use the fixed capital ofthe various sectors as a
basis for comparison is, however, directly rooted in the dynamic input-output modelling.
** Earlier, Zsuzsa Daniel made similar examinations [7].
*** These data were prepared by members of the Methodological Development Division of the
National Planning Office.
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In our computations we used mainly current prices. However, the current price
data of the national wealth statistics, to which the matrices of fixed capital are linked,
do not reckon with real assets as the prices of the given year, but at prices valid when
putting them into operation. Therefore we produced the matrices of fixed capital to be
used by us from the data in constant prices, making use of the price indices of
investment output. All tables in the paper contain current price data.

The sectoral pattern of accumulation

In the 1970s, industry’s share in accumulation amounted to 31.9-38.3 percent,
that of the material sectors to more than 70 percent (see Table I).

Between 1971 and 1974 the changes in industry’s share were accompanied by
changes in the opposite direction in the non-material services. After 1975 the share of
material services, so far relatively stable, begins to change, thus joining non-material
services in counterpoising the change in the industrial share.

The accumulation share of the various sectors and the growth rate of
accumulation showed a peculiarly parallel movement during the 1970s.

When accumulation decreases or is hardly growing, the share of industry is low,
and that of services (especially of non-material services) high. This is observed in 1972,
1973 and 1979. When accumulation grows considerably (1971, 1974, 1977, 1978), the
accumulation share of industry is high or increases, while that of services, especially of
non-material services, decreases. 1975 and 1976 are exceptions to the rule. Simplified,
this is to say that, as a rule, services have a larger share in a smaller amount of
accumulation, while industry’s share is higher in a greater amount. If, therefore,
changes in the sectoral growth rates or sectoral pattern of accumulation are used as
argument or counterargument separated from each other in the course of analysis or
formation of macroconceptions, it must by all means disguise an intention of
developing (or reducing) one or another sector.

The concept of the gross sectoral income
and its production

For our further inquiries we need a concept of income which can be counterposed
to the gross accumulation of sectors. Looking at it on the national economy level, if
consumption and foreign trade balance are subtracted from the value added, we shall
receive the gross accumulation, or, using the category of income, the income that can
be spent on gross accumulation.* In the preceding part, we examined the distribution

* This is what Kalecki calls gross profit [8].
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Table 1
The sectoral pattern and growth rate o faccumulation
(percent)
Sector 1971 1972 1973 1974 1975 1976
Industry 38.3 33.9 31.9 34.4 32.2 34.2
Building industry 3.9 2.4 2.3 2.6 2.4 2.9
Agriculturel 13.8 14.6 15.3 15.0 141 134
Material services 21.2 21.9 20.8 21.2 24.6 23.7
Material sectors 77.3 72.8 70.4 73.3 73.3 74.3
Non-material services 22.7 27.2 29.6 26.7 26.7 25.7
Services 44.0 49.1 50.4 47.9 51.2 49.4
Total 100.0 100.0 100.0 100.0 100.0 100.0
Growth rate of
accumulation 121.1 90.7 102.6 126.4 113.5 105.5

(previous year=100)

aHere and in the following, forestry is included in agriculture if not shown separately.

1977

37.4

3.7
13.8
19.2
74.2
25.8
45.0

100.0

113.2

1978

37.1

4.7
13.7
21.4
76.9
231
44.5

100.0

120.1

1979

32.6

3.0
14.9
22.2
2.7
27.3
49.5

100.0
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of this volume of income by user sectors, and now we turn our attention to distribution
by originating sectors. By analogy with the foregoing, we start from the sectoral value
added, from which the share of consumption and foreign trade balance falling to each
sector will be subtracted. The volume of income thus received is called gross sectoral
income. The attribute “gross” indicates that depreciation is included in the concept,
that is, the amount of gross sectoral income is identical with the gross accumulation of
national economy. In the following, by sectoral income gross sectoral income will
always be understood, and the concepts related to income redistribution will be also
formed on this basis, therefore, for an easy style, we shall omit the attribute “gross” in
most cases. It remains to be clarified, how we should break down consumption and
foreign trade balance into sectors. As for consumption, the breakdown was made in
proportion to wage costs (wage + wage contribution), and as for foreign trade balance,
it was related to each sector in proportion to imports (imports used for intermediate
input and for accumulation, handled separately). This procedure means that sectors
share the import surplus of a given year in proportion to their intermediate import
inputs, or, that they contribute in such proportion to financing export surplus.* It is
stated in advance that this same sectoral income will be used in the course of the model
computations.

The pattern of the gross sectoral income

The income spendable at actual prices on accumulation is earned completely in
industry, the building industry, and in material services (more exactly, in trade). The
share of agriculture and forestry, and of non-material services varies about zero (see
Table 2).

There are years when no income is earned in these two sectors, nothing for the
financing of accumulation, not even for replacement. Even for the maintenance of the
capital income redistribution is needed.** It will be seen, later on, that the situation
changes quite considerably when examined at computed prices, so much is, however,
already clear that with a price system distorted sector-specifically to such an extent,

* For a different procedure, a central budget and foreign debt and a debt service encompassing time
aspects should have been introduced. Wecould not do this for lack of data. Within the given framework, it is
the import-proportional breakdown that best reflects the fact that primarily the import-intensive sectors
benefited from credit grantings.

** This is not to say, ofcourse, that income spendable on accumulation is not earned on the micro-level,
for example, in agricultural production units. This is, however, counterbalanced by levies and subsidies
granted in widely different forms. In our study, we shall disregard the specific mechanisms of income
redistribution and examine only the income balances of sectors. It is in this sense that we can say that
agriculture does not contribute to financing the accumulation.
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Sector 1971
Industry 59.1
Building industry 7.0
Agriculture 11
Material services 29.5
Material sectors 96.7
Non-material services 3.3
Services 32.8
Total 100.0

1972

58.1

7.7
-0.9
33.4
98.4

1.6
35.1

100.0

Sectoral pattern o fgross income (percent)

1973

58.1
7.7
-0.2
345
100.2
-0.2
34.3

100.0

Table 2

1974

58.0

8.0
-0.3
33.0
98.7

13
34.3

100.0

1975

62.1

7.3
-1.2
30.8
99.0

1.0
31.8

100.0

1976

64.9
7.0
0.8

275

100.1

-0.1

27.4

100.0

1977

60.5
8.2
2.2

28.5

99.4
0.6

29.1

100.0

1978

62.5
8.0
2.2

26.8

99.4
0.6

27.4

100.0

1979

63.6
8.6
0.3

27.4

99.9
0.1

275

100.0

0TT
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income earning ability cannot be identified with efficiency. The fact, for example, that
agriculture needs subsidy should not lead to the conclusion that its production is less
efficient than that of industry. (Of course, the opposite conclusion should not be
drawn, either.)

A relatively high stability is characteristic of the sectoral pattern of income.
Nevertheless, a certain trend of change can be observed.

The share of industry and building industry is increasing: the relatively stable
share of 1971-1974, together amounting to about 66 percent, goes up to above 70
percent by the second half of the decade. As a mirror image of this dynamics, the share
of services falls from the 33-35 percent level characteristic of the first four years to
below 30 percent. The stability of sectoral income, and in it the characteristically
different level of each sector is found also in the industrial sectors. This can be made
more tangible by analysing the computed prices, therefore, the question will be treated
in detail later.

Gross sectoral income and gross accumulation
counterposed

In our analysis domestic credit granting is disregarded, being only a technical tool
in effectuating income redistribution. It is further disregarded that an income earned in
a given year may finance accumulation of another time. It is assumed that the amount
of income “unused” by some sector in the given year is paid into a common cash-box
so as to be used by sectors in which less income has been earned, than what is needed
for accumulation. All this is based on rules of taxes, subsidies, and accumulation
financing. For our argument, however, what is important is only input, i.e. gross
sectoral income, and output, i.e. gross accumulation realized by the sectors. The
macrolevel measuring of income redistributions enables us to reveal such interrelations
which would not be revealed by an analysis of the actual subsidy and tax system.

Sectors can be divided into three groups relying on the relative sizes of the gross
sectoral income and gross accumulation. Some sectors are able to cover accumulation
through the whole period from their income earned within the sector; for example:
metallurgy, chemical industry, mechanical engineering, light industry, building
industry, domestic trade, or foreign trade. We will call these income providing sectors.
The second group is constituted by sectors whose accumulation is larger than their
income all through the period such as agriculture, forestry, water management,
personal and business services, health, social and cultural services, communal, public
administration, and other services. This is the group of income recipient sectors. The
third group is that of sectors in which both cases occur during the period, such as
mining (income recipient till 1974, after which income providing), building material
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112 L HALPERN-GY. MOLNAR: INCOME, ACCUMULATION AND PRICE TRENDS

industry (income recipient in 1971 and 1973, in other years income providing), electric
energy industry (income providing till 1972, after which income recipient), foor
processing industry (income providing till 1974, after which income recipient),
transports and communication (income recipient except for 1971). It should be
emphasized that whether a sector is income recipient or income providing depends
mainly on the price system. The preceding list indicates the direction of the flow of
income at actual (current) prices, which will turn at calculated prices, as we shall see in
several cases.

Looking at the relative sizes from a more aggregate level, it is found that in the
industrial sectors 51-65 percent of income earned is left there for accumulation, in the
building industry this rate is 30-59 percent, and in the sectors of material services it is
60-86 percent. The remaining part covers the total accumulation of agriculture and
non-material services.

What weight has each income providing or income recipient sector in income
redistribution?

The difference of income and accumulation is called income providedin the case of
sectors in which income is larger. 24-29 percent of the total income provided comes
from mechanical engineering, 5-22 percent'from chemical industry, 11-24 percent
from domestic trade. Agriculture, personal and business services, and health-social-
cultural services have the highest share in the total income provided (26-34,24-27, and
15-19 percent, respectively). The total income provided (or received) fluctuates
between 36 and 54 percent of the income spendable on gross accumulation* and, for
example in 1979 when the total income provided amounted to Ft 124 thousand
million, the contribution of mechanical engineering to this amount was Ft 35
thousand million, that of chemical engineering 25 thousand million, that of light
industry 14 thousand million, and that of domestic trade 20 thousand million, while
agriculture received Ft 33 thousand million, personal and business services 29
thousand million, and health-social-cultural services 23 thousand million.

Accumulation and capital
The high intensity of the flow of income, and the permanent and not decreasing

difference between income and accumulation of a great number of sectors can be
explained equally from the aspect of prices or of accumulation. At actual prices,

* Istvan Hagelmayer5 results show similar proportions [9]. Hagelmayer compared the grand total of
the budget incomes less credits with the GDP and, for this ratio, he received an increasing value up to 1974
and then a value fluctuating at a somewhat lower level.
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Denomination

Total income provided
(thousand million Ft)

Total income provided
gross income
(percent)

Table 3

Gross income and total income provided

1971 1972 1973 1974 1975
48 56 64 74 87
36 46 52 47 49

1976

88

47

1977

101

48

1978

109

43

1979

124

54
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income is not formed where assets are enlarged in the course of accumulation and,
conversely, a great part of the accumulation does not take place where income is
earned.

On first approximation, one might conclude that the income earned in the sector
does not play a role in the size of accumulation. The relation between them is, indeed,
not very close, however, we shall demonstrate that the income providing sectors enjoy
certain advantages in the course of accumulation. This interrelation will come out
clearly first in the model, however, because of the strictness of the presumptions ofthe
model, the accumulation trends will also be examined by other means.*

In Hungary, the 1950s and the 1960s were both clearly characterized by a
dominating industrial development. In the 1950s this took place mainly to the
disadvantage of agricultural accumulation. In the 1960s agricultural development
accelerated and made up successfully for some of its lag, which then implied a strong
regression of services, especially of non-material ones, as well as of transports and
communications.

Finally, by the early 1970s, a quarter of the capital was fixed in industry. This rate
increased further during the decade: from 25 to 28 percent between 1971 and 1979. The
share of agriculture practically did not change dtiring the same period : it remained at
13-14 percent. Accordingly, more than half of the capital was fixed in services; its rate
fell from 60 to 56 percent. Within services, the rate of material services fell from 25 to
24, and that of non-material services from 35 to 32 percent. Except for mining and
metallurgy, each industrial sector had an increasing share in accumulated and fixed
assets alike. How then is the quantity change of fixed capital related to accumulation?

In case of identical equipments/buildings ratio and modernity, the capital of that
sector can grow faster, which receives more development resources in comparison with
the fixed capital there. Let us consider the deviation from the national economic
average of the investment/fixed capital ratio as the specific measure of development
preference characterstic of a sector.** If a sector receives more investments in
comparison with its fixed capital than the national economic average, it is considered
preferred in the development aspect, and if it can have less, it is not.*** In the case of
different equipments/buildings ratio, the different rate of depreciation also has an
influence on the investment/fixed capital ratio of the various sectors, therefore, we shall
examine preference in respect of buildings and of equipments separately.

* lvan T. Berend’ [10] and Maria Augusztinovics’s [2] relevant statements have been used, with
much simplification.
** Stockpiling is left out of consideration here. From the aspect of our analysis, it would not change
the picture, while its rhapsodic fluctuation would impair clarity.
*** The preference or dispreference of a sector in this sense is not necessarily the result of a central
economic policy intention. This question is not going to be studied at all, but we will say whether a sector
became preferred or not in the period under examination.
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The value of investments in building amounts to 5.6-6.0 percent of the building
stock, and that of investments in equipments to 12.4-15.5 percent of the equipment
stock.

In the case of buildings, industry was preferred and, to a minimal extent up to
1975, agriculture. Dispreferred are both the material and the non-material services, as
well as agriculture from 1976. In respect of equipment, industry is dispreferred, while
agriculture preferred all along. Material services are also dispreferred in this respect,
while in non-material services equipment investments are preferred. It has to be added,
however, that the weight of equipment is slight both in stock and in investments.

It is also worth looking at the global result : in a more detailed sectoral breakdown
we shall do only this, for the sake of brevity, since the separation buildings-equipments
shows a similar picture.

It is characteristic of the whole economy that between 1971 and 1979 7.0-7.9
percent of the value of capital was invested. Globally, industry, the building industry,
and agriculture were clearly preferred, while the entire sector of services was
dispreferred throughout the period.

There is not one industrial sector of which the investment/fixed capital ratio
would be either above or below the industrial average all along. Metallurgy and
mechanical engineering were below the industrial average with the exception of one
year each (1979 and 1977, respectively). In the same way, with the exception of one year
(1979), the chemical industry was preferred all along, first strongly, than to a
decreasing extent, in relation to the industrial average. At the beginning of the period,
the building material industry and light industry were preferred sectors, while mining
and food-processing industry were dispreferred. In the second half of the period the
situation was just the reverse.

Within material services, domestic and foreign trade were preferred all along,
while transports and communications are dispreferred, as also, from 1973, is water
management.

The dispreference of non-material services all through the period is clearly
attributable to the sectoral value of personal and business services at least 2 percentage
points lower than the national economic average. (In this sector, housing carries
decisive weight.)

Our preference indicator does not make it clear, how all this related to the existing
situation, or what the cumulated result of the preferences in different periods is. It is
therefore worth examining the ratio of net (depreciated) and gross (nominal) value of
fixed capital, too, which measures modernity, between certain limits. On the macro
level, the net/gross ratio grows from 60.9 to 67.1 percent with buildings, and falls from
56.3 to 55.2 percent with equipment.
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In industry, the net/gross ratio computed for buildings remains above the
national economic average all along. The difference is, however, decreasing: itisstill 5
percentage points in 1971, but only 1.9 percentage points in 1979. With equipment, the
net/gross ratio is consistently somewhat below the national economic average. In the
building industry, the value of both indicators is higher than the industrial, as well as
the macro average.

In agriculture, the net/gross ratio computed for buildings is above 76 percent until
1975 and then gradually decreases to 74.6 percent, which is still a value well above the
average. With equipment, the ratio rises from 54.3 to 57.0 percent by 1976, and then
falls to 51.1 percent, which is 4.1 percentage points below average.

In material services, the net/gross ratio computed for buildings remains above the
national economic average all along, in 1975 it reaches the industrial average, and then
moves parallel with it to the end of the period. With equipment the net/gross ratio is
somewhat above both the national economic and the industrial average; the initial 2-3
percentage point difference decreases a little by the second half of the period.

In non-material services the net/gross ratio of buildings increases by almost 10
percentage points: from 53.7 to 63.1 percent. As a result, the 14 point lag in
comparison with material sectors goes down to 8 percent by 1979.

From the point of view of our inquiry, what is most interesting is the time change
of the net/gross ratio. Its level is influenced, beside age composition, also by the size of
the depreciation coefficients.

With equipment, average depreciation in relation to the net stock amounts to
13.0-14.5 percent. In comparison with this, the relative deviation in industry
(11.2-12.5 percent) and in the whole sector of services (12.4-14 percent) is not
considerable. Agriculure is an exception with its relatively high, 19.1 23.9 percent
depreciation rate. With buildings, the relative differences are greater. The national
economic average amounts to 2.4-2.6 percent; as compared with it, the ratio of
industry is 3.8—4.5 percent, that ofagriculture 3.0-3.5 percent, that of material services
2.1-2.3 percent, while that of non-material services 1.8-2.1 percent. What is most
conspicuous is the 100 years expected lifetime, on the basis of the rate of depreciation,
from the fixed capital of the sector of personal and business services—using mainly
residential buildings as fixed capital. There itis by all means a biased deviation, which
must be taken into consideration when evaluating processes.

Based on the above, we can surmise that in the 1970s industry continues to be
preferred in relation to the national economy average, and so is, to a smaller extent,
agriculture, while services, mainly the non-material ones, are dispreferred. At the same
time, the differences in preference have considerably decreased as compared to the
initial situation, even though the absolute differences in supply with capital continue to
be increasing—which resulted in that the growth of the relative backwardness of
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services stopped and even decreased somewhat. As a consequence, the differences in
modernity also decreased, first of all in regard to the non-material services, while
industry lost some of its advantages enjoyed in the early 1970s. It is a peculiar
phenomenon that the relatively more equipment-intensive industry is more preferred
in respect of buildings, while services, making use mainly of buildings, are preferred in
respect of equipment. Within industry, a permanent and unambiguous preference is
found only in the case of chemical industry.

We can also say, that depreciation is largely a means of financing accumulation,
less apt for measuring the actual process of depreciation.*

Computation with uniform rates of gross
accumulation and profit

In the above, costs, income processes, and the time change ofaccumulation and of
fixed capital were examined somewhat separately. Now, taking into consideration
their interdependencies, we set forth the results of computations which make clear the
way, in which an idealized price system with a uniform rate of profit transforms the
pattern of gross sectoral income, or, how a uniform rate of accumulation—containing
no preferences—would change the production pattern. The model applied presumes,
in the first place, that the capital of the economy is steadily growing or, that capital
accumulation takes place in an identical pattern to the capital fixed in each sector, and
to an identical extent in relation to the fixed capital. (We remark that the permanence
of the pattern of capital fixed in the various sectors was not a particularly strong
constraint, contrary to its appearance, in the Hungarian national economy of the
1970s. A few such computations were made in which the input-output coefficients of
each year were associated with the capital coefficients of other years, and the results
thus obtained hardly differed from the original ones, which clearly shows the
comparative unchangeability of the composition of the capital.)

The production-material consumption (primal) interrelations produce such
results of production dimensions and rate of accumulation (accumulation/capital), at
which the growth needs of the products of each sector (including imports) and of
labour are covered, without lack or surplus, while the price-cost (dual) interrelations
produce the price indices and rate of profit—identical with the rate of accumulation—
which provide for the financing of such capital accumulation in each sector without

* Janos Hods discusses among other things an adequate depreciation policy and determination of
rates of depreciation as an element of regulating investment volumes on the side of financial resources.
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income redistribution, that is, for that the rates of income earned in the various sectors
should be uniform in their relation to the capital fixed in the relevant sector.*

The primal and dual problems are solved separately which often tempts us to
construct the actual specification in a way that only one side of it will be interpretable
without contradictions. We did not follow this way, for we think that the primal and
the dual problems are closely correlated; what is involved is the two sides of the same
system of presumptions : steady capital enlargement of a self-financing character. It is
entirely in accordance with this concept which we described in “the concept of the
gross sectoral income and its production”, treating the labour-consumption sector and
foreign trade, therefore, we shall proceed in a similar way also in carrying out the
model computations.

The result of the primal problem is called calculated production indices, that of
the dual calculated price indices. The sectoral accumulation, i.e. income of the model
to be produced from the preceding are to be interpreted as gross accumulation or gross
sectoral income, which makes it comparable to the corresponding actual values.** The
theoretical growth rate, or rate of profit will be interpreted in our computations as the
rates of gross accumulation or of income spendable on accumulation to the gross value
of assets, and will be called rate of accumulation, or rate of profit.

As for the interpretation of results, we do point out that we do not think that all
sectors should develop at the same rate, nor that income redistribution is wrong from
the outset. We do think, however, that the computed prices and production provide
such a base of comparison for the analysis, in relation to which development
preferences and dispreferences can be interpreted on the one hand, and profitability
differences originating in differences in efficiency and in market position (and not in
price deviation), on the other.

Computed prices

It is most characteristic of the computed prices that they show high stability all
through the period under examination, while considerable differences are found
among the sectors (see Tables 4 and 5). The same sectors are over- or undervalued***

* For a detailed specification, see [6]. The general form of the model applied: Ax+ XBx =x, i.e.
p'A +Xp'B = p', in which x and p are the vectors of production and of prices, respectively, to be computed, A
and B are the given coefficient matrices of current inputs and of fixed capital, and Xis the unknown growth
rate, or rate of profit.

** Let us recall that in producing the sectoral income, the wage cost raised to consumption level was
subtracted from the value added, thus the fact that income isformed in proportion with the fixed capital does
not exclude the formation of wage-proportional income.

*** A sector is ‘overvalued’ if its computed price index remains below 1, that is, the computed price is
lower than the actual one; and ‘undervalued’, if the computed price index is above 1, that is that the actual
price is lower than the computed one.
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Mining

Electric energy industry

Metallurgy

Mechanical engineering

Building material
industry

Chemical industry
Light industry

Food-processing industry

Industry

Building industry

Agriculture

Transport and
communication
Domestic Trade

Foreign Trade

Water management

Material services

Material sectors

Personal and business
services

Health, social,

cultural services

Communal and adminis-
trative services

Non-material services

Services

Consumption

Accumulation

Exports

aweighed with gross production at actual current prices, the producers’ prce level as unit.

1971

0.977
0.809
0.786
0.784

0.876
0.713
0.840
1.030
0.853
0.901
1.176

1.132
0.818
0.695
1.926
1.002
0.945

2.036

1.324

1.189
1.482
1.201
1.117
0.929
0.894

1972

1.022
0.789
0.856
0.815

0.852
0.755
0.891
1.031
0.883
0.902
1.168

1.138
0.791
0.597
1.644
0.958
0.951

1.820

1.304

1.221
1.428
1.154
1.099
0.946
0.915

1973

1.090
0.819
0.873
0.830

0.872
0.806
0.920
0.979
0.893
0.906
1.144

1.109
0.789
0.632
1.744
0.955
0.953

1.767

1.311

1.245
1.424
1.148
1.082
0.953
0.926

Table 4

Computed pricesa
(actual price=l)

1974

1.135
0.843
0.766
0.766

0.864
0.822
0.902
1.041
0.875
0.891
1.183

1.142
0.788
0.534
2.141
0.972
0.950

1.840
1.352

1.216
1.449
1.166
1.104
0.943
0.909

1975

0.938
0.923
0.823
0.779

0.872
0.730
0.845
1.080
0.860
0.909
1.194

1.139
0.856
0.505
2.280
1.010
0.948

1.903

1.369

1.202
1.474
1.202
1.112
0.953
0.905

1976

0.860
0.878
0.855
0.796

0.869
0.687
0.873
1.059
0.858
0.924
1.167

1.123
0.882
0.592
2.114
1.027
0.947

1.854

1.392

1.253
1.490
1.219
1.116
0.945
0.892

1977

0.828
0.904
0.882
0.775

0.877
0.706
0.872
1.099
0.865
0.905
1.152

1121
0.884
0.521
2.233
1.020
0.947

1.819

1.398

1.257
1.487
1.213
1.123
0.933
0.894

1978

0.817
0.845
0.810
0.771

0.886
0.689
0.853
1.090
0.844
0.909
1.167

1.135
0.894
0.502
2.272
1.038
0.941

1.919

1.433

1.240
1.519
1.242
1.136
0.927
0.883

1979

0.844
0.864
0.801
0.786

0.887
0.728
0.887
1.107
0.863
0.909
1.170

1.107
0.882
0.617
1.916
1.018
0.948

1.743

1.382

1.207
1.436
1.200
1.119
0.935
0.887-
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in 1979 which were so in 1971. What is more, there are only two sectors which change
their character in the intervening years of the period: mining, undervalued between
1972 and 1974, in other years overvalued, and the food-processing industry, slightly
overvalued in 1973, and in all other years undervalued. All the other sectors are either
over- or undervalued throughout the period. The comparative levels hardly changed
either. If, omitting mining, sectoral price indices were arranged in a row for 1971 and
1979, the position of the sectors would be identical, two changes of position excepted.
Comparing only the initial and the closing year and applying computed prices for a
measure, practically no change is found in the sectoral price and income relations. At
this point, it would be useful to stress that under- or overvaluation express, as a matter
of course, the same thing as the earlier demonstrated disproportion in the sectoral
pattern of gross income, only in another system of measures.

Table 5

The computed rate o faccumulation or profit (percent)

Year 1971 1972 1973 1974 1975 1976 1977 1978 1979

Rate 7.2 6.2 6.0 6.8 7.1 6.8 6.8 7.3 6.3

It follows, clearly, that prices permanently deviated from costs during the 1970s,
on the one hand, yet were in some way related to the latter, on the other hand, since
they moved “parallel” with them in a certain sense. With a relative stability, the
computed price indices changed between the two extreme points of the period. With a
few exceptions, these changes began by decreasing the under- or overvaluation, and
then price indices went back to near their initial value.

Let us see, in a few specific cases, the course of this wave-motion, the chemical
industry is the best example to demonstrate the rearrangement into the old position.
The overvaluation of the chemical industry fell by 11 percentage points between 1971
and 1974, and then went back to near the original level within a year. At that time the
chemical industry was again the most overvalued sector, if foreign trade, of peripheral
importance, is not considered. In 1976 overvaluation grew further, and then mildly
fluctuated around the level that had been reached.* Decreasing overvaluation between
1971 and 1973 can be explained mainly by the fact that the import surplus of the
national economy level was transformed, in both relations, into export surplus,
therefore the chemical industry, with the highest intermediate import coefficient, lost

* The question is justly asked, how is the overvaluation of the chemical industry affected by its
preferred development? A less than the actual preference would have increased overvaluation.
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some of its comparative advantages over the other sectors. The further rise of the
computed price index in 1973-1974 was the consequence of the rising costs of import
materials because of changes in prices. In one year the rate of intermediate import
input in the production value of the chemical industry rose from 30.6 to 40.2 percent,
that of dollar imports from 185 to 29.3 percent.**

There were, in the same period, also some factors that acted against the decrease of
overvaluation. Fixed capital coefficient (capital output ratio) reduced considerably,
and the actual chemical industrial price grew by 3.6 percent from 1973 to 1974.*** All
in all, the profitability of the chemical industry came to a “trough” in 1974, but even so,
it was still among the highest. The ratio ofaccumulation to income rose in the chemical
industry to 70 percent, a strikingly high value, which is to say that the size of income to
be taxed from the chemical industry for accumulation in other sectors fell to an
unusually low value. To this the large-scale upswing of accumulation in 1974 was
further added. This is followed by a considerable 17.7 percent price increase from 1974
to 1975 which restores, at one stroke, the initial overvaluation level. The changes in the
rest of the period are of much smaller dimensions: they are related to fluctuations in
prices and import surplus.

The overvaluation of light industry is similar to that of chemical industry, even its
motivating factors are the same. Metallurgy runs the same course, with the difference
that one more wave-motion takes place after 1974. Because of falling metallurgical
prices and increasing costs, overvaluation first decreases: in 1977 it reaches only 12
percentage points. In 1978 metallurgical accumulation grew by more than the double
ofthe industrial average, while the metallurgical price also grew by 7.4 percent. In 1979
the metallurgical price grew further and, as a result, overvaluation returned very close
to the 1971 level.

Mechanical engineering is the second most overvalued sector after the chemical
industry. The fluctuation of its computed price index is much lower than that of the
other sectors, mentioned above. From 1971 to 1973 its overvaluation decreased a little.
In 1974, as a result of an upswing of national accumulation, output of mechanical
engineering increased and its capital coefficient improved largely, whereby the original
level of overvaluation was restored. In the rest of the period, no more important
changes took place; the mid-fluctuation came from changes in the import surplus and
in capital coefficient.

Mining, slightly overvalued in 1971, went down, through a steady decrease, to be
undervalued by 135 points by 1974. The change was mainly due to a decrease in

** Note that this rise in import prices did not really affect the chemical industry directly, since the
budget absorbed it in the form of a price subsidy. In working out the computed prices, however, we
considered actual costs, independently of whether they are paid directly by sectors, or by the budget.

*** Here and in the following, actual price means the value of the sectoral implicit price indices (ratio of
production values calculated at current and at constant prices) deflated by the macro implicit price index.
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mining prices that had begun already before the period under examination, and was
further promoted by increasing current costs, especially of wage costs, as well as by a
deteriorating capital coefficient. Parallel with it, accumulation in mining was
decreasing over two years and in 1974 it was still growing at a rate much below average,
however, in 1974 accumulation already amounted to 2.4 times income. At that point
an extremely high, 23.6 percent price increase followed, as a consequence of which
mining at once surpassed the 1971 overvaluation level. At the same time (in 1975)
mining accumulation grew by more than double the industrial average. The rest of the
period shows a special feature, seen only in mining. Actual prices grew further,
overvaluation increased, except for the last year, even though to a smaller extent than
would be justified by the rise in prices, since costs also increased.

In the rest of the overvalued sectors, the extent of overvaluation is also influenced
by the factors described earlier.

Let us now turn our attention to the analysis of the undervalued sectors. The least
undervalued one is the food-processing industry which, owing to a 5.2 percent rise in
prices in 1973 became even overvalued for a year. Then the prices of the food-
processing industry fell, while its costs, mainly the intermediate import costs, rose
considerably. Thus it became undervalued once again, and this undervaluation only
grew until 1979, with just a few breaks. (The prices of the food-processing industry were
on the whole decreasing, while in 1977 its cost grew again because of the 1976 price
increase in agriculture. Meanwhile, accumulation was dynamically growing; as we
have seen, the food industry became an important income recipient sector.

The undervaluation of agriculture fluctuates about 18 percent. By 1973 its
undervaluation decreased a little, partly owing to a small price increase, and partly to
reduced wage costs. In 1974 its intermediate import costs grew suddenly, still not
reaching up to the halfofthe industrial average (and compensated by price subsidy). In
the following year, however, its prices did not grow—as was the case with the majority
of the industrial sectors—but decreased by 4.7 percent. And yet its undervaluation
hardly grew further, since it succeeded in adjusting itself: it reduced its intermediate
import coefficient. At the trough of 1975 its sectoral income per unit of output was 3.1
percent. The price increase of 1976 restored the earlier level. (Some of the price subsidy
was also stopped.) The slight price decreases of the rest of the period were neutralized by
the technological change which was characteristic not only of these three years, but of
the whole decade. The rate of wage costs fell from 45 to 37 percent in the course of nine
years, the rate of intermediate input costs grew from 55.4 to 63 percent, while both
wages and the prices of inputs used in agriculture grew faster than agricultural prices.

As it happened also in the food-processing industry, accumulation in agriculture
grew faster than the average, and both sectors had an increasing share in the capital

Acta Oeconomica 35, 1985



L. HALPERN-GY. MOLNAR: INCOME, ACCUMULATION AND PRICE TRENDS 123

fixed in the national economy. It is to be recalled, however, that this was so only
because the share of the non-material sectors in the capital stock also largely decreased.

The computed price index of transport and communication is rather stable; its
undervaluation fluctuates around 13 percent. Considerable changes are found only
between 1972 and 1974; then the input coefficients from mechanical engineering,
building industry, and itself and from rouble imports were first growing and later on
reducing. In 1974 also the rouble import capital coefficient grew considerably. The
overall capital coefficient was sinking all through the decade. Since the undervaluation
of the sector did not change, it is clearly an accompanying phenomenon that current
inputs grew to a considerable extent. Between 1971 and 1979 the total (direct+
indirect) coefficients of mechanical engineering grew by 19 percentage points, that of
chemical industry by 26 points and that ofagriculture by 16 points. Total intermediate
rouble and dollar import and wage coefficients grew by 14, 24, and 29 percentage
points respectively.

If there is no investment in sector, current inputs will grow, which does not
necessarily change the level of undervaluation.

Apart from water management, which is not very important from the point of view
of our survey, the most undervalued sectors are the non-material services, among them
mainly the personal and business services. It is worth, however, examining jointly the
three connected sectors. Namely, their aggregate computed price index is the mirror
image of the industrial price index. If overvaluation of industry decreases, so does the
undervaluation of non-material services, and vice-versa. Thus the undervaluation of
non-material services decreased somewhat until 1973 and then grew almost every year
up to 1978. Finally, by 1979, undervaluation was again decreasing. A similar
relationship, though not so regular, is observed between industry and non-material
services also regarding shares in accumulation. In the case of health, social, and
cultural services, as well as of transport and communication, a sinking fixed capital
coefficient was accompanied by considerably rising intermediate input and wage costs.

To sum up the analysis of the computed price indices, we can state that, at the
beginning ofthe period discussed, the overvaluation level o fthe overvalued sectors, as well
as the undervaluation level of the undervalued sectorsfell generally, that is, the price
scissors closed. In the ensuing years the process turned around and the computed prices
became stabilized on a level characteristic of the early period. We assume that the
underlying cause is as follows. The income production of sectors providing large
incomes decreased. In 1974-1975 accumulation suddenly started to grow and parallel
with it import prices grew. Both factors were mostly felt in the most overvalued sectors,
since they are the greatest intermediate import customers, or, it is in these sectors that
accumulation grew at the fastest rate. If the price scissors narrow, while at the same
time import prices grow, and in addition, accumulation starts increasing, the income
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redistribution system gets into a difficult situation. In such a case either this system has
to be flexibly adjusted to the new conditions or, more simply, the price scissors must be
opened again, i.e. the prices of the overvalued sectors raised. It is the latter that had
been put into practice. In this interpretation, it was the maintenance of the trends and
proportions of the income redistribution that represented the cause that led to raising
the prices of the overvalued sectors in the given situation. Thus the pattern of sectoral
income, accumulation, and price held closely together, as we have seen, by income
redistribution, reproduced itself, resisting changes, making every effort at structural
transformation aimed at one or another component of the complex system fail from
the outset.

The effect of the computed prices

Taking into account the way we obtained the computed prices it is not surprising
that they exert the greatest effect on the distribution ofincome formation. To illustrate,
a few figures, at actual prices, 56 65 per cent of income spendable on accumulation is
formed in industry, at computed prices only 22-25 percent. The sectoral income of
abour zero in agriculture at actual prices will rise to 14-15 percent of the total income
at computed prices. With non-material services, the rate changes from 0-3 to 30-33
percent. The rate of trade falls from 17-22 to about 5percent. An even more illustrative
picture may be obtained if gross sectoral income and output ratio reckoned at actual
and calculated prices iscompared : 15-20 and 7-9 in industry, 0 and 11 in agriculture,
0-5 and 27-33 percent in non-material services. Finally, two extremities: the income of
personal and business services grows from 21-27 to 53-52, while that of foreign trade
falls from 38-57 to 4-7 percent at computed prices.

Computed prices have, on the other hand, only a slight effect on the pattern of
accumulation. The accumulation/capital ratios do not change, either, in switching
over to computed prices since, as has been mentioned, the pattern of current
accumulation and that of fixed capital according to producing sectors differ only to a
slight extent. The importance of this statement for us lies in that what was said when
analysing the accumulation/capital and investment/fixed capital ratios remains valid
also in respect of computed prices.

Let us now see, how the relationship between income and accumulation develops
at computed prices (with production at actual current prices). As with the case of the
actual price, let us compute the difference of gross sectoral income and of gross
accumulation at computed price and from there, the extent of the yearly income
redistribution. At computed prices, the total income provided amounts to 9-18 percent
ofthe income to be spent on accumulation, what is more, the result is below 14 percent,
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with the exception of only one year. As shown in Table 3, this rate fluctuates between
36-54 percent in case of actual prices and, except for one year, it is always above 43
percent. The extent of income redistribution falls to about a quarter at computed
prices.

This means that the actual pattern of accumulation is much nearer the pattern of
incomes a computed prices than the actual pattern of incomes. In other words, the
pattern of incomes produced by the functioning of the actual prices is transformed by
the redistribution mechanism into such a pattern of accumulation which comes
relatively near to the computed i.e. capital-proportional pattern of incomes.*

Another important change in the relationship of accumulation and income: at
computed prices, the direction of the flow of income usually turns around, since the
pattern of accumulation does not change much at computed prices, while the pattern
of incomes is identical with that of the fixed capital in the various sectors.

At actual prices, the relationship between accumulation and fixed capital is closely
followed by the relationship between accumulation and income at computed prices. If
the rate of accumulation of a sector at actual prices surpasses the average, its
accumulation at computed prices will surpass its income at computed prices, and
conversely. In this case, therefore, relying on the results of the model computation, we
can only confirm what we have said already concerning the investment/fixed capital
ratios and the pattern of fixed capital, which is that in fact it is not industry that
finances agriculture and services but through investments below the average, it is
mainly the non-material services, transport and communication that finance industrial
development projects.

The computed production pattern

At our computed prices, the sectors earn a capital-proportional income, which
enables them to enlarge their fixed capital steadily. In order that this can be carried out,
the pattern of accumulation has to be transformed, too. The computed production
pattern obtained as a result of solving the primal problem indicates the direction and
dimensions of this transformation. The difference of the pattern ofaccumulation from
that of the fixed capital has already been discussed, our model analysis provides,
however, further information, since it becomes possible also to observe indirect effects.

* It is on the basis of this statement that we suppose that the weak relationship between enterprises’
income and accumulation demonstrated in Janos Kornai's and Agnes Matits’ article [12] is partly the
consequence of the price system or, more exactly, of the sector-specific under- or overvaluation. In the
course of microlevel examination, the said article disregards this relationship. What exactly we wish to
demonstrate by our analyses is that the relationship between income and investment, i.e. income
redistribution cannot be adequately analysed without taking prices into account.
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If a sector’s share in accumulation grows, the pattern of accumulation output will
change, and production will increase, as a consequence of which demand will grow for
its inputs, and so on.

For a simple formulation, sectors the actual production of which is larger than the
calculated production, with an index below 1, are called overproducing sectors, and
those whose production is smaller, are called underproducing sectors.

The most overproducing sector is mechanical engineering, and the most
underproducing one, apart from water management, is the building industry. Further
overproducing sectors are, in the whole or in a considerable part of this period:
metallurgy, chemical industry, light industry,food-processing industry, foreign trade;
and permanently underproducing sectors: building material industry, agriculture,
transport and communication, water management, and non-material services. The index
o f the electric energy industry and of domestic trade fluactuates around, pointing more
towards overproduction, while the formerly underproducing mining and forestry
became, after 1975, overproducers. The majority of indices fluctuate rather sharply
from one year to another. The fluctuation is mainly influenced by the changing ratio of
the accumulation demand and the fixed capital from the output of the given sector, of
course, only where there isat all such an output, and this ratio is highly changeable, for
several reasons. In the case of sectors with a considerable output of such products
(equipment, buildings), and of sectors closely related to the former, the relative extent
of the accumulation demand is determined by the investment cycle, which is to say,
that if, for example, machinery output for investment purposes highly increases, the
production index of mechanical engineering will largely fall. In the sectors where
output for accumulation consists mainly in changes in stockpiling the products of the
sector concerned—sometimes resulting even in a negative accumulation demand—,
there, obviously, fluctuations are even more rhapsodic.

What interests us primarily is, however, not the changing of the production
indices, but their level which, similarly to the price indices, though to a lesser extent, is
rather stable in most sectors. The picture drawn up of the production indices agrees in
several of its features with what we found in analysing the relationship between
accumulation and fixed capital. Non-material services, transport and communication,
and water management, i.e. all services apart from trade, are permanently and to a
considerable extent underproducing, or, their accumulation is dispreferred. There are
also important differences, observed when indirect interrelationships are taken into
account. Most conspicuous is the great extent of underproduction in the building
industry, which is because in the neglected sectors of services more than three-quarters
of the fixed capital on average consists of buildings (in non-material services more than
90 percent), while in industry this rate is below one third. If therefore, services were
developed proportionally, demand for output of the building industry would suddenly
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grow, and demand for output of mechanical engineering would fall. That is why the
production index of mechanical engineering is so very low.*

It is mainly the growth of consumption that renders agriculture considerably
underproducing and carries the food-processing industrys index near 1, which
appeared to be in a position better than the average in the course of analysing the
investment/fixed capital ratio. The difference is in the opposite direction in metallurgy,
which is here overproducing, though in the late 1970s it received less than the average
accumulation. This is because, in spite of smaller accumulation, itsactual production is
judged too much by the model. The computed production pattern consumes less
imports and more labour than the actual production pattern.

Computation for 1981

As for the early 1980s, data were available only for one year: 1981. One year is not
enough to analyse, in its process, the effect of the change-over to competitive price
formation. Computation results may, however, not be without interest, therefore, we
shall present them in rough outlines.

The computed prices do not much differ from those computed for the 1970s. They
show that industry and building industry are still overvalued in comparison with
agriculture and services, and not even the extent of the overvaluation has changed.**

Within industry, the overvaluation of mechanical engineering and light industry
decreased considerably under the influence of competitive price formation, while that
of mining, the electric energy industry, and the chemical industry greatly increased. The
computed price of the building industry coincides with the actual price. The
undervaluation of agriculture and forestry lessened. So did the undervaluation of
services, outside of trade, as a consequence of the rather low, 5.1 percent, profit rate.

The intensity of income redistribution grew in comparison with the 1970s. In the
computed production pattern, four sectors came away from the 3 percent interval of

* For the sake of precision, it should be noted that the difference between the production index of
mechanical engineering and that ofthe building industry has one more component: the rate of scrapping, i.e.
of depreciation, different on account of the different duration of machinery and buildings. Control
computations were made to measure the effect. These have shown that only a small part of the difference can
be attributed to this factor.

** Agnes Matits and Jozsef Temesianalysed, relying on data of industrial enterprises, income processes
and found that industrial incomes which fell in 1980 were increased by 1981 by the necessity to return to the
normal path of economic growth [13]. The results obtained for 1981 and the analyses covering the 1970s
teach us that, on the one hand, the changes in industrial incomes cannot be understood without the changes
in other sectors’ incomes and, on the other hand, that prices and accumulation pattern play an important
part in the trends of income processes, and the return of 1980-1981 can be better explained on the basis ofthe
interactions of prices, incomes and accumulation, than on the basis of control by norms.

Acta Oeconomica 35, 1985



128 L. HALPERN-GY. MOLNAR: INCOME, ACCUMULATION AND PRICE TRENDS

actual production : mechanical engineering, building and building material industry, and
water management. In comparison with the computed production pattern of 1979, the
difference between mechanical engineering and the building industry grew by two
percentage points; mechanical engineering is overproducing with 8.5 points, while the
building industry is underproducing with 8.1 points. The building material industry and
water management have remained underproducing, similar to their state in the years
1971 to 1979.

Summary and conclusions

We would like to sum up the results of our study as follows:

1 In case of a fast increasing accumulation, the share of industry is relatively high
and that of services low within accumulation, for most of the years discussed. In the
case of decreasing, or only slightly increasing accumulation, the situation is quite the
reverse. Therefore, if accumulation prospects improve in comparison with the earlier
situation, there will be a real risk of overcompensating the relative lag of industry. This
is what happened in the course of the 1970s.

2. Our analysis of accumulation and capital reveals that in the 1970s, industry and
to a lesser extent agriculture were preferred sectors in comparison with the average in
respect of accumulation, while services, with the exception of trade, were dispreferred.
During the same period, the differences in preference lessened as compared to the
initial situation; the relative lag of services stopped growing. Also, differences in
modernity became less significant. Within industry, in comparison with the industrial
average, only the chemical industry could be demonstrated as enjoying preference in
the long run. As a result, the pattern of accumulation and of production remained
basically unchanged during the ten years we have examined.

3. Although it does not fit in with our train of thought, it is a remarkable
phenomenon that the relatively equipment-intensive industry was preferred only
regarding investment in buildings, while it was dispreferred in respect of equipments.
As for the mainly building-intensive non-material services, the situation was the
reverse.

4. At actual prices, the income producing capacities of the various sectors show
extremely high differences, while each sector’s income fluctuates at about the level
characteristic of it during the entire period. The same thing is found in analysing prices
computed with the uniform rate of profit, which considerably differ from actual prices,
while the computed prices of the individual sectors are comparatively stable. With a
price system which is to such extent sector-specifically deviated, the income producing
capacity is not to be identified with efficiency in any sense. It follows, too, that the
mediating mechanism which is to provide for efficiency on the enterprise and on the
national economy level is disfunctional.
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5. Price computations have shown that the prices of industry—within industry,
mostly of chemical industry and of trade—are overvalued, while those of agriculture
and of services outside trade are undervalued.

6. The uniform rate ofaccumulation demonstrates a production pattern, in which
the actual production of mechanical engineering is exaggerated, while that of the
building industry is insufficient. If the services having a large stock of buildings at their
disposal were carried on at a rate identical with that of industry, more output of
building industry than the actual one and less mechanical engineering output would be
needed. Such a production pattern would increase labour utilization in comparison
with the present, while it would reduce imports.

7. At actual prices, the pattern of income and accumulation shows a wide
difference which was apparent throughout the full ten years. The surplus income of
industry and trade not used for their accumulation is diverted through redistribution,
to finance the other sectors’ accumulation. The size of the income approaches, and
sometimes even exceeds, half the income to be spent on accumulation. This rate grew
further in the early 1980s. In our opinion, this extensive and increasing income
redistribution is an obstacle to the spreading of microlevel efficiency, since the
connection between production and use of income grows ever looser.

8. Atcomputed prices the pattern of income goes through a considerable change :
as compared with the pattern at actual prices, the redistribution following from the
difference of the pattern of accumulation and income falls to about a quarter. The
pattern of income showing at actual prices is transformed by redistribution into a
pattern of accumulation which comes relatively near to the pattern of income at
computed prices. In other words: in the financing of accumulation a double twist is
asserted; the effects of a distorted price system are partly compensated by income
redistribution. If this compensation did not take place, the economy would cease to
function.

9. The compensation mentioned above isonly partial. That is to say, at computed
prices, it is first of all non-material services, transport and communication that finance
industrial accumulation. In another approach, the same is proved by what has been
said of preferences (see par. 2), as well as by the fact that, with only a few exceptions,
overvalued sectors coincide with the overproducing sectors, and undervalued sectors
with the undervalued ones. Thus we can draw the conclusion that the income providing
sectors enjoy a more favourable situation than others as for accumulation prospects.
In this, there is the illusion that industry “keeps” agriculture and services, “grants”
them developments resources, i.e. it is functioning “more efficiently”. If, for example,
economic management wishes to give preference to the development of services, more
will have to be taxed from industry within the given system of price and income
redistribution. Thus it will seem that we “sacrifice” more than the average for the
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development of services, even when it is only the growth rate of the lag that is reduced.
This effect may be intensified also by the phénomenon described in par. 1

In considering the above, development preferences can bejudged realistically only
if the distorting effect of the price system can be eliminated, and the extent of income
redistribution which is to compensate for it can be lessened.

10. In the course of the 1970s, computed prices made a wave motion, at a
comparative stability. At the beginning of the decade, the overvaluation of the
overvalued sectors, and the undervaluation of the undervalued ones both reduced,
later on this process turned around and by 1979 the initial state was restored.

The turning-point coincided with the rise in import prices, as well as with the
upswing of accumulation, first of all industry. As a consequence, the redistribution
system was pressed heavily, and, within the given system of price and income
redistribution, the only way out of this could be the increase of industrial prices and
thereby also ofindustrial incomes. This was partly the response to the changes in world
market prices, as well as the obstacle to a structural transformation of the economy. It
is therefore clear that the patterns of sectoral income, accumulation and price are
closely intertwined and mutually determining. None can change or be changed to any
considerable extent, since it would trigger off such a reaction on the part of the other
two, as would carry the first one back towards the original state.

11. Our computations for 1981 have shown that no significant change has
occurred in the order and dimensions of under- and overvaluation. The “competitive”
price formation has led, within industry, to a lessening overvaluation of mechanical
engineering and light industry, and to an increasing overvaluation of mining, electric
energy industry and chemical industry. For lack of computations for 1980, this is
difficult to interpret. Nonetheless, it seems likely that our conclusions are valid not just
for the 1970s.
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POPMNPOBAHWE OXOA00B, HAKOIMJIEHUWE
M LEHOOBPA3OBAHWVE B BEHITPUU
B CEMNAECATbLIX MOAAX

N. TANIbMNEPH—A. MOJIbHAP

BcTaTbe paccMaTpMBalOTCS HEKOTOPbIE aCMeKThbl B3aMMOCBSA3ei Mex Ay (hopMUpOBaHMEM JOXOL0B,
HakoMneHueM, nepepacnpefencHemM LOXOAOB, LieHaMu W 3aTpaTamu. B nepBoil yacTu cTaTbU faeTcs
aHanM3 CTPYKTYpbl HAKOMMEHW/ B BEHrepCKOM HAapOAHOM XO3sWCTBE B CEMUAECATbIX rofax M ero
OTK/IOHEHUS 0T OTPAC/IeBOi CTYKTYpbl AOXOL0B, PUHAHCUPYIOLLMX HAKOMEHWE. ABTOPbI OTMEYAKT, UTo
pacxoxjeHue ABYX CTPYKTYp HOCWUT MOCTOSHHbI/ XapakTep, OHO He yMeHbluaeTcs. OfHa U3 FNaBHbIX
MPUUYMH COXPAHEHWUs1 ITOFO PACXOXAEHWS KPOUTCA B HAIMYMM MPOYHLIX MPUOPUTETOB PA3BUTUS B
BEHI'epCKOii 3KOHOMMKe. B MUHYBLUWIE Nepuog ACHO NMPOCNEXMBAIOTCS NPEANOYTEHUS PAa3BUTHAS MPOMBbILL-
NeHHOCTW, CTPOUTENLCTBA, CENbCKOT0 X03AICTBa B yLL,ep6 Beeid cepbl yCayr. PacCMOTPEB 3TV CEKTOPbI No-
OTAENbHOCTMW, aBTOPbI MOMbITA/NCL BO BTOPOK YacTy 06beAMHUTL B eAMHBIX paMKax JIMHeHoi mogenn,
npegnonaratolleii eauHble TeMnbl pocTa U HOPMY NpUGLIAM. Ha OCHOBE LEH U MPOU3BOACTBEHHbIX
nponopLuii, Nofy4YeHHbIX U3 pacyeToB Ha MOAENU, aBTOPbl 3aK/MOYAIOT, YTO B pe3ynbTaTe B3aUMOOGyC-
NIOBNEHHBIX U B3aUMOYCUMBAIOLLMX 3((EKTOB COBNIOAEHUS NMPUOPUTETOB Pa3BUTHA U eCTBIS CUCTEMDI
LieH, obGecneynBaioLLeli MHaHCUpOBaHMe TaKOro pasBWTMS, Te e camble OTPAac/IM MOMb3YHTCA Kak
npeanoyYTeHMaMu B PasBUTUM, Tak W CAYXaT MCTOYHWKAMMN [OX0Aa, U3bIMAero B Nopsiike nepepacnpese-
NeHNs [OX0[0B.
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B Hauane ceMUAecsTbIX FOfOB aMNAWTyAa nepepacnpefeneHus AOXOAOB Hadana Cy@aTbCsl, HO
BCNeACTBYE POPCUPOBaHMs NPOLLecca HaKOMAEHMS 1 POCTa LieH Ha UMMOPTUPYEMble TOBapbl, NMOBAEKLLIEMY
K POCTY OMTOBbLIX LiEH B MPOMbILIZIEHHOCTU, BOCCTAHOBM/IOCH MepBOHAaYaNbHOe MosoXeHue. 13 cBoero
aHanuW3a aBTOpbl CAeNanu BbIBOA, YTO WM3MeHeHWe XOTs 6bl OAHOrO 3/MeMeHTa [JaHHOW oTpacnesoii
CTPYKTYpbl CUCTEMbI LLeHO06Pa30BaHuMs, AOX0A0B U HAKOMMEHMs, a TakKKe CUCTeMbI MepepacnpeseneHus
[0X0[10B, C/y>Xallleil coXpaHeHWIo 3Toli CTPYKTYPbI, MOUT HEMUHYEMO BbI3bIBAIOT YCUNNS, HanpaBneHHble
Ha BOCCTaHOB/EHUE UCXOAHOTO NONOXKeHUs. ONbIT CEMUAECATbIX FOZ0B NMOKa3biBaeT, YTO B aTOM MpoLiecce
uallle BCEro NperMyLLecTBO Ha CTOPOHE TeX 0Tpac/eid, KOTOpbIe a0 T UCTOUHUKM ANs nepepacnpeseneHus
[0XO0[0B.

O6WwupHas W pacTylias cucTeMa nepepacnpefencHus [OXOAOB MPensTCTBYeT MOBbILLEHWIO
9KOHOMUYECKON 3((EKTUBHOCTM HA MUKPOYPOBHE, MOTOMY 4YTO OHO 0cnabuno 6bl CBA3b MeXAy
CO34aHUEM W UCMOMb30BaHMEM [0X0Aa.
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INVESTMENT CYCLES IN CENTRALLY
PLANNED ECONOMIES: AN EXPLANATION INVOKING
CONSUMER MARKET DISEQUILIBRIUM
AND LABOUR SHORTAGE

L. PODKAMINER

The interpretation of cyclicality in the productive investments' growth rate under central
planning focusses on the labour market situation. The investment expansions (which are to some
extent caused by the authorities’ preference for full employment) are shown to accelerate the
deterioration in the consumer market situation (deepening disequilibrium). There are five mutually
reinforcing mechanisms which transform market disequilibria into a declining quantity and quality
of work performed by consumers. The ensuing acute shortage of labour finally paralizes the
investment expansions (and much of the current activity of the whole economy). At the same time it
dispels authorities’ anxiety about future unemployment. To avoid instability of investment a much
more flexible wage and price policy is needed. In particular, a sustained investment expansion
requires a measure of open (and not merely repressed) inflation.

The study of the fluctuations in the productive investments’ growth rate under
central planning has aroused the interest of many authors (for comprehensive
bibliographies see [1], [2]). Leaving aside papers attributing the fluctuations to a
mechanical cyclicality inherent in the renewal processes with respect to capital
equipment, we have many partially competing economic explanations of the
phenomenon. Basically, there are two alternative hypotheses about the reasons why
the investment growth rates accelerate quite rapidly after the periods of “recessions”.
The first hypothesis (e.g. [3], [4]) points to the microeconomic foundations of unlimited
demand for investment. The second one considers investment upswings to be
manifestations of the central authorities’ (planners’) preferences (compare [5], [6], [7]).

Any specific theory on the causes of the accelerations may be combined with any
specific theory about the causes of the decelerations. Deceleration theories, too, can be
divided into two classes. The first one (e.g. [8], [9]) stresses the importance of tensions
on the production side, shortages of investment goods and intermediate inputs caused
by overextended and poorly scheduled medium-term investment programs. For the
second school (e.g. [10], [11]) the impulse to curb investment projects already under
way and to abandon many projects comes from the consumer markets at a time when
stagnating standards of living and (or) disequilibria become too painful and produce
social tensions and popular discontent.
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134 L. PODKAMINER: INVESTMENT CYCLES

It would probably be inappropriate to assume that there is exactly one “pure”
theory of investment cycle explaining all historically recorded cases of fluctuating
investment rates under central planning. Actual fluctuations must have been
simultaneously animated by all sorts of mechanisms visualized by various authors—
and many more not studied so far.

The main hypothesis advanced in this paper links the depending disequilibria of
the consumer market with a slowdown (and then an absolute fall) in the investment
growth rate. However, it is not the consumers’ discontent which is seen as having that
effect. Instead, it is suggested that the consumer markets’ disequilibrium (caused by
additional investment) reduces the labour supply to such an extent as to block the
fulfilment of the investment programs and to force a contraction.

Investment expansion and consumer market situation

While accepting the view that under central planning enterprises tend to
overdemand investment inputs (just the same way as they do intermediate ones and
labour) in order to reduce the risks of not fulfilling the production targets imposed by
the central economic administration, I think that the latter is ultimately responsible for
the investment expansions. First, the planning commissions know the rules of the game
very well. They are quite experienced in telling the truth from empty promises which
the existing enterprises attach to the petitions for investment permits. Second, the bulk
of the “expansionist” investment is usually concentrated to a limited number of
entirely new projects initiated by the planners themselves. Not infrequently these top-
priority projects are growing at the expense of the existing enterprises which are
administratively deprived ofthe investment goods urgently needed for the replacement
of the worn-out equipment, or even of the necessary intermediate inputs for their
current production.

The motives for the planners’ decisions on speeding up investment have been
studied extensively by others. There is little need now to discuss these motives in detail.
However, one particular motive seems worth of reconsideration. This is a concern
about the creation ofenough work places for the cohorts of young people entering the
productive age.*

«Any textbook or manual on central medium and long-term planning available in socialist countries
seems to include—as an indisputable imperative—the requirement that the development of the productive
capacity should outpace the growth of population. Indeed, as far as full employment is concerned the
socialist countries seem to have practised what they preach (to the extent that the shortage of labour quite’
often compels the authorities to introduce harsh penalties for “parasitism”, i.e. preference of leisure over
being employed).
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Whatever mix of reasons underlies the decisions on accelerating the investment
rate, some economic consequences follow by necessity.

First, acceleration necessitates a substantial rise in the employment needed for the
construction of the new projects. However, even if the new projects get started to
prevent unemployment in the future, at the time of their realization there is no reserve
labour force to draw the manpower from. Thus, manning the new projects requires a
reduction of employment—and hence of output—in the existing enterprises. If the
labour force is reallocated through administrative procedures, some additional losses
must ensue (owing to inaccurate discrimination between more and less important
enterprises). Things go from bad to worse if the priority projects are allowed to pay
higher wages or to grant extra benefits in kind so as to attract a sufficient number of
workers. Under such circumstances the existing enterprises also lose employees and
have to restrict potential production. Yet, at the same time, the higher wages of the
newly recruited workers of the priority projects inflate the demand for consumer
goods. What makes things worse is that the managers of the existing enterprises,
threatened with mass “desertions” of their workers, try to compete for them with
means fair and foul. They offer higher wages (or lucrative overtime compensations),
try not to annoy the employees with formal discipline, too strict quality control,
intolerance to theft. (Because of the “soft budget” constraint they do not risk too much
even ifin a financial “trouble”). In effect, higher nominal wages of the whole workforce
sooner or later follow the attempted reallocation of labour. The demand for consumer
goods increases accordingly. It is worth noting that there is an alternative method of
labour reallocation that does not entail wage inflation. That method would stipulate
falling nominal (or at least real) wages in the existing enterprises or sectors of the
economy. For obvious reasons that method is not very popular. However, the early
stages of industrialization under central planning combined massive successful waves
of investment in new projects with little or no upward movements in nominal wages. Of
course, that was possible because the economic policies towards the then existing
private agriculture aimed at a relative (or even absolute) impoverishment of the
peasants—causing thereby sufficient emigration from agricultural occupations.

Second, acceleration requires a substantial rise in the production (or imports) of
capital goods and an expansion of the industrial construction sector. Because the
production capacity of the domestic industries is fully utilized, acceleration of
investment implies a fall in the production of many consumer goods. Housing
construction is likely to be especially affected. Certainly, an absolute fall in per capita
consumption of major sections of the population happens quite rarely. Many
industries producing consumer goods cannot be geared to the production of
investment equipment. Also, new factories serving the consumer (the construction of
which had started much earlier) may be entering the markets irrespectively of the
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current investment expansions. Besides, imports and domestic inventories ofconsumer
goods may help to postpone and mollify the inevitable decreases in the supply of many
specific goods. Nevertheless, the growth in the supply of major aggregates of the
consumer goods (excluding possibly food, tobacco and alcohol) is to be checked. In
effect, excess demand for most aggregates of consumer goods is likely to rise—and so is
the aggregate excess demand. Ofcourse, such a proposition holds only true with rigid
consumer prices. If prices rose in accordance with falling supply, excess demand would
not rise. However, the initiation of the “expansionist” investment is always
accompanied by a developmental euphoria unnecessarily propagated by mass media.
This excludes significant adjustments in consumer prices.

Both tendencies, described above (rising wages and demand, flagging supply)
contribute to increasing excess demand for most consumer goods, i.e. to generating
disequilibrium.*

Consumer markets’ disequilibrium
and the supply of labour

It is useful to distinguish two forms of the consumer market’s disequilibrium,
depending on the presence of inflationary overhang. Under the former, virtually all
goods are in short supply (while the freely available ones in fact do not possess any
properties appealing to the consumers). Under the latter only some goods are in a short
supply (while the consumption of the freely available goods is actively restricted by the
consumers’ budget constraint). Alternatively, the latter form of disequilibrium is
caused solely by a wrong structure of consumer prices whereas the former by a wrong
(i.e. too low) level of consumer prices (which may or may not be accompanied by a
wrong price structure).

It is important to note that the latter disequilibrium may also occur with a too
high general price level. Under such circumstances restoration of equilibrium would
require a fall in the price level.**

*The structure of rising excess demand may be predicted in advance. Because of the Engel law, the
rising incomes (wages) induce only a slight rise in notional demand for foodstuffs. The demand for
industrially produced consumables, services and housing is, however, increased quite dramatically. Yet, the
supply ofthe latter goods isseverely affected by the investment acceleration. Thus, one should expect deepest
disequilibrium in the markets for the non-food goods. Nevertheless, consumers, unable to satisfy their
notional demands, would increase the consumption of foodstuffs—especially meat products—and alcoholic
beverages. On the mechanism of forced substitution see [3], [12].

** To R. Portes [17] the consumer market disequilibrium is synonymous with a monetary overhang.
This follows his “macroeconomic” approach to the study of centrally planned economies. Yet, as J. Kornai
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The former disequilibrium (one with involuntary savings, inflationary overhang)
isaccompanied by excessive monetary assets held by consumers. These assets represent
the intended expenditure which the consumers are unable to spend because of the
shortages of goods containing any “utility”.

Under both forms of disequilibrium, there are four mutually reinforcing
mechanisms, adversely affecting the quantity and quality of work performed by the
consumers.

First, shortages engender queues and necessitate time-consuming hunting for
“attractive” goods. In effect, much more satisfaction is to be obtained from investing
more time in shopping activities (at the expense of working efforts). This fact underlies
many phenomena such as increased absenteeism, reluctance to accept overtime work,
proliferation of professional speculators quitting productive work altogether.

Second, the administration of the rationing schemes (when these prove necessary
to curb speculation and limit the lengths of queues) absorbs additional manpower.
Likewise, “fighting” the black market and corruption through increased police
surveillance and legal repressions distracts significant amounts of effort from more
productive services.

Third, because the disequilibrium is likely to increase abnormally (via the
involuntary substitution), the consumption of foodstuffs, alcohol and tobacco, the
health standards of the population are adversely affected. Thereby the intensity,
quantity and quality of work is reduced. (Induced overconsumption of alcohol
additionally diminishes labour supply through deteriorating moral standards.)

Fourth, under disequilibrium the private sector is able to make extra profit
without any particular effort. (Consumers do not value their money too much and tend
to spend large sums on goods and services which they would never consider seriously
under general equilibrium in the consumer market.) Hence, many employees quite
rationally quit productive work in the state-owned sector and start their own lucrative
businesses offering rather easy money.*

Each of the four mechanisms described above has a logic and a momentum of its
own, forms habits and institutions that persist even when the original cause (market
disequilibrium) is curbed or eliminated. For instance, the bureaucracy created to
administer the rationing schemes has every reason to resist the abolition of rationing

[16] rightly insists, the composition of partial disequilibria seems more important. It is so indeed because
there are disequilibria implying all macroeconomic consequences, yet not accompanied by any monetary
overhang.

*In Warsaw there are more registered privately owned taxis than in Paris. Of course, it is much more
difficult to catch a taxi in Warsaw. Taxi drivers there may work 3 hours a day—and earn enough income, well
in excess of the average wage in the socialist sector.
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even when this is in fact no longer necessary. Some lags may prolong the operation of
the mechanisms in questions, make them resemble the long-run ones. Yet, in all
probability, they are cyclical: they gain or lose importance in line with the pulsating
severity of the basic factor, i.e. disequilibrium.

Of course, there is yet another—and possibly the most important—mechanism
transforming market disequilibrium into a falling quantity and quality of work
performed by the consumers. As early as 1951—52 it was observed that a
disequilibrium in the consumer goods market reduced incentive to work, i.e. labour
supply (see [18], [19]). Later, the mechanism of falling labour supply under
disequilibrium was formalized and extensively studied theoretically (see [13], [19], [20]).
None of the four processes we described earlier is referred to in these studies. Instead,
the mechanism in question is derived directly from a “fix-price” analysis of a
neoclassical rational consumer’s behaviour under rationing. The behaviour involves
the allocation of available time (between work and leisure) and money (between
purchase of consumer goods and voluntarily held money, i.e. stocks of savings). It is
demonstrated that under inflationary overhang the usefulness of money is reduced—
and so is the incentive to work, i.e. to earn money. Similar effects can also be deduced
when there is no monetary overhang and the disequilibrium is caused solely by the
wrong price structure. It is worth quoting the following mathematical result: if
the consumer’s utility is a function of leisure and (aggregate) consumption, then the
rationing of goods increases the amount of leisure “demanded”—and hence reduces
the intensity and quantity of work. Again, forced substitution enters the picture.
Certainly, if the neoclassical notion of utility defined over leisure and total
consumption is discarded (as Janos Kornai [21] seems to have done) then labour
supply and disequilibrium need not be linked. On the other hand, despite doubts about
the wisdom of the neoclassical approach many authors continue to rely on it. (For a
relevant discussion and bibliography see [17].) Of course, the final solution of this
controversy must await extensive and rather difficult empirical studies. We shall return
to this question in the last section of the paper.

Having presented five cooperating mechanisms transforming market disequilib-
rium into growing shortage of labour (and, hence, reinforcing the tendencies towards
higher wages, dwindling effort, deeper disequilibrium) it is probably obligatory to
comment on some other related factors which, according to popular beliefs, also
contribute to a decline in the quantity and quality of work by the consumers. Thus it is
sometimes suggested that the labour supply is adversely affected by rising prices, i.e.
inflation (e.g. [11]) or stagnating living standards (e.g. [10]). These opinions cannot be
deduced from the contemporary disequilibrium theory (e.g. [13], [15]). The decisive
factor is disequilibrium—which may, but need not, be accompanied by inflation or
falling per capita consumption. A simultaneous rise in living standards and the
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nominal purchasing power of money is highly unlikely to encourage any higher quality
and quantity of work—if, at the same time, consumers are unable to satisfy their needs
simply because of shortages.

It seems more reasonable to expect that—ifthere is an inflationary overhang—the
restoration of equilibrium (involving a rise in prices) would promote an improvement
in the quantity and quality ofthe labour offered for sale. Ofcourse, ifthe restoration of
market equilibrium involves deflation (market disequilibrium is caused by a wrong
price structure, no inflationary overhang actually exists), then, indeed, it may look as if
falling prices contributed to the labour market’s recovery.

The proposition about a negative correlation between inflation and/or stagnation
in the living standards on the one hand and labour supply on the other is also
contradicted by the experience of the market economies. Inflations—or even
hyperinflations—are accompanied there by growing labour supply leading to
increased labour productivity (quality of work) and, in effect, to an excess supply of
labour: unemployment. Similarly, living standards may be falling dramatically (like in
post-war Japan, West Germany, Italy) only to increase the volume of labour offered
for sale and investment. Again, the most likely basic factor behind those developments
is the absence of disequilibrium in the consumer markets.*

Falling labour supply and stoppage
of the investment expansion

The unfolding investment expansion is accompanied by a growing shortage of
housing and other commodities which brings about a decline in the quantity and
quality of work performed. In effect, labour productivity decreases (in the existing
enterprises) or does not .approach the levels originally designed (in the newly
completed factories). So, there is a further rise in the demand for labour—and a
manifest excess demand for it. Under these circumstances enterprises tend to compete
for employees. Those which offer the highest wages and most “liberal” terms of work
may hope to solve their employment problems. This is a dangerous illusion. Overpaid
workers have even less motive for hard work. Besides, the outcompeted firms have to

’The positive effect of price rises (relative to wages and monetary assets held by consumers) on the
growing labour supply under inflationary overhang has virtually nothing to do with the question whether or
not falling real wages under equilibrium (save under overproduction of goods) somehow regulate the labour
supply. Thus we do not have to know whether the Marshallian labour supply functions are “foreward” or
"backward” sloping. Even if under equilibrium the labour supply is reduced by falling real wages, as long as
there is consumer market disequilibrium a fall in real (and nominal) wages is expected to induce bigger
labour supply.
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“strike back”. Macroeconomically, such competition among the enterprises increases
the monetary assets of consumers (i.e. workers) and, hence, inflates the demand. Thus
it leads to a further deterioration in the consumer market situation, less motivation for
hard work for anybody and a development of labour shortages felt by the whole
economy.

Let us consider possible actions which the central authorities may take to avert the
difficulties.

First, they may impose a freeze on wage-rises throughout the economy. This may
certainly help, at least in the short run. However, under frozen wages it is impossible to
implement any reasonable allocation of labour force within the economy. Also, raising
consumer prices while keeping wages constant seems politically haphazard. Most
important, this policy is incapable of restoring equilibria in both the consumer and
labour markets.

Second, they may try to balance the consumer markets through changes in
consumer prices. In principle, this would be a correct thing to start with. Under
equilibrium in the consumer markets the workers’ budgets are again “tight”: an
incentive to earn money is revived while speculation or private production of trifles no
longer yield profits. Also, the socialist enterprises producing consumer goods, when
confronted with market equilibrium for their products, are at last vitally interested in a
more efficient use of inputs in economizing on wages paid to the employees. However,
restoration of the consumer market equilibrium may imply significant open inflation
(if there is an inflationary overhang). Besides, it may be rather difficult technically to
calculate the correct price structure balancing the consumer market.* Moreover, even
if it is approximately known what changes in the price structure are necessary, the
authorities may hesitate to implement them for various social (i.e. political) reasons.

Third, they may try to curb the investment expansion and thereby to ease the
labour market tension. Again, this policy seems rational—and the most likely to be
implemented. By giving up some of the most labour and capital consuming new
projects this will release labour which can be re-employed in the existing enterprises
without creating a new wave of wage rises. The industries producing capital goods may
start supplying more consumer goods. By the same token, a rise in the supply of
housing may be expected. Moreover, the authorities may have learnt that the economy
actually suffers from an acute labour shortage while the dangers of unemployment are
still rather immaterial. Hence, the need to create a sufficient number of newjobs for the
young generations may no longer be felt.

*As demonstrated in [14]. the computation ofequilibrium prices involves particularly time-consuming
mathematical calculations, even if the consumers’ preferences are known and only a few goods are
considered. In practice the consumers’ preferences (or demand functions) are seldom known with any
certainty and the number of goods to be allowed for is by far much greater.
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Concluding remarks

The presented interpretation of the instability of productive investments in the
centrally planned economies focusses on the labour market situation. First, the
investment expansions (which to some extent are caused by the authorities’ preference
for full employment) are shown to be responsible for the deterioration of the consumer
market situation (i.e. deepening disequilibrium). Second, there are many reasons why
growing tensions in the consumer markets definitely reduce the quantity and quality of
work performed by the consumers. This reduction accelerates, through a competition
among enterprises, the growth in nominal wages and hence further inflates the excess
demand for both consumer goods and labour. Acute shortage of labour finally
paralyzes the investment expansion—and much of the current activities of the whole
economy. At the same time it (temporarily) dispels the authorities’ anxieties about
impending future involuntary unemployment.

That investment instability in the centrally planned economies involves
tremendous social, economic and political losses seems quite obvious. However, the
elimination of that instability may not be a realistic task as long as the planners do not
see any correlation between the disequilibrium in the consumer market and the falling
quantity and quality of work performed. If such a correlation were clearly perceived,
the investment expansions would be accompanied by falling real wages, rising labour
productivity—so that a genuine unemployment could emerge. (Under such circum-
stances the investment expansions could be stopped because of insufficient demand for
the consumer goods—just like in a typical Keynesian recession.)

Towards empirical verification: a note

The statements contained in this text are supposed to somehow apply to any
economy characterized by the tendencies towards persistent consumer market
disequilibrium and investment expansions. Certainly, the centrally planned economies
that exist today display both tendencies. Probably, also the war-time economies can be
described similarly. In the latter case the role of the investment “offensive” is played by
the massive drafts.

The validity of the explanations tying up various factors into a hypothetical
cyclical behavioural pattern seems evident to some extent. However, the relationship
between the intensity of disequilibrium and the labour market situation has induced
some controversy among the leading experts in the field. Under these circumstances
the statistical verification is rather essential. Now, some sub-hypotheses seem quite
open to an empirical enquiry.
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First, the concern about full employment as a motive for investment expansions
would require the study of the official demographic forecasts and their links with the
five-year—and longer—programs accepted by the Party Congresses.

Second, the effects of the investment expansions on the growing excess demand
for consumer goods and the reallocation of the labour force, etc., are usually evidenced
by the existing—though not always publicized—statistical reports.

Third, the first four mechanimms transforming market disequilibria into growing
labour supply may be illustrated by ample economic, legal and social statistics—at
least with respect to the Polish situation. Elaboration on these statistics may be
expected to produce many meaningful doctoral theses.

Really serious problems start with an empirical analysis of the data related to the
quality and quantity of labour supplied under market disequilibrium (i.e. to the
questions whether disequilibrium makes leisure more valuable). First, it is only in some
narrowly defined occupations where the quality of work can be adequately measured.
In aggregate terms it is hardly separable from the effects of technical change,
organizational rearrangements, etc. Second, the available statistics on total employ-
ment, average number of hours worked, overtime work, vacancies, etc. tend to be
notoriously unreliable. Third, the data generated by the quantity-constrained
economic processes are inherently useless as the basis for statistical reasoning. To
begin with, it is impossible to observe directly the level (save the composition) of the
market disequilibrium and the size of monetary overhang. It is rather difficult to expect
reliable estimates from econometric models wilt a quantity-constrained labour supply
function—as even the values of the explanatory data needed for estimation and testing
cannot be observed and, in fact, must be guessed.

The spillovers (forced substitution) destroy the legitimacy of the econometric
approach when studying rationing (see [12]). Of course, in principle it is still possible to
gain some knowledge on these systems, provided widely accepted, “universally valid”
systems of demand and labour-supply functions have been revealed by the
econometric models operating with the relevant data on the equilibrium economies.
Thus, ifwe knew numerically the unconstrained (Marshallian) labour supply functions
proven to be empirically adequate under market equilibrium, we would be in a position
to assess the extent of the spillovers from the consumer goods into the labour market.*

However, no such widely accepted “standards” encompassing labour supply,
consumer demand, saving formation have so far emerged from empirical studies
applied to the equilibrium economies. The most advanced attempt, by W. Barnett [23],.
accepts the US data covering the period 1890— 1955. His systems do not describe
simultaneous behaviour of labour supply, consumer demand and savings. Instead, he

*In [12] | conducted such an ex-post appraisal of the spillovers between various consumer goods and
savings with respect to Poland. I. Collier [22] realized a similar research program for the GDR.
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“only” considers the systems comprising either demand for goods and labour supply,
or demand for goods and savings. Moreover, the systems estimated by Barnett are
theoretically quite plausible, yet not necessarily complete. Also, their statistical
accuracy is far from fully satisfactory. In effect, we are still rather powerless as
concerns the empirical verification of the theoretical hypotheses about the labour
markets under the consumer markets’ disequilibrium. The only verification still left to
us is of a more abstract character.
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MHBECTUUWMOHHDLIE LUWMK/Ibl B NMJTAHOBOM
HAPOAHOM XO3ANCTBE:
MHTEPMNPETAUWNA, CCbIJTAKOWWAACA HA HEPABHOBECUE
PbIHKA TIPEAMETOB MNOTPEBJNEHUNA
N AEOUNLINT PABOYEN CU/IbI

n. NOAKAMWNH3P

B 00BACHEHMWN UMKAMYHOCTM TEMMOB poOCTa MPOM3BOACTBEHHbIX KanuTanbHbIX BNOXEHWA B
NNaHOBOM HapOAHOM XO031CTBe aBTOP COCPeA0TaunBaeT CBOe BHMaHWE Ha pbiHKe Tpyaa. VIHBeCTULMOH-
Has aKcnaHcus (KoTopas [0 HeKOTpOW CTeneHW BbI3biBAETCA CTPEM/EHWEM K MOMHOW 3aHATOCTM)
060CTpsAeT TOBapHbIA [eunuMT Ha pblHKe MpeaMeToB NOTpPe6neHMs (3aBUCHMOE HepaBHOBECUE).
CyluecTByeT NATb B3aMMOYCUNNBAIOLLMX MEXaHW3MOB, NMOCPEACTBOM KOTOPbIX PbIHOYHOE HepaBHOBECHE
NPUBOANT K MOHMXEHWIO KayecTBa WM KO/MMYecTBa Tpyfa, MCMONHAEMOro motpebutensmu. W3 atoro
cnefyeT ocTpblil fileduLnT paboyeii Cunbl, KOTOPbIA B UTOre Mapann3yeT 3KCNaHCUI0 KanuTanoBnoXxeHui (a
TaKXe 3HaUMTeNIbHYI0 YaCTb TEKYLLEro (yHKLMOHNPOBAHUS BCEr0 HAPOAHOI0 X03AicTBa). OJHOBPEMEHHO
OH pa3BeyBaeT OMaceHWs NNaHOBMKOB OTHOCWUTENbHO OGyaylieii 6e3paboTuubl. UTo6bI U36exaTb
WHBECTULMOHHBIX KonebaHuii, Heobxoanma 6onee rnbkas MonuTMKa LeH W 3apaboTHOM nnatbl. B
4aCTHOCTMW, NPOAOMKMTENbHAA MHBECTULIMOHHAA 3KCMaHCMA TpebyeT onpefeneHHO cTeneHn OTKPbITON (a
He CKPbITOW) MHAAALMK.
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AN OUTLOOK OF FOOD SUPPLY
AND DEMAND IN THE CMEA COUNTRIES

Results of the IIASA/FAP Model System

CS. CSAKI

The Food and Agriculture Program (FAP) of the International Institute for Applied Systems
Analysis (IIASA) has invested substantial effort in the investigation of the agricultural system of the
CMEA* countries. As an element of the agricultural model system of the Institute, the CMEA
Agricultural Model was constructed and has been used for various investigations. In the present
study the results of the most recent exercise, namely the results of computations with the CMEA/2
Model are summarized, together with a briefdescription of the methodology and a short assessment
of the most recent developments in East European agriculture. In the analysis special attention is
paid to problems related to livestock in general; however, in the study the whole agriculture of the
respective countries has been investigated.**

The methodology of the study—the CMEA/2
Model of IIASA/FAP

In 19809 percent of world population lived in the European member countries of
the CMEA (including the whole territory of the Soviet Union), representing 18 percent
of the area of all countries of the world. This region possesses at least 20 percent of the
world’s agricultural production potential. The European member countries of the
CMEA produced 16.9 percent 6f all grain and 17.5 percent of all meat produced in the
world in 1980. In 1983 these countries had to import agricultural products in the value
of 17.9 billion dollars (net import value), thereby influencing the world market for
several important products to a considerable extent. These facts explain the vivid
interest arisen in recent years for the agricultural problems of the European CMEA
countries.

The Food and Agriculture Program (FAP) of IIASA has been engaged in the
development of a set of linkable national models for agricultural policy analysis since
1976, with the help of a network of collaborating institutions around the world. The

* CMEA = Council for Mutual Economic Assistance known as Comecon in Western countries.
** About previous results with the IASA/FAP CMEA Model see Cs. Cséaki (1982).
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purpose of the FAP is to study the effect on the domestic food situation in given
countries of alternative policy measures as taken by their own governments, by the
governments of other countries and by international organizations which operate
under specified international agreements. The basic elements of the FAP model system
are the national policy models developed on the basis of a common methodology. A
special linkage methodology was developed in order to create the global food system.*

The FAP global agricultural model system called BLS: (Basic Linked System)**
consists of twenty-one models linked together. Of these twenty-one models, 18 refer to
individual countries, two refer to the EEC and the CMEA each and one to the rest of
the world. These models have been developed at IIASA in cooperation with scientists
ofthe respective countries. The BLS describes the international trade at 10 sector levels
(wheat, rice, coarse grain, bovine and ovine meats, dairy products, other animal
products, protein feeds, other food, non-food agriculture, non-agriculture); however,
some of the national models have a different sectoral breakdown.

Within the FAP a specific modellingframework was developed to represent the
centrally planned food and agriculture systems in the global investigations. This
modelling approach

— incorporates the basic features of the CMEA member countries’ economies,

— offers opportunities to include the country-specific features,

— is detailed enough to be used as an experimental tool for actual planning and

forecasting purposes.

HASA’s modelling framework for centrally planned food and agriculture
systems was first applied for the development of the Hungarian Agricultural Model
(HAM). The aggregated CMEA Agricultural Model has been constructed by using
experience gained with HAM and with the first version of the BLS country models.
Actually, two versions of the CMEA Agricultural Model have been developed.

CMEA/1 Model was built in 1980-81 with a detailed commodity coverage
(22 food and agricultural commodities) consistent with the commodity classification of
FAQO’s “Agriculture Toward 2000” Project. The model is divided into two major
parts: the first submodel describes the agricultural system of the Soviet Union and the
second includes the smaller European CMEA countries (Bulgaria, Czechoslovakia,
GDR, Hungary, Poland and Romania). The two submodels have a completely
identical structure and can be operated independently of each other. The CMEA/1
Model has never been linked to BLS, it was used in a stand-alone mode for medium

* About the structure of the FAP national models and the linkage methodology see M. Keyzer
(1980).
** About the Basic Linked System see G. Fischer and K. Frohberg (1981).
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and long range projections on limits to and potentials of agricultural development in
the CMEA countries.*

The CMEA 12 Model represents the CMEA region in the current version of BLS.
The model is designed along the same principles as CMEA/1 Model and also fully
consistent with the other elements of the BLS. The commodity classification follows
the one used in BLS and the production model block isconstructed by using the overall
methodology and based on the same data base (FAQO) as other country models. Owing
to the specific features of the centrally planned food and agriculture systems of the
CMEA, the model has several specific features as well. (Figure 1shows the structure of
CMEA/2 Model.)

Plans, policies

realization market

International

Initial stage Next period
Fig. |
The structure of the CMEA agricultural model

In the CMEA member countries agricultural policy and policy goals are
determined by the fact that they are integral parts of the central plan for the whole
national economy. The targets for production and consumption are fixed in the
national plan and are realized by a coordinated system of sectoral (industry,
agriculture, etc.) regional, local and enterprise plans. Though the indirect policy
instruments of price, market, tax, credit and interest policy are used to an increasing

* A detailed account of CMEA/1 experiments is given in Cséaki (1982).

10* Acta Oeconomica 35, 1985



148 CS. CSAKI: FOOD SUPPLY AND DEMAND

extent to realize targets, their role and the the way in which they are implemented are
rather different from those in market economies. First ofall, one should point out the
following characteristics:

—The agricultural and the domestic markets of CMEA countries are not directly
related to the world market. Protection is implemented not by price and tax
policy instruments but mainly through administrative measures (e.g.,
government foreign trade monopoly, central decisions on export and import
of agricultural produts).

— Decisions on the desired growth of personal consumption and on investment
allocation to agriculture are made within the framework of the five-year
national plans.

— Domestic producer prices are not directly related to international prices, they
are generally fixed for a given year and changed mainly to adjust to changing
production expenses.

— Producing firms have no direct contacts with world market.iExports and
imports are transacted by government foreign trade agencies.

— Auvailability of foreign currencies and labour flows are controlled by the central
planners.

— Consumer prices are set with a view to central income and wage policy targets

and they do not reflect the actual supply and demand relations.

The CMEA/2 model in the BLS is constructed to reflect the above-mentioned

conditions. Thus,

— Domestic prices are not endogenized and are expressed in roubles.

— In the model the desired growth of the overall economy (a,), the desired
growth of consumption (a2) and the desired share of food and agriculture in
total investment funds (a3 are taken exogenously with lower and upper
bounds determining the desired path. An adjustment mechanism is also built
in to achieve these targets as much as possible.

— Lower and upper bounds are introduced in the production models to assure
self-sufficiency requirements or to limit production growth in certain
commodities.

— Modelling of consumption is based on FAO trends (“Agriculture Toward
2000 estimations) and targets on private consumption published in CMEA
countries.

— The exchange model built into the model expresses present practice and an
assumed preference ordering of areas where adjustment to changes in the
conditions of the world market takes place. In the present version the
preference ordering of adjustment is stated as follows:

— adjustment of stocks of the non-agricultural commodities;
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— stock adjustment of agricultural commodities;

— modification of government expenditures;

— modification of investment in the rest of the economy;

— modification of investment in agriculture;

— adjustment of private consumption of the non-agricultural products;
— modification of food consumption.

Scenarios of the CMEA/2 agricultural model

Several scenarios have been developed for the CMEA/2 model. The three major
exogenous parameters are identical in each of these scenarios, as follows:

— the desired annual growth of the overall economy (a,): 5 percent

— the desired annual growth of private consumption (a2): 4 percent

— the desired share of food and agriculture in total investment funds (a3): 15

percent.

Similarly, the same major resources (labor, capital) are considered in every case.
Owing to lack to information, land is not yet considered independently in the
production function of the production block.

For CMEA-related investigations and to represent the region in global
investigations, the following scenarios of the CMEA/2 Model have been developed:

Scenario A : Low import scenario :

We assume that agricultural development in the CMEA area will be faster than
in the 70’s, especially concerning grain production. The faster growth combined with
improvement in feeding efficiency, will lead to a nearly 100 percent self-sufficiency in
major agricultural products by the end of the century. In this case, an increasing
fertilizer availability is considered and feed-use parameters have a downward trend.

Scenario B: Medium import scenario:

It is assumed that CMEA agriculture will develop along the trends of the past 15
years. At the beginning growth in animal husbandry will be somewhat higher than that
in crop production. Feeding efficiency stays at the level of the early 80’s. As a result of
these trends, the annual grain import of the area will remain at a 30-34 million metric
tonnes level except for the last few years of the century, when it goes down to 25 million
metric tonnes due to the growth in the grain sector. Fertilizer availability is less
favourable than in the case of Scenario A.
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Scenario C: High import scenario:

Only moderate development is assumed in crop production, combined with
limited fertilizer availability. Conditions for animal husbandry stay as in Scenario B.
As a result of these conditions the projected annual grain import at the end of the
century is around 55 million metric tonnes.

Scenario D: Meat-import-oriented development scenario:

By modifying production lower bounds for grain production, it is assumed that
the region moves toward meat import instead of importing grain for feeding purposes.
Otherwise as Scenario B.

Each of the four basic scenarios has two versions. First we use unchanged
domestic prices for the whole run, while in the second case it is assumed that ifa world
market price changes strongly in a persistent way over a long period of time, this will
result inchanges o fdomesticprices of CMEA countries. A logistic function proposed by
O. Gulbrandsen is used, where the transmission of the world market price change is
very limited with small changes and grows with large persistent changes. (The
transmission rates with this function are, for example, 11 percent with a 10 percent
change and 22 percent with a 20 percent price change.)

The CMEA-related analysis of this paper is based partly on the comparison of
these scenarios computed on a stand-alone mode and partly on BLS runs with the
previous scenarios. BLS runs are compared to the so-called Base Scenario or Reference
Run.* The primary role of the reference runs is to serve as a “neutral” point of
departure, so to speak, from which policy scenarios take off as variants, with the
impact of the policy showing in the deviation of that policy run from the reference run.

During the last year several sets of BLS runs have been made. The CMEA-related
runs available so far are as follows:

— R 0: Reference run with CMEA Scenario B

— CI: Low import for CMEA (CMEA Scenario A), otherwise R0

— C2: High import for CMEA (CMEA Scenario C), otherwise R0

— FO: Free trade run with CMEA Scenario B

— F4: Free trade run with high import of CMEA (CMEA Scenario C) and

China.
— RR: Reference run with low import of CMEA (CMEA Scenario A) and
China.

These runs were made in 1984 by using CMEA/2 model with unchanged

domestic prices. At that time some elements ofthe non-CMEA components of the BLS

* About the Reference Run see K. Frohberg-Fisher, G. (1985).
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have still been in the phase of final tuning. However, we believe that concerning
relationships between the CMEA and the rest of the world the results of these runs are
already within the bounds of credibility.

Results and conclusions

In Figures 2-4 some of the results of the CMEA/2 model runs are summarized.*
In our study we do not intend to cover all the problems of agriculture in the CMEA
countries. Each of the respective countries follows an independent agricultural policy,
the development in agriculture of the region has a great deal of country-specific
features. We try to identify those issues which are equally relevant for each of the
countries and focus our CMEA-level study on these problem areas.

The agriculture of the European CMEA countries experienced a rapid growth
during the early seventies, while later the rate of growth diminished and balanced
development of the preceding years changed to stagnation accompanied by sharp

Fig. 2
CMEA production, Coarse grains

* Computations were made at HASA by LészIé Z6ld of FAP.
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Fig. 3
CMEJ production. BOV+0V meat

Fig. 4
CMEN production. Dairy
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fluctuations (See Table 1). During this stage of development the overall yearly rate of
production growth was about 4 percent, diminishing later to 1.5-2.5 percent, with the
countries showing considerable differences in this respect. Resulting from its relative
importance, changes with the greatest impact were experienced in the Soviet
agriculture. In the Soviet Union the performance of plant production, especially that of
grain production, lags behind expectations and this, together with the objective of
stabilizing livestock production, has led necessarily to increased grain imports. The
negative influence of this has been amplified by the economic and political crisis in
Poland, leading to a decline in agriculture, too. Therefore, further growth and growth
potential seem to be one of the major issues concerning the further development of
CMEA agriculture. The actual results in this respect will to a large extent determine the
behaviour of the region on the world market of agricultural commodities.

Table 1

Development o fgross agricultural production
in European CMEA countries

(1970=100%)

Country 1975 1980 1983
Bulgaria 116 121 125
Hungary 126 141 150
GDR 114 121 124
Poland 120 108 113
Romania 137 165 173
Soviet Union 103 111 123
Czechoslovakia 112 122 130

Source: Statistical yearbook of CMEA, Moscow, 1985.

All ofour scenarios reflect substantial growth potentials in agriculture (2-3 percent
per annum on a longe-range basis), in contrast with relatively moderate growth in
recent years. This projected growth expresses the fact that substantial production
reserves exist in the area, especially in the USSR. In our opinion, the significant
investment allotted to agriculture in recent years will bear fruit in the future, and a
moderate food surplus can be forecast by the beginning of the next century.

Related to growth the development o f crop production and, especially, the results
of grain farming are ofoutstanding importance. In the last decade livestock production
has developed at about the planned rate and crop growing at a slower rate of growth
than planned. Only in Hungary has plant production been able to keep in step with the
expansion in livestock production. Disequilibrium between livestock production and
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crop growing (especially grain production) has been basically attributable to low and
slowly improving vyields in plant production and, especially, to very poor feed
utilization. In order to guarantee the necessary supply ofmeat, however, most countries
optedforfeed imports instead o fmeat imports. Consequently, the improvement of feed
utilization now presents one of the greatest potentials which can be rapidly realized in
order to diminish grain imports.

During the seventies and the eighties, in spite of considerable effort, there has not
been any significant advance in grain production of the CMEA countries: from 230
million tons in 1969/71 production rose to 252 million tonnes in 1979/81 (See Table 2).

Table 2

Grain production in the European CMEA countries

Bulgaria Hungary GDR Poland  Romania Soviet Union Czechoslovak«
Production 1000 metric tonnes
1969-1971 6636 9051 7050 18251 12670 168788 8021
1974-1976 7580 11997 8921 21112 16211 178248 9627
1978-1980 7790 13146 9425 19093 19508 195526 10288
1981-1983 8787 13858 9649 20995 - - 10239
Area, 1000 ha
1969-1971 2183 3132 2319 8489 6211 114822 2656
1974-1976 2197 3157 2499 7907 6164 122088 2689
1978-1980 2131 2941 2520 7857 6396 122204 2598
1981-1983 2132 2860 2513 8036 - 117491 2565
Yield, tfha
1969-1971 3.04 2.89 3.04 2.15 2.04 1.47 3.02
1974-1976 3.45 3.80 3.57 2.67 2.63 1.46 3.58
1978-1980 3.66 4.47 3.74 2.43 3.05 1.60 3.96
1981-1983 4.12 4.85 3.84 2.61 - - 3.99

During the period between 1975 and 1981 it fluctuated between 207 and 311 million
tonnes, showing a trend of stagnation especially in the Soviet Union, having a
dominating importance in this field. Therefore, the increase of grain production and
decrease of grain imports are considered the most important objectives in agricultural
development. Our scenarios reflect thefour major possible outcomes in this respect with
their possible impacts upon overall agricultural development.

The growth of meat production surpassed 30 percent between 1970 and 1980.
Within production patterns of the meat sector the importance of livestock branches
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Fig. 5
Grain production and import of CME/

Year

Fig. 6
GDP-agric-70

with a high fodder grain consumption has increased independently from the
development of domestic feed production.

Tables 3 and 4 show recent developments in the cattle sector. Considerable
increases in cattle inventories—by 25 to 35 percent—occurred in Bulgaria and
Romania from 1970 and 1983, while in Hungary the cattle stock remained at the same
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Table 3
Livestock in CMEA countries

(1000 pieces)

1983 as
. 1966- 1976— 1981-
Countries 1970 1975 1980 1983 1970 1980 1983 a percentage
of 1970
Cattle
Bulgaria 1353 1725 1843 1814 1405 1817 1829 1341
Hungary 1912 1904 1918 1907 1973 1934 1925 99.7
GDR 5190 5532 5723 5768 5081 5582 5736 1111
Poland 10220 12764 11337 11085 10232 12054 11191 108.4
Romania 5216 6126 6485 6752 6183 6433 6434 129.4
Soviet Union 99225 111034 115057 119558 96878 113456 117554 120.5
Czechoslovakia 4288 4555 5002 5190 4331 4843 5141 121.0
Ofwhich: cows
Bulgaria 628 703 723 711 627 729 719 113.2
Hungary 763 760 765 735 763 776 748 96.3
GDR 2163 2155 2138 2096 2176 2142 2114 96.9
Poland 5829 6138 5666 5687 6921 5820 6399 97.6
Romania 2276 2561 2670 2583 2111 2614 2579 1135
Soviet Union 39762 41917 43389 43862 40842 42845 43762 110.3
Czechoslovakia 1881 1903 1902 1896 1910 1902 19000 100.8

Source: Statistical yearbook of CMEA, Moscow, 1985.
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Table 4

The gross production of the principal products o fanimal husbandry

1983 as
Countries 1970 1975 1980 1983 a percentage
of 1970
Total meat
Bulgaria 476 657 788 837 175.8
Hungary 1040 1422 1541 1789 172.0
GDR 1348 1837 1899 1873 138.9
Poland 2182 3062 3141 2500 114.6
Romania 888 1373 1769 - 201.1*
Soviet Union 12278 14968 14981 16450 134.0
Czechoslovakia 1098 1349 1654 1487 1354
Ofwhich: beef
Bulgaria 108 112 153 165 152.8
Hungary 204 229 196 205 100.5
GDR 385 476 431 421 109.4
Poland 642 870 846 779 121.3
Romania 224 267 304 - 129.0*
Soviet Union 5393 6409 6673 7011 130.0
Czechoslovakia 362 431 436 435 120.2
Milk

Bulgaria 1632 1803 2212 2530 155.0
Hungary 1726 1835 2557 2825 163.7
GDR 6867 7458 7243 7266 105.8
Poland 14988 16395 16499 16093 107.4
Romania 3912 4581 5480 5242 134.8
Soviet Union 83016 90804 90630 96450 116.2
Czechoslovakia 4978 5562 5966 6554 131.6

Source: Statistical yearbook of CMEA, Moscow, 1985.
*1980 as a percentage of 1970.

level as 12 years before. In the other countries a 10-20 percent increase has been
achieved. Within the dynamic development of meat production beefproduction showed
amedium rate ofgrowth. In general, pork and poultry have been the driving forces of
growth in meat production. Except for Hungary, Bulgaria and Romania milk
production rose at a modest rate.

Results of our model in the area of livestock also represent probable alternatives
for the future. Scenario D reflects a very interesting option for the region, especially for
the Soviet Union, namely importing meat instead of grain. With the present
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Years
Fig. 7
World price compared to non-agricultural price

international prices of meat this option seems to be rather efficient concerning hard
currency expeditures, and the low feeding efficiency in these countries should not be
forgotten in this context, either. However, the lack of infrastructure limits the moves
toward this direction.

Both in crop growing and livestock production intensive varieties!species,
demanding care, found more use and likewise intensive and large-scale methods of
production have been introduced. On the other hand, this went only partly together
with the establishment of appropriate conditions of production. Over a greater part of
the agricultural areas of CMEA countries the use of insecticides and fertilizers is poor
and the lack of machinery of good quality in appropriate numbers leads to losses in
harvesting. Deficiencies of agrarian infrastructure (storage and transport capacities)
primarily affect the efficiency of Soviet agriculture, but they are characteristic more or
less of all countries of the region. Feed concentrates, essential for efficient feed
utilization, generally constitute a bottleneck.
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BOV ¢0OV meat

Fig. 8
Export in percentage of production

The community of socialist countries possesses a natural potential to produce
food for a much greater population than the actual one. For the utilization of this
potential it has enough labor but less technological equipment and, above all, less
capital than necessary for a rapid development of the technical background. Agrarian
investments were diminishing in the agriculture of Czechoslovakia, Hungary, and the
GDR, all with relatively good technological standards, while they were severely
diminishing in Poland with an agriculture of poor technical level. Investments are
somewhat growing in the Sovietand Romanian agriculture, while they are stagnating in
Bulgaria. Though the agriculture of the socialist countries is not expected to receive
higher investments in the near future, the share ofagriculture in total investment is still
a very important element of decisions about agriculture.

Food consumption levels in the socialist countries are closely related to the level of
domestic production per inhabitant and to its changes. The structure of alimentation
has been improving in the course of the last decade everywhere. Animal protein intake
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increased, and so did the consumption of vegetables and fruits; on the other hand, the
consumption of cereal products decreased. Trends to increase food exports and to
reduce imports are somewhat felt in the consumption of Bulgaria, Czechoslovakia, the
GDR and Hungary, while it is strongly felt in the countries experiencing shortages in
some instances. In our model demand trends are based on FAO projections.

In close connection with social and income policies the countries of the region are
characterized by low-levelfood prices including subsidies. In order to restrict demand
which in many cases surpasses supply and to restore market equilibrium socialist
countries (except the GDR and the Soviet Union) also increased prices from 1980.
Within economic policies in Poland an Hungary consumer price policies have played
an important role and similar trends have been appearing in recent years in most other
countries, too. Price increases are aiming basically at reducing subsidies and have
hardly any direct influence on producer incomes. Food rationing introduced in some
countries may be regarded as a provisional but inevitable measure, because consumer

Fig. 9
World price compared to non-agricultural price
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prices are able to exercise their balance-creating role only if a sufficient amount of
commodities is available.

Between the seventies and the eighties the community of socialist countries
increased both its exports and imports offood (per capita exports rose 2.5-fold while per
capita imports 5times). In view of the fact that the increase of imports was double of
that of exports, the earlier balance has changed to a clear importing position. At
present, only Bulgaria and Hungary have a net exporter position while in the case of
Romania exports and imports are balanced. Net import surplus is the highest in the
GDR and Czechoslovakia (85-95 percent) and it amounts to 80to 100 US $per capita
in the Soviet Union and Poland. (The balance of agricultural foreign trade can be seen
on Table 5.) The bulk of food imports is made up of products bought from Western

Table 5

Foreign trade turnover in agricultural products* in CMEA countries (1983)

Export Import Balance Export Import Balance
Country
million US ? R US $per/capita
Bulgaria 1241 712 +529 139 79 +60
Czechoslovakia 540 1775 -1235 35 115 -80
Poland 801 1334 -533 22 36 -14
Hungary 2032 790 +1242 190 74 +116
GDR 374 2066 -1692 22 124 -102
Romania 830 889 -59 37 39 -2
Soviet Union 2386 18560 -16174 9 68 -59

*Without fish and fish products.
Source: FAO trade yearbook. Vol. 37. Food and agriculture organization of the United Nations,
Rome 1984. 42 and 44. p.

developed nations (above all grain and feed concentrates). Trade in food between
CMEA countries and developing nations continues to be insignificant.

Each of the net importers and those with heavy food imports have set the
objective ofestablishingfood autarky not only in terms of the whole nation but in many
cases also for regions within the country. Trends towards autarky were amplified by
external economic conditions (such as the change of financial and credit conditions,
strong protectionism in developed countries and food embargo measures motivated by
political considerations), as well as by internal supply tensions and by a desire for
economic independence. In our opinion, however, this reaction does not serve the
interests of the community of socialist countries nor the national interests of the
member countries. Giving up a part of international division of labor in food
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production is a factor which reduces economic efficiency. Therefore, the question ofa
so-called “free trade’’policy vs. autarky should also be investigated further both within
the CMEA region and in respect of outside countries.

In the countries of the region the character of management systems of the
agricultural sector, has not changed significantly in recent years, in spite of doubtless
endeavours toward reforms. Agrarian planning and management systems of CMEA
countries continue to be characterized by a management relying on central and obligatory
plan targets. There isa growing interest for new methods and the expectable impacts of
any modifications in the economic management systems. The role of economic
instruments (such as prices, interest systems, markets etc.) is still secondary (except
practices in Hungary) but increasing in importance. Concepts for reforming
management systems are elaborated in increasing numbers. In the area of planning
there is a general endeavour to reduce the number of obligatory plan targets for
farming enterprises. In spite of all thisCno radical changes are to be expected in
management systems of the countries in coming years, though modernization of
management practices is going to continue, relying more on the interests of the
enterprises and individuals.

Current producer prices are characterized by centralized price determination,
mostly independently from international market prices and by frequent differences
from real cost and value relations as well as by an insufficient income component.
During recent years important producer prices have been increased in most countries
several times. They were aimed at compensating rises in the prices of production means
(fuel and fertilizers) and also at providing incentives for producers. Nevertheless, the
role of the price system and the domestic market in managing agricultural production
has remained marginal. The impact of changes in the domestic price systems of the
CMEA countries upon internal and external relations has been another possible field
for our quantitative studies. Our first results indicate that the foreseeable modifications
in price policy (CMEA/2 Model with price adjustment) will not bring substantial
changes in the behaviour of the system.

By the use of BLS the international aspects ofthe agricultural policy ofthe CMEA
countries have also been investigated. Our results indicate that the future course of
agricultural development in CMEA countries will largely depend on national situations.
Efforts to satisfy growing consumer demands for food and to maintain or increase
levels of self-sufficiency will be the main driving forces of future development but, of
course, changes in world market conditions might also have some influence. High
world market prices might represent an additional reason for saving foreign exchange
by restricting imports and utilizing the export potential in a surplus situation. Low
international prices first have an influence on exporting countries, which might then
restrain agricultural development and invest more in other areas. However, the CMEA
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countries’ reactions to world market changes are much more moderate and lag behind
those of other developed countries.

According to the results of our calculations, the domestic agricultural policy ofthe
CMEA countries has only moderate impacts upon world agriculture, especially upon the
developing countries. The actual impacts of these countries on the international
markets ofagricultural products can be derived from the universal foreign trade policy
of the countries concerned and not from their domestic agricultural policy. It is
indisputable that the CMEA countries import—practically independently from the
world market prices—the necessary quantity of the basic food products (first of all
cereals) for providing that level of consumption which is targeted in the plans:

— as regards the agricultural products of tropical origin their deman is rigid
related to the overall state of the balance of payments ofthe given country and
generally depends on the world market prices only to a small extent,

— because of the necessity of increasing convertible currency incomes the export
supply of the exporting countries is also rather rigid,

— on the whole, the share of the region in the world trade of major food and
agricultural products is rather low.

This specific behaviour may influence the world market and its prices.
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MEPCMNEKTWBbLI MPEANOXEHNA N CMNPOCA
MPOAOBOMBCTBUNA BCTPAHAX COB

Y. HAKN

B pamkax npogoBONbCTBEHHOW W CeNbCKOXO03ACTBEHHOW MporpaMMbl B MeXAyHapoaHOM
WNHCTUTYpe NPUKNALHOIO U cucTemMHOro aHanusa (HASA), Haxogdulemca B r. JlakceHbepr (ABcTpus), B
KayecTBe YacTU CUCTeMbl rno6anbHON CenbCKOX03AWCTBEHHOW MoAenu 6bina paspaboTaHa CenbCKOXO-
3aiicTBeHHasa mofens C3B. B cTaTbe n3naraloTca HoBelwMe pe3ynbTaTbl paboTbl Ha 6a3e 3Toi Mogenu.

Cuctema rnobanbHol CenbCKoXo3AiCTBEHHON MOAENN COCTOMT U3 21 CTPaHOBOW UM pernoHanb-
Hoii mogenu. Kaxpaas onucbiBaeT NMPOLOBONLCTBEHHOE W arpapHoe MOMOXeHWe B [aHHOM pernoHe Ha
yposHe 10 cekTopos. Crieyunduryeckas 0CHOBa MOJe/IMPOBAHNA — OnNucaTesibHas PeKypcuBHas CTUMYNSA-
UMOHHaA Mogdenb 6bina paspaboTaHa ANS MpeAcTaBneHWA MPOLOBOMLCTBEHHON W arpapHoi cucTemsl
CTpaH C LeHTPannM30BaHHO MNaHUPYyeMOl IKOHOMUKOI B FN06anbHOM paccMoTpeHun. ®akTUYeckn Gbinm
paspaboTaHbl ABa BapuaHTa arpapHoii mogenn C3OB. Mogen C3B/2 6bina ncnonb3oBaHa B HeAaBHEM
rno6asbHOM MCCMef0BaHUN AN NPeACTaBNeHUs pervoHa. bbinn paspaboTaHbl YeTbipe OCHOBHbIX
cueHapus mogenn C3B/2: BapuaHTbl C HU3KUM, CPEAHUM 1 BBICOKUM MMMOPTOM 3epHa, a TakXKe CLieHapuii
C UMNOPTOM MsAca. B Mofenn MOXHO MCMonb30BaTb HEM3MEHHbIe BHYTPEHHUE LieHbl, a TaKXXe LeHbl C
YMepPeHHON KOpPeKTUPOBKOM Ha MUPOBbIe LieHbl. Bbiny npocunTaHbl Ha 9BM 6 BapMaHTOB OPUEHTMPO-
BaHHbIX Ha C3B rno6ansHol Mogenu.

B cTatbe npepcTaBneHbl faHHble Mogenu C3B/2, a Takxke pe3ynbTaTbl rnobanbHoi mogen.
Hapsagy c BblBOAaMU MOAENMPOBaHUSA AaeTca KpaTkas OLeHKa Moc/iefiHUX UTOroB pasBUTUA CeNIbCKOro
X035icTBa B CTpaHax BocTouHoi EBponbl. Mpex /e BCero aHanM3npoBanca noTeHLman pocTa cenbekoro
Xo03aiicTBa. Bce cueHapun nokasbiBanu 3HauMTeNbHble pe3epBbl POCTa MPOM3BOACTBA B 3TOM PErMOHE.
OfHaKo CyllecTByeT AUCMNPOMOPLMA MexXAy NpOAyKLUMeli >XMBOTHOBOACTBA W pacTeHWEeBOACTBa B
HacTosee BpeMa. MoApo6HO paccMaTpuBaloTCA NPOrHO3bl YPOXKasn CenbCKOXO03ANCTBEHHbIX KybTyp,
0c06eHHO c6opa 3epHa, W TeHAEHLMIA pa3BUTWS XXMBOTHOBOACTBA B OyayLiem. BcTaTbe paccmaTpuBaeTcs
Ha OCHOBe pe3ynbTaToB MOAENN PO/b KanuTaloBNOXEHWA W HOBOW TEXHWKW B PasBUTUW CENbCKOro
X035/icTBa. HakoHeL, aHanM3nMpoBanucb MexAyHapofHble acnekTbl arpapHoilt nonnTukn C3B, a Takxe
afantayms 3TOro pernoHa K M3MeHeHUsM MUPOBOrO PbIHKA.
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TRADE WITH THE SOVIET UNION:
THE FINNISH CASE

G. OBLATH-P. PETE

Finno-Soviet trade isa special part of East-West economic relations. The magnitude oftrade
between the two countries isexceptionally large and its institutional system is similar to that of trade
among socialist countries. The volume and pattern of Finno-Soviet trade is based on intergovern-
mental agreements containing quotas for exports and imports and payments between the two
countries are accounted through a bilateral clearing system. The authors, after presenting the main
characteristics of this trade, analyze its institutional system and try to answer the question how
Finland has managed to adjust the special institutions of Finno-Soviet trade to the mechanisms of
her domestic market economy.

Finno-Soviet economic relations form a special part of East-West trade and they
deserve particular attention for two important reasons.

First, the magnitude of this trade is impressing indeed : in the early 80’s the share
of the Soviet Union in Finland’s total trade was above one fourth, which is the highest
share among all countries participating in East-West trade. Thus, one of the issues to
be investigated is how Finland’ssmall market economy is affected by the very intensive
economic relations with her huge neighbour, who, in turn, has a centrally planned
economy.

Second, the international framework, intergovernmental regulation, trade
accounting and institutional system of Finno-Soviet economic relations display a
remarkable resemblance to the framework of trade between socialist countries. This
special kind of institutional system—nbuilt on long, medium and short term
intergovernmental agreements containing lists (quotas) of goods to be exchanged in a
bilateral clearing system—implies a rather active role of various government agencies.
In this study, beyond presenting and describing the international framework and
institutional system of this trade, we shall try to discuss how Finland has managed to
adjust the special framework of this bilateral trade to her domestic market economy
and to her overall foreign trade.
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Background and preliminaries

The beginning of post World War Il trade between Finland and the Soviet Union
is inseparable from the S 300 m reparations which Finland was obliged to make
between 1946 and 1952. To illustrate the size of this burden: in 1946-1948 reparations
amounted to 4-5 percent of the net domestic product. [11]

The reparations, however, indirectly contributed to the diversification of Finnish
industry, since they gave a strong impetus to the development of the metalworking
industry. During the six years of reparations, the metalworking industry increased its
output threefold, and the shipbuilding industry sixfold. [3] The relations between the
biggest Finnish shipyards and their Soviet customers date back to the times of
reparations.

The engineering capacities built up on the large volumes of reparations made it
important for the Finns to keep the Soviet market even after switching over to normal
trade, since the augmented output could not be placed (at least not immediately) on the
Western competitive markets. It was therefore beneficial for Finland to sign a bilateral
trade agreement with the Soviet Union for 5 years in 1949 for the period between
1951-55.

The interstate institutional framework and payments system established in the
late forties which has hardly changed ever since is based on bilateral clearing accounts
and quotas specified by commodity groups.

The currency of accounting is the clearing rouble; bilateral trade agreements
between the partners determine the planned structure of trade and the magnitude of
the overdraft valid for that period.

Good political relationship and mutual confidence play a fundamental role in
straightening out economic problems between the two countries. Since World War I,
Finland has avoided all foreign political moves which could have aroused the suspicion
of its Eastern neighbour.

Since the Soviet Union regarded the European economic integrations with
suspicion from the very beginning, Finland kept out of all the European integration
processes up to 1957.

By the late 1950s, however, the dangers stemming from economic isolation had
grown larger. Outside the integrations the country came into an increasingly
disadvantageous position in comparison with its competitors on the Western export
markets. Therefore the Finnish economic diplomacy changed its principle of “staying
out of everything”. It tried, instead, to obtain the previous approval of the Soviet
Union for approaching any Western integration—which was usually successful—and,
parallel to her Western contracts, she signed agreements with the Soviet Union or with
other socialist countries which demonstrated that an equal distance was being kept.
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This was the way it acted when joining the European Free Trade Association and when
signing an agreement with the EEC.

Thus Finland’s special political and economic relationship with the Soviet Union
did not prevent it from becoming a part of the Western European integration in the
1960s and 1970s.

The gradual and prudent trade policy of opening (liberalization) towards the
Western markets had a considerable influence on Finland’s domestic economic
processes, as well as on the trend and nature of its development. From the turn of the
1950s and 1960s the Finnish manufacturing industry had to hold out both on the
domestic market, where liberalised imports put up competition, and on the export
markets, which were enlarged through the mutual elimination of tariffs. This opening,
on the one hand, compelled the Finnish industry to structural transformation and
modernisation, and, on the other hand, it brought enlarged sales possibilities and
stimulation determining the trends of development.

Growth and commodity pattern of bilateral trade

Finno-Soviet trade has been growing very dynamically in the last 30 years.
Between 1950 and 1970 the rate of growth had been about a yearly 8 percent at current
prices (which corresponds to the average growth of world trade), and over the whole of
the 20 years it had grown to more than fourfold. During the 1970s, mainly because of
changes in world market prices, the growth of trade had suddenly accelerated : to more
than 24 percent yearly, and from 1971 to 1981 it had grown to tenfold. By 1983 the
value of Finnish exports was more than $ 3.2 thousand million, and that of imports
more than $ 3.3 thousand million.

The Soviet share in total foreign trade developed along a special curve. In the
early 1950s, when reparations were gradually replaced by normal trade, a good one
quarter of the total turnover was transacted with the Soviet Union. Until the early
1970s this share had been more or less continuously sinking to 10-12 percent. This is
not so much the consequence of a slower development of the Soviet turnover than
before, but more of the larger dynamics of the Western trade, and of Finlands’ gradual
joining the West European integration. From 1974 on again the Eastern trade was
growing faster: by 1981 it had again reached a one quarter share. This is no turning
back: the upgoing side of the wave is attributable to structural and price factors.
About two thirds of Finland’s fuel imports—mainly crude oil—come from the Soviet
Union and the two oil price explosions multiplied the import bill and, since the two
countries wish to keep their trade in balance, this also had itsimpact on the export side.

Behind the steady growth rate in the long run, there are rather wide yearly

Acta Oeconomica 35, 1985



168 G. OBLATH P. PETE: TRADE BETWEEN THE USSR AND FINLAND

Table 1
Sovietand OECD share in the Finnish foreign trade
(percent)
Share in exports Share in imports

Year . .

Soviet OECD Soviet OECD

Union Union
1964 12.1 75.2 15.7 71.2
1965 15.9 72.0 14.0 74.6
1966 14.2 74.1 15.2 73.2
1967 175 715 15.5 71.9
1968 15.4 74.3 16.5 71.7
1969 13.9 75.5 12.7 74.7
1970 12.2 76.2 12.6 75.1
1971 10.0 78.0 14.0 76.1
1972 124 77.9 12.0 76.5
1973 11.8 77.8 12.2 76.3
1974 13.8 73.8 18.3 68.4
1975 20.5 67.8 16.7 69.2
1976 20.2 68.1 18.5 67.5
1977 194 68.8 19.7 64.8
1978 17.8 69.02 18.7 66.4
1979 13.8 74.2 19.5 64.2
1980 17.6 69.0 21.0 62.1
1981 24.8 62.9 235 62.4
1982 26.6 61.0 24.6 63.6
1983 26.2 62.1 25.7 64.0

Source: OECD databank.

fluctuations. From one year to the next growth rate differences of 20-40 percentage
points frequently occur.

This is explained by the fact that both countries try to balance their trade even in
the short run, though this effort has often been unsuccessful. Thus any change in the
trade balance induces correcting movements both in exports and imports. These
fluctuations are illustrated by Figure I, which is a graphic representation of export and
import growth rates between 1964 and 1981, as well as of the relative state of the trade
balance which is described by the extent to which Finnish imports are covered by
exports.

The following regularity can be read from the Figure. 1fin some year the balance
shows a considerable deficit on the Finnish side, exports will automatically speed up in
the following period, and imports slow down, while if the Finnish deficit is
considerably reduced or the balance shows a surplus on the Finnish side, import
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dynamics will speed up and exports slow down. Slowing down means in most cases
actual reduction. Up to 1971 this had been so in every year: export and import
dynamics developed exactly opposite to each other, as it followed from the balance of
the preceding year. From 1971 imbalances grew too large to be corrected within a year,
so that in the last decade the restoration of balance lasted through several years, while
the tendency remained the same.

The pattern of exports and imports is very different in Finno-Soviet trade. While
80-90 percent of exports consist of manufactures and they show a rising tendency,
imports are characterised by a low and decreasing share of these products. Their share
was hardly over 10 percent in the years from 1976 to 1980. Table 2 shows the average
share of commodity groups according to the one digit breakdown of the SITC

Fig. 1
Thefluctuation of Finnish export to and import
from the Soviet Union in relation to balance of trade
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Nomenclature concerning Finnish exports to and imports from the Soviet and OECD
markets.

In imports from the Soviet Union the share of mineral fuels was determinant
even before the oil price rise, amounting to more than half of total imports. The crude
oil and refinery products are delivered by the Soviet Union on the basis of long-term
agreements. The quantity to be supplied is fixed in volume terms. The delivery ofa 7-8
million tonnes (since 1980 8-9 million tonnes) pushed the share of primary energies up
to 80 percent because of the multiplication of prices. (The are also natural gas and
electric energy imports, but they are of little importance in comparison with the
imports of crude oil and refinery products.) In the 1970s Finland bought about two-
thirds of its total energy imports—within this one-third of its coal imports, 60-65
percent of crude oil, and 80-90 percent of refinery products—from the Soviet Union.
[2] The price rises only helped to enhance the most characteristic feature of the bilateral
trade: Finland pays for Soviet oil and energy deliveries with machinery and paper.

In exports group 7 is the most important one (30-50 percent); more than half of
it usually consists of ships. About three-quarters of four fifths of group 6 consist of
wood and paper products, which have traditions also in trade with the West.

Comparing the pattern of Finnish exports to the Soviet Union and to the OECD,
it is found that in the latter it is also the manufactures that have the largest share and,
though their weight fell a little between 1976 and 1980, this share is in fact increasing.

At the same time, in the country’s exports to the West the raw material share is
expressly higher, which is due to the greater role of the commodity group 2 (Raw and
basic materials). The bulk of this consists of hardly processed wood and pulp. The
other important difference is the distribution within manufactures. In Western exports
group 6 has the leading role (40-50 percent in total exports, 55-70 percent within
manufactures), while the share of engineering products is much lower, that of
consumer goods a little lower.

Table 3
Average share ofthe Soviet Union in total Finnish
exports of the most important groups o fproducts, in

SITC one-figure breakdown, in percentages

Groups of products

Total
Year
0 5 6 7 8 exports
1966-70 20.1 10.1 10.5 45.3 26.9 14.6
1971-75 26.0 9.2 12.2 22.1 194 13.9
1976-80 27.3 9.2 14.0 35.9 19.9 17.8

Source: OECD data bank.
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An examination of the share of the Soviet market, by groups of products, in
Finnish exports gives us an idea of how much Finland’s economic and export output
depends on Soviet orders. In Table 3 only those groups of products are shown in which
the Soviet share in exports is considerable and, because of the fluctuations explained
above, we shall again examine five-year average figures.

The Soviet share is largest in the engineering exports. The role of ship exports is
already known; in the average of the years between 1978-1980 Finnish shipbuilders
exported 75.6 percent of their output, 39.5 percent of it (i.e. more than 52 percent of
total exports) going to the Soviet Union. This industry is, therefore, largely dependent
on Soviet orders. In the engineering industry less shipbuilding the Western share in
exports is much higher; in its total output the Soviet share was less than 10 percent, in
its total exports only 20-25 percent. [2]

In recent years, a fifth of the light industrial exports has been absorbed by the
Soviet market. Finland’s textile, clothing and shoe industries being highly export
oriented, this takes up more than 10 percent of total production in the clothing
industry and more than 20 percent in the shoe industry.

The balance of bilateral trade and the imbalance
of the early 80s

The annual balance of bilateral trade showed Finnish deficits in most years. The
extent of the deficit was widely fluctuating, but in the longer run Finnish exports
covered around 80 85 percent of imports from the Soviet Union on average. The
deficit in the trade balance was partly compensated by exports of “invisibles”
registered on the current account.

The importance of invisible exports grew in the mid-1970s, as a result of Finnish
firms’ investment and building activities on Soviet territory : in East Karelia lying near
the border. Among the largest and best known projects implemented with Finnish
participation are the pulp and paper complex at Svetogorsk and the iron ore project at
Kostomuksha (both are being enlarged). In the development of Kostomuksha into an
industrial town, the Finnish firms participate by building infrastructure, and complete
housing estates. These investments constitute a new and fast developing area of
cooperation. The rate of this development has been the following: while exports
connected with these projects only amounted to 3.5-4 percent of total exports in 1976
(about 190 m finnmarks), they rose to more than 13 percent by 1982 (about 2.2
thousand m finnmarks) and the related service exports have been growing parallel.

The large trade imbalance of 1974 and that at the end of the decade are
consequences of the two big waves of oil price rises. Finland’s oil bill from the Soviet
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Union went up threefold in 1974, and another two-and-half-fold in 1978-1980, while
the delivered volumes hardly changed.* Imports were covered by exports to 60.9
percentin 1974; to 69.2 and 75.9 percentin 1979 and 1980 respectively, thus the second
big wave, starting already from a high level led to a much bigger, even twofold, trade
deficit.

The increased Soviet oil bill could be compensated in both cases in a relatively
short time, 2-3 years, by Finnish deliveries.

In the early 1980s the balance of the bilateral trade shifted, quite unusually,
towards a Finnish surplus. And the shift of the clearing balance is quite unprecedented.
On the 31st December the clearing account was closed with a 900 m finnmark deficit
because of the import price rises (157 m roubles, 240 m dollars), but the quickly rising
Finnish counterdeliveries did not only counterbalance this by 1981 but at the end of the
year already a surplus of over 1.8 thousand million finnmarks was registered. This is
already more than two-and-half-fold of the overdraft then permitted, and about 12.5
percent of that year’s total exports. Owing to the big oil price rise and to the ensuing
counterdeliveries, total trade had grown to two-fold at current prices in two years
(1979-1981).

In the spring of 1982 the world market price of the biggest Finnish import item
crude oil—fell, and so did also the export price of Soviet oil. On the other side, Finnish
exports, mainly investments, continued to grow. In October-November 1982 the
Finnish clearing balance was up by nearly 5 thousand m finnmarks (about 650 m
clearing roubles), which made up almost a third of the previous year’s total exports.

At the end of 1982 only a 13 thousand m finnmark balance surplus was
registered in statistics, however, the smaller surplus is mainly the consequence of the
change in the accounting system. In the autumn of 1982 a part of the surplus: about
300 m clearing roubles (2.2 thousand million finnmarks) were placed on a separate
account yielding interest in roubles. This only serves to preserve the real value of the
asset, since it cannot be converted.

Some special re-export transactions also had a part in reducing the surplus. It
was first in the autumn of 1982 that Finland bought Middle Eastern oil from the Soviet
Union. (Middle Eastern countries paid their debt to the Soviet Union in this way.) This
transaction was followed by several others of the same type, which had an important
role not only in decreasing the Soviet deficit but also in the fact that by the second half
of 1984 the USSR managed to repay its previously accumulated debts.

* Finland buys oil at “world market” prices. The oil is refined by Neste, a monopoly state enterprise.
Soviet oil costs about 7-9 percent less than Saudi oil at c.i.f. terms and by and large corresponds to the price
of the North Sea oil Sources are not unanimous on prices, it is, however, improbable that Finland should
enjoy any considerable advantages in regard of prices of Soviet oil imports—irrespective of transporting
costs. Advantages are of another nature, to which we shall revert later.
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During the accumulation of the Soviet deficit some remarkable changes took
place in the commodity structure of Finnish exports which date back to the early 1970s
and became particularly marked in 1979-80.

The number of new exporters on the Soviet market suddenly grew by firms that
had not sold there previously, and mainly in fields which had been less important
before (food industry, light industry, chemical industry). Among the reasons for this
must be that, when preparing for the Moscow Olympics of 1980, the Soviet party
placed orders for public supply during the time of the Olympic games in a large part
with Finnish firms, which gave an opportunity to Finnish light, food, and chemical
industrial firms (plastic consumer articles) to establish contacts, which the Soviet party
expressly encouraged.

It strengthened the position of the new exporters and provided exporting
possibilities for further firms to such an extent that the second big wave of oil price rises
led to a much bigger Finnish deficit on the clearing account, so big that it could not
have been settled in a short time by the traditional exporting sectors. It added to the
Soviet orientation when in 1981, because of the recession on Western markets,
Finland’s Western exports fell by 10 percent in value and 4 percent in volume, and the
Finnish food industry struggling with overproduction and its light industry having
become export-oriented in a few years got into a very difficult situation.

Because of the factors set forth above, the pattern of Finnish exports to the
Soviet Union had changed a lot between 1979 and 1980. Groups of products
previously unimportant gained ground, and the Soviet share grew unusually high in
exports.

Asa result ofefforts to reduce the Soviet deficit, the share of the above mentioned
commodity groups has decreased in Finnish exports. Although they shall probably not
reach their export ratio of the early 1980s, their share might stabilize at a higher level
than in the previous decades. Thus, most probably the number of finnish exporters to
the Soviet Union will remain larger than it used to be before the mid-1970s.

Regulation of bilateral trade: institutions

The interstate framework of the Finno-Soviet economic and trade relations is a
special mixture of elements of a centrally planned economy and a market economy.
The interstate organisation of cooperation is very similar to the forms known from the
mutual relations of the CMEA countries: a highly important role is played by
agreements between government agencies or between inter-governmental adminis-
trative organs, which are to regulate economic relations in detail, in the long, medium
and short run.
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Trade is pursued on bilateral grounds : it relies on five-year trade agreements and
the complementary payment agreements. The first such agreement covered the years
1951-1955; the basic principles and rules of procedures have not much changed. [6]

The five-year agreement specifies the volume as well as the structure of trade: by
detailed quotas in terms of quantity and value. The agreement is prepared by inter-
governmental committees and signed by the governments; on the Finnish side it is
signed formally by the President of the Republic. The Inter-Governmental Standing
Committee of Finno-Soviet Economic Cooperation has been working since 1967. Its
subcommittees are formed upon the basis of the sectoral division of the cooperation
fields.

Members of the committees and subcommittees on the Finnish side are
representatives of government organs (Ministry of Foreign Affairs, Ministry of Trade
and Industry, Bank of Finland), industrial and agricultural organisations, large
enterprises, trade unions and the representatives and members of some political
parties.

The yearly scheduling of the five-year plans is based upon annual trade
protocols. They are negotiated and approved on government level: this agreement
specifies the quotas valid for the following year. For big equipments, ships, engines,
tractors, raw materials, and primary energies volume quotas, while for other products
value quotas are usually stated.

An important objective of the regulation is to keep bilateral trade in equilibrium.
This is to be achieved in the average of five years, however, the current position of the
balance affects what is laid down in the annual protocols.

According to the supplementary payment agreements bilateral trade is
conducted on the basis of ruling world market prices.*

As for finances, the parties settle accounts in bilateral clearing : no money moves
between the two countries. The countervalue of deliveries is booked on a central
account: at the Foreign Trading Bank in the Soviet Union, and at the Bank of Finland.
These so-called clearing accounts have been kept in roubles since 1951. The clearing
rouble is not only the currency of payment, but also that of the price agreement
between enterprises.

Assets in clearing rouble can only be collected from the partner and are not to be
converted into other currencies or relations.

The two countries’ trade is considered as balanced when there are no receivables
or liabilities on the clearing accounts. To keep the accounts in balance is one of the
main tasks of the annual trade protocols.

* Whether this declared principle is asserted or not is difficult to say, since the Finnish firms make their

agreements on the actual price conditions with the Soviet foreign trading enterprises quite independently.
The price principle will be discussed later on.
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Ofcourse, a balanced clearing account isnot the equivalent ofthe annual balance
of trade. And not only because also “invisible” items are recorded on it, but also
because certain flows of capital are recorded on the accounts. The terms of payment
usually applied with the deliveries of the two parties are, namely, not identical: there is
a tendency of passing Finnish receivables faster on the accounts than liabilities [5].
While with certain items of Finnish imports credit can be used, with exports immediate
(cash) payments are made. In the case of expensive engineering equipment (mainly
ships), or project exports the buyer even used to pay in advance. Prepayments—
unusual in the international trade of expensive (and in the manufacturing process
highly capital-intensive) equipment—was realised, for example, in the case of the
Finnish ship exports in a way that the Soviet customer paid a considerable part (about
25 percent) of the sales price already at the signing of the contract, that is, years before
delivery, and further remittances were made in certain phases of the shipbuilding
process, so that by the time the ship was finished, it had been also paid for. Recently the
Soviet Union changed this practice in order to help reduce her deficit. The new
contracts do not contain the stipulation concerning pre-payments. Since ships and
machines have a large share in Finnish exports to the USSR, the role ofbuyers’ credits
used to be rather important.

The reason why the parties wish to keep the clearing account in balance is, beside
the inconvertibility of assets, that no interest is paid on the amount of the balance.
Thus, a long outstanding balance is equal to an interest-free loan—or had been, up to
the end of 1982. Naturally, it would be of no use to stipulate a strict zero balance, and it
would not even be possible. Therefore, payment agreements prescribe an overdraft,
within which the balance of the clearing account may fluctuate. This makes accounting
technically flexible: it allows that payment be made, up to a certain limit, even if there
is no net receivable on the account.

If the overdraft is surpassed, discussions are held and complementary quotas
assigned in order to restore the balance. If this remains without success the payment
agreements specify serious procedures, not applied, however, in practice. If the
imbalance of an undesirable size cannot be eliminated through subsequent deliveries
within six months from its registration, the party having the receivable is entitled to
demand the part above the overdraft in convertible currency or in gold. In the final
case, it could even stop exports to the indebted country.

The overdraft that had been allowed up to the mid-1970s was rather narrow:
hardly 3 percent of the annual turnover. But after that time, because of the growing
value of turnover, mainly owing to changed prices, and of the unusually grave
imbalances the overdraft was raised considerably every two or three years.

The overdraft was already regularly surpassed during the 1960s, and the
fluctuations of the 1970s even went beyond the increased limit. But so far neither party
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has resorted to demanding convertible currency or stopping exports as specified in the
payment agreements. They held discussions about the restoration ofbalance by means
of additional deliveries as specified in the annual: protocol (or the raising of quotas
during the year in case of imbalances caused by the oil crisis).

Financial accounts are made by the Bank of Finland; the bilateral clearing
account is held there on the Finnish side. In attending to this task, the Bank acts as a
central bank, therefoe it is not in direct contact with the firms interested in the Soviet
trade, but only with those big banks which are authorised to settle clearing rouble
transactions (SYP, KOP, Postipankki, etc.). The Finnish importers and exporters use
the services of these banks to pay the finnmark countervalue of imports, and to convert
the clearing rouble assets—earned through exports—into home currency. For the
firms, therefore, the effectuation of payments is practically the same as in case of
convertible currencies.

The long-term and annual trade agreements provide the Finnish firms with
fundamental information on the Soviet markets and buying intentions, but the actual
trade materialises in inter-firm transactions; the above-mentioned government
agreements are not obligatory for the Finnish firms. The Finnish firms conclude their
sales contracts containing the specific terms of price, delivery and payment with the
Soviet foreign trading enterprises in awareness of the above, but independently,
according to their own viewpoints—no government organ interferes [2].

The laying down of five-year and annual quotas is the result of a planning
process, in which each one of the above-mentioned organs has a part, some directly,
and some through their work in the interstate commissions. The starting-point for
planning the quotas of the current period is provided by the long-term agreements
already signed between the Finnish producers and Soviet foreign trading enterprises
for deliveries of Finnish products of heavy industry, ships in the first place, as well as by
the effects of these long-term agreements on the period in question. Another important
factor that influences the turnover of the year in question is the clearing balance of the
previous year. Based on the foregoing, the imports of the year under discussion are
estimated. The estimation relies on information gathered from firms regarding their
envisaged imports. Since the overwhelming majority of imports consists of fuel and
raw materials, and other purchasers are dwarfed by the state-owned oil company
Neste, this estimation can be made with a good degree of accuracy at least as for the
volumes.

The part of the long-term agreements that covers the given period, the clearing
balance of the preceding year, and the estimated import volume indicate—because of
the requirement of equilibrium—the volume of total exports that can be planned for
the given year. The proposition for the export structure is formulated in the course of
negotiations of industrial associations among themselves and with government
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organs, as a result of bargaining and compromises, taking into consideration Soviet
requirements agreed by the different interoovemmental commissions and through
inter-enterprise discussions.

This process of breaking down and again putting together quotas by government
organs and independent private enterprises infers the existence of certain information
carrying and interest-reconciling institutions. These functions are fulfilled in Finland
by sectoral and subsectoral organisations, industrial associations. Their role is by far
not limited to the economic relations with socialist countries; on the contrary, it is
exactly the general function they fulfil in the Finnish economy that makes them apt to
attend to the task of establishing the quotas.

In Finland, firms of identical or similar activities gather in federations,
subsectoral and sectoral organisations in both industry and agriculture. These
associations often comprise the entire producing sector, in a way that the subsectoral
organisations are members of associations of a higher level and, finally, the latter all
belong to a central association both in industry and in agriculture.

It is mainly these organisations that collect the information necessary for
establishing the quotas in Soviet trade. They try to agree among themselves, in which
way total exports are to be divided into quotas, and this agreement is the basis of the
Finnish proposal at negotiations with the Soviet Union. In a few cases (mainly in the
forest industries) they even distribute quotas among the firms. Government organs are
in direct contact with the industrial associations, while representatives of the latter are
members of the joint commission, so they also participate in the government-level
negotiations with the Soviet party.

As mentioned above, the Finnish government does not deal with the actual sales
contracts: these are concluded between the Soviet and the Finnish firms. The
government organs try to keep the turnover between the planned limits in a way that
they subject actual deliveries to a state licence. Licensing is the task of the Export-
Import Licensing Office. The firms submit their applications directly to the Office.
Its decision depend on the extent the quotas are fulfilled, and on the general standing of
the clearing balance. In the board of managers of the Office all the state organs having a
part in planning the turnover are represented and this body makes decisions in cases of
surpassing the quotas, which is rather frequent.

Another important function of the Licensing Office is to control the convertible
exchange content of exports. To understand this, we have to know that, even though
the Finno-Soviet payment agreements contain no stipulation as for the origin of the
goods delivered, there isan internal regulation concerning Finnish exports : “the goods
to be exported must be essentially of Finnish origin.” [2] Although this does not imply
the setting ofa rigid limit, and the authority usually acts with a practical consideration
of all the given circumstances, it is known from practice that the Licensing Office will
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grant an export licence only if the (direct) convertible import content of the product to
be delivered to the Soviet Union (or to another clearing market) does not surpass 20
percent. Above this rate, the Licensing Office will not grant the licence, and the firms,
knowing this to be a generally applied rule, do not try to go beyond this limit.

The rate of exchange of the clearing rouble and the logic
of the Finnish regulation of Finno-Soviet trade

In Finland the cross-rate between the clearing rouble and the dollar corresponds
to the official Soviet rouble-dollar rate. The Finnish authorities explain this specific
method of determining the rouble/mark exchange rate by referring to the pricing
principle of mutual trade. According to this, the prices of the Soviet-Finnish trade are
to be calculated on the basis of the current world market (dollar) prices, in roubles. It
has to be emphasized that this is only the principle of pricing in bilateral trade, the
calculation of actual foreign trade prices is the business of Finnish and Soviet firms.
The pricing principle is not obligatory for the firms and that at most it is a basis of
bargaining for them is specifically emphasized in the literature [6], [2].

From the aspect of rouble/mark ~change rate, that consequence of the pricing
principle is to be examined that the current world market (dollar) prices are converted
into (clearing) roubles at the Soviet official dollar-rouble rate. And, in order that the
world market dollar price, expressed in rouble, of the same product should be the same
in Finland and in the Soviet Union (that is, either the Finnish, or the Soviet firm
converts, at their respective rates, the given dollar price, the rouble price should also be
the same), the exchange rate of the rouble and dollar in Finland should be identical
with the official Soviet rouble-dollar rate. The same condition has to be fulfilled in
order that the import prices in Finland—expressed in home currency—of products
imported from the West as well as from the East (such as oil) should be identical.

The Bank of Finland acts according to this logic: “The quotation of the
exchange rate for the clearing rouble in Finland is based on the exchange rate between
US dollar and the rouble announced by the state Bank of the USSR and the quotation
of the dollar made by the Bank of Finland.” [9]

That was the official explanation.

Now, looking merely at the technique of the Finnish quotation of the clearing
rouble, we are bound to come to the interesting conclusion that the Finnish monetary
authorities treat the clearing rouble exactly as if it were a convertible currency. That is,
the Bank of Finland simulates—by regularly correcting the clearing rouble rate,
following the rouble-dollar rate of Moscow—those mechanisms of the foreign
exchange market, which automatically assure the consistence of the rates of exchange
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(cross-rates) among different countries. However, no spontaneous mechanism exists to
assure that the rate of the finnmark to the rouble and to the dollar should correspond
to the Soviet rouble/dollar rate. Owing to the nature of the clearing rouble, such
mechanism could not even exist, since the clearing rouble is strictly inconvertible : it
only serves for balancing the assets and liabilities as they arise in the bilateral trade, and
cannot be exchanged into any convertible currency.

Let us now turn tothe economic effects, consequences of the above presented
method for determining the exchange rate of the rouble.

The Finnish firms exporting to the Soviet Union can convert their earnings in
clearing rouble into home currency without any restrictions. The Bank of Finland does
not apply any discount, neither open nor concealed, when converting the clearing
rouble into finnmark; the dejure (officially quoted) exchange rate is identical with the
defacto exchange rate (actually applied in dealing with firms).

The home currency i.e. the finnmark is, however, convertible: it can be freely
exchanged (apart from a few restrictions) into dollar or any other convertible currency.
And this amounts to saying that the clearing rouble assets earned in trade with the
Soviet Union can be exchanged, by mediation of the finnmark, into convertible
currencies; they can be spent on Western imports, or money and capital exports. We
wish to emphasise that what is worth attention is not the mere convertibility in Finland
of the clearing rouble assets i.e. the possibility of its conversion into Western
currencies. This possibility is quite naturally a part of the monetary system of every
country which maintains clearing as well as convertible accounts in its foreign
economic relations. The remarkable feature in the Finnish regulation is that the
clearing rouble can be exchanged in Finland into dollar at the nominal rouble/dollar rate
announced in the Soviet Union. This means that, when changing the clearing rouble
into home currency at the Soviet dollar rate and guaranteeing the convertibility of the
finnmark into Western currencies, the Bank of Finland guarantees in fact that the
clearing rouble can be converted into dollar or any other convertible currency at the rate
declared by the Soviet Union. Thus the Finnish monetary regulation acts not only
technically but also essentially (regarding the actual converting possibility), as if the
clearing rouble were not a clearing currency, but a currency actually exchangeable for
convertible currencies at the official rate quoted in Moscow. This way of acting of the
Finnish monetary authority makes the clearing rouble practically convertible at home,
that is, for the Finnish firms. And this brings the Finnish firms not to perceive and thus
not to make, either, any financial difference between the clearing and the convertible
currencies.

The foregoing makes obvious an important contradiction in the Finnish
financial regulation of the clearing acccounts. 11is, namely this regulation that conceals
the fundamental fact that the clearing rouble is indeed inconvertible; that the net
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assets earned in trade with the Soviet Union cannot in fact be converted into dollar or
other convertible currencies i.e. spent on Western imports. This fundamental fact is
perceived only on the macrolevel and its consequences also come about on the
macrolevel. The freezing ofthe assets earned in the early 1980s, i.e. the accumulation of
inconvertible reserves by the Bank of Finland presented worries only for the
authorities. Of this, the firms did not feel anythingfinancially; they could continue to
convert the financial means immobilisable on the macrolevel into domestic i.e.
convertible currency, without having experienced the decreasing value of the clearing
currency which followed from both the size and the immobility of the active balance,
obvious to economic policy makers.

In Finland trade accounted in clearing roubles is not regulated by indirect—that
is to meanfinancial—instruments of economic policy. This trade, howewer, has to be
regulated in some way, and it is in fact being regulated. But since financial instruments
are not applied, non-financial—that is, direct or administrative—instruments have to
be used. To understand the nature of the latter instruments and the logic of the
regulation of Finno-Soviet trade in Finland, an important question has to be briefly
dealt with. Namely: taking into consideration the existing exchange-rate quotation
technique for the clearing rouble with respect to the Finnish mark, as well as the ruling
pricing principle of bilateral trade, what was the relationship between Finnish export
cupply to the Soviet Union, on the one hand, and import demand from the Soviet
Union, on the other?

To begin with, we have to refer to the large Finnish surplus accumulated in the
early 80’s on the bilateral clearing balance. The novelty of this phenomenon was
mainly to be found in the fact that the willingness of Finnish exporters to supply the
Soviet Union with goods and services in a value exceeding the purchasing possibilities
(or Finnish import demand) from the USSR—in this particular period—expressed
itselfin an actual Finnish surplus in bilateral trade. Thus, there is nothing new in the
mere fact that Finnish firms were (and are) willing to export more to the Soviet Union
than they can import from the latter country—according to several sources this has
been a lasting and characteristic feature of bilateral trade (see [5], [6]). Since the excess
export supply is an existing and lasting phenomenon indeed, the conclusion has to be
drawn that beside the actual method of determining the exchange rate between the
clearing rouble and the mark, the rouble is overvalued in Finland (or, to put it
otherwise, the Finnish mark is undervalued with respect to the clearing rouble).

The fact that the clearing rouble is overvalued, necessitates the maintenance of
such mechanisms and institutions in Finland which can compensate for (or at least deal
with) the potentially adverse consequences of the exchange rate determination. While
presenting and surveying these mechanisms and institutions, we shall also try to
answer the question why and how this institutional system could maintain an
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approximate balance in bilateral trade until the late 70’s and why it didn’t succeed in
the early 80’s.

Regulation of the volume and pattern of trade

In the Finnish regulation of Finno-Soviet trade first of all such institutions,
mechanisms and rules are necessary, which assure or at least promote in advance the
harmonization of export supply and export possibilities. Also, it has to be provided for
that once this preliminary harmony iscreated, it should be kept more or less in practice,
that is, the planned and actual export volumes should roughly correspond.

Although the 80 percent domestic value added content prescribed (expected) as a
condition of Soviet exports by the Licensing Office is not exclusively and not even
primarily aimed at a quantitative regulation of trade, one of its effects necessarily is
that it selects among potential exporters in advance. Thus the (administrative)
regulation restraining the convertible import content affects not only the input-output
pattern of exports, but the possible volume of exports as well: it sorts out from the
outset those potential exports whose Western import content would exceed the
prescribed limit.*

The regulation of import content may become stricter depending on sectors
(groups of products) and on the clearing balance and this may have—and in fact, has
already had—a role in adjusting export ambitions to the agreed and planned turnover.

But let us now stick to the mechanisms promoting the preliminary restriction of
export ambitions. We have already mentioned the extremely important role of the
industrial associations in setting a limit to the firms’export ambitions: as a matter of
fact, it is the function of these organs representing the firms’ interest to distribute the
quotas among the industries or groups of products, and in certain special cases (for
example, in the forest industries) the distribution within groups of products i.e. among
the firms is also their task.

This is not to say, of course, that Soviet demands have no influence on the
composition of Finnish exports or on the distribution of quotas among the different
groups of products. On the contrary : shipbuilding and machinery exports of a decisive
importance and traditionally having the greatest weight in exports to the Soviet Union
(and lately also the exports of investment and construction activities) are basically
shaped by Soviet import demands, and the export quota of these products (activities) is

*‘“_ .the Export and Import Licencing Office controls the origin of Finnish export goods. As Finnish
exports to the USSR have traditionally tended to exceed imports, it has been necessary to curb exports. For
this reason (italics ours—G. O P. P.) attempts have been made to reduce exports with a high proportion
of... inputs purchased with freely convertible currencies.” [5]
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usually a confirmation, on government level, of the agreements or contracts previously
concluded between the Finnish firms and the Soviet customer.

As for the exports of the other groups of products the Finnish proposition for
distribution of the quotas or the list of goods offered for sale is much more important.
And it is exactly in composing the list where the industrial associations play an
important role: the authorities themselves represent the central industrial
association’s proposition for the composition of exports at government-level trade
negotiations with the Soviet Union.

Within this special quota distributing and pattern determining mechanism the
representative organs of the industries show (are forced to show) a peculiar duality. On
the one side, having an overview of the export ambitions of the firms represented they
try to cut out for themselves the biggest possible share of the export possibilities, that
is, to obtain the biggest possible quota for their own industry. On the other side,
knowing the Soviet purchasing intentions, the sales possibilities of the industry, and
the bargaining power of the other representative organs, they represent the “national
economic interest” towards the firms. They try to bring the firms to moderation, and to
accept the limits given for the industry.

It has to be mentioned that previously the issue of the bargaining process among
industrial associations used to be better calculable and involved fewer conflicts than
during the past few years, when the export pattern has undergone important changes.
It is because in earlier decades the product pattern was relatively stable, previously
obtained positions were firmly kept, and the exports of certain groups of products were
more or less smoothly increasing in the long run. But the late 1970s and early 1980s
brought a considerable restructuring, as we have seen, and this, as well as the
decreasing export possibilities during the last few years, caused some really sharp
conflicts in the process of quota distribution.

Further, it is clear from the preceding that it is not the only function of the
industrial associations to promote the preliminary harmony of volume (global
harmony) between export ambitions and possibilities; another, at least as important,
function is the laying down or influencing the pattern.

In examining the economic nature of the bargaining mechanism of quota
distribution, it is obvious that the functioning and operation of this system is aimed at
a kind of restriction of competition or market division. The domestic restriction of
external competition among the groups of products (sectors) has by all means its
economic rationality. This system lessens the risk that the pattern of exports to the
Soviet Union be practically determined by an external price competition among the
groups or products. That this effect can assert itself, it is necessary that the Soviet
Union should not have clearly defined purchasing preferences in regard of the groups
of products beside the above-mentioned basic products (machines, ships, etc.) and
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that, when selecting among the Western sources, it should explicitly or implicitly give
preference to the Finnish market, taking into consideration the clearing accounts, the
traditional relations as well as political aspects. In the past, although with some
exceptional years or periods, both conditions were usually fulfilled.

Now, let’s turn to the functioning of the system which aims to ensure that the
export plan agreed on government level be in harmony with actual exports.

The keeping of Finno-Soviet trade turnover between planned limits is the task of
the Licensing Office which we have already presented. The signing of sale contracts
between a Finnish firm and its Soviet partner, i.e. the filling of interstate quotas is not
subject to preliminary approval; however, the carrying out of the transaction, i.e. the
actual delivery is subject to licensing.

The Office has to take care, by granting or refusing licences, that the pattern and
balance of turnover should develop more or less according to plan.

Before turning our attention to the other important task of the Licensing Office,
which is to impose rules on the upper limit of the convertible import content of exports
settled on the clearing account and to assert these rules, it has to be pointed out that in
the past (until 1980) this Office had been rather passive in attending to its tasks of a
direct quantitative or structural regulation of trade. The main reason for this had been
that there was not much to regulate (quantitatively) or to restrict. Although this
explanation seems to contradict our statements concerned with excess supply of
Finnish exports, there is no real contradiction—more exactly, there had not been up to
the late 1970s—between export ambitions surpassing realistic possibilities, and the
passivity of the Office in charge of preventing transgression of the export plan.

Although the subject of the present analysis is the regulation of Finno-Soviet
trade in Finland, in order to understand the phenomenon presented above, the nature
of the interstate regulation of this trade is to be called to attention. The economic
relations of the two countries are based upon bilateral accounts, which implies that,
theoretically, the Soviet party (the management organ or organs concerned) has to
keep the volume and balance of trade (consequently, its own imports) between the
limits set in the interstate agreementjust the same as Finland. And, up to the late 1970s,
though there had been fluctuations and excess deliveries causing imbalances, these
were not too important in comparison with the volume of the turnover; in any case,
they did not accumulate but were settled in a relatively short time. And, in that Finnish
exports had not been regularly excessive in the past, an important role must have been
played, it seems, by the Soviet Unions efforts to adjust its Finnish imports more or less
to the quotas of the interstate agreements. Therefore, in spite of the above-mentioned
differences and fluctuations, it is very probable that the reason why the Finnish export
excess supply had not become apparent for the Licensing Office previously was that
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there were no such ‘excess orders” which would have presented any serious (restrictive)
task for the Office.

It seems that this is exactly why, after 1981, the Licensing Office, its control
organs and in general, the authorities in charge of planning and controlling exports to
the Soviet Union were caught so unprepared by the unprecedented excess of exports
and the extreme growth of the clearing surplus. The administration of the Licensing
Office (though its function should make it apt for export restriction and selection of
licence applications) was now faced with a task for which it was not really prepared. It
is illustrative as well as revealing what the director-general of the Licensing Office said
about this: “Both countries’ authorities have their responsibility in keeping the
balance.”* Obviously, the Soviet authorities did not do their best at that time—in
1982—to maintain equilibrium; they did not release the Licensing Office from the
disagreeable, unpopular** and in any case difficult task of export restriction. From the
Spring of 1982, however, the Licensing Office had no choice but to become more
active: export restriction was rendered more intensive and stricter.

Duality of the regulation: integration and isolation—
the devaluation of the rouble as an alternative

In the foregoing we have examined and tried to understand the functions and the
logic of Finland’s institutional system for regulating and planning Finno-Soviet
economic relations only from the aspect of the system of economic relationships
between the two countries i.e. of the bilateral trade (and in it mainly of Finnish exports).
Yet our analysis would not be complete without examining also the relation of the
latter to Finland's Western trade and to its domestic market economy.

If we now examine the monetary reflection of the regulation of Finno-Soviet
economic relations in Finland, more exactly, the way of establishing (adjusting) the
rate of the clearing rouble in finnmark from this aspect, we can reformulate our earlier
negative statement saying that the clearing trade is not regulated monetarily, in a
positive form saying: the clearing trade is monetarily integrated into both Finland’s
domestic economy, and into its Western economic relationships. To support this
statement it is enough to recall that the Finnish firms can convert the clearing currency
into finnmark at the domestic rate following the Soviet rouble/dollar rate, and the
finnmark can be then converted into dollar or into any other convertible currency. The

* See [4]
** We shall later discuss the effect of export restriction on employment, and the ambivalence of
Finnish economic policy in respect of excess exports.
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most surprising fact illustrating the monetary integration for us was that in October
1982, when the finnmark was devalued, the rate of the clearing rouble was raised in
proportion to the convertible currencies, whereby the profitability of exports to the
Soviet Union was increased just as that of Western exports, exactly at a time when the
authorities’ efforts were aimed at reducing the surplus on clearing accounts.

The monetary integration of the bilateral clearing accounts and Finland’s
Western economic relations and domestic economic processes involve, however, the
risk that any disequilibrium of the clearing trade might cause tensions spilling over to
the domestic economy and to the convertible balance of payments. What is more, even
a balanced clearing account may entail an imbalance in Western trade, if the bilateral
exports involved a considerable volume of Western imports, or if some Western firms
used Finland as a stepping-stone to the Soviet market.

In the final analysis, it is these risks rooted in the monetary integration that can
explain the necessity of the rules—represented by the Licensing Office—restraining the
convertible import content of the clearing exports, as well as the principle that the
Office should try to achieve that intended exports to the Soviet Union are covered by
the quotas.

In our opinion, one of the most important real function of the Licensing Office
and of the entire internal institutional system of Finno-Soviet trade is to act as a kind of
isolatinglayer between trade transacted with the Soviet Union on the one hand, and
Finland’s Western economic relations (and its domestic economy institutionally open
towards the latter) on the other. In order, namely, that the East-West and domestic
economic integration realised in the monetary sphere should not lead to cumulative
domestic and external economic-financial tensions, the real sphere has to be regulated
directly, so that the clearing turnover remain (roughly) within the planned limits, and
further, it should not lead to increasing burdens in convertible currencies.

Some macroeconomic effects of relations with the Soviet Union
on the Finnish economy

In the following, we shall only discuss a few aspects of the effect ofFinno-Soviet
economic relations on the Finnish national economy.

First, the terms of trade. The effects of the deteriorating terms of trade with the
Soviet Union is one of the most debated issues in Finland; several misunderstandings
have spread about it in other countries. The Economist of London* forms the opinion
that the deteriorating terms of trade in bilateral trade (with the Soviet Union) is a

* See [1]
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“good thing” for the Finnish national economy. This view is based on the idea that the
increased oil bill necessitates and allows additional exports, that is, it creates additional
effective demand, which again enables enlargement of production and employment,
the multiplier effects of which lead to further increase of investment, production, and
employment—and so on. All this seems to imply that Finland is the better off, the more
its terms of trade with the Soviet Union are deteriorating.

The final conclusion is obviously absurd, which suggests that something is wrong
with the entire reasoning. What is wrong is exactly the starting-point, that is to say, the
idea that deteriorating terms of trade will automatically create additional (Soviet)
demand for Finnish products. However, deteriorating terms of trade do not
automatically create additional demand. They rather lead to an international
redistribution of real incomes.

This does not contradict the statement that Finland was luckier, after the big oil
price rises, than several other oil importing countries, since it had to pay for the
suddenly grown oil bill not in convertible currency, but with products. And, though
this advantage is very important, it is not the same as if it were because of the
deteriorating terms of trade that Finland was luckier than the other oil importing
countries.

Among the macroeconomic factors, the job-creating effect of Finnish exports to
the Soviet Union is of a particular importance. Its size is estimated at 120-150
thousand Finnish workers [9].

In this light, the ambivalence in the Finnish authorities’ behaviour when trying to
restrict exports in order to reduce their surplus on the clearing account is better
understood. No other explanation could be found, for example, for the fact that the
quotas of 1982 were determined in such a way—in spite of the well known
developments of 1981—that the current deliveries should be in balance, that is to say,
they did not plan to reduce the existing surplus.

The knowledge of the employment effect also enables us to sum up the causes of
the spectacular and sharp turn of the Finno-Soviet clearing balance in 1982.

Some of the causes are exogenous for Finland: they come from the Soviet
Union’s behaviour, expectations, and efforts. One of the reasons for the Soviet
“overspending” (owing to the nature of the clearing system, this is of course, no real
overspending) may be that a further rise in oil prices was expected and if that had
happened, the Soviet deficit on the clearing account could have quickly disappeared.
The other reason may be the Soviet Union’s wish to “spare” its convertible means of
payment, so that it redirected its purchases from other Western countries to Finland.
As economic difficulties increased, the Finnish trade relationship not requiring
convertible currency became more valuable for the Soviet partner; in the early 1980s a
temporary use of the automatic clearing credit may also have been important for the
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Soviet Union. All this is rather hard to separate from the fact that when the Olympic
Games were held in Moscow, considerable additional import needs for Western
products—mainly consumer articles—arose in the Soviet Union, which must have had
a part in the fast incease of imports of this product-group from Finland.

As for the Finnish authorities’ behaviour, a speculation for further oil price rises
may have had a part in it, as well as the expectation ofa recovery in the world economy.
One more reason why the export restriction measures were delayed could be that the
employment problems owing to the world market recession were not to be made
worse; in order to maintain employment, the government let the imbalance of the
clearing account grow in part deliberately.

Although the expected Western boom only came later, the Finnish authorities’
passive behaviour could not further be maintained, and the effect of export restriction
in increasing unemployment was indeed felt, particularly in the textile industry.

In 1983-84 it was via the decrease of the volume of Finnish exports that trade
between the two countries could be balanced. Special deals and a change in the terms of
Soviet payments had an important role in achieving that not only the clearing account
was balanced but Soviet debts were repaid as well.

The special deals consisted mainly of the aforementioned reexport of Middle
Eastern oil and oil products. The other factor was discontinuation of the practice of
Soviet pre-payments. As a result of the latter the Soviet clearing position turned out to
be more favourable than it otherwise would have been. The medium and longer term
implication of this change, however, is the opposite of its short run effect: delayed
Soviet payment obligations will accumulate in the future and then become source of
problems.

Therefore only a relatively slow increase in Finnish exports to the Soviet Union
can be expected and the share of the Soviet Union in Finland’s total trade will decrease
somewhat from the record level of the first half of the 1980s.

Microeconomic effects

In the preceding chapters it has been made clear that the nature of the macrolevel
institutions regulating Finland’s trade with the Soviet Union, and the way of this
regulation are basically different from those in the Western trade having the bigger
share in Finland’s foreign trade turnover. Moreover, it is known from other sources, in
how many respects the Soviet domestic market and foreign trade system differs from
those of Western countries. In which way does this difference affect the Finnish firms
interested in Soviet trade? Are their efforts and attitude identical or different in
exporting to the two different markets? In general, are those exporting to the West and
those to the East from an identical circle, or from different ones?
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In the Hungarian economic literature, following Ferenc Janossy [7]» a
phenomenon called “quasi-development” has been much discussed. This term refers to
the fact that the economic macrostructure of the CMEA countries shows these
countries to be much more advanced than they are in reality. The weight of the
manufacturing industries, and within them particularly of the engineering industry, is
similar to that of the advanced Western countries, but their actual competitiveness on
the world market remains far below that of the similar sectors of advanced capitalist
countries. The contradiction is the most obvious in the difference of the export
structures: Eastern exports to the Western markets contain manufactures in a low
proportion, while their majority is sold on the much less demanding markets of the
socialist countries.

The cause of this phenomenon is not the subject of the present study; here it is
enough to observe that the different levels of requirements of the two foreign markets
carries a dual scale of values into these economies: the existence of the *“softer”
socialist markets, lack of competition, and the nature of the socialist international
trade sustain, and even assure possibilities of growth for sectors and enterprises which
cannot stand up to world market competition. A rather inflexible, hardly innovative
sector is maintained, which is accustomed to a “seller’s market” and is of a relatively
low efficiency, and which is thus specialised on the socialist markets closed from and
protected against world market competition. And the existence of this sector sets back
the technological-economic development, and hinders the countries’ integration into
the world economy.

A quarter of Finland's foreign trade is carried on with the Soviet Union and this
takes place within such an interstate framework which is in many ways similar to the
system of CMEA cooperation. We have presented how much the Finnish export
structure to the Soviet Union differs from that to the OECD countries. For various
political and economic reasons, and owing to the institutional elements of the
cooperation, Finland enjoys certain advantages over the capitalist competitors—some
firms might even be in a protected position. It has to be added, too, that the firms
involved in Soviet trade constitute a rather isolated group within Finland. Do the
above factors produce a phenomenon similar to that found in the CMEA trade? Is
there also a kind of specialisation on the Soviet market, and does the protected position
enjoyed on this market enable the survival of sectors of lower efficiency, not
competitive elsewhere?

Although such impulses (or, what is the same from this point of view: the lack of
impulses and necessities existing elsewhere) do affect the Finnish firms concerned, their
behaviour remains free—with very rare and not long-lasting exceptions—of the
negative features described above, which characterise the socialist countries’
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enterprises exporting to the CMEA market.* The reason for this will be understood if
the factors of contrary effects are examined: those which distinguish the general
position and operational conditions of a Finnish firm exporting also to the Soviet
Union from those of a similar enterprise of a socialist country.

First of all, the Soviet customer’sgeneral level of requirements is not the same in
regard of goods coming from the socialist countries and of those coming from the
West. It istrue that the various product parameters are given different weights than on
the world market in general—thus, for example, empirical marketing examinations
prove that the Soviet foreign trading enterprises attribute less importance to fashion
and outer appearance and more to durability even in the case of consumer articles—
however, as for the quality parameters important for them, technical ones in the first
place, and in regard of terms of delivery they are very demanding, much more so than
they are, or rather used to be, with imports coming from the socialist countries. And,
even though Finland enjoys a more advantageous position on the Soviet market than
other Western countries, and even though the orders for Finnish goods do not touch
the limited Soviet convertible currency sources, the Finnish connection is still a
capitalist relation for the Soviets, and is treated as such.

An investigation based on interrogation of Finnish firms exporting to both
markets aimed at revealing the difference between the two marketing activities [12]
found that the Finnish firms did not feel their Soviet market positions to be essentially
more secure or requiring less effort than their Western market positions, and the
importance of efforts on the Soviet market in regard of quality and prices was
especially stressed. The latter is, of course, also a consequence of the fact that no
marketing efforts, or very little, are needed to select distribution channels, to advertise,
or, because of the way of accounting, to settle the terms of payment. There is no
question, however, of the Soviet market being for them “soft” in general, requiring
little effort.

Another important factor that prevents development of the “dual scale of
values” is the Western import competition. Though the movement of capital with
foreign countries is still controlled in Finland, commodity imports are perfectly
liberalised (except for agricultural imports). Thus, even if Soviet exports—sometimes
suddenly speeded up—have a certain “suction” effect, within the country no “seller’s
market” can develop for a long time, because foreign competitors are always present.

Finally, we have to talk of the demanding domestic market, which also
represents competition. Finland is a capitalist economy, with corresponding domestic
commodity, labour, and capital market, which are, naturally, rather small, following

* This observation is—by and large—confirmed by Kivikari and Tolonen, who presented some new
and important empirical results on the effect of Soviet trade on the Finnish light and manufacturing

industries, respectively. [10], [13]

Acta Oeconomica 35, 1985



G. OBLATH-P. PETE: TRADE BETWEEN THE USSR AND FINLAND 191

from the small population of the country. The domestic environment in which also the
firms exporting to the Soviet market are functioning is not basically different from the
economic environment customary in Western and Northern Europe, and this further
hinders development of the potential tendencies drawn up above.

As a consequence of all this, though a certain line can be drawn between the firms
participating in Soviet exports and those which are not, the high share of the Soviet
market does not cause any rigid isolation in the economy between the firms exporting
to the Soviet market and those exporting to the Western markets. What is more, with
the exception of the ship-building industry—in which the Soviet share is bigger in
exports—in the other sectors the share of Western markets (and of the domestic
market) is larger.

Of course, the higher degree of protection on the Soviet market—often higher
even than on the domestic market—remains a fact for the Finnish firms, and even
though this does not entail a lagging behind world market standards in the long run,
neither does it mean that the firms concerned do not rely on this protection and do not
try to make the best use of it.

Some closing remarks

Our study could, on the whole, only confirm the opinion generally accepted in
Finland, independently of political attachments, that economic relations with the
Soviet Union are beneficial and advantageous for the Finnish national economy. We
have also tried to point out that the advantages inherent in bilateral relations are by far
not evenly distributed within Finland and we have indicated the potential
disadvantages and risks as well. On the macrolevel, an excessive export or import
dependence on a big trade partner can undoubtedly cause worries in the long run, and
on the microlevel, again in the long run, the existence of a guaranteed market for
certain industries and groups of products entails not only advantages, but also some
risks. Besides, for the non-traditional and less preferred sectors (such as light industry)
the extreme fluctuations are obviously disadvantageous which come about because of
the unexpected and large growth of the export possibilities (quotas) and their
subsequent, just as unexpected diminishing. Inconsequence, the sales of such sectors to
the Soviet Union are much more dependent on the global state of the bilateral trade—
deliveries of the preferred sectors, size of the advance payments, development of the
terms of trade, balance of the clearing account—than on the firms’ own activities and
competitiveness. On the other side, it is also true that trade with the Soviet Union
absorbed to some extent the high fluctuations accompanying Finnish economic
development, reduced the burdens of the large oil price rises and directly or indirectly
promoted the establishment or development of a number of industrial branches.
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Finally, we cannot undertake to draw up a definitive balance of advantages and
disadvantages from the Finnish point of view. We shall rather call the reader’s
attention to a lesson to be drawn from the Finnish experience.

One ofthe important questions of the present study was: how successful Finland
has been in adjusting the bilateral trade to its domestic market economy and to its
Western foreign trade? Our analysis, however, has not provided the grounds to answer
this question unambiguously. On the one hand, we could question both the economic
efficiency and the effectiveness of the Finnish regulation of Finno-Soviet trade. The
regulation is not uniform and does not operate with financial instruments, therefore, it
leaves the shaping of foreign trade structure to a kind of political bargaining
mechanism, though it could be better and more efficiently regulated by mechanisms
more conforming to the market and relying more on financial tools [8].

On the other hand, it seems to us that perhaps it would not be consistent with the
whole of the Finno-Soviet economic relationship, laden with political elements, and
with Finland’s political efforts to meet halfway the Soviet preferences and
requirements (or at least not to cross them) to apply a stricter and more uniform
mechanism, selecting more definitely on the basis of efficiency. Therefore, it may be not
only the country’s domestic interests, but also the importance of maintaining good
economic and political relations that speak for maintaining the present domestic
regulation and this has to be considered an important and real interest.

In the final analysis, if we asked the question in a more pointed form, that is,
whether the beneficial and advantageous character of the Finno-Soviet trade for
Finland is attributable to the domestic regulation of the bilateral trade, the answer
would have to be in the negative; we are inclined to say that these advantages are
independent of the way of the domestic regulation, and even exist contrary to it. In our
opinion, the reason why Finland could and can turn its intensive Soviet trade to its own
advantage is that it has a very sound and dynamic economy, ready to adjust; this latter
is, however, inseparable from the fact that the gradual but definite opening towards the
Western market presented ? possibility as well as a necessity to render its
manufacturing industry competitive with its Western partners on the domestic and the
foreign markets.

It has, however, to be emphasized, that it is owing to the same fact that the Soviet
Union enjoys considerable advantages in her intensive economic relations with
Finland, since she can receive, against clearing currency, products of hard, Western
quality from this country.
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TOPIroBad C CCCP OMbIT ®NHAAHANN
r. OBNAT—I. NETE

®UNCKO-COBETCKME 3KOHOMUYECKME 11 BHELLHETOPrOBbIE CBA3W B [IBYX OTHOLLEHWAX 3aC/y)XUBalOT
0CO6Oro BHUMAHWS Kak MpUMep OTHOLUEHW CTpaH C pasfinuHbiM OGLLECTBEHHLIM U 3KOHOMUYECKUM
CTpoEM.

MepBblii — 3T0 MacluTabbl TOProBOro 060poTa. B oTMuMe OT APYTMX Pa3BUTLIX KanuTaamMcTuyec-
KX CTpaH 60nbluas (cocTaBnsiowias Gonee OfHOM YETBEPTU) A0S BHELUHEW TOProBau OUHASHAWN
npuxoauTcs Ha CCCP. VIHTepecHO ye 0fjHO TO, KaKoe BsSIHUE 0Ka3blBalOT MHTEHCUBHbIE IKOHOMUYECKME
CBA3W C OFPOMHOI 1 UMetoLLeli LLeHTPaNM30BaHHO MAaHUPYeMyt0 3KOHOMMKY CTPaHO Ha He60o/bLuyo
PbIHOYHYIO 3KOHOMUKY.

OJHaKO He MeHbLLEro BHUMaHWS 3aC/y>KMBaeT U TO, UTO CUCTEMA ITUX CBSA3eli C ee MeXTocyaapcT-
BEHHbIMU JOrOBOPaMMu, OPraHWU3aLMOHHOM CTPYKTYPOiA 1 perynnpoBaHueM OueHb MOXO0Xa Ha U3BECTHble
13 B3aUMHOIi TOProBAU CTpaH-uneHoB CIB (hopMbl; GOMbLUYIO POb B Hell NTPaOT COrNalIeHns MeXay
NpaBUTENbCTBEHHLIMW U MEXMPaBUTENbCTBEHHLIMU OpraHamMu, KOTOpble CTPEMSITCS PeryMpoBaTh 06beM
U CTPYKTYypy ABYCTOPOHHEro 060poTa Kak Ha [OMrOCPOYHbIA, TakK M Ha CPesHEcpOYHbIA M KpaTKuii
nepuofsl. B (hopMUpOBaHMN 3TUX pamMOK DPUHNSHAMS, Kak NPeACTaBNseTcs, NprUcnocobmnack K 3anpocam
1 NpoLeAypaM COBETCKOrO MIaHOBOr0 X03sicTBa. OCHOBHOW BOMPOC COCTOUT B TOM, Kak UHTErpupyeTcs
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TakKas, BO MHOTMX OTHOLUEHUSX YyXfas pbIHOYHOW CMUCTEME OpraHU3auus BO BHYTPEHHIOK 3KOHOMUKY
OUHNAHAUN, AN KOTOPOM XapakTepHO aGContoTHoe npeobrafaHue YacTHOTO KanmuTanuCTUYecKoro
X038iicTBa.

Mocne KpaTKoro 063opa peanbHbiX NPOLLECCOB ABYCTOPOHHEN TOProBAM aBTOPbI CTaTbW COCPEao-
TauymBalOT OCHOBHOE BHMMaHWe MMEHHO Ha 3TOM, TO eCTb Ha MOKase TeX BHYTPEHHUX WHCTUTYTOB W
MexaH13MoB, 6narogaps KoTopbiM ®UHASHAUA MpucnocabnueaeT Toproeao ¢ CoBeTckum Col30M K
CBOeli BHyTpeHHel 3KOHOMUKeE. Mpyu 3TOM OHW CTPEMSATCS Pa3MUnTb (hOPManbHYI U NPeACTaBASIOLLYOCS
UM (haKTMYeCKOW pPosb OTAENbHbIX MHCTUTYTOB. [M03TOMY CTaTbsi paccMaTpMBaeT 3T 3KOHOMUYECKMe
CBSI3M NPEX/e BCero ¢ MHCKOA CTOPOHBI.

B 3ak/toueHMe CTaTby PacCMaTPUBAETCA BAMsSIHWE 3TOW TOProBAM Ha (YUHCKYKD 3KOHOMMKY,
roBOPMTCS O HEKOTOPbIX MaKpo- U MMUKpoacneKTax aToro.
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CENTRAL ECONOMIC MANAGEMENT
AND THE ENTERPRISE CRISIS
IN HUNGARY

M. LAKI

In order to understand the enterprise crisis in Hungary and in order to describe the
selective process taking place during the crisis, we can not avoid analysing and
describing the non-market (administrative) environment of the firm. In my paper |
would like to show the actions and aspirations of the central economic management in
this field during the period of 1978-1983.1chose 1978 as a starting point because this
was the year when the opinion of the central bodies on the development and growth
and on the chances of survival for firms in Hungary changed radically. The main
purpose of this paper is to find out how the managers of firms warnings (messages)
related to the growing toughness of governmental behaviour. In other words: how
wide the gap between the reform rhetoric of the government and the actions and
process which actually took place in this field was.

Resolutions contrasting with former ones

Our paper is not a macroeconomic analysis, therefore it is enough to remember
that the response of the Hungarian government to the crisis following the oil price
explosion in 1973 was not only delayed but also mistaken. The vivid investment
activity, the forced growth in production and of living standards led to a serious
indebtedness of the country, which plunged Hungary near to financial crisis.*

In the period ofa relatively high rate of growth the majority of industrial firms and
cooperatives planned to grow and their assets, output and sometimes even the number
of their employees really grew. The reason was not primarily that market conditions
were favourable. Growth was one of the main success indicators.

The philosophy of growth was transferred to the practice of regulations as
follows: when a firm was inefficient and this fact became obvious as a result of

‘ Describing these processes | shall use statistical data and results of a content analysis of articles
published in Hungarian newspapers for this period.

13 Acta Oeconomica 35, 1985
Akadémiai Kiadé, Budapest



196 REVIEWS

regulation, the central organs (assisted by the local party organs) surmounted but
often didn’t settle these difficulties.

The following data provide some insight about how soft the budget constraint was
and how it softened even further in the mid-seventies: “In 1975 the losses were only 0.4
percent of the profits in the Hungarian productive sectors. In 1976 it was 0.3 percent, in
1977 0.25 percent”. [1]

One of the intentions of the new economic policy since 1978 was to stop the
overheating of the economy by means of restricting investments, imports and the
domestic demand. The planners had no doubts about the foregoing consequences of
the restrictions on the micro level of the economy. They forcasted temporary
stagnation, and moreover a decrease in production in different subsectors of the light
and machinery industries. Under these conditions it was impossible to maintain
growth as a success indicator. The policymakers started to reckon with the setback,
especially with the closing down (liquidation) of industrial firms and cooperatives.*

The resolution of the Central Committee of the HSWP on 6th December 1978
already drafted that, “Enterprises, plants which are not profitable, the activities of
which are not in harmony with the interests of the national economy and which—
among the given investment possibilities—cannot be profitable by the means of
rationalisation might not be maintained, their losses might not be covered by state
subsidies. In such cases the state organs, helped by party and social organisations—as
a last solution—have to be determined and use their means for partial or total
liquidation”. [2]

Changing intentions, unchanged trends

First we will try to find out when the desired change occurred in the behaviour of
industrial firms and how strong it was.

No doubt there were processes which changed immediately after 1978. “A
number of big enterprises mainly from the machinery industry had prolonged
monetary difficulties and the consequences spread and eased only at the end of the
year. (1979 M.L.) The tax offices dunned the firms to pay 6.4 billion forints defaults in
payment which is 20 percent more than it has been in the previous year. The draft
collected by forced encashment grew by 20 percent and it was 4.6 billion forints... The
amount of penalty for delay was 47 percent higher then in the previous year and it was
about 1billion forints.” [3]

‘Firms and cooperatives were liquidated or amalgamated earlier as well but these events were hardly
influenced by the profitability of the firms. See: [43] and [44]
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It is also a sign of the growing austerity that after 1978 the stock of credits with
short term maturity grew faster than the whole stock ofcredits for current assets.* This
is sharply contrasting the practice of the years before 1978.

Table 1
Growth in the stock of credits,
percent, compared to the previousyear

i Change in
Change in th'e the stock of
Year stock of credits short-term
for current occasional
assets credits
1975 -3.8 -6.9
1976 145 11.7
1977 15 - 0.1
1978 16.2 116
1979 5.4 1.0
1980 13.0 25.3
1981 8.9 12.3
1982 8.8 10.1
1983 9.2 6.1

Source: Computed from data provided by
the National Bank of Hungary

On the other hand Table 2 doesn’t indicate any rapid and fundamental changes
between 1978 and 1982. The number of industrial firms in the red and the total amount
oflosses in the industry diminished. The tide—ifitwas a tide altogether—turned only 3
years later in 1982.

Similar “retarded” changes are indicated by the columns in Table 3.

It is evident from these two tables that only a slight minority of enterprises had
problems and difficulties. If we consider the balance sheets of the firms, the
overwhelming majority of them had no difficulties either after 1978: “An intolerable
financial situation, and lack of a development fund occurred only in a very small group
of the enterprises, (in 1979 M. L.) The lack of funds was characteristic of firms which
were in a similar position earlier.*’[4] And two years later (in 1981 M.L.): “...the
stagnation of sources for development didn’t create unusual difficulties for the
majority of producers. The number of firms with lack of funds diminished in 1981. At

the same time at a few enterprises the amount of lack of funds grew extraordinarily
because of their debt service due in 1982. [5]

*The aim of which is to avert short term liquidity problems.
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The number o fenterprises with losses and the
total amount o flosses in the Hungarian state

Year

1975
1976
1977
1978
1979
1980
1981
1982
1983

Source:

Year

1978
1979
1980
1981
1982
1983

Source:

The liquidity position of the industrial firms didn’t deteriorate in the two or three
years following the decisions of 1978. The stock of prolonged credits started to grow in
1980. The stock of loans with default (at least in the industrial cooperatives) already
did the same in 1979 but there were remarkable changes only 2-3 years later as we can
see in the Table 4.

REVIEWS

Table 2

owned and cooperative industry

Computed from the data provided by the

Enterprises with

losses

10

O N U1 w o ©

Ministry of Finance

Table 3

5

130
208
358
161
109
824
1254
2667

The amount of losses
in million Forints

The number o findustrial firms and cooperatives
with lack o ffunds and the total amount o f lack
offunds in the industry

Lack of development funds

Number of

Acta Oeconomica 35, 1985

firms

17
11
13
24

Amount of lacks
(mill. Ft)

1.93
0.25
6.22
8.19

Lack of sharing funds

Number of
firms

22
11
1
3
19
18

Amount of lacks
(mill. Ft)

143.3
9.6
0.1
0.6

73.1
52.0

Computed from the data provided by the Ministry of Finance
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Table 4
Some characteristics o f the relations between
banks and industrial firms

The stock of prolonged

credits in the industry Credits with penalty-

rate iii the 1AJupcidlivc
Total . )

in million in percent sectgr ofthe industry

Forints of the total ' (in million Ft-s)
amount of credits

1975 16.8 0.6
1976 11.2 31
1977 9.0 3.8
1978 10.8 21
1979 115 6.1 12.1
1980 16.1 7.3 16.2
1981 155 6.7 10.0
1982 18.9 6.4 46.0
1983 31.0 9.9 91.0

Source: Computed from the data provided by the Hungarian National Bank

Can we say on the basis of these time series that waves of austerity hit the
industrial firms and cooperatives?

There were difficulties which arrived a few months after the 1978 decisions, other
problems occurred when different stocks and reserves of the firms were exhausted. In
other words can we describe this process using the concept of time-lag?

Traditional bargaining and individual treatment
(1979-1982)

The phenomenon of time-lag is necessary but not enough to understand the
behaviour of the state organs. The slump of the economic growth and the diminished
investment activity caused for group of enterprises not only short term liquidity
problems but structural ones as well. But as the behaviour of the state organs was
“soft”, the bad results of the structural weaknesses of these firms were covered by
subsidies, and open crises were delayed by two or three years.

At the famous Csepel Works: “The state gave a helping hand to surmount the
financial difficulties of the Works: the Intra-Ministry State Committee agreed to
restructure the repayment of loans from the National Bank. The Works has the right to
use its reserve funds to repay its debts. They can also obtain credit to finance current
assets.” [6]
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At the Halas Knitwear Factory: “In 1979 the state budget had to take a further
100 million forint loss because—on the basis of a decision by the State Planning
Committee—a “tabula rasa” was made possible by state subsidies and the financial
matters of the firm were settled.” [7]

At the Hajdusag Works: ” ... a new director and a new technical executive were
appointed. The firm got a new 162 million forints loan as a special settlement and the
firm was ranked into the group of unbalanced units.” [§]

And at the Tungsram Company: .. it is well known that in 1978-1979
Tungsram became a firm struggling with its lack of funds and last year (in 1980, M. L.)
they projected a loss. Different governmental bodies discussed the financial condition
of the Tungsram. The firm was requested to make a program of actions to find a way
out of this. These organs allowed them to postpone the repayment of loans too.” [9]

These cases of state intervention are typical examples of the methods used in crisis
management at that time. Stories like these served as a reference and a precedent in
other cases as well. The managers and chairman of cooperatives are always keeping an
eye on the economic position, the business strategies, and the lobbying tactics of other
firms. In taking part in this learning process, in bargaining with the representatives of
ministries or party organisations, they could or can refer to the methods of
reorganisation in other firms, to the amount of subsidies which other firms and
cooperatives got earlier. “The proposals ofenterprises to solve the lack of funds do not
indicate that they would like to solve their difficulties on their own. From those
investigated 15 firms planned some measures which can be decided on their own, but
the majority of them needed help from outside,” we read in an article summarizig the
main statements of an investigation made by the Ministry of Finance. [10]

It is not surprising that in spite of the “messages” from the center of the economic
management on hardening of the budget constraint, the executives of firms in trouble
tried to improve the position of “their” firms using traditional methods. This means:
they do this taking part in traditional individual bargaining with the ministries and
other administrative bodies. The real question is; why were they able to use these
methods successfully after 19787

There are two related sets of reasons:

1 The lack of relevant regulation of crisis management at the level of firms and of
ministries

2. The soft behaviour of the administration.

The need for a system of criteria separating the firms in trouble already arose in
the late seventies. Experts at the Ministry of Finance suggested the introduction of a
test-system based on the profitability of the firms. A firm is unprofitable if its net
income or profit is negative. Those firms are also unprofitable which cannot meet a
minimal rate of profit, as a target.
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This group of experts—in selecting firms—did not want to rely on market forces
or on a neutral system of regulation. Following the traditional line of thinking, it was
nessesary for them to mark out centrally the group of firms with negative or poor
profits because—they thought—the market itself or a normative system of regulation is
unable to rank the national utility of different activities or firms. The net income rate of
a firm should show its economic efficiency or inefficiency, and in that case the firm itself
should initiate recovery from its inefficiencies. But to do so—the argument continues—
a regulation of prices and incomes is necessary in which the proportions of efficiency
are reflected by profit differences.

Distrust of market forces and spontaneous selection based on these forces meant
that in the case of “firms important for the national economy” the crisis was often
solved by traditional institutions (committees set up from the representatives of
ministries concerned) and methods. These institutions had a temporary character, they
were established from case to case. The temporary character of these committees made
it possible to make individual decisions. In other words, it was impossible to create or
establish any general rules of crisis management. In addition to ad hoc decisions, ad
hoc committees of state organs were expected to consult the party organisations too.

During the bargaining processes carried out in these “emergency committees” the
management of firms in trouble brought up old, well proved arguments. Very effective
ways of neutralising the rigidity of the state were, their argument that, without the help
of the state they could not take the responsibility for

— the fulfillment of state agreements with socialist partners

— supplying the domestic market

— or the utilization of capacities producing export goods for western markets.

Arguments referring to a possible unemployment often arose during this period
too. In some cases the local party organs opposed the reorganisation or liquidation of
firms.

Not only firms in trouble but also their protectors, the ministries of branches used
these kind of arguments. For example one of the branch ministries defended “its” four
big enterprises as follows: “The financial tensions were decisively caused by factors
independent from the activity of these enterprises. The magnitude and character of
difficulties may not be solved by using the firm’s own resources. The significance and
the role of these firms in the industry, their tasks based on international agreements
make necessary the recreation of their balanced economic activity. Investments in this
process—which is to ensure a more modern production pattern and an export-
commodity supply which is marketable on eastern and western markets alike—can
only produce the planned results... The well-being of employees working for these four
firms needs the earliest possible attention too. They can only concentrate with full
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enthusiasm on the tasks of their plan, it there steady economic circumstances will be
created for the way out.”*

Firms in trouble (calculating the impact of the publicity) often used their
importance in the national economy as an argument : “Everybody knows that not only
parameters, product prices and exchange rates are in question but the fate of 22000
employees”—said the general manager of the Csepel Works for example and:” We
influence the successful fulfillment of about 260 billion forints production target of the
whole industry fundamentally by our 20 billion forint production.” [11]

Officials are Ofter cautious to accept the productivity-ranks serving the valuation
of the firms not only because modifications in the regulation changed basically these
ranks but because they themselves often “solved” difficulties of firms by modifying
prices and taxes. The deputy minister responsible for the clothing- and textile industry
evaluated the situation in 1980 as follows: “Evaluating the year 1979 | found only
three firms with difficulties which cannot be easily solved. 18 percent of the production
of the clothing- and textile industry was not profitable last year. We can diminish this
ratio to 6-7 percent in 1980 by changing the prices. .. [17]

This pattern of solving the problems might have been wide-spread because it
remained an axiom that, not to shock the whole Hungarian economy, only a few firms
should be in crisis. “The degree of charige is of course determined by the decision that
during the modification... ofeconomic management, the great majority of our firms
may not become incapable. As a consequence of this at firms which cannot fulfil the
average level of requirements at present and in the next years, state intervention is
taking place or has been taking place in the beliefthat the costs of interventions will be
repaid from the further profits, that the management will be improved gradually and
will be able to fulfill higher requirements.” [13]

We must not forget that a lot of enterprise crises occur not only as a consequence
of bad decisions but also that state organs and banks play an important role in the
creation of these situations. As the chairman of the National Bank pointed out,
“Besides the firm, the creditor is also responsible for the creation of lack of
development funds. These cases urge us to analyse more carefully the reality of profit
shares promised in claims for credits.” [14]

The secretary of the Central Committee Ferenc Havasi, when visiting the Csepel
Works also spoke about common responsibility for common decisions: “He spoke
about the economic responsibility of the firms, but also stressed the responsibility of
the government. He mentioned as an example that the State Planning Committee put
on the agenda the situation of the Csepel Works and gave—perhaps partial—help to
solve its fundamental problems. ‘We can interpret this action as self criticism’, he
added.” [15]

*Part of a ministerial proposal for the State Plan Committee (1979).
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Half-turn in 1982-1983?

In spite of remarkable and high level decisions between 1978 and 1982 there were
no significant changes in the “non-market” environment of the industrial firms and
cooperatives which had serious economic problems. The central economic manage-
ment thought: the restriction of investments and imports, a sounder policy in raising
credits on the international money market are enough to extend the period of
structural reorganisation in the industry. But after 13 December 1981 in Poland it was
impossible to go on with the credit policy ofthe previous years. In the middle of 1982 it
was clear that “There is practically a credit embargo against the socialist countries. In
such circumstances it requires great efforts even to maintain economic relations.” [16]

Furthermore at the same time “the days of grace” of several firms expired and
almost nothing came out of the promised improvements in efficiency. “The
governmental committees prescribed that, the creditors had to cancel a part of their
debts or suspend the pecuniary obligations. The purpose of these measures issued for a
definite period was the rehabilitation of those big enterprises in 2—2 years... These
time limits expired in 1982 and it has been found that the situation of the majority of
these firms haven’t been improved.” [17]

Leading politicians struck a harsher tone in this situation:

“The state budget can allocate for the handicapped, bad units from values which
were produced somewhere else by somebody else. We have no possibility to provide
investments, imports or wage preferences to substitute the high quality work of
collectives, to substitute or cover up the lack of the technical recovery. If we continue
this trend we trespass against everybody, against the nation, the country, the masses. It
may happen that there will be enterprises in which the circumstances will be too strict
compared to their management’s skills and facilities and therefore—so to say—they
will go into bankruptcy. We shall take note of this and we shall find a new management
which is able to solve the tasks. Or we shall find another enterprise which may use those
capacities effectively.” [18]

The Minister of Finance said about the same issue: “This is the contradiction of
the part and the whole: what to do with firms in the red or with low profitability? Long
term subsidies for them necessarily restrict the funds for the development of other
more effective enterprises. Therefore, it is essential to curtail these firms or make them
more profitable. But we have to do this with tolerable tensions and therefore the
temptation is big to subsidise them for too long a time. This is hardly tolerable with
regard to the efficient enterprises.” [19]

It is not easy to decide whether the turn urged in handling firms in trouble since
1982 actually took place in the hard months of 1982 or not. Our time series—as we
have seen earlier—indicate some changes. Not only the growing number of firms in the
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red, and firms with a lack of funds pointed to these changes, but also the regulation
introduced at that time.

As there is no capital or stock market in Hungary, prices, or the changes in the
price of assets do not indicate the efficiency of a firm. Because of this bureaucrats
introducing new regulations might do nothing else than rank firms and cooperatives
according to different efficiency- or profitability indices. This way they classified firms
with low efficiency, defining low efficiency as if “in two consecutive years the
profitability was lower than the half of the average of their branch or subsector.” [20]

We may see that not only firms in the red or with a lack of funds are reckoned as
low efficient ones but also in this group are those firms where the chances of a loss or
lack of funds are relatively high. This provides a possibility to prevent or reverse any
dangerous tendencies.* Among those firms considered as low efficient, “the minister of
finance in agreement with the founder of the firm and consulting the minister of foreign
trade and that of the Chamber of Commerce specifies in every year, which firms need
central measures to improve their performance.” [21]

There are three parts of this package of measures. More exactly these are
administrative measures, because the consumers and suppliers of the firms play no role
in working out the firm’s new strategy. The so-called prompt measures are already
strict. They diminish the autonomy of the management remarkably. For example, the
state authorities have the right to evaluate the activity of the general manager, to
delegate a new director or not to pay bonuses for the present one. They have the right
to order the firm to sell redundant stocks or to propose the foreclosure of bank
mortgages.

The second stage—starting two years later—isalso very inconvenient for the firm.
The authorities have the right to withdraw the so-called non-normative subsidies.
They can order the firm to pay a part of the amortisation to the state budget and to
propose compulsory bond issue.

And the last stage, “ If there is no possibility to eliminate the sources of losses, the
authorities have to propose liquidation or reorganisation of the firm.” [22]

It is very likely that managers—being conscious of these inconvenient measures—
will try to avoid their firm being considered as low efficient. But how did they come to
take this minimal success indicator seriously?

Besides the growing number of firms in the red and the harder messages of the
government, some changes were indicated by the more consequent behaviour of the
National Bank: “The amount of application for credits refused (in the 2. quarter of
1982 M.L.) was very high compared to previous years. It was about 50 billion forints
opposed to last year’s 24 billion.” [23] The National Bank refused to provide further

*On the other hand: the chances of an effective preventive intervention were diminished because the
numerator of the index consists of the subsidies of the firm too. See: [45] and [46]
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loans for firms with losses. For example the Ganz-Mavag Company, which could
neither finance the daily production: “The National Bank of Hungary gave notice not
to provide loans for reconstruction, its reason is that it is done in the interest of the big
enterprise not only because of the paying off of further loans but also of present ones
became dubious.” [24]

Stories of different firms show that the pressure to change beacame harder in the
center of the economic management as well. Firms in the red like the Hat Factory or
the Halas Knitwear Factory were liquidated. The managers and chairmen might have
been even more deeply impressed by the fact that the government refused to help the—
until then taboo—Csepel Works with further loans. The central organs tried to solve the
crisis with decentralisation of the firm. The Works had a lack of funds in 1979 and
could not pay back its credits. To ease the serious financial troubles the Works won
some breathing space, the State Planning Committee suspended a part of repayment
obligations until the end of 1982. After this, “The staff of Csepel started to improve
profitability with great efforts but its activity was not successful: the financial situation
of the firm improved a little but the profit could not cover the repayment obligations
neither in the future.” [25] The firm’s management interpreted these unfavorable
tendencies first of all as the result of external factors: “The party secretary (of the firm
M.L.) said that this had many external reasons, the export markets became narrower
and the stock of orders diminished. He spoke openly about the internal reasons for the
failure too. For example, although the discipline of the management and that of the
technology was improved, they had serious problems with the labour force because the
number of employees of the Csepel Works diminished by 1976.” [26] The ad hoc
committee delegated by the State Planning Committee had a partly different opinion:
“The committee found the reasons for decreasing profit for two years in the R & D,
which does not take into consideration the market situation, the production structure
changing too slowly and the costs too high. They added that the fundamental reason
for these symptoms is the inadequate management—and incentive system of the
firm.” [27]The secretary of the Central Committee of HSWP Kaéroly Németh, visited
the firm at this time and could not encourage them either: “He stressed: it is clear we
have to find a solution which is good for the country and for this politically and
economically important big enterprise too. He said: nobody should be afraid of not
having a job equal to his skills and knowledge.” [28]

The organs responsible for this task at last found a solution which may signify the
ineffectiveness of old style bargaining methods. The Csepel Works was decentralised,
its earlier plants became autonomous firms and only the Central Directorate (the tasks
of which are service and some coordination) remained from the old trust.

Can we summarize these tendencies as the danger of hard currency debt crisis of
the country in 1982 forcing the central economic management to find a more radical
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solution for the problems of firms with long term difficulties? Several articles published
in 1983— 1985 and also our interviews conducted in ministries provided evidence that
the experts of this field remained pessimistic. According to their evaluation no
significant change took place either in the attitude of the managers and chairmen or in
the crisis management techniques of the state. The head of the Directorate of Incomes
at the Ministry of Finance pointed out: “On the basis of our economic history perhaps
it is not surprising that firms in the red still place their trust, their deep and infinite trust,
in state subsidies. They hope that—as earlier—they will get money after all, their debts
will be restructured, their loans will be cancelled. They realize very slowly that firms in
trouble have to make remarkable changes in their management.” [29]

An other expert Erzsébet Horvath underlines that the optimism of firms in trouble
has some basis because “in the case of firms in such trouble—if it is impossible to
liquidate them—the central economic management is forced to maintain the capacities
of these firms. Especially at firms with a monopoly, favourable state interventions are
necessary again and again.” [30]

Further exceptions

Two years are not enough to figure out whether the expected changes in the
relation of the state and firms with losses have taken place or not. Therefore, in the final
part of our paper, we can only seek a partial interpretation of the expert’s pessimism. It
seems that the inconsistency of the regulations for firms in trouble, the large number of
exceptions act against the change in traditional attitudes. For example: “at firms with
long term low efficiency, where the profit motive works in a limited way, where the
officially fixed price cannot guarantee a fair profitability or where a special regulation is
valid, the criterion of low efficiency is not the average profitability of the branch but the
average profitability of the subsector. Based on a special examination those low
efficient enterprises which produce goods or a definite quantity of products fulfilling
government commands, or which are compelled to fulfill an intra-governmental
agreement can get exceptional treatment, and that is the reason for their long term low
profitability.” [31]

The exceptions were formulated more openly in the cooperative industry “where
the classification and ranking of cooperatives have to be done differentially because of
special factors influenced not, or not only by the cooperative and which play a role in
the formation of the profit indicator. These can be:

— the mixed profile and activity of the cooperative

the fulfillment of special needs of the local community
— traditional production protecting popular arts or crafts activities
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— determinant role in the satisfaction of domestic needs

— important change in the organisation

— long term depression on the world market

— taking part in a bilateral governmental agreement

— special price- or fiscal regulation.” [32]

Such a long list of exceptions provide broad space for manoever and bargaining
for the enterprises, especially if “the opinion of the organs taking part in decision
making is also contrary.” [33]

But why are these firms able to use these bargaining possibilities? Where does
their bargaining power come from?

One of the sources of it was the optimism of some bureaucrats. For example the
head of Department Controling Firms at the Ministry of Industry said: “The
overwhelming majority of firms in trouble only have temporary difficulties and they
have the possibility to prosper again.” [34]

The bargaining power of all these firms was even growing during this period
because the central economic management could not use part of its sanctions. A good
example is the right of mortgage of the National Bank. The application of it is
legitimate but the National Bank has no experts, no special organisation to estimate the
value of the property mortgaged. This is well known by all the firms and the deterrent
effect of it is very small.

The real source of the bargaining power of firms in trouble is their ability to
influence important macroeconomic processes. This capacity has been growing since
1982 too. It is known that the whole Hungarian economy was pressed to export, while
the number 1 task of the central bodies was to adequately supply the domestic market.
In the case of the Kecskemet Tub Factory “the profitability of the firm’sexport was so
low that.. . the firm was frightened to go bankrupt. And what has happened? The
price of tubs has been increased centrally and the firm became profitable.” [35]

On the other hand the industrial managers know or at least suspect that
bankruptcy can have advantages as well.* Firms and cooperatives got significant state
subsidies to recover in 1982—1984 too. To turn back to our earlier example, at the
successor firms of the Csepel Works, “Supervising the fiscal situation of the firms and
evaluating their recovery programs, the National Bank arranged the liabilities of the
majority of these firms so that factories do not get into hopeless situations.” [36] At
the Tungsram, “credits were partly written off, the other part was restructured. The
time span of state subsidies repayment was extended and a part of dead loans abroad
were disregarded. ... The faster growth of the big companies was also stimulated by a

*Here we have to distinguish the fate of managers and firms. The careers of several managers finished
during the crisis.
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remarkable allocation of working capital.” [37] Last, let us consider cases where
firms in the red were reorganised or liquidated during this period. The Hat Factory,
with lack of funds and losses for years, was acquired by the big telecommunication
company Orion because the ministry couldn’t find a firm in the light industy which was
able to pay the losses and debts of the Hat Factory. Orion was ready to arrange this,
using the old method of consolidation of balances. This means that the state organs
avoided the direct liquidation of a firm “when machines and buildings would be sold
and the staff of the firm would be informed that the Hat Factory was closed and
everybody had to find a new job.” [38]

This was a traditional type of acquisition. The story of the settlement of the
situation in the Halas Knitwear Factory seems more business-like and therefore a
more modern one. This enterprise, in the red, got a new owner “after the liquidation of
it the Skala-Coop (the new owner, M.L.) authorised by the government buys all the
fixed assets at the present net value i.e. 447 million forints. Not only the assets but the
staff will be taken on by the Skala-Coop. The further activity will take place as a
subsidiary company in order to measure the real performance of the firm.” [39] But the
Skala-Coop—Ilike the great majority of Hungarian enterprises—had not enough
capital to be able to buy a factory. Therefore it was able to meet the requirement of the
Industrial Ministry (to buy the Halas Knitwear Factory) only if, “On the basis of an
agreement with the Ministry of Finance the Skala-Coop will get state loans based on
the conditions of the credit policy directives. The Skala-Coop will be granted working
capital from the reserve fund of the National Association of Cooperatives.” [40]

Some tentative final remarks

How do these “messages” (examples, regulations, governmental actions)
influence the behaviour of the managers of industrial firms and cooperatives? What
kind of lessons did they draw from their experiences after 1978?

A director of a big company for example concluded, “It is a fact that several big
companies are in trouble, and it is also true that the central economic management
tried to find a way out for them. Why are there these “movements” to save them? The
answer is very simple: there is no other rational solution. The movement to save them
isjust looking for an answer and this is absolutely natural. The reorganisations and the
bankruptcy procedures are also a kind of solution but these are the most expensive and
have hardly any constructive perspectives.” [41]

We don’t know how common this opinion is among managers. Investigating the
behaviour of state organs it seems not to be an exception. The unexpected market
situations cause difficulties more often than before. In this sense the risk of the
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management of firms has grown in the last years. But the performance of the firms
headed by them is not evaluated by the market (especially not by a stock market).
Moreover—as the critics of the present bankruptcy procedure pointed out: the buyers
and sellers of the firm cannot influence the method of reorganisation of a firm in
trouble. The horizontal relations play subordinate role in evaluating the performance
ofthe firm. The fate of the firms in trouble isdecided within the framework ofa more or
less monetarised but vertical bargaining process.

We can not ignore the fact that the forthcoming reform of the bankruptcy
process—when the business partners of a firm will get some word in the reorganisation
or the new forms of management which perhaps diminish the hierarchical
subordination ofa firm—will extend the role of the market in the evaluation ofa firm’s
performance. The opposite tendency has some chance too. The decision makers can
conclude that “at all firms in a critical situation it is advisable to make clear separately,
which factors caused losses and lack of funds and to what extent the firm is responsible
for them. The founder of the firm (a state organ) has to initiate such investigations and
a committee of experts—possibly disinterested and impartial have to execute it.” [42]

But this is already the world of faith. We can say that during the further research
on the enterprise crises we still have to take into consideration the presence of
traditional selection mechanisms in the Hungarian economy. The gap between the
reform rhetoric and what is actually happening is still relatively wide.
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OBITUARY

LORD THOMAS BALOGH
(1905-1985)

The society of economists is greatly bereaved. Thomas Balogh, the Hungarian-
born world famous British economist, made life peer by the Queen for his outstanding
public and scientific activities in 1968, passed away at the age of 79 on January 20th,
1985. His death put an end to an extremely rich and colourful life.

Tamas Balogh was born in 1905. He completed secondary school at the
Mintagimnazium of Budapest, and studied at the Faculty of Law of the Budapest
University of Sciences, where he was a disciple of the famous academicians Akos
Navratil and Istvan Varga. Upon graduation he was awarded the title of Dr.rer.pol. In
1927 he won a scholarship to study at the Collegium Hungaricum in Berlin and
continued his studies at Berlin University. Out of these studies was born his first work,
at 23 years ofage. “History of German inflation” (in Hungarian). Beginning in 1928 he
studied at Harvard University for two years with a scholarship from the Rockefeller
Foundation, and in 1935 he published a new work, which aroused considerable
attention: “Gazdasagpolitika és kdzgazdasagtan valsagban” (Economic policy and
economics in crisis).

After a short stay in Geneva, where he was Deputy Secretary of the Financial
Commission of the League of Nations, there followed a study tour in Britain. It was no
fault of his that he was compelled to leave his native country. Accepting the hand held
out to him, he found a new home in Britain. He may be counted among the few who
were trusted by Keynes. Keynes also paved the way for him to find ajob. In the thirties
he worked with financial institutions in London. For some years after 1938 he worked
in the National Institute for Economic Research. At this time he became a lecturer,
later fellow at Balliol College, Oxford, from 1940. From 1940 to 1955 he also worked
with the Statistical Institute of Oxford University. In 1960 he became reader in
economics. He was visiting professor at some of the most prestigious universities in the
world.

An important part of his life was devoted to the solution of problems afflicting
developing countries. He acted as an adviser in several countries (Malta, India,
Jamaica, British-Guinea, Mauritius, Algeria). He was active in the FAO and in the
Latin American and African Economic commissions of the UN. In this context his
scientific literary activity is extremely rich. Particularly worth mentioning are his
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“Unequal partners” (a two-volume collection of works, published in 1963) and “The
economics of poverty” published in 1965.

Yet the main theatre of his activity was Britain. He considered himself one of a
group of socialist persons who wished to lead society gradually from capitalism to
socialism. They did not commit themselves to any theory and, simultaneously,
emphasized the role of individual initiative in the process of transition. They opposed
the power of the bureaucratic state and wished to complete democratic self-
government by strengthening trade unions, cooperatives and local government.
Persons of similar beliefs created the Fabian Society in London in 1883, of which Lord
Balogh became Deputy President in 1969 and President in 1970. This Society had a
significant role in the foundation of the Labour Party. Thus, adherence to the party
was a natural attachment for Taméas Balogh.

It was in 1973, on the occasion of one of his visits to Hungary, that, at a weekend
spent in a narrow family circle at Lake Balaton, | asked him how Fabians interpreted
the gradual transition from capitalism to socialism. As a matter of fact, at that time the
Fabian Society was more than 90 years old. Those who knew Tamas Balogh, also knew
that his real element was debate, and how good and witty a debater he was ! If | wanted
to sum up the gist of our long talk in a single sentence it would run like “socialism is a
matter for the next generation”.

Fabians are not communists, but there are points of contact with the Utopian
socialists in their views, particularly with some ofthe ideas of Proudhon and Owen. On
reading his interview given to Figyel6 on the occasion of his Budapest visit of 1978
about the possibilities of a “social contract” that might provide peaceful bases for the
relationship between the capitalists and the working classes, | could not help but see
the close association of ideas. His argumentation ran as follows: in pure capitalism,
where the working class has no say in matters, the duty of the trade unions is to fight
for the raising of wages—followed by rising prices. If, however, we renounce this pure
capitalism and pursue a policy with which the distribution of national income and
wealth is changed, it may be expected that trade unions should feel responsibility for
the stability of the economic system. Thus, the substance of the “social contract”
proposed by him was that the trade unions should use their power for increasing the
political weight of the working class, they should renounce wage claims and demand in
return tax debates and reforms of wealth and land. Through these an increasing
participation should be secured for the working class in both income distribution and
decisions.

All these ideas proved to be built on quicksand, yet, it does not change the
progressive role Tamas Balogh played in the formation of economic thought in the
Western world. Although a follower of Keynes, in his theoretical works he argued for
more far-reaching reforms than what is characteristic of Keynesians. In this context his
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works “Labour and inflation” (1970), “Facts and fancy in international economic
relations” (1973) “Crisis of capitalism” (1978) and “The irrelevance of conventional
economics” (1982) deserve attention.

He used the influence he had on Harold Wilson, the former Prime Minister and
leader of the Labour Party, in the interest of strengthening the institutional system for
the economic organization function of the state. He could not achieve the
establishment of a planning ministry, but a ministry for economic affairs was brought
into being. Also the ministry for overseas development was founded on his initiative.

The fall of the Wilson government in 1970 was a source of great disillusionment
for him. He temporarily withdrew from politics. He spent most of his time with
scientific work at Balliol College. When again a Labour government was formed, he
acted as minister of state for energy for a short time. He had an important role in the
foundation of the National Oil Corporation where he also held the post of deputy-
chairman.

He had left Hungary in the thirties but maintained contacts with Hungarian
economists till the outbreak ofthe war. In 1946 he visited Hungary as the Deputy Head
of the UNRRA, the post-war aid organization of the UN. He summarized his
experiences and opinions in the study “The Hungarian reconstruction and re-
parations”. After his 1946 visit, there followed a break in contact of more than two
decades. In the early seventies, on the invitation of the Hungarian Academy of
Sciences, he again came to Hungary. He held lectures, consultations and had intensive
discussions with many economists. Since then, more frequent visits brought him back
to his country of birth, which honoured him by electing him honorary member of the
Hungarian Academy of Sciences, doctor honoris causa of the Karl Marx University of
Economics and honorary member of the Hungarian Economic Association.

He not only was a participant but an initiator and organizer of meetings jointly
organized by the World Federation of Hungarians and the Hungarian Economic
Association, which brought together well known economists of Hungarian origin from
different parts of the world, and of which the Széchenyi Commemorative Days,
organized in 1980, was an outstanding event. Unfortunately, he could only participate
in the opening session, his impaired health forced his early return to Britain.

He not only emphasized his Hungarian origin, but showed an almost child-like
attraction to everything that linked him to his country of birth. It is no mere
coincidence that in the obituary of the Times it was mentioned how particularly glad he
was when the old Budapest University awarded him the h.c. doctor’s title in 1979.The
feeling he cherished for his native country now evokes special reverence.

B CSIK.0S-NAGY
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CSABA, L.: Economic mechanismin the GDR andin
Czechoslovakia. A comparative analysis. (With an
introductory study by Kalman Pécsi). Trends in
No. 46. Hungarian
Council for World Economy, Budapest 1983. 140 p.

World Economy, Scientific

Laszl6 Csaba's study describes the
systems of management found in the GDR and in

national

Czechoslovakia and their mutual comparison from
the point of view of similarities to and differences
with the Hungarian system of management in the
seventies.

Kalman Pécsi provides an introductory study
called "Perfection of planning and management of
foreign trade in CM EA countries”. On the basisofa
survey of the development of attempts by a
number of CMEA member countries during the
last quarter century, the author shows that an
isolated approach to perfecting foreign trade mech-
anisms has not yielded satisfactory results. From
this he draws the conclusion that measures aimed at
improvements have to be supported by and adjusted
to adequate measures in domestic economic mech-
anisms. It is these propositions that the monograph
written by L. Csaba is based on; it includes an
Introduction; Part one: "Trends in the evolution of
the economic mechanism of the GDR” ; Part two:
“Trends

mechanism in Czechoslovakia”; and finally, “Some

in the development of the economic
general observations™.

In the "Introduction” Csaba stresses that his

most immediate objective is to seek practical
solutions and alternatives for the CMEA, which
forms the integrationai community of the Hungar-
ian economy, as well as that of the other East

European countries in a period when the integration

of the CMEA community into the world economy
has become imperative. In the time which has
elapsed since the publication of this study, the
highly topical and difficult nature of this problem
has only been accented; to an increasing extent it
directly concerns the most critical aspects of
economic policy and strivings to improve planning
and management in the small European member
countries of the CMEA. Nevertheless, in our brief
review we shall leave aside the doubtlessly impor-
tant contribution which this study makes towards a
more effective practical economic orientation.

In our opinion the author's methodological and
theoretical approach to this subject and his factual
method of dealing with the problem go beyond the
original pragmatic purpose he set for himself. This
monograph provides valuable information, as well
as an analysis and discussion for specialists who
study the economies of the small and medium-sized
CMEA countries. For some of these countries the
end of the sixties and the beginning of the seventies
represented a “golden age” in their development.
Subsequent developments in the seventies and
eighties typically brought unexpected changes in
development trends, a cumulation of previously
known, but unsolved problems, as well as some new
problems. Such a situation represents a challenge
not only to those who form economic policy, but
also to economic science which is confronted with a
number of economic difficulties of unprecedented
depth, which have not been clarified in any satis-
macro-economic

comparisons of the

factory Traditional

analysis provides standard

manner.

performance of various East European economies
the of the Csaba
approachesthecomparison ofthe two economies he

on basis usual indicators.
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has chosen with the opinion that “in addition to the
analysis of real economic factors, the study of the
institutional factor is also a necessity...” (p. 29)
Such an approach is based on the profound
theoretical background found in the long tradition
of Hungarian economic thought, which—in con-
trast to the communities of economists in the
countries compared in the suudy—suffered no
discontinuity of interest in the institutional frame-
work of the economy. The author’s comparative
analysisin factconcerns three countries—the GDR,
Czechoslovakia and Hungary, which in the sev-
enties found themselves in similar economic situa-
tions, but who chose different solutions as far as
economic management was concerned. In his intro-
duction, the author cites a fact which has often been
insufficiently taken into account, that contrary to
the assumptions which existed during the elabora-
tion of the CMEA Comprehensive Programme, the
domestic economic mechanisms of individual
CMEA countries have not evolved in the same
direction, towards gaining ground for regulated
market conditions, rather the diversity of national
economic controls has increased. On the basis of
this highly relevant fact the author draws a serious
conclusion. In his opinion the so far unsolved task
of developing such an effective cooperation mech-
anism within the CMEA,

account the fact that national management systems

requires taking into

functioning in various countries differ and continue
to wait for a solution. The author argues that
exploration of the nature of differences among the
national management systems within the CMEA
can be the only sound foundation for the integration
endeavours. On this basis the author derives the
need to study both common and different aspects in
the development of national management systems.

The main part of the monograph is devoted to a
descriptive analysis of the re-centralization waves
which the system changes taking place in both the
GDR and Czechoslovakia had in common during
the seventies.

In the first part, the author describes the evolu-
tionary trends in the economic mechanism of the
GDR during the seventies. He surveys the trans-
formation ofthe substantially decentralized systems
of economic management designed in the sixties,
into the rather rigidly centralized systems based on
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large intermediate organizations. The author de-
scribes in detail the mechanism of this recen-
tralization, which developed under the influence of
the contradictory effects of a one-sided and exag-
geratedly selective “structural policy”, and an
overambitious investment policy conducted in the
1968-70. The partial decentralization of

price setting—the right given to associations to

period

create prices—could not function properly in the
overheated “sellers’ market” of the years 1968-70.
Together with corrections in investment policy, a
of the
occurred. The unique right of the Price Office to

modification management system also
determine prices was renewed, as was the right of
sectoral ministries to issue direct instruction to
intermediate management bodies (VVB) and their
memberenterprises. The role of net profits as a basic
indicator was again abandoned. Macro-economic
balances become the most important instruments of
planning and theirnumber has increased several fold
during the seventies. The author of the study
describes in detail the forming of an economic
system in the GDR, which relies on large inter-
memiate management organizations to adjust to the
increasingly competitive conditions of the world
economy, while domestic producer prices are deter-
mined by real sectoral average costs, and hence
remain autarkic. As far as consumer prices were
concerned, more flexible principles for a price policy
1979. At this time the
problem of debt servicing both in hard currencies

were formulated only in

and in relation to the USSR increased. To solve
these basic problems of economic policy in the
period 1981-85 an export policy was adopted,
which, similar to Hungary, considered the develop-
ment ofeconomic cooperation within the CM EA as
acomponent of the global division of labour rather
than a refuge from it. The rigid system of planning
and management was subjected to criticism which
stressed that an improvement in economic perfor-
mance could not be achieved by the instruments and
methods applied at the beginning of the seventies.

In the second part of the monograph the author
describes the trends in the development of the
economic mechanism found in Czechoslovakia at
the beginning of the seventies. The author first
considers the question of how this over-centralised
practice ofcontrol came about. The renewal of state
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intervention by administrative methods was at first
a reaction to some negative aspects of the invest-
ment boom and inflationary increases in prices in
the period 1968-69. From these measures, originally
considered to be “temporary”, however, an in-
tegrated system of organizational and admini-
strative measured developed which led to a
complete rejection ofthe program of comprehensive
and thorough reform from the sixties. Since 1972, a
new stage of recentralization has been in effect,
which since then has become a permanent feature of
the management system in Czechoslovakia. The
mechanism of this recentralization—given all the
specific aspects of Czechoslovak developments—is
in marked agreement with the organizational forms
and instruments used in the GDR. A restoration of
the traditional hierarchic structure of managing the
economy has taken place, as well as a renewal of a
large number of central balances and the break-
down ofbinding indicators from the center, through
medium-level management bodies to enterprises. A
system of contracts was replaced by mandatory
deliveries among enterprises, which ceased to be the
basic management link and instead became
mandatory members of associations, which are all
of more or less the same nature. The rights of
enterprises to carry out foreign trade operations
were ann,ualled in 1970 and since 1972 also rigorous
recentralization took place in the management of
foreign trade. Domestic and foreign markets have
been strictly separated from each other with the help
of a traditional system of subsidies from the state
budget. The system of mixed prices and especially
the principle of free price formation was replaced by
a strictly supervised central price policy which
strives above all for price stability and the "pro-
tection" of enterprises even during periods of
unexpected price explosions on the world market.
The author cites some individual critical opinions of
economists as far as negative effects of recen-
tralization trends are concerned, but this tends to
overestimate the force of this criticism since it
remained the exception. During the seventies a
climate in which traditional, petrified centralist
forms came to be considered normal attributes of a
socialist economy, prevailed in the economic com-
munity. A certain revival of interest in more flexible
forms of management only appeared at the end of
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the seventies. The author explains the modifications
of the system of management which were intro-
duced in the second half of the seventies and also
some experiments carried out in this area. He
describes the contradictory qualities of the set of
measures for perfecting the system of planning and
managing the economy of Czechoslovakia which
has been in effect since 1981. This set of measures
has become the point of departure for partial
experiments which are to be carried out in the
second half of the eighties. These essentially partial
improvements also include some portional or-
ganizational and economic adjustments of relations
between producer associations and foreign trade
organizations, as well as gradually allow the in-
fluence of world prices upon domestic prices.

In place of the usual summary, Csaba ends his
treatise with “Some general observations”. The
development of management systems in the com-
pared countries is here assessed from the point of
view of the general development of several reform
attempts in recent decades, aimed at creating more
effective models of economic management in the
socialist countries. This search still lacks an ade-
quate theoretical background. At the end of the
fifties and beginning of the sixties a number of
concepts for the management of the economy
appeared, which were based on a combination of
direct and indirect instruments of management.
According to Csaba these germinal ideas contained
the concept ofa "gradual transformation model” in
which the formation of large intermediate control
bodies, together with the reduction of compulsory
indices, were the first step towards a regulated
market economy. This idea was also reflected in the
financial chapter of the Comprehensive Programme
ofthe CMEA, which assumed that institutionaliza-
tion of numerous integration solutions which would
make the transition to a monetary type integration
possible.

Csaba’s analysis convincingly shows that reality
took a different turn and describes those mechan-
isms which in the seventies led to recentralization.
He finds that especially the GDR and Czechoslo-
vakia radically broke with various ideas which came
to the forefront in the sixties and introduced certain
control mechanisms which asserted the predom-
inance of the physical aspects of planning against
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financial aspects and where economic units again
became mere components inan integrated hierarchy
of control.

Csaba shows us that while Hungary remained
during the seventies on the road towards creating an
alternative model, this development was also
strongly influenced by covert recentralization. This
makes it possible to understand why, in spite of the
fact that two different approaches to economic
management were used, the actual economic perfor-
mance of the countries we are comparing, did not
differ significantly. From this it also follows that
there are a number of common problems in the
economic development of these countries, whose
solution as institutional factors of growth will
become focal points in all CMEA countries during
the eighties.

The Hungarian approach to activating institu-
tional factors in economic development has con-
tributed to the fact that Hungary—as the author
justifiably stresses—is today one of the politically
most stable and with consumer goods best supplied
socialist countries.

Csaba's study is based on rich factual sources. It

represents a serious contribution to the creation ofa
comparative analysis, unencumbered by the usual
drawbacks of ideologically conceived approaches
which have often reduced the value of such analyses
in economic literature. Csaba’s empirical descrip-
tion represents a point of departure for warranted
theoretical generalizations and a valuable con-
tribution to understanding the difficulties of the
long-term process of seeking an effective alternative

model of management. ., Voiira

RODE, R.-JACOBSEN, H. D. (Hg.): Wirtschafts-
krieg oder Entspannung'! Eine politische Bilanz der
Ost-West-Wirtschaftsbeziehungen. Verlag Neue
Gesellschaft. Bonn 1984. 328 S.

Die in den letzten Jahren entfaltete amerikani-
sche Ost- und darunter auch Ostwirtschaftspolitik,
die zunehmenden Interessengegensétze zwischen
den europdischen Verbiindeten und den Vereinigten
Staaten, aber auch die veranderten Rahmenbedin-
gungen der Ost-West-Wirtschaftsheziehungen ge-
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ben ausreichende Motive um dieses sowohl wirt-
schaftlich, als auch (entspannungs) politisch wichti-
ge Thema wieder einmal auf die Tagesordnung der
wissenschaftlichen Forschung zu setzen. Eine Grup-
pe international bekannter Experten versucht in 22
Beitragen aufdie Zusammenhénge zwischen Politik
und Wirtschaft aufmerksam zu machen und die
spezifischen L&nderinteressen und -gegeninteressen
zu interpretieren.

Das Buch besteht aus drei groen Einheiten, die
die gegenseitigen Wirtschaftsbeziehungen mit Hin-
blick auf interdependente Elemente, die Politik der
westlichen Lénder und die der RGW-Lé&nder unter-
suchen. lhnen geht eine als Einfiihrung gedachte
Schrift voraus. Die Ausfilhrungen werden dann
durch einen kurzen abschliefenden Teil abgerun-
det, in dem einige der wichtigsten Argumente —
jetzt schon als Bestandteile einer auf die Zukunft
gerichteten Untersuchung — wieder aufgenommen
werden.

In seiner Einfuhrung (Osthandel und Entspan-
nung) beschreibt R. Rode die wichtigsten ideologi-
schen und systemspezifischen Merkmale der Ge-
schichte der Entspannung und der parallel mit ihr
initiierten Ost-West-Wirtschaftsbeziehungen. Er
stellt fest, daB der Ost-West-Handel, trotz (ber-
durchschnittlicher Wachstumsraten in den 70er
Jahren, relativ unbedeutend geblieben ist und wei-
terhin durch einen eindeutigen Europazentrismus
gekennzeichnet werden kann. Der wichtigste dyna-
misierende Faktor des Handels lag — mit Aus-
nahme der ersten Jahre, in denen den im kalten
Krieg eingefrorenen, strukturell bedingten Mdg-
lichkeiten wieder groRere Rolle zukam — in den
hohen westlichen Kreditvergaben und weniger in
den industriellen Kooperationen. Unter den veran-
derten auBenwirtschaftlichen Bedingungen erwies
sich die sowjetische Energieausfuhr als die einzige
dynamische Komponente dieses Handels. Die letz-
ten Jahre haben manche Entwicklungen gezeitigt,
die die Frage nach dem Zusammenhang zwischen
Osthandel und Entspannung wieder einmal stellen,
und gleichzeitig neue Elemente dieser komplizierten
Wechselwirkung hervorheben (Sanktionspolitik,
innerwestliche Divergenzen, Blockinteressen und
Spielraum der kleineren Biindnispartner, usw.).

Der erste grofe Teil des Buchs analysiert samtli-
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che Teilbereiche der Ost-West-Wirtschaftsbezie-
hungen (Handel, Kredit, Technologie, Industrieko-
operation, Energie).

J. Bethkenhagen stellt mit Recht fest, daR die
strukturellen Trager des Ost-West-Handels einer-
seits die amerikanischen Getreidelieferungen in die
Sowjetunion, andererseits die sowjetischen Energie-
ausfuhren in die westeuropdischen Lander wurden,
so dal die auRenwirtschaftsintensiveren, kleineren
europdischen RGW-Léander einen immer kleineren
Anteil am Ost-West-Handel hatten. Zwar ist die
Stagnation im Handel zu einer Zeit eingetreten, in
der auch politische Schwierigkeiten verstérkt in den
Vordergrund traten, kann man die erstere vorwie-
gend durch wirtschaftliche Motive erklaren. Es ist
eine andere — in ihren Konsequenzen jedoch nicht
weniger wichtige — Frage, daB die unglinstigen
politischen oder politisch motivierten wirtschaftli-
chen Erwégungen auf eine geographische und
strukturelle Entwicklung in den kleineren RGW-
Lé&ndern hinarbeiten, die die wirtschaftliche Grund-
lage der politisch ermdglichten oder motivierten
Ost-West-Zusammenarbeit, deren Chancen gar
nicht vergraben sind, schmélern kénnen. Der Ver-
fasser zieht den SchluB3, daR die Perspektiven des
Ost-West-Handels viel ungiinstiger zu beurteilen
seien als vor einem Jahrzehnt, und schon eine
Stagnation der Handelsanteile als ein Erfolg zu
werten sei.

K. Schroder untersucht die Kreditbeziehungen
und erschlieft dabei die wichtigsten Griinde der
Westverschuldung der RGW-Lé&nder (Euromarkt-
entwicklungen, bankinterne Faktoren, Polens llli-
quiditat, Kapitalriickziige, politische Faktoren).
Der Beitrag beriihrt die monetéren Sanktionspléne,
die ziemlich bald ad acta gelegt worden sind.
,Vermutlich waren es die Erkenntnis, dal hohe
Sanktionskosten in Ost und West auftreten, und die
Unsicherheit der Politiker iber die Kontrollierbar-
keit und Begrenzbarkeit von Folgeprozessen, die
durch monetére Sanktionen ausgeldst werden, die
dazu fuhrten, daB die offizielle Diskussion Uber die
Anwendung dieses scharf wirkenden Instruments
noch 1982 relativ schnell wieder verstummte.” (S.
52) Eine grundliche Analyse zeigt, daR die Verschul-
dungslage der RGW-Lé&nder mit der der Entwick-
lungslénder nicht vergleichbar ist; daf die RGW-

221

L&nder — eben wegen der stark planwirtschaftli-
chen Elemente — durchaus in der Lage waren,
entsprechende MaRnahmen zu ergreifen; daf eine
langerfristige Erholung die bewuRte und planbare,
gegenseitiges Vertrauen weckende Zusammenarbeit
zwischen den fur Strukturplanung, Wettbe-
werbsféhigkeit und Modernisierung verantwortli-
chen sozialistischen Behérden und den westlichen
Banken voraussetzt. Sowohl Stabilitdtserwagungen
als auch kreditpolitische Uberlegungen sollten die
westlichen Banken an einer solchen Zusammenar-
beit interessiert machen.

Ausmal und Struktur der sowjetischen Techno-
logieeinfuhr und ihr EinfluR auf die ganze sowjeti-
sche Wirtschaft bilden den Gegenstand des Aufsat-
zesvon J. Notzold. Eswird hier aufdie Interessenge-
gensédtze zwischen den Vereinigten Staaten und
Westeuropa, vor allem der Bundesrepublik
Deutschland eingegangen, und die Alternative
aufgezeigt, dal’ die Technologieexportinteressen der
Bundesrepublik — ebenso wie die Agrarausfuhrin-
teressen der USA — durchgesetzt werden kdnnen.
Der Verfasser pléadiert fir vermehrte Wirtschafts-
kontakte, auch im Technologiebereich, denn sie
bilden ein wichtiges Element der Vertrauensbil-
dung. ,,Wenn diese kooperative Komponente in den
Beziehungen der westlichen Industrielander zur
Sowjetunion fehlt, wird diese starker auf ihr mili-
térisches Potential und die internationale Auswei-
tung des sowijetischen Gesellschafts- und Wirt-
schaftssystems abstellen als im umgekehrten Fall.*
(S. 74)

Trotz partieller Erfolge konnte die Zusammenar-
beit von Unternehmen — vor allem in der verarbei-
tenden Industrie — die gehegten Hoffnungen nicht
erflllen. K. Bolz sieht einen der Hauptgriinde darin,
daR die sozialistischen Betriebe die wirklichen
westlichen Interessen (Verkaufen) nicht, bzw. erst
spat erkannt haben. In der neuen wirtschaftlichen
Situation haben mehrere RGW-Lé&nder neue Mdg-
lichkeiten fur Join.-Ventures geschaffen, die aber
bisher wenig Erfolg aufzeigen koénnen. Es liegt
einerseits wahrscheinlich darin, da das weltwirt-
schaftliche und -politische Klima diese Form der
Zusammenarbeit wenig fordert, andererseits darin,
da die mehrmals modifizierten Verordnungen
immer noch wenig Anreiz bieten, bzw. die allgemei-
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nen wirtschaftspolitischen Rahmenbedingungen im
Gastland nicht reizvoll genug sind.

F. Muller behandelt die Energiebeziehungen, und
erstellt die Prognose, nach der die sowjetischen
Energieausfuhren in den Westen in den kommenden
Jahren nicht ausgeweitet werden konnen, auch
wenn neue und vertraglich abgesicherte Gasliefe-
rungen stattfinden werden. Ausfuhrlich beschaftigt
sich der Beitrag mit dem politisch lange Zeit
kontroversen Erdgas-Rohren-Geschéft. Zwar sind
die Mdglichkeiten der Ausweitung der Energiebe-
ziehungen in Europa recht beschréankt, kann der
offensichtliche Wille der Westeuropéer die Zusam-
menarbeit im Energiesektor zu vertiefen, als ein
politisches Signal fur die Aufrechterhaltung des
KSZE-Prozesses bewertet werden.

Im abschlieRenden Kapitel des ersten Hauptteils
zieht P. Knirsch die Bilanz der Wirtschaftsbeziehun-
gen. Aus mehreren Beitrégen ist ersichtlich, daf das
Wechselverhéltnis zwischen Politik und Wirtschaft
gar nicht einfach ist. Insbesondere in den letzten
Jahren haben sich autonome wirtschaftliche Prozes-
se entwickelt, die die Kontakte schon in sich selbst
unglnstig beeinflusst haben. Manche Lénder, bzw.
Experten scheinen dabei die politischen oder poli-
tisch motivierten Auswirkungen hoéher und die
tatséchlichen, objektiven wirtschaftlichen Probleme
niedriger einzustufen als es fir eine stichhaltige
Analyse, auf der die Mdglichkeiten der Zukunfts-
planung beruhen sollten, wiinschenswert wére. Man
kann jedoch nicht umhin auf einige positive Ent-
wicklungen aufmerksam zu machen (Entkramp-
fung der Schuldenlage, westliche Konjunktur), die
auch den Ost-West-Wirtschaftsbeziehungen — un-
abhéngig von politischen Kalkillen — einen gewis-
sen Auftrieb verleihen konnen.

Der zweite Hauptteil, der die Politik des Westens
behandelt, enthdlt Landeranalysen und versucht die
wichtigsten Interessenelemente der filhrenden west-
lichen Wirtschaftspartner klarzustellen. Dabei wird
die Bundesrepublik ,,aus amerikanischer Sicht“, die
USA dagegen ,,aus der Sicht der Bundesrepublik*
behandelt, wahrend die anderen Beitrdge von je
einem Experten der betreffenden L&nder stammen.

A. Stent beschreibt die Osl-West-Handelspolitik
der Bundesrepublik wéhrend der sozialliberalen
Koalition und unter der CDU—FDP-Regierung.
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Sowohl politisch, als auch 6konomisch sind die
Interessen der Bundesrepublik wichtiger (vitaler) als
die der anderen westeuropdischen L&nder und der
Vereinigten Staaten. Gleichzeitig stellt die Autorin
eine fundamentale Asymmetrie zwischen den politi-
schen und wirtschaftlichen Interessen der Bundesre-
publik fest und behauptet, ,die Bundesrepublik
konnte auch ohne den Osthandel iberleben”. (S. 127)
(aber nicht ohne Ostpolitik 1) Es warenjedoch kaum
ausschlieRlich politisch motivierte Proteste, die in
der Bundesrepublik in den letzten Jahren hinsicht-
lich der amerikanischen Sanktions- und Embar-
gopléne (und -politiken) laut geworden sind, son-
dern verbarg sich hinter ihnen ein handfestes und
langfristig angelegtes wirtschaftliches Interesse. In
der Zukunfterwartet der Beitrageine ,,Zwei-Pfeiler-
Entspannungspolitik” von der Bundesrepublik:
starkere Zusammenarbeit mit den USA im Sicher-
heitsbereich, und unabh&ngigere Haltung in den
Handelskontakten zu den sozialistischen Landern.
Die innerdeutschen Beziehungen stellen einen
wichtigen und spezifischen Bereich der ,,Ostpolitik*
der Bundesrepublik dar. H.-D. Jacobsen pladiert fir
die verstarkte Einbindung der DDR in ein Geflecht
bi- und multilateraler Beziehungen um europdische
Spannungen weiter abzubauen oder wenigstens das
Verhéltnis der beiden deutschen Staaten von welt-
politischen Spannungen mdglichst fernzuhalten.
R. Fritsch-Bournazel untersucht den franzési-
schen Osthandel im Spannungsfeld von Ideologie
und wirtschaftlichem Zwang. Sie befaf3t sich mitden
Gruppen, die die Ostwirtschaftsbeziehungen
befurworten (Industrie, vor allem) und macht die
interessante und nach einigen Erfahrungen nicht
spezifisch franzdsische Feststellung, dal3 ,,der wirt-
schaftliche Sachzwang zur Ausweitung des Han-
delsaustausches mit der Sowjetunion in gleichem
MaRe wuchs, wie der Verfall der AuRenwirtschafts-
position Frankreichs“. (S. 147) Im Kreis der Geg-
ner der Ostwirtschaftskontakte befinden sich meh-
rere kleinere Gruppen, von einem profilierten Anti-
Osthandel-Lobby kdénnte man jedoch nicht spre-
chen. Die neue franzdsische Regierung unter Mit-
terrand lieR die traditionellen kooperativen Elemen-
te der franzdsischen Ostpolitik in den Hintegrund
treten. Zum ersten Male seit de Gaulle kann dem
Verhéltnis zur Sowjetunion keine Schlusselrolle fir
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die Absicherung des franzdsischen Unabhéngig-
keitsanspruchs mehr eingerdumt werden. Damit
entfallt ein wichtiger Pfeiler der franzdsischen
Globalpolitik, die nach der Aufwertung der eigenen
Position und der gleichzeitigen Einbindung der
Bundesrepublik (oder des deutschen Potentials)
trachtete. Dieses fehlende Element wird vorwiegend
im nationalen Rahmen zu ersetzen versucht, und
teilweise durch verstdrkte Hinwendung zu den
Vereinigten Staaten (insbesondere in Ost-West-
Sicherheitsfragen) kompensiert. Damit steht aber
das ganze gaullistische Erbe in der neuen innenpoli-
tischen und internationalen Situation auf dem Spiel.

Die britische Haltung kann durch einen weitge-
hend stabilen Konsens charakterisiert werden, da
der Handel mit den RGW-L&ndern aufrechthalten,
sogar gefdrdert werden sollte — stellt S. Woolcock
gleich am Anfang seines Beitrags fest. GroRRbritan-
nien, das eines der Verlierer des Ost-West-Handels
in den 70er Jahren war, versucht seine Rolle
zurlickzugewinnen. Anzeichen dafiir findet man
sowohl in der positiven Haltung der britischen
Bankkreise zur Verschuldungsproblematik Anfang
der 80er Jahre, als auch in den letzten zwei Jahren
unternommenen, politisch untermauerten Handels-
offensiven der britischen Regierung. Aus der spezifi-
schen britischen Lage ergibt sich, dal die amerika-
nischen Vorstellungen und Koordinationsplane
hinsichtlich COCOM und Kreditpolitik teilweise
unterstiitzt werden. Gleichzeitig wendet sich Grol3-
britannien gegen die Ausdehnung der amerikani-
schen Export Administration Act auf amerikani-
sche Tochtergesellschaften in GroRbritannien, und
versucht die Interessen der britischen Elektronikin-
dustrie zu verteidigen.

Italien, das ein VVorreiter des Ost-West-Industrie-
kooperation war, isteindeutig an Entspannung und
Fortsetzung des Ost-West-Handels interessiert. G.
Schiavone's Beitrag hebt die Rolle der staatlichen
italienischen Konzerne (ENI, IRI), sowie die des
Fiat-Konzerns hervor.

M. Jopp unterstreicht die Wichtigkeit der EG in
den Ost-West-Wirtschaftsbeziehungen. Nach einer
kurzen Schilderung der wichtigsten Etappen einer
institutionalisierten Zusammenarbeit zwischen EG
und RGW geht er auf einige EG-Probleme ein.
Zwar ist fir die Aufenhandelspolitik die EG
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verantwortlich, gibt es eine Reihe nationalstaatli-
cher Sonderinteressen, und ein entscheidendes Feh-
len vom ,politischen Elan" der Gemeinschaft
hinsichtlich der Gestaltung und Konzeptualisierung
der Ost-West-Wirtschaftsbeziehungen. Die EG hat
zu lange an einem alten Konzept der ,,wirtschaftli-
chen Auflockerung* und der ,,politischen Gegenzu-
gestandnisse" festgehalten, und dabei wahrschein-
lich ziemlich viel Zeit verloren. Wie der Autor
bemerkt: ,,Eines der zentralen Probleme besteht
zweifellos in der Ubersensibilitéit der Westeuropéer
gegeniiber ostlicher Importkonkurrenz. Die EG
befindet sich deshalb heute bei ihrer handelspoliti-
schen Strategie gegeniiber den RGW-Léndern in
einem Dilemma zwischen politischem Anspruch und
6konomischer Wirklichkeit. Es ist nicht mehr nur
die Frage, ob die von der EG gewdinschten bilatera-
len Abkommen auch ohne einen Rahmenvertrag
mitdem RGW zu haben sein werden. Vielmehr geht
es heute auch darum, ob das Zustandekommen von
Handelsvertrdgen, an denen von osteuropdischer
Seite ein gewachsenes Interesse zu verzeichnen ist,
nicht an der Schwierigkeit der Gemeinschaft schei-
tert, ausreichende Liberalisierungsangebote zu ma-
chen.” (S. 193) Besonders problematisch wird dabei
der Agrarhandel betrachtet: wahrend die EG ihre
landwirtschaftlichen Ausfuhren nach Osteuropa
betrachtlich ausdehnen konnte, erschwert sie wei-
terhin den Marktzugang fur exportféhige RGW-
Lander. Die EG als Wirtschaftsmacht konnte den
amerikanischen Versuchen besser widerstehen als es
im nationalen Rahmen mdglich gewesen ware.
Lé&ngerfristig kann sich die westeuropéische Inte-
gration jedoch erst dann behaupten, wenn es ihr
gelingen wirde eine eigene Ausfuhrpolitik zu kon-
zeptualisieren, die Ldsungsperspektiven aufzeigen
und dem gegenseitigen Handel wichtige (strukturel-
le) Impulse geben konnte. Die europdische Stabi-
litdt, an der sowohl die einzelnen Mitgliedslander,
wie auch die Integration interessiert sind, erfordert
ein ,,geschlossenes ostwirtschaftliches Konzept der
Gemeinschaft”, wie auch ,.eine vertragliche Regu-
lierung der 6konomischen Beziehungen zwischen
Ost- und Westeuropa“. (S 204)

R. Rode lberblickt die Ostpolitik der Vereinigten
Staaten. Als Befurworter der Ostpolitik behandelt
er die Landwirtschaft, die Industrie und das
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Entspannungslobby, wobei die Landwirtschaft ihre
Interessen am weitesten verteidigen, ja sogar trotz
politischer Trendwende weiterhin durchsetzen
konnte. (Im Gegensatz zur Industrie, die mit dem
politischen Kurswechsel verstummte.) Die unter-
schiedlichen Verhalten lassen sich durch unter-
schiedliche GroRenordnungen des Handels
erkldren. Das Dilemma der USA 4Rt sich folgen-
dermallen zusammenfassen: wie kann man Ge-
schéftsinteressen mit Weltmachtinteressen in Ein-
klang bringen? Zur Zeit versucht die amerikanische
Ostpolitik die Kontakte als machtpolitisches Instru-
ment einzusetzen, wobei Sicherheit vor Wohlfahrt
rangiert, aber bestimmte Geschéftsinteressen, vor
allem die der Getreideexporteure bewahrt werden.

Zwei weitere Beitrdge behandeln spezifische Zige
der amerikanischen Osthandelspolitik. H. Miller
untersucht die amerikanische Haltung anhand der
Energiepolitik, und weist auf die Vorherrschaft der
machtpolitischen Faktoren hin. H.-D. Jacobsen
schildert die Exportkontrollpolitik der USA, die
einerseits dem erstrangigen amerikanischen han-
delspolitischen Ziel, ndmlich dem Abbau des Han-
delsdefizits und der Erhéhung der amerikanischen
Konkurrenzfahigkeit zuwiderlduft. Andererseits
verletzt sie Interessen der westeuropaischen und
ferndstlichen Verbiindeten und kann Unabhéngig-
keitsbestrebungen in den Technologiepolitiken Im-
pulse geben. Langerfristig behindern derartige
Entwicklungen die Zusammenarbeit der OECD-
Lénder und beeintrachtigen eine fur alle Seiten
vorteilhafte internationale Arbeitsteilung.

P. Pissula falt die Rolle der wichtigsten interna-
tionalen Wirtschaftsorganisationen (UNCTAD,
GATT. IWF, Weltbank) hinsichtlich des Ost-West-
Handels zusammen. Sie weist auf die unterschiedli-
che Beurteilung dieser Organisationen in den einzel-
nen RGW-Lé&nder hin. Sie spricht sich fur vermehr-
te Mitarbeit Osteuropas im Wahrungsfonds — trotz
systembedingter Hindernisse — aus, und erblickt
hier ein Element, mit dessen Hilfe die Ost-West-
Wirtschaftsbeziehungen aus der gegenwadrtigen
Stagnationsphase herausgefiihrt werden kdénnten.

Als Zusammenfassung dieses Teils stellt R. Rode
(Bilanz der Politik des Westens) fest, daB das
westliche Interesse an der intersystemaren Zusam-
menarbeit differenziert ist, wobei der Bundesrepu-
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blik eine Vorrangstellung zukommt. Gleichzeitig
kann dem relativ eindeutigen, pro-osthéndlerischen
westeuropdischen Interessenprofil in den Vereinig-
ten Staaten nichts entsprechendes entgegengesetzt
werden. Die gemeinsame westeuropdische Haltung
konnte — hinter dem franzdsischen und englischen
,Prestige-Nationalismus“ — die vom amerikani-
schen Standpunkt am meisten abgeriickte deutsche
Position verbergen und damit eine direkte, bilatera-
le Konfrontation zwischen der Bundesrepublik und
den USA bisher vermeiden helfen. ,,Die Anfang der
achtziger Jahre eindeutig transatlantische Konflikt-
linie in der Ostwirtschaftspolitik muf3. .. keines-
wegs stabil bleiben. Die einheitliche Phalanx der
Westeuropder ist ohne einen fundamentalen Gegen-
satz in der Sache durch den Anspruch der Vereinig-
ten Staaten, Machtpolitik ohne Rucksicht auf
europdische Interessen (...) zu betreiben, erst
erzeugt worden.“ (S. 273)

Der dritte Hauptteil behandelt die Politik des
Ostens in zwei Studien. H. Machowski unter-
sucht die Sowjetunion und weist auf die Grund-
'Zige der sowjetischen Westwirtschaftspolitik hin.
Schon wegen abgeschlossener Vertrdge kann
man keine Anderung der sowjetischen Exportstruk-
tur in den kommenden Jahren erwarten. Hinsicht-
lich der geographischen Verteilung des Westhandels
besteht weiterhin grofRes sowjetische Interesse an
der Entwicklung der Wirtschaftsbeziehungen zu
den USA, an der Fortsetzung des Dialogs mit
Japan. Solange die Beziehungen zwischen EG und
RGW nicht geregelt werden, werden die kleineren
RGW-Staaten die 6konomischen Kosten der sowje-
tischen EG-Politik tragen missen. (S. 283) Die
sowjetische Wirtschaft hat von den Westwirt-
schaftsbeziehungen profitiert, ohne dabei vom
Westen abhé&ngig zu werden, aber auch ohne eine
wettbewerbsfahige Industrie aufbauen zu koénnen.
Anfang der 70er Jahre waren politische und wirt-
schaftliche Interessen in den sowjetischen Westbe-
ziehungen nahezu deckungsgleich. Im spéteren
Verlauf sind diese Interessen — infolge internatio-
naler Spannungen — mehrmals in Konflikt zuei-
nander geraten, wobei die Gegensatze mal zugun-
sten der Politik, mal zugunsten der Wirtschaft geldst
worden sind. Ein einheitliches Konfliktlésungsmu-
ster 1Rt sich nicht feststellen. Der Verfasser pladiert
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fir vermehrte Wirtschaftsbeziehungen ohne dabei
mit einer Verdnderung des sowjetischen Wirt-
schaftssystems zu rechnen.

Die ungleich schwerere Situation der kleinen
europdischen RGW-Lé&nder wird von F.-L. Alt-
mann behandelt. Der Aufsatz macht auf unter-
schiedliche Interessenlagen aufmerksam, die teils
dem unterschiedlichen Entwicklungsgrad der ein-
zelnen Volkswirtschaften, teils den unterschiedlich
konzipierten Wirtschaftspolitiken entspringen. Die
Interessengruppierungen hinsichtlich der Westwirt-
schaftsbeziehungen werden in den Kategorien Re-
former-Orthodoxe, bzw. Planer-Industriemanager
analysiert. Mit Recht wird darauf verwiesen, dal
die Zentralplaner — trotz Dezentralisierungsversu-
che — in zahlreichen Féllen mehr Westbeziehungen
wiinschen als die Industrie, die hédrtere Konkurren-
situationen nur ungern — wenn Uberhaupt —
akzeptieren wirde. Die wirtschaftlichen Hauptpro-
bleme der kleinen RGW-Lénder sieht Altmann
einerseits in den schlechteren Bedingungen der
Rohstoff- und Energieversorgung aus der Sowjetu-
nion, andererseits in der Befriedigung der erhéhten
(oder in den letzten Jahren zuriickgestellten) Kon-
sumentenbedurfnisse. Wie im Entwicklungsgrad
und in der bisher verfolgten Wirtschaftspolitik,
kann man auch hinsichtlich der oben genannten
Probleme mit unterschiedlichen (differenzierten)
volkswirtschaftlichen Antworten rechnen.

Im relativ kurzen abschlieBenden Teil tberblickt
G. Adler-Karlsson die Wirkungsmechanismen von
Embargos und Sanktionen und hebt ihre schédliche
Wirkung auf die transatlantischen Beziehungen
hervor. In der Fortsetzung der gegenwadrtigen
amerikanischen Ostwirtschaftspolitik sieht er die
Gefahr einer Abkoppelung Westeuropas von den
Vereinigten Staaten.

Die Herausgeber betonen in ihrer Zusammenfas-
sung, dal die Frage nach dem Zusammenhang
zwischen Osthandel und Entspannung zu Beginn
der 80er Jahre nicht eindeutig beantwortet werden
kann. Es ist klar, daR die Interessen der RGW-
Lénder primdr 6konomischer Natur waren und
weiterhin sind, wéhrend die westlichen Staaten
sowohl wirtschaftliche, als auch politische Interes-
sen vertreten. Wirtschaftsbeziehungen haben sich
als stabilisierendes Element in den Ost-West-Bezie-
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hungen erwiesen; gleichzeitig waren sie nicht in der
Lage die Entspannung trotz unglnstiger GroRwet-
terlage voranzutreiben.

Das Buch stellt einen wichtigen Beitrag zur
Erforschung der Ost-West-Wirtschaftsbcziehungen
und zur Untersuchung der aktuellen Lage dar. Man
kann mit den wichtigsten Feststellungen einverstan-
den sein. Kritik sei insofern erlaubt und gerechtfer-
tigt, da die mehrmals hervorgehobenen Sonder-
stellungen der kleinen RGW-Léander einzeln nicht
genligend untersucht sind und deswegen die Struk-
tur des Bandes etwas einseitig (auf den Westen
orientiert) ausféllt. Sicher wére es keine einfache
Aufgabe, aufder anderen Seite jedoch wissenschaft-
lich recht reizvoll gewesen, wenn die Verfasser Uber
den aktuellen Stand hinaus manche Zukunftsva-
rianten aufgezeigt hatten. Hier scheinen aber nicht
alle die selbe Meinung zu vertreten; einige erwarten
eine — sei es nur leichte — Besserung, andere
schreiben die Tendenzen der letzten Jahre fort. Wie
Erfahrungen zeigen, kann es zu interessanten Ent-
wicklungen kommen, wenn niemand (oder ganz
wenige) — schon aus wissenschaftlichen Grinden
— mit ihnen rechnet. Trager der Wandlungen
formierten sich — unter der Obefléche :— eben in
der recht schwierigen ersten Hélfte der 80er Jahre,
und die fortdauernden Grundtendenzen werden
diese Kréfte in Ost und West weiter konsolidieren
helfen kénnen. Heute geht es ndmlich nicht nur um
vermehrte Kontakte und Entspannung oder
Zurlckziehen und Wirtschaftskrieg: es geht —
anders als in friheren Etappen der Geschichte der
Ost-West-Beziehungen — um die politische Stabi-
litdt und eine neue (erneuerte) Rolle Europas.

A. INOTAI

LAVIGNE, M.: Economie internationale des pays
socialistes. (International economy of the socialist
countries). Armand Colin Editeur, Paris 1985.
254 p.

Except for an earlier work by the same author:
“The socialist economies of the Soviet Union and
Europe" (Les économies socialistes soviétiques et
européennes) centred mainly on the facts of devel-
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opment ofeach socialist economy, a summary work
has so far been missing in the French-language
literature on world economy which presents East
European socialist countries from the aspect of
world economic processes and participation in
them. Marie Lavigne's latest book fulfils exactly this
task and, on account of its richness in facts,
delicately formulated conclusions and last but not
least, its subject covering the full range of foreign
economic relationships ofthe CMEA countries, it is
certainly most apt to be used as a reference material
by Francophone economists interested in the world
economic situation and relationships of Eastern
Europe.

The logical and clearly arranged structure of the
book makes it easy for the reader to orientate
himself in the material treated. The introductory
chapter presents the theoretical questions of socia-
list countries’ connections with world economy,
their armoury of economic instruments, and their
mechanism of adjustment to the world economic
crisis (that is, their attempts to adjust). Part |
entitled, “Polarisations and policies”, presents in
four consecutive chapters the economic operation
between the three poles of world economy, the trade
relations, to be considered as of a novel type,
between CMEA countries and capitalist economies,
the relation between economic policy and foreign
trade in the East European socialist countries, and,
taking into account the mutual reproaches in regard
to protectionism, the trade policy practices of East
and West.

Part Il under the title “Products and strategies”
discusses in sections the three fields of key im-
portance in the world economic relations of CMEA
countries. The three chapters deal with tech-
nologies, the foreign trade of primary energies, and
agriculture. Their dominant theme is the interpre-
tation of the world economic vulnerability of East
European countries and in this context, the
examination of why the elimination of certain
macroeconomic shortage phenomena demands that
better use be made of international economic
cooperation, and not only in the regional sense. In
these chapters, the financial aspect is still missing
from the train of thought, which is because the
monetary chapters in Part 111 entitled “Financing
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and risks”, provide practically a summary of what
has been explained previously.

Part 111 starts with an analysis of the financial
relationships within the CMEA and of the different
system and regulatory specificies of such relation-
ships with the capitalist economies. A special place
is devoted to the Western practice of export credit
granting and to the changes in the terms of financial
credits granted to the CMEA countries, in reflexion
ofthe world political and economic processes of the
1980s.

The world economic performance of the CMEA
countries has been judged in recent years, justly or
not, increasingly by their financial or more exactly,
debt situation. It is an undeniable fact that in the
economic growth process ofthe CMEA countries in
the early 1980s one of the most important path-
changing factors was the necessity to reduce the
debt. Thus it is by all means justified that the last
chapter of the book entitled “Debts and reschedul-
ings” should attempt to present the international
financial situation of the CMEA countries from
several aspects. It adds to the informative value of
the chapter that the authors puts together data from
various sources in each instance. The chapter,
having also treated a few timely questions of the
Soviet precious metal trade, is closed by considering
the chances of a further extension of relations
between the international monetary institutions and
the CMEA countries.

All this is not to say that Marie Lavigne intended
her book to be a manual and that is why she made
no efforts towards a theoretical generalization ofthe
facts. Several conclusions and statements in the
book provide an amount of new information for
theoreticians interested in realistic economic policy
alternatives, as well as for practical economists even
in such fields of which, according to some fairly
wide-spread views, nothing basically new can be
said.

For example, how are relationships of coopera-
tion to be interpreted? the author considerably
enlarges the interpretation of this generally used
term: in her concept, it covers all forms of
production specialization and cooperation just like
barter trade or economic development aid granted
to developing countries. This very wide interpre-
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tation of cooperation relationships is not solely
based on the fact that in several languages coopera-
tion is the only world for any joint action. It also
implies the idea that most forms of economic
relations which go beyond traditional trade also
help to bring the partners' production and manage-
ment backgrounds closer to each other. This then
opens the way for recognition of the long-term
advantages of joining the international division of
labour, with some significance beyond the profit of
individual business transactions.

East-West cooperation has some progressive
forms, as for the wider interpretation of the concept,
however, it must not be forgotten that some of its
types are expressly retrograde in the way they put
into practice the ideal of a multi-lateral and
unrestrained international trade. One of them s
barter, on which the author makes several novel
statements. She calls attention to the remarkable
difference between the systems of division of the
various types of industrial cooperations published
by the UN Economic Committee for Europe first in
the late 1960s and then in 1980. The new system isa
lot more simple than the earlier one, since it
recognizes only two basic types: first, the selling of
complete equipments or turnkey factories against
repayment in products manufactured by these;
second, all remaining types of business. It is quite
clear from the division that those who elaborated
this typology considered the various forms of
cooperation and barter trade closely related. Marie
Lavigne justly remarks that, relying on this ty-
pology, the range of East-West industrial coopera-
tion relationships would seem very wide, however,
the greatest part is taken up with barter
transactions.

In disputes over barter businesses the dominant
view used to be that the CMEA countries wished to
extend the barter business because of their foreign
exchange troubles, non-convertible currencies and
the low competitiveness of most of their products.
The literature of the CMEA countries reacted to
these opinions with some delay. A characteristic
manifestation of this is the Soviet evaluation
published in 1983 and quoted in the book, which
clearly draws the line between “cooperation based
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on barter”, thus among others buy-back agree-
ments, and simple exchanges of goods.

Marie Lavigne quotes a number of evaluations
and numerical estimations in an attempt to give an
idea of the weight of the barter trade within East-
West trade. The figures listed move between 10 and
28 percent However, for lack of complementary
information (for example, whether the figures cover
barter transactions that have been suggested, or laid
down in a contract, or effectuated) they cannot be
compared. The author does not hold barter to be
refused from the outset, especially if, apparently,
there is no other important means for expanding
East-West trade. She thinks it likely that in the
future, the main motive of growth of East-West barter
trade will be the exchange of industrial articles for
raw materials, while that consisting exclusively of
processed goods will grow at a slower rate. The
spreading of the barter business is promoted by
several factors in both the East and the West.

It has been found, for example, that in the
business strategy of a few large Western enterprises
concerning Eastern Europe, barter trade is gaining
ground, often accompanied by “excuses made in
advance". The barter itself often remains quite
hidden because, with the aid of so-called “witness
accounts”, mutual deliveries may be separated even
by several years, while only a fictitious money
turnover takes place. Today it quite often happens
that financial institutions specialized in barter trade
open credits inadvance for the Western exporter, or
refinance their outstanding East European debts
recoverable in goods. In this respect, it is another
relatively new development that the financial and
commercial instrumentary of West European banks
and trading companies specialized in barter is
growing fast, which creates even further reasons for
Eastern and Western companies to initiate barter
transactions.

The high probability of the further extension of
barter transactions is, in itself, by no means one and
the same thing as an accelerated world economic
integration of the CMEA countries. What is more,
without other forms of cooperation, this would
rather contribute to their lagging behind the most
advanced Western countries. Today several CMEA
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countries acknowledge, and express it in their
official standpoint, that the various forms of
interenterprise integration must be allowed.

The picture the author paints ofexperiences so far
gained is colourful, and an important place is
dedicated by her to the Romanian, Polish, and
Hungarian regulation on joint enterprises followed
with attention since the mid-1970s. In all three
countries, the difference is remarkable between the
more or less ambitious objectives of these regu-
lations, and the poor facts of their practical
realization. However, the author points out that the
underlying causes are not the same everywhere. In
Hungary, it is mainly that in the beginning, joint
enterprises were only allowed in a narrow field, and
no satisfactory advantages could be offered to the
first Western investors who took on quite a con-
siderable risk. This factor was significant in
Romania and Poland, too, and further, these
countries could not cope with the difficulties arising
from the enclave character of the joint enterprises,
and were unable to coordinate the functioning of
these with planning, foreign economic regulation,
and the activities of home enterprises which had
relations with the former. In Romania, serious
trouble was caused by the fact that the wages of the
Romanian workers of joint enterprises were to be
calculated on the basis of the West European wage
level of the industry in question, and the state
wished to simply take away, not even in the form of
tax, the amount that surpassed the Romanian wage
level. Finally, in several cases, management organs
were of the opinion that a liberalized regulation is in
itself sufficient and did not make enough efforts to
advertise in the West the possibilities of establishing
joint enterprises. In this respect, Marie Lavigne
considers the case of the Polish enterprises Polonia
as an exception, since their successful publicity
activities were followed by the establishment of
appr. 450 such enterprises employing about 19
thousand people by 1983.

It seems to be one of the important lessons of the
book that by the early 1980s the necessity of
adjusting to the world economy had been re-'
cognized by each CMEA country and, as a first sign,
they began to eliminate the artificial barriers
between the spheres of production and foreign
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trade. These efforts were, however, crowned only
with a partial success, which is indicative of the
importance of the constraints the institutional
system raises in the way of a foreign economic
opening in most East European countries. At this
point, the book treats at length Hungarian ini-
tiatives in establishing the limited partnerships in
foreign trade interest Interinve.it and Medinve.it, the
foreign trading company of a general profile
Generalimpex, the Central European International
Bank, and agencies of the type Interag. It is perhaps
worth quoting one of the statements designed to
explain the background of such initiatives: “In
Hungary, this development was motivated (also—
A. T.) by the knowledge that the potentials of the
country are not properly exploited because of
structural burdens.” While acknowledging the
theoretical importance of the initiatives, the author
points out repeatedly that they have not yet led to
any far-reaching changes. This goes along, unsaid,
with the opinion often found in Hungarian liter-
ature that a liberalized regulation and the incentive
to establish new forms of enterprise cannot create
new conditions ofeconomy, if there is no change in
the entire system of market relations.

In the other CMEA countries, attempts have also
been made, to bring the production sphere closer to
the world market. Of these attempts, Marie Lavigne
draws attention to the reform of the Bulgarian
foreign trade organization put into effect in three
phases: 1978, 1979, and 1980, as well as to the
modernization of the foreign trade organizations of
Czechoslovakia and the GDR, the main point of
which was that decision-making centres established
as enterprise unions took over some ofthe functions
of foreign trade ministries. It is characteristic of the
careful style of the author to avoid any statement
that might invite attacks from either side. So, in the
part discussing the changes in the foreign trade
mechanisms of the above-mentioned two countries,
she never uses the expression “mid-level manage-
ment organs”, or any phrase which might indicate
that, although in a different way, the new or-
ganizational system is just as centralized as was the
old one.

The only three-page summary at the end of the
volume deserves special mention, since in it all the
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essential questions are treated in a rarely seen
conciseness, which today take up the attention of
scholars examining the future world economic
relationships of the CMEA countries. The author
stresses more than once that, in view of a successful
world economic integration of Eastern Europe, it is
not enough to expect that these countries transform
their production structure and their economic
management and regulation systems. These pro-
cesses must be encouraged by the West, too, by not
raising protectionist obstacles to East European
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exports and thus offering an economically as well as
politically acceptable alternative to regional iso-
lation. The West European attitude is widely
different in its manifestations in political de-
clarations and in economic actions, which is most
badly felt in Hungary, according to Marie Lavigne.
While it is often uncomfortable for Hungary that
some of the special features of its economic system
are overdimensioned in the West, all the word of
praise do not help it to successfully place its goods
on the Western markets.

A TOROK
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CAUSES OF DIFFICULTIES IN CHANGING THE NORMAL
STATE OF THE HUNGARIAN ECONOMY

M. PETSCHNIG

The Hungarian economy has to answer the world economic challenge in the form of
structural adjustment. This implies such change in the normal state of economy in which the
qualitative features of management, corresponding to the requirements ofthe reform, appear. Up to
now no change has occurred in the normal state that would have been guided by the reform
programmes. The regulatory powers of the economic system proved to be stronger than the
intentions working for change. The article seeks an answer to the question what regularities must be
reckoned with (and done away with) in the system ofeconomic control and management to attain the
desired change in the normal state.

The adjustment process in response to the world economic challenge started in
the Hungarian economy in the late 1970s. The response practically amounts to
structural adjustment to the changed international relations. Economic policy
evaluations consider the first phase of the adjustment process to have ended with the
year 1984. In the period from 1979 to 1984 successful changes in the macroeconomy
enabled Hungary-in constrast to a lot of other countries-to meet her debt service
commitments.* This adjustment was, however, achieved by driving the economy onto
a forced path, by forced measures and by “manual control”. The adjustment took
place in global terms, not selectively, by curbing growth and imports and the economic
management attitude of the microsphere remained constant (if not changing for the
worse).

Therefore, if we do not wish to stay behind world economic development, we
have to achieve a complete change in the normal state of economy in the coming
period, making the required qualitative features of management tangible.

The normal state

Janos Kornai writes the following words about the normal state: “We can
perceive the meaning without an exact definition. There is a system whose external
conditions as well as internal behaviour exhibit regularities which are more or less
stable. The “regular” values of the main state variables of this system can be called
“normal state”. Small external or internal disturbances in the system make the values

* In the evaluation, however, the fact must be remembered that in the period under discussion
Hungary’s substantial debts to the Soviet Union were rescheduled.

1 Acta Oeconomica 35, 1985
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236 M. PETSCHNIG: NORMAL STATE OF HUNGARIAN ECONOMY

of state variables depart from their normal levels, yet even considering these
fluctuations, this “normal state” expresses the prevalent tendency.

We must avoid associating any value judgement-expressed or implied-with the
term “normal state”. .. .To assert that a system is in its normal state is neither praise
nor rebuke; it is not condemnation, but not an excuse either. By this, we say no more
and no less than that a system functions in accordance with its own inner nature.” [1]

The various economic reforms of the socialist countries were all intended to
bring about a lasting qualitative change in the “regular” values of the “main state
variables” of the economic system, in consequence of which the actors of the economy
would work more efficiently, otherwise than before, under the conditions of a cost-
sensitive market economy. The reform programmes, if aimed at bringing about
thorough changes, may be considered as scenarios to the process of changing the
normal state variables. The failure to implement these programmes shows, however,
that the required change in the normal state has not taken place, since the regulatory
powers of the old system proved to be stronger than the intentions initiating change. In
the debates about the reform, the position has been officially accepted in Hungary that
it is not the socialist mode of production, but only its “code system”* where changes
must be brought about. As a consequence, the environment shaping the behaviour of
the microsphere has remained unchanged in its essential elements. The phenomena
and economic events remained within the same framework, while efforts were made to
operate the “skeletal and muscular system” of social production by means of a
differently programmed “nervous system”.

The success of changing the normal state through reforms is largely dependent
on the extent to which the institutions and conditions of the system to be changed are
known. A number of valuable economic and sociological descriptive papers treat the
attitudes and interactions of the actors of Hungarian economy.** The present paper
wishes to join their line in attempting to describe the main supporting pillars of the
normal state of economy, even against charges of superficiality on account of
generalizations.

* |.e. the economic control and management system.

** Of these, Janos Komai’s works must be mentioned first of all.. Komai set himself the task to
describe the generally valid aspects of the socialist mode of production. K. A. Soés [2], debating with him in
this periodical, in fact says the same thing in another way, striving after more differentiated formulations in
certain respects, with stronger changes in emphasis, with a theoretical generalization centering on medium-
level management-ofthe actual functioning of the socialist economy. The Hungarian authors Tamas Bauer,
Andras Brody, Laszl6 Bogar and Ferenc Tékei describe the same economy from different approaches. The
sociological descriptive theory is again different, from which the works of Jend Andies, Mihély Bihari,
Andras Heged(s, Lajos Héthy, Teréz Laky, Csaba Makd, Ferenc Nemes, Tamas Rozgonyi and Eva Tarnok
must be mentioned here. The economic reports and interviews supporting the descriptive theory should not
be omitted, either (thinking primarily of those by Katalin Bossanyi and Katalin T. Forgacs).
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The enterprise-in a global approach

We interpret the enterprise, beyond its economic character, as a kind of “nodal
point” of social relations and we shall examine, in which way it processes information
received, and what kind of information is released. The description will be deductive,
progressing from the general level to the individual.

In its relations with its environment, its partners, the final consumers, the bank,
the superior authorities, and the various social and political organizations, the
enterprise’s behaviour is determined by the effects to which it is exposed. Its objectivé is,
similarly to any other system, to surv/ve-but with the least possible effort. In a dynamic
approach, the enterprise’s objective of survival changes into the objective of progress.
In the present conditions, progress is coupled with the demand to maintain and even
strengthen the status quo of the systemic elements. This requirement is best fulfilled by
extensive growth. (Expansion in space may even take place through annexation of
other enterprises.) Intensive development is less desirable, since it can upset the mutual
relationships of the actors, which is not at all favourable in view of the system’s
coherence.

The objectives of survival and progress can be achieved by means of an adequate
armory. The enterprise’s adjustment is two-directional and hierarchically interdepen-
dent. First the superior level* must be satisfied “externally” and, sub-ordinated to it, the
enterprise’s employees “internally”. The latter aspect may help in part to assert the
former. Satisfaction of the external requirements cannot only be a precondition of
internal satisfaction, but can also make up for its lack.

The establishment of connections with the superior organs provides different
possibilities for the individual enterprises. Formal power positions occupied in the
hierarchy and actual influence do not necessarily coincide. Probably only very few
large enterprises are able to acquire patrons along the entire vertical line. Most of the
enterprises can only defectively establish their relationships “upwards”. That is the
reason why to know the actual “influence zones” is of particular importance.

The purpose of conformity to internal requirements is

- to avoid a complete upsetting of the organization,

- to ensure loyalty to a group interest declared to be the enterprise’s interest,**

- to protect acquired leading positions.

This purpose can be achieved by a wide variety of means, depending on the
autocratic character of management. In an extreme case, internal adjustment may not
even take place at least, in the short run, if it is replaced by intimidation. With a less

* By superior level those organs, agencies are meant which have anything to do with the survival and
development of the enterprise: thus beyond ministerial and local government agencies also political and
social bodies, banks and, of course, the top level economic control and party apparatus.

** The so-called enterprise interest is not laid down as a result of an open agreement of the employees,
but is practically formed in the course of the fights for power between decision makers, i.e. holders of key
positions within the enterprise.

1* Acta Oeconomica 35, 1985
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autocratic management, the means of such adjustment can be a flexible approach to
labour discipline, indulgence towards absenteeism, distribution of incomes with the
least possible tension (in most cases this means egalitarianism), satisfaction of certain
cultural and social needs; in other words, the undertaking of such responsibilities
which do not strictly belong to the main activity, i.e. production. Internal satisfaction
means first of all meeting the employees’ claim to earn the highest income with minimal
work. To meet this demand mainly depends on how the enterprise can meet external
requirements. Namely, the enterprise meeting external requirements can rely on the
patron’s support in its efforts to survive or develop. Enterprise management has to
mind, therefore, the following two factors:

1. The enterprise has to be taken care of getting the easiest task or, if it has
already been given, of obtaining the utmost resources. It is therefore of prime impor-
tance to establish strongholds in the struggle for tasks and resources. In the post-
1968 system of Hungary only so much has changed in this respect that the *“‘resource
strongholds” are not closely connected to the ““task strongholds”, and that the “look-
out posts” of the “resource strongholds’ have to be differentiated: as regards both
quality and space. As regulators have been devised to fit each individual enterprise, the
clearly visible allotment of fixed and working capital has been replaced by an indirect
“gathering” of resources. Differentiation in space means that the enterprise now has
not only to seek the “‘allocating grace” of only one superior organ, but has to divide its
attention among several ones. It also has to be kept in mind that the resources coming
from above have different cost charges and the cheapest resource has to be obtained.
With all this in view, enterprises need more differentiated strategies, developed along
wider frontlines.*

In addition to a wider and variable strategy (not a market strategy) a larger
network of people, capable of asserting enterprise interests, is to be established.

2. Secondly, the enterprise management has to make efforts to eliminate external
disturbing factors, first of all a market in which competitors are present. There was a
time when the control system automatically switched off the ‘“‘signal lamps™ of the
market and replaced them by a plan fraught with no fatal risk. It was only following the
1968 reform that, the elimination of market competition became a task for the
enterprise: either by agreement with its competitors, or by their merger, or by applying
for a change in the enterprise’s line of production. Restriction of the regulatory role of
the market also ensures the monopoly of price setting. Price setting without market
control is an indirect way of ‘““gathering” resources. Under such circumstances, price
setting practically amounts to the formation of increasing prices. Bureaucratic control
marked out for replacing market control is embodied in warnings never taken seriously

) * Teréz Laky [3] demonstrated that one of the enterprises covered by their examination had six (!)
different development conceptions. In the competition for investment resources, it always used the one

having the greatest chance for acceptance. However, the basis of reference was in each case the national
economic interest.
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by enterprises (since these usually have no consequences), and price control can mostly
do no more than only justify its existence.

Enterprise management guided by the dual objective of survival and development
is practically crystallized on two poles: on that of “social” and that of economic activity.
The two poles (or, the two “sections” of enterprise activity) are, however, not of the
same weight and significance. Although the second (i.e. that enterprises produce
something or perform some services) is more often discussed, however, the informal
social activities and *“services” are more important as far as production is concerned.
Production must, of course, be organized, yet it is not indifferent at all-from the aspect
of internal satisfaction-what kind of working conditions are ensured. The battles
fought within an informal or, in some cases, entirely formal, framework (between the
enterprise and its external environment) are aimed at asserting the principle of the least
possible effort. The armoury includes bargaining (with its objects changing by
periods), as well as the exploitation of a wide range of personal ties.

The “social” pole (let us call it comprehensively so) is more determinant for the
enterprise than the economic one. It has been learnt from decades of experience that,
for example, an influential connection is worth the work ofan x number of man-years.
There is no need for an exact quantification, since it is evident that “free” is the
cheapest. Behind the shield of a routine administration of the “social” pole, the
question about the quality of economic management becomes quite insignificant. It is
the enterprises’ experience that it is possible to survive and even to develop further if

- in current economic management not too much attention is paid on cost and
profit accounting, capacity utilization, labour discipline, material and energy
utilization, interests, etc. (Care must only be taken to avoid any spectacular event that
would externally harm the goodwill, that is, that of the superiors.)

- only the increase of use values is taken into consideration when fixed and
working capital are enlarged. The unfoundedness of the investment efficiency
calculations prepared for plans is a well known fact. (And this holds not only for those
who use external resources, but for those covering their finances from their own
resources as well.) Inventories differ from investments in that not even intentionally
vague calculations are made about them. Changes in inventories are accidental and in
the socialist countries stocks have shown a rising tendency for ages.*

Ofthe above-listed features of enterprise behaviour, the following can be used in
the socialist theory of thefirm:

a) The basic motivation of enterprise behaviour is being heedful of the superior
levels. As a consequence, the economic system is vertically structured, and this
structure is further strengthened and economically supported by the vertical resource
allocation.

* Itisawell-known fact that, in com parison with capitalist economies, the socialist enterprises work
with many times larger per unit inventories and also thatenterprises and the National Bank of Hungary play
“cat-and-mouse” about inventories.
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b) Owing to the vertical structure, enterprises are “‘stringed” separately, which
causes economic isolation from the aspect of both cooperation and market, even
within an identical form of ownership relations. The 1968 economic reform of
Hungary has changed neither the direction nor the content of this vertical structure.
Only so much can be said that enterprises are today held by more strings.

c) The amounts and direction of resource allocation are decided by the invisible
competition between enterprises. While everybody is everybody’s enemy on the
“battlefield”’, nobody meets the other formally: the battle has to be fought as if others
did not exist. This mode of resource allocation, basically determined by subjective
relations, is necessarily more accidental and incalculable than spontaneous market
mechanisms are.

d) Production only evolves in the shade of social linkages, in which the assertion of
ecconomic rationality becomes weightless. It is unnecessary to assess the effect of
decisions on profitability, if profitability or the lack of it has no consequences for
enteprise economy. At the most, the enterprise has to reason in physical terms: this is
how the microeconomy remains demonetized even in the presence of money.

€) The vertical structure replaces the horizontal organization of the market. Only
the spatial appearance of anarchy has changed. The survival and development of
enterprises are not dependent on the market representing a system of social opinion,
but on their roles assigned or undertaken within the hierarchical structure.

On the whole, politics-having replaced production and even more the
market—has absorbed economy also in the micro system of the enterprise, motivating
orientation towards social rationality instead of economic rationality in enterprise
behaviour. As a consequence, production relations express the continuity of the
political existence of the enterprise. As a matter of fact, this follows organically from
the fact that the socialist enterprise was created by political power at the time of
nationalizations, and the same power was active in the organization of the
cooperatives. The enterprise is a political formation in the genetic as well as in the
ontological sense; it is this feeling of identity that determines its behaviour.

The energy engaged specifically in moving or having others moved along those
vertical paths represents a heavy moment of inertia for any reform. This engaged
energy cannot be released, if the conditions keep on reproducing, unchanged, the
actors and the mechanisms.

A historical overview of the enterprise’s socialization*

Socialization may also be interpreted as a historical process. It can be deduced,
in which way the social and the economic (even more, market) rationality changed

* In this case, by socialization the learning and adjustment process is meant through which the
enterprise acquires the attitude and roles that are indispensable for its survival and development within a
given system.
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roles as a historical product of the socialist relations. From this aspect, the
development of enterprise behaviour will be examined in the phases of the five periods
specified below, as far as the limits of the present paper allow, without aspiring to
completeness:

1. the period preceding World War II,

2. the period from the end of World War II up to the establishment of social
ownership,

3. the years of direct control up to 1956,

4. the years of direct control from 1957 to 1967,

5. after the 1968 reform.

In the course of reviewing the development, we shall examine not only the
elements of the enterprise’s external behaviour, but the quality of its internal actions as
well.*

In the first phase i.e. in the peaceful years prior to World War II the
enterprises—that may be considered as legal predecessors of the socialist enterprises of a
later time—organized their activities centering on the market. Their external ties were
basically determined by the market and their behaviour was dictated by the market.
Central resource allocation and market control was not at all general, especially not in
the scope of small enterprises. In work organization within the enterprise capital and
labour were the dictating forces. Beyond the necessity to make a living, people were
impelled to work according to their best knowledge and abilities by fear from dismissal
and unemployment. Market orientation induced the pursuit of economic rationality in
both external (cooperation with other enterprises) and internal work organization.

The second phase cannot be exactly delimited in time, since the establishment of
the various forms of social ownership took place at different dates in each sector,
varying further according to size of enterprises. This phase lasted approximately until
the time of nationalizations and the organization of cooperatives. Phases 2 and 3 are
partly overlapping, too, since central control already started before social ownership
was established in full scope.

The behaviour of capitalist firms before the nationalization may be considered as
of a mixed character. Their inner conditions yet hardly changed while in their external
relations the first signs of political orientation could already be perceived. They still
were market-oriented, and the regulatory system also worked to this effect (for
example, the credit rules of the banks), however, and increasing political responsibility
was imposed on them** They were made accountable for their output with reference to
the reconstruction, and those with a mixed management even directly. With their
nationalization no sudden change took place: the transformation of the inner work

* This review has undoubtedly more than one limitation: first, since no enterprise exists in the
general sense, the generalizations do not fully reflect reality. Second, it may be even more objectionable that a
history of enterprises is presented in which no word is said about economic achievements and where
explication is simplified, centering on the essential aspects of learning roles.

** An important factor was the burden of the war damage compensation imposed on Hungary after
World War 11, and demanding serious economic efforts.
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order could be observed some time later. In order to lend a socialist character to the
enterprise, not only the earlier owner was removed, but the whole set of leading
executives was replaced. The criterion applied in the redistribution of management
functions was the role played in the workers’ movement.

The industrial cooperatives were founded when the mechanisms of cooperation
with the owner, i.e. with the state, had already developed in the state-owned sector, so
that these mechanisms could be extended to them, too. (Their description is, therefore,
left to the next phase.) The political coercion asserted in the organization of
agricultural cooperatives is generally known. The central subsidy to the cooperatives
i.e. the material-financial maintenance of the political organization became a principle
of economic organization. As early as the establishment of the cooperatives, the state
already undertook the role of political and economic “midwifery”. (It is a different
question, that in the case of agriculture it had not enough resources to fulfil this role.)

Another form of “political capital”” flowing into agriculture was the financial
strengthening of state farms declared to be model farms and of the machine and tractor
stations. Resources being scarce the measure of financial support depended mainly on
social relations.

The conditions of the third phase were fully established through the legal
transformation of the forms of ownership. The isolation of owners having been
eliminated, the central will could be asserted directly. Enterprises could see the first
signs of their external dependence in the settlement of debts and in the ensuing capital
and working capital allocation. It is a matter of common knowledge that all three
events represented the organizational framework of dependence on the issuing and
credit bank, and on the state budget. The elimination of market orientation was made
final by assigning an all-embracing regulatory role to the central plan. In the course of
plan collations (adding up from below and breaking down from above) the enterprises
became aware of economic wilfulness: the idea that their activities were only arbitrarily
constrained; all this was shaped by personal relations with the upper level. With
reference to the plans, even the financial sphere could be made, through the banks, into
a servant of these “wills”. The plan became a key phenomenon not only taking over the
role of the market, but also simulating it in that it appeared as an objectivation or
materialization of personal relations, representative of the social conditions behind
this form. Fulfilment (or non-fulfilment) of the plan also was a political question and a
question of national politics at that: a measure of identification with the system. The
enterprises also realized that in this system bankruptcy could not occur, since it would
be (for everything comes from above) a proof of the failure of the central economic
management. The question of survival was by no means a question of enterprise
economy, but at the most an individual one. The economic rationality of enterprise
activity: “what does it cost”, “what profit will it bring”, “what should be bought from
whom and at what price”, “what should be sold, to whom, when, and for how
much”-these questions did not even arise. Under these circumstances, no enterprise
efficiency calculations were needed to serve as a basis for decision-making.
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Let us examine, in which way the political conditions also affected the inner
functioning of the enterprises (beyond the fact that the managers were political
commissaries). What forces impelled the worker to labour, when his fear from
dismissal had ceased? Three factors, practically inseparable, may be identified:

- Labour discipline, the compelling force of doing one’s work, that had been
normal in the capitalist workshop, lived on as a conditioning. This was completed by
the almost generally applied task-wage system with its strict and ever stricter norms,
and the low wage rates underlying the norms. Since wages remained below the
reproduction costs of labour, the struggle for an everyday living was stronger than
anything. (In the majority of Hungarian families, women went out to seek employment
at that time.)

- The awareness that everybody was building a particle of socialism lent faith to
many, especially to the young (together with the illusion that the earlier impossible
material well-being was now near) and gave impetus to the work.

- Finally, there was fear. Fear from losing one’sjob was replaced by fear from
being banned to some forlorn place, in the provinces, since it was in these years that
penal law reached the working places. Everyday fear was practically rooted in the fact
that some questions of labour law were “settled” under the criminal law. [4, 5]

Almost the first economic event of the 4th phase, beginning with the
consolidation of 1957, was compensation for the counter-revolutionary damages to
the debit of the working capital, to be filled up later on by operational credit. A great
many enterprises met thus again with central aid and, in 1959 when producers’ prices
were changed, they became aware that the state could make practically any costs
recognized on the market. After the discarding of the reform idea, the external
relations of enterprises were again characterized by the earlier practice. The necessary
correction of the economic mechanism in 1957 seemed to be, on account of its narrow
limits, a hopeless attempt at evolving market orientation. And the state clearing of the
extremely large frozen stocks in 1965 was yet another expirience of social help extended
to enterprises.

As for the enterprises’ inner conditions, this was the period when labour
discipline was finally ruined. On the one hand, a vacuum was created in work incentive,
on the other hand, the average wage control system asserted in that vacuum increased
the demand for labour to an irrational extent, causing in-door unemployment. The
vacuum came about because after 1956 the political conciousness based on empty
phrases was shaken on the one hand, and political intimidation stopped, on the other.
However, because of the rigid average wage control and the weak profit motive, the
incentive system could provide no more than an “illusory hope” to replace the
conditions ruled by “tricky fear”. Under such conditions, enterprise workers became
increasingly less manageable.

In the life ofthe agricultural cooperatives, this was the period in which they were
granted, beyond the subsidies, credits for 20-30 years, which were later declared to be
non-repayable.
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The 5th phase beginning with 1968 could be subdivided from the economic
policy aspect: but from the aspect of institutional functions, the picture is practically
homogenous. Although the reform campaign had pointed to the risk of failure of
enterprises, no practical precedent was created. Direct plan control ceased, but market
orientation and a cost-sensitive economic management did not develop. That there
was no risk accompanying the socialist economic activity was further supported by the
experience that while during the economic depression of the 1970s thousands of
capitalist firms went bankrupt, no such thing happened to the socialist enterprises.
They were thus justified in fostering the illusion that “we should carry on as be-
fore”. Market orientation was already hindered by the fact that, because of the
monopolies in many fields, there was nothing to pay attention to. Despite the declared
principles and the threats formulated with increasing harshness every year, the
experiences under the economic control and management system dissolved in
individual regulation mediated the reassurance that “their bark is worse than their
bite”. A vicious circle developed in the relationship between enterprises and state
budget: the higher taxes the budget imposed, the smaller became the enterprise’s scope
of movement and the more it needed subsidy from the budget. And the greater the
demand for subsidy, the more the budget had to tax away.

As for their inner conditions, enterprises tried to apply positive incentive. First,
when they disposed of the necessary resources, the regulation usually did not allow for
incentives, and by the time enterprises had learned the ways of providing for incentives,
they lacked the resources. That is why new forms of economic units sprang up in the
early 1980s,-and it is no exaggeration to say that they have had success in the field of
work-such as operation under a contract, and economic workteams within the
enterprise. (Both forms rehabilitate individual responsibility, market enterprise, the
assumption of risk and the handling of property-objects with the owner’s attitude.)

The above historical summary has shown that the elements of the prevailing
enterprise behaviour have developed historically. It is not the enterprise that shaped
economy one-sidedly in its own image; today’s Hungarian system of enterprises was
established by the political crushing of the capitalist firms and the absolute negation of
their ways of functioning. First market orientation and the economic rationality of
decisions ceased, and some time later the strict inner labour discipline was dissolved.

The process viewed as socialization of the forces of production practically led to
a situation where all the functioning and idle capital of the economy came under the
control of the central economic management. Enterprises, having lost the prospects of
undertakings, adjusted themselves to the new circumstances, since they had no longer to
adjust themselves to the conditions of enterpreneurship (risk, profitability cal-
culations, innovation, market research and influencing the market). As a consequence,
such routine mechanisms developed between the economic units and their superiors,
of which only theformal elements changed with the progress of time. It was a repeated
experience of enterprises thatfinancial constraints were eliminated, either in the form
that decisions formulated in physical terms were acknowledged even without a
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financial background, or in that they did not have to bear the financial consequences of
decisions forced upon them, or those of their own wrong decisions.

The conceptions prevailing in this period about the operation of the socialist
economy suggest that it was not this kind of economic organization that had been
originally intended. Formulating in sociological terms: the ideas of the socializing
apparatus were quite different. In any case enterprises became socialized in this way
under the impact of circumstances in spite of intentions. The causes of departure from
the intentions are probably to be found in the socializing conditions, in our case, in the
basic relations of a vertically structured economic operation.

Characteristics of the socializing hierarchical
production relations

For the sake of simplicity of idiom, the generally used terminology of the
socialist production relations will be resorted to. Namely, the production relations
today called socialist may be so called, at the most, on the basis of the formal
characteristics of ownership. As for their actual content, they are not equal to a
positive elimination of private property in the Marxian sense.

Several sociological examinations have demonstrated that with the establish-
ment of the framework of social property, the producer will notyet regard the means of
production as his own. No public spirit develops which would prompt the members of
society to use the equipments with a proprietary approach. In the social sector the
means ofproduction are external, alien objectsfor the producer.

The bridge, needed between the producer and the means of production alien to
him, rendered indispensable by the interests of production, is built by the production
relations. Earlier production relations representing relationship based on equality are
transformed, through the channels of the division of labour, into dominantly vertical
relationships of sub- and superordination. The one-time dependence of the non-
proprietor on the proprietor is now replaced by a hierarchy of director proprietors and
directed proprietors. Mutual economic dependence assumes a political character and
the preservation of this dependence has no economic but political reasons. The
producer’s attitude to his superior in the division of labour is first of all determined by
his being a political entity.

Production relations become politicized. In the basically political relationship
between producers and their superiors, production acts as a catalyst. The political
relationship clearly determines the way in which the means of production will be
handled. Production is not adjusted to the optimum functioning or operation of the
means of production but, as it follows from the functioning of the production
relations, it is the equipments that “fall victim” to a production more costly than
possible or necessary, as well as to the set of products unmarketable as use values.

Ownership has basically two poles: the functions of direct disposal and of

Acta Oeconomica 35, 1985



246 M. PETSCHNIG: NORMAL STATE OF HUNGARIAN ECONOMY

decision are separated from each other. Higher-level organizations make decisions on
the equipments ofwhich lower-level organizations dispose directly. In this paradoxical
situation management has no real master. There is no need to prove the disinterest of
the lower-level economic management. Everything is under the control of the upper
level, and nothing under its direct management. The easiest way for it to discharge its
responsibilities towards society is to make concessions in all respects, to help each
enterprise to survive.

The socialist mode of economic management was developed historically in the
form of issuing commands formulated in physical terms, following the principles of
autarkic endeavours. Viewing it in physical terms, all kinds of economic activity are
needed, and in physical terms only a quantity control can be asserted (what should be
produced and in what quantities). This form ofeconomic operation implies by its very
existence the maintenance of economy in its full cross-section, i.e. to keep alive and
help everybody grow. On theformal side, such “physical” economy intensifies the lack
of selection, which is suggested from the side of contents by the established ownership
relations.

As for the abstract attitude to the means of production there is no difference
between producers and their superiors. Yet the content of the ownership relations
cannot be interpreted aspure abstraction. The practice of socialism shows that the right
of disposal and decision in respect of the means of production becomes structured
through the division of labour. The theoretically identical scopes of disposal and
decision determined by social ownership and the resulting horizontality are
transformed, through division of labour, into a hierarchy of directors and directed.
The “public” as a whole cannot dispose of the public property. In describing state
property, this is also formulated in explicit terms: the owner of the means of
production is the state and its operator the socialist state-owned enterprise, in its quali-
ty as possessor. However, the state cannot dispose ofand decide on the operation of the
means of production in general, but only specifically. The highest bodies of state power
and government administration in which the state is embodied dispose of the most
extensive right of controlling the means of production. The content of the statement
that “everybody is owner” is expressed specifically in the representative ownership.
This is, therefore, such disintegration of the unity ofproperty, in which the monolithic
character is preserved in the sense that there are no competitive forms of ownership (if
there still are, their extent is determined by the existing monolithic property),
moreover, the appearance is as if the unity had not disintegrated.

The behaviour o fthe economic control and management organization is influenced
by the following factors:

— The higher-level organs of the hierarchy are not created spontaneously in the
course of development of the forces of production. In the beginning, at the time of
political struggles, they were established through self-organization, and later, too, their
formation was determined by high-level politics. Their inertia is great and they are
much more prone to expand than to reduce bureaucracy. It is the daily effort of
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hierarchy to cover all aspects of social life in which conflicts, potentially dangerous to
the functioning of the system, may arise. As a consequence, its external institutional
control ceases, and it is compelled to assume responsibility for corrections and for
recognizing the need for them. For this, however, it needs exactly that non-
institutionalized control in the elimination of which it sees one of the guarantees of the
system’s stability.

The high-level organs of hierarchy constitute an extremely complex structure.
State control also means party control. Beside the functional economic control
agencies, there also are sectoral ones, and the central national institutions are
complemented by local government and party organizations. Party politics govern the
functional and the sectoral control agencies, as well as all local units. The functional
agencies are influenced by sectoral ones, and vice versa. In the circulation of
information all the national and local control agencies are interdependent. In this
extremely complicated network it is impossible to delimit scopes of authority clearly
and objectively. No one can, therefore, be held responsible for decisions formulated,
discussed, and agreed by so many different agencies.

The higher-level organizations of hierarchy are expected, on the one hand, to
organize an efficient operation of social capital, on the other hand, in their quality as
embodiments of the collective, they have to assert community objectives. The two
objectives are, in principle, coincident: the needs of the collective can only be satisfied
by means of successful production. But the needs expressed always exceed possibilities
and itis hard to resist the pressure ofsocial demands. That is why the functioning ofthe
upper-level organizations of hierarchy is of a dual nature: it is both indulgent and
demanding.

By virtue of their extreme complexity and their dual attitude, the higher-level
organs of the hierarchy represent several partial special interests. In trying to assert
themselves, the special interests always refer to the national economic interest. Thus it
happens that government activity is fraught with contradictions between principles
and practical implementation.

The forms of cooperation between the higher-level organs of hierarchy and the
enterprises representing the lower levels are of a peculiar character, owing to mutual
dependence. The forms initiated from above are regulated from the outset, or they
assume some form of regulation at a later time (such as the mechanisms of income
taxation and redistribution). The initiatives of the lower levels can be formed by
enterprises directly or indirectly, through agents (bargaining, complaints and “win-
ning over”, spontaneously, or through enterprise participation or representation in
different national and local committees).

The content of cooperation between the two levels is basically patriarchal. The
structure of ownership described necessarily leads to paternalism. Within the
monolithic structure of property, this is the only possible solution to the political
division, the contradiction between unity and diversity. In this normal state this
structure of property can only be operated on a patriarchal basis.
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There is equality within the monolithic structure of property. In the property
dimension of the relationship to the higher level all enterprises are equal and have the
same rights and the same obligations. Each has an equal right to survive and to
develop. The forms of ownership do not mediate any selection principle, either for
development, orfor reduction. Politics has taken over the market’s role of economic
control, while it has been unable to replace market selection based on the law of value
by any other normative regulatory principle, representative of the objective economic
conditions. For government and party control all enterprises are the same, on the basis
of social ownership. There is no internal economic law for a distinction.* It is thus
possible that every enterprise ambition should have a chance of success in the struggle
for resources, especially if it finds the temporarily most adequate form of strategy;
because there is no ground for refusal, particularly if the economy is on the whole
demonetized.

The spontaneous struggles carried on for decades have finally led to economic
development along the whole line. Those who lag behind for some time must be helped
to catch up, since the socialist economic mentality only knows development and
progress, but not withdrawal of capital, regrouping, or retreat strategies. The
ownership relations dictating equality imply that assistance must be given.

Those working in the higher-level organizations of hierarchy have no direct
economic bases and therefore no owners’ reference basis either as opposed to the ruling
classes of other social systems. Their supporting pillar is politics; the daily political
power relations are, however, subject to constant change, which renders the status of
those directly partaking in economic control very unstable. This isone reason why the
relationship between lower and higher level is two-sided: not only enterprises are in
need of the support and indulgence of the superior organs, but the higher level also
needs enterprises, more exactly, the large enterprises in order that it can keep and even
strengthen its posts. Within the social ownership a strong subjective intertwining comes

about through highly differentiated links among superior organs and enterprise (large
enterprise) managers. (To put it sharply, the question of “who will be the deputy
minister” is a much more exciting problem for the enterprise under the prevailing
conditions in Hungary, than any market transaction.)

Since the superior organs of hierarchy as a whole have a political base, which may
prove insufficient to keep them in power, it is in their interest as a whole to obtain
economic support of their “position”. This can be guaranteed by a total absorption of
economy. The adequate attitude to economy absorbed by politics is patriarchal care.
Thus it becomes a question of legitimation of political power to establish paternalism
along the whole economic line, which amounts, at the same time, to protect the
established economic conditions.

‘ Preferential treatment within social ownership has political motives. It is based on the political
consideration that it is mainly large enterprises that are important from the aspect of political guidance.
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The relationship between the enterprise and its superiors manifest in undertakings
can be described in the following:

— The higher level, representing social ownership considers enterprise, ab-
stractly, as a “dead” unit to be prompted to economic action. (As for putting into
operation, every enterprise is practically an undertaking of state.) In the economic
sense, however, what the state undertakes is only to have the enterprise to undertake.
This can be the implementation of a direct state undertaking, or it can be indirectly
organized. The undertaking is directly controlled, if the state summons its enterprises
to fulfil a certain plan. The undertaking is indirect, however, if the state stimulates its
enterprises to work by exerting influence on the enterprise’s environment.

The undertaking and having the enterprise to undertake are closer to one another
in the direct form (as indicated by denomination itself), since all the enterprise has to
do is to carry out the central plan elaborated in detail, as an undertaking of national
economy. The actual entrepreneur is the state.

Indirect undertaking is also the state’s undertaking, since it is organizer of the
entire indirect system of undertaking. On the one hand, it influences the inter-
enterprise field and, on the other hand, the whole form of existence of enterprises.
Indirect undertaking is almost as if it were the enterprise’s undertaking: the enterprise
acts, formally, as if it were his, and the state pretends that it has definitely ceded the
undertaking. This appearance is maintained by a double bond: on the one hand, the
enterprises’ conviction that it is more advantageous for them if others undertake
instead of them (namely, the enterprise has no internal incentive for undertaking based
on ownership). This conception of the lower level coincides with the endeavour of the
upper level bound to the monistic structure, aimed at keeping the economy in hand.
Indirect undertaking infers the cession of economic power positions, its extent being
delimited by the preservation of monistic unity. Therefore, the quasi-social property
operated in the state’s undertaking carries in itself, as an ontological condition, the
constraints of its being operated in the enterprise’s undertaking. As a consequence,
both the necessary and the sufficient condition of the enterprise’s undertaking, that is,
the mechanism mediating market impacts and the ability for autonomous decision
relying on material foundations will be inevitably constrained.

* * *

The author of the present article finds the structural and institutional causes of
the phenomena summed up by Janos Kornai in the concept of soft budget constraint,
or of economic functioning qualified as of inflexible supply by Karoly Attila Sods in
the theorems set out above. The success of Hungary’s adjustment to world economy
depends on what essential changes can be made in the near future in the normal state of
the established production conditions described in the preceding.
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O NMPUYNHAX TPYAHOCTEW U3MEHEHUSA HOPMA/IbHOIO
MONOXEHWA

M. MEYHUT

BeHrepckas 3KOHOMMKa A0KHA JaTb OTBET Ha BbI30B MUPOBOIA 3KOHOMUKM B (HOPME CTPYKTYPHOr0
npucnoco6ieHns. ATo 03Ha4yaeT Takoe W3MEHEHWe HOPMAasIbHOrO MOMIOXKEHUS 3KOHOMUKM, B KOTOPOM
NOSIBNAIOTCA KaueCTBEHHbIE MPU3HAKM XO3SMCTBEHHONW AeATeNbHOCTU, COOTBETCTBYHOLLEH TpeGoBaHMAM
petopmbl. B BeHrpum o cUX NOp He NPOM30LUIIO0 Nepexosa K HOpManbHOMY MOJIOXEHWIO, ONpefensieMoMy
nporpamMmoit  pecpopm. Cwunbl, perynupyrolime 3KOHOMUYECKYH CUCTEMY, OKa3aluCb CW/ibHee
YCTPEMMIEHHUIA K uM3MeHeHusiM. CTaTbf WLWET OTBeTa Ha BOMPOC, C KakUMW BHYTPEHHUMM
3aKOHOMEPHOCTSIMU CUCTEMbI YMNPaBNeHNS 3KOHOMUKOW HYXHO CUYMTaTbCsi (M paccyMTaTbes), 4TOGLI
Npon3oLen Nepexof K XXenaeMomy HOpMasibHOMY COCTOSIHMIO. ABTOP OMMUCbIBAeT 06LiMe 0COBGEHHOCTH
HbIHELLIHel X03S/ACTBEHHOW AeATeNbHOCTU NPeANpPUATUIA: OCHOBHBIM MOTWBOM MOBEAEHWS NPeAnpUATHIA
ABNseTCA HabMoAeHMe 3a BbICLUMM 3BEHOM YMpaBfeHUs, B pe3ynbTaTe Yero npesnpustus — Aaxe B
pamKax OfHOW W TOii e (hopMbl COBCTBEHHOCTU — W30AMPYHOTCSH APYT OT Apyra; Mepa U Hamnpas/eHue
pacrnpefeneHuss pecypcoB peLUaeTcs B XOf4e HEBUAMMOrO COMEPHUYECTBA MEXAY MNpeanpusaTusMu;
NPOV3BOACTBO CKNafblBaeTCA B 3aBMCMMOCTM OT O6LLECTBEHHbIX CBS3el, MOTOMY UYTO BEPTUKa/bHOE
uneHeHMe 3KOHOMUKIN MPUHANO Ha cebsi (hyHKLMIO pbiHKA, OPraHM3yoLLy0 B TOPU30HTaNbHbIX pa3pesax.
ABTOp MOAYEPKUBAET, YTO OCOGEHHOCTM HbIHELIHEr0 MOBeEHUs NPEANPUATUAA CNOXUINCL UCTOPUYECKH,
4YTO CcoUMaNUCTUYecKUe NpefnpuaTUs  COUManM3MpoBaaUChb TakMM 06pa3oMm  Nofj  BAUSHUEM
06CTOATENLCTB.

CoumannucTmyeckne Mnpou3BOACTBEHHbIE OTHOLUEHMS MOTYT 6bliTb OMNWCaHbl C  MOMOLLbO
CNOXMBLUMXCS MEXAY MpeanpuaTUaMuM U OopraHamu ynpaefieHWs CBf3el, a TakKXe MNpU3HAKOB,
OnpeaenstoLmnx 3aKOHOMEPHOCTY MOBEAEHWUS MOCNEAHUX. B COTPYAHUYECTBE XO3SMCTBEHHBIX eAUHML, 1
BbILLECTOSALMNX OPraHOB MepapXunM BHYTPU MOHOMMUTHOW CTPYKTYpbl COGCTBEHHOCTW HEU3GEXEH
natepHanusm. ®YHKUMOHMpYOLLas KakK NpeAnpUHUMAaTeNbCTBO FOCYAapCTBa KBa3WOGLLECTBEHHas
COBGCTBEHHOCTb B KayeCTBE OHTO/IOrMYECKOrO MOMIOXKEHUS HeceT B cebe OrpaHW4YeHUs pasBUTUSA
npesnpUHUMATENbCKOW LeATeNbHOCTW NPeANPUATUIA.
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THE MAXI AND THE MINI
(REFLECTIONS ON THE HUNGARIAN
DEBATE ON LARGE FIRMYS)

R. HOCH

By analysing the lessons of the debates in Hungary about enterprise size, the author reaches
the conclusion that both the debate and economic policy behaviour are biased. Today (as distinct
from the past) it is fashionable to praise the small firm and to criticize the large enterprise as a form of
business venture.

The key personality in the large enterprise syndrome is the manager. The article analyses the
position and activity of managers of large firms, their positive and/or negative attitudes towards the
reform, their role in the formulation ofeconomic policy and their responsibility for this policy, how
they are selected, their system of interests and where their interests agree or conflict with those of
workers in large enterprises.

The problem of enterprise size (particularly with industrial firms) frequently
came to the fore in Hungarian economic literature and in the practice of economic
control, management and organization in the last thirty years or more. Even recently, a
sharp debate has been conducted in newspapers and journals about the size of firms [1,
2,3,4,5,6,7,8,9, 10, 11j.This is indeed an important question, since the efficiency of
management, technical progress, and the ability to adjust to demand depend on it
significantly. However, both thinking and activity are frequently biased. In some
periods large enterprises are praised and smaller enterprise sizes are dismissed. At
other times—Ilike the present—small enterprises are paid homage to as a fetish and the
justification of large enterprises is challenged.

As regards the wearing of skirts, at times the maxi, at times the mini isin fashion.
In women’s apparel variety is delightful; the fashions of ideologies and economic
policies are not. The changing fashions of maxi and mini in enterprise size cause grave
damage.

Economic analyses have shown, for more than a quarter of a century, that the
structure by size ofenterprises of Hungarian industry (and not only of industry, but of
a considerable part of the service sector as well) is wrong, unhealthily centralized, that
the hulk offirms are large enterprises and the wide network of medium-size and small
firms ismissing. Such a situation has developed in industry and the service sector. It has
been established that Hungarian industry is more centralized than that of the USA,
relatively fewer firms release industrial products in the former than in the latter. Behind
these facts we frequently do not find a concentration of the technical process of
production. Itisa regular occurence that the large enterprise is essentially only a unit of
organization and administration, embracing a number of medium-size and small
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establishments which function as plants of the large firm. But even if the production
process is concentrated in a single establishment (and collected there), this change is
not always warranted by technological standards. And, finally, even if the
concentration of production in large firms corresponds to technical-technological
requirements, medium and small establishments frequently cannot be dispensed with
even in this case. The optimum size of an enterprise, and the optimum structure by
enterprise size is determined above all by the standards of technology, by the
development level of the forces of production. Even the most advanced technology
which now exists in the world demands a rational combination of large, medium and
small firms.

One of the essential reasons why large Hungarian enterprises are inefficient is
that they are also compelled to fulfil such tasks which can be economically performed
typically in medium and even small firms.

From this diagnosis the therapy unambiguously follows: the healthy structure
of Hungarian industry by enterprise size has to be brought about by creating a
sufficient number of small and medium firms. Small and medium firms have to take
over those functions from the large ones which can only be done efficiently in the
former.

This seems so logical that, in my opinion, no other therapy can be suggested. But
I am naive in making this statement, since, instead of logical conclusions, fashionable
trends predominate.

Reform process and the size of enterprises

Following the 1968 reform a healthy change also began in Hungary in the
structure of industry by size of enterprises. Medium and small firms began to increase
in number, and this followed from the logic of the reform. Why did this process follow
from the spirit of the reform?

When an explanation is given for the fact that medium and small firms were
liquidated in state industry in the fifties, and even in the sixties, usually the reason given
is that the advantages and superiority of the large enterprise were interpreted in a
simplified manner, onesidedly and dogmatically, attributing to it absolute validity. It
was not taken into consideration that not every industrial activity can be economically
performed in large establishments. And, what is at least as important, the large firm
frequently cannot satisfy differentiated and changing needs, at least not in itself. As a
matter of fact, the efficiency of production cannot be interpreted detached from the
satisfaction of needs. (In certain branches of services the overcentralization of
enterprises from the viewpoint of satisfying needs is very clearly shown.) Further, it
was not taken into account either, that although the large enterprise is the carrier of
advanced technology, medium and small firms also have an indispensable role in
developing technology. Dogmatism is an important cause of over-centralization, but
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only one of the causes. | believe that the existence of the system of plan-instructions isa
no less important cause.

It is inherent in the logic of this system that the authorities who control the
economy have greater chances for implementation of the plan-normatives, the fewer
the number of addressees of the plans (issued as instructions). It is a paradox of our
development that this logic was pushed to its own limits when the preparation of the
reform which abolished the system of plan-instructions had already begun. That is, in
the sixties the so-called nation-wide enterprises were created in Hungary, according to
the principle of “one group of products—one enterprise”. This extremity has not been
attained by every country which relies on plan-instructions. Ofcourse, in the system of
control and management based on the 1966 resolution of the CC, HSWP and
introduced on 1stJanuary, 1968, this centralization implemented for the above reasons
became meaningless; in fact, it contradicts the logic of this mechanism. An
administrative centralization beyond the concentration of the forces of production
expressedly hinders the market regulated according to the economy-wide plan and the
evolution of competition on this market.

The existence of the above outlined interrelation between the system of plan-
instructions and the over-centralization of enterprises is verified by the history of the
seventies. The healthy process after 1968 (also) in this respect—the creation of small
and medium firms on a relatively large scale—started, then came to a halt and even
reversed: the recentralization of firms began. And not only in industry.* Again the
maxi became the fashion. But was it really a matter of fashion? No, the primary reason
was not that. The new wave of centralization, the liquidation of existing small and
medium firms was an important symptom of the process in the course of which a
general counter-attack was launched against the 1968 reform and the—somewhat
streamlined—features of the direct control system gained strength. Instead of
competition between firms, the concept of “one product—one firm” was revived or at
least the so-called “profile master” ** organization.***

Many people call the whole process (e.g. Marton Tardos) a recentralization
period. (However important recentralization may have been in this process, it still was
only a partial phenomenon, and not characteristic of the whole post-1972 process.)
The reform process then came to a halt and was even reversed in many respects,
causing several problems. The counter-attack has lasted despite the reform’s having
found its legs again. Two factors played a decisive role in this. First of all, the CC and 1

*In Hungarian agriculture the structure according to large-scale and small- and medium-scale
production has been better from the outset. First ofall, the “household plots” are organic parts of farming
cooperatives. Secondly, in farming cooperatives “complementary workshops” are also found which
perform industrial and service activities on a small and medium scale. But it was essentially in the seventies
when the centralization of fanning cooperatives took place and attacks were launched against the
complementary activities and the household-plot farms. [12]

**In Hungary this meant an enterprise appointed by the higher authority to produce some products (or
groups of products) or to supervise their production. (Ed. note)
***This iswhy | then, too, felt prompted to raise my voice in the interest ofa healthy enterprise structure.

(13]
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the 10th Congress of the HSWP (in 1970) did not revise the resolution of 1966 and
firmly expressed its adherence to the reform. Secondly, the changes in economic
relations attained the critical mass necessary to prove the viability of the new control
system in practice, which made a complete automatic “‘rearrangement” impossible.
The new mechanism also endured the new wave of centralization.

In the years preparing the continuation of the reform (also called the new reform
wave) the size of enterprises of course became an important question. In fact, now the
problem has really come to the fore, since it is one of the characteristic features of the
current reform process that the problems of the organizational and institutional
system have become central. There is again some hope that a healthy industrial
structure can be developed also in respect of enterprise sizes.

Parallel to, or rather against, this sound effort, much louder voices onesidedly
propagating the “mini” have also become fashionable. That is, such an ideal picture of
the industrial structure has emerged whereby not much room remains for large
enterprises. It is not difficult to find the cause of this attitude. It is worrying enough that
we have troubles in and with the large firms. “Killing them is also good”’—seems to be
a good solution from a certain point of view. But a naive concept of the market, of
competition between sellers and, on the others side, of monopoly, is perhaps even more
important. According to this approach, the market and competition between sellers
function well if there are many small firms; and the large firm, the necessary antithesis
of all that, is necessarily in a monopolistic role. In reality, many small firms can
together also attain a monopolistic position, and competition can develop between
buyers instead of sellers (we can find plenty of examples of this in Hungary); and even a
large firm can get under the pressure of the market under our conditions. (For the latter
we can also find examples.)

It may also be objected that Hungarian large firms are not really large by
international standards, rather they are of medium size. But this argument can also be
reversed. Namely, one can acknowledge, in principle, the advantages of large firms,
but—one may add—these are not to be found in Hungary. Thus, the enterprises called
large in our country do not really possess the advantages of large firms. Then what on
earth do we protect with them? In reality, however, the large Hungarian firms, if they
apply a technology securing mass production, do possess the advantages of large
enterprises, even if not to the same extent as the multinationals. E. g. in the clothing
industry the bulk of the total output (and the greater part of exports) comes from the
large firms not mainly or exclusively because such firms exist. I quote this example
precisely because during the longer part of our economic history there existed and still
exist medium and small clothing establishments and even private tailors—if not in
sufficient number. The simple fact is that the small and medium clothing establish-
ments in themselves could not supply the Hungarian population with an adequate
quantity of clothing, corresponding to the established level of income and
consumption, and export, in addition, substantial quantities. The medium and small
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firms ensure excellent quality, an adequate range of choice in harmony with the highly
differentiated demands and, through all that, competition with the large firms.

In recent years a strong movement has started to reconstruct the abolished small
enterprises. Small firms and similar organizations have been created en masse.
Although their existence causes certain social conflicts, the process of their
development is on the whole healthy. They encourage a healthy division of labour
among the various types of enterprises in industry (and in the service sphere).

What, then, is the trouble? Namely, that the condition of a healthy division of
labour is not actually secured precisely on the side of large enterprises. 1fone talks with
workers in large firms, the critique raised most frequently and by most people runs as
follows (and it is exactly formulated in economic terms): “Why is it that we cannot
perform and earn well during legal working hours, but we can do so after hours?”
Indeed, in large enterprises the productivity of the eight hours work is low, the
exploitation of assets and labour is low, costs are high, quality is unsatisfactory etc.
The reverse is true for small ventures—also for the economic working panels
(workteams) operating within large enterprises.* We need not go into what part of
overhead these workteams carry now.** How can the partner answer the above
question of the workers; and an answer which he himself believes in and which he
hopes will be fulfilled? The creation of these workteams and similar ventures was only
the necessary first step which, let us hope, will be followed by the second one, namely,
that such conditions will also be created for large enterprises which allow workers to
perform and earn well during the basic eight working hours. As a matter of fact, today
the large firm is not in the same position as the medium one and certainly not as the
small one,*** and it is this important problem which | feel must be resolved. If no
changes are made, the reform will necessarily fail. (Even more is at stake! The large
firms are under socialist ownership in Hungary, so in industry they are mostly state-
owned. Ifthe large firms are discriminated against by the regulatory system, people will
also draw conclusions for the forms of ownership if they confront the situation of large
enterprises with that of the smaller ones and similar ventures.)

*One of the most widespread forms of small ventures in Hungary is the “enterprise economic
community" (also called working panel, or workteam—for short, with the Hungarian abbreviation:
VGMK). Manual and other workers of a given enterprise create organizations similar to small ventures,
which work for the firm after hours on the basis of a contract made with the “parent firm”. These small
organizations have a large degree ofindependence. E.g. they select their members themselves, and determine
how the income earned should be distributed among the members.

««The workteams use the buildings, machinery, and equipment of the parent firms, and demand
heating, lighting etc. Often, only a part of the true overhead is charged to the teams.

eee Large enterprises carry the burden of the so-called responsibility for supply, are under pressure to
produce for export what is uneconomical, the weight of—de iure or defacto—fixed prices is highest for their
commodities, and they are first of all restricted by wage control regulations (it is precisely the workteams
with which we are attempting to ease these restrictions); the profitable large firms are taxed to the greatest
(disproportionate) extent etc...
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The reform and managers of large enterprises

Itis a vital question for the history of the economic mechanisms and for its future
fate whether the managers of large enterprises are adherents to or opponents of the
reform. We can find such opinions that the managers of large firms have been against
the reform from the outset. And, if this is true, it is self-evident that they had a
substantial role in the counterattack of 1972. Let us say immediately: it is not true that
the managers of large firms have been against the reform from the outset.

Our story begins in 1968. A basic deficiency of the reform and of the policy
managing the reform after 1968 was that it did not secure adequate conditions for the
economical functioning of large enterprises. Putting it in more general terms: the 1968
reform aimed at uniformity just as the earlier control system had done. Of course, it did
so in a different manner. But the economy cannot function well if we try to put it into a
uniform strait-jacket. If the system of control and management adjusts to the large
firms, the medium and small firms will disappear, and if it keeps in view the latter, the
large enterprises will get into trouble. I believe that the large and the smaller enterprises
cannot operate under the same mechanism. I consider it a reassuring sign that the
resolution of the CC of April, 1984 [14] differentiates e. g. in respect of the institutional
system of enterprises by the size of firms. I consider this to be a decisive element in the
development of the idea of reform. It was an Achilles’ heel of the 1968 reform that no
opportunity opened up for large enterprises to evolve their activity and, on this basis,
to raise the wages of their workers. The tension which ensued had to be dispersed by
the decision of an extra-economic power; and this could be used against the reform.
The managers of large enterprises tried—by natural reflex—to use their political
weight to extort wage rises. (It would be useless and, from the point of view of the
reform, downright dangerous to deny that the social group of managers have a
particularly great political weight.)

Let us ask the question again. Is it true that managers of large enterprises have
been and still are against the reform? (Insofar as this group can be considered
homogeneous at all in this respect.) No, in the light of facts this is not at all true!
Research into the mechanism started in the Institute of Economics of the Hungarian
Academy of Sciences, headed by academician Istvan Friss, in 1955.* Managers of the
large firms gave full support to the research project. They helped explore the
interrelations which forced them to irrational behaviour in conflict with the interests of
economy and society, and which drove many of them to dispair and/or simply made
them very cynical. (The present situation is very similar!) Not only could the research
not have produced results without their cooperation, but the 1968 reform could not
have come about either. Later, however, anti-reform tendencies did in fact appear, yet
their behaviour towards the reform has not become hostile, but ambivalent. First of

*One of the most important and best known results of this research was the book by Janos Kornai,
published in Hungarian in 1957.[15]
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all, as has been indicated, the tendencies of the reform afflicting the large firms
produced defensive reflexes. Secondly—and this alone is worth our paying attention
to—the managers of large firms liked the independence but, at least some of them, did
not like the greater responsibility, competition and risk-taking.* Even very-well-
functioning and excellently managed large firms made efforts to eliminate competition,
e. g. by acquiring the exclusive right to export every product belonging to their line
(even if produced by other firms) and the exclusive right to import. We should not
blame the managers of large firms for the usual success of such efforts. (It is a natural
effort of every commodity producer to achieve a monopolistic position.) Continuing
this train of thought, thirdly, when it turned out that it was possible to achieve
exceptional positions, individual favours, to get money from the budget, and to solve
labour shortage problems with official help, e.g. by closing down small and medium
size firms, the managers of large enterprises did not say: no, thanks. But, again, it is not
they who are responsible. Facts have to be extremely carefully studied in order to draw
conclusions regarding the further development of the reform. Namely, on the one hand
the large firms should be given adequate treatment and their managers should not be
forced into opposition; on the other hand they should not have the choice between the
smooth and the rough road.

Counter-push, restrictions and the manager

But can we deny completely that large firms got into an advantageous position
through tendencies contrary to, that is, opposing the reform? Nothing of the sort! Let
us only consider a few commonly known facts; the constant and unpredictable
changes in the regulatory system; the cyclical nature of economic policy (in one year
large enterprises were encouraged to start ambitious investment projects, in the next
the resources neccessary for continuing them were taxed away); in some branches
irrational implementation of reconstructions financed from enterprise funds but
guided from above; the limiting down to the minimum of possibilities for
accumulation in the years of restriction; regulation of earnings which hinders the
whole activity of the enterprises; the coercions deriving from the responsibility for
supply;** in the last period, the strict central control of the import of equipment and

*At a public discussion not long ago a manager ofa very large service enterprise made the following
claim: that the maintenance and development necessary for the functioning ofhis firm should be financed by
the state, but it should be the firm's right to fix the prices of services performed.

** The large enterprises with a definite production line and the large commercial firm with a similar
profile are responsible to the ministry, in the last resort to the government, that the supply of articles
belonging to their line satisfies demand (at least on the whole). That is, on the basis of this responsibility—
even if plan-instructions do not exist—the enterprise is under obligation to release definite commodities in
definite quantities, independent of whether this activity iseconomical or not. The responsibility for supply is
fully consistent with the system of plan-instructions, but in contrast with the concept of purposefully
controlled market economy and with enterprise behaviour motivated by profitability. One of the great
problems of further developing the reform is how we can shift from the responsibility for supply to such a
state where output is regulated by market demand and profitability, but in such a way that no major
disturbances arise on the market.
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materials; and, last but not least, the forcing of exports (mainly against convertible
currencies) independently of and even contrary to profitability factors (although profit
motivation has remained the central category of enterprise management). Well, to put
it mildly, all that is not advantageous for the large enterprises, and does not make them
easy to manage. | believe that if from these tendencies those entailing advantages and
disadvantages for large firms are weighed against each other, the latter will
predominate. The managers | call ambivalent can and have to be won round to the
reform, for such reform, namely, which gives real chances for successful operation to
large firms as well.

Managers and economic policy

The social group of managers of large firms have a very big political weightand a
significant impact on economic policy. But can the responsibility for mistaken
economic decisions be shifted onto them? It is particularly important to ask whether
the efforts and behaviour of managers of large enterprises are responsible for the cycles
manifesting themselves in economic development and, in the final analysis, for the
country’s indebtedness.

Cyclical development is one of the important problems of the economic history
of our socialist system: investment and production cycles and, related to them, cycles
of foreign trade and real income (real personal consumption). A boom in the early
fifties, restriction after June, 1953; overinvestment in the early sixties, restriction in the
mid-sixties and, as was already mentioned, two cycles in the seventies, extending to (the
end of?) the eighties. Where should we be looking for the causes of economic cycles?
The economic leadership blames—at least in the last quarter of a century—enterprise
managers for overinvestment. And it is a refined form of the conformity of theory ifit
gives ideological support to this viewpoint. (There can be no doubt, as | have already
mentioned, that enterprise managers are a group in society with big political weight;
they have a significant influence on the shaping of economic policy.) But it is not they
who make policy, and thus they can not be held responsible for it. How do some
authors explain the causes of cycles, and how do they make managers’ efforts and
behaviour responsible for the cycles? They say that managers, in identifying
themselves with their tasks and role, strive for growth beyond every limit; lacking a
hard budget constraint their efforts do not run into obstacles (Kornai [16]). A similar,
though simpler and less objective argument is that managers are obsessed by
“gigantomania” and this is the source of their efforts towards ever bigger enterprises
(Hegedis [17]). But it is a false reasoning that makes enterprise managers responsible
for the cycles (and for the indebtedness) on the basis of the above arguments. First of
all, effort at unlimited growth (or gigantomania) are constant factors, thus they cannot
lead to a cycle [18]. Secondly, and this is, in my opinion, the more important one, that
for an overheated growth of investments central decisions are needed, meaning also the
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raising of central investments, and a credit policy, regulations and “expectations”
towards the enterprises to also increase their own investments. (And central measures
are needed also for curbing, the reduction of investment.) If the economic leadership
possesses an actual strategy and, as part of it, a foreign economic strategy, ifit refrains
from generating cycles and even pursues an anticyclical policy, then managers can
hardly make the development of the economy cyclical, and can hardly be forcing the
country into debt.

Cadre policy

It may be justly raised that the blame for functional disturbances of large
Hungarian firms cannot be put completely on the regulatory system. No doubt, the
problems of cadre policy, of the selection of cadres also emerge. But these, too, are
related to control in the wider sense. A planned economy relying on plan-instructions
requires managers of the type who can well implement the commands issued from
above. The selection of cadres which puts such dispatcher-type leaders at the head of
enterprises is in complete harmony with the system of plan-instructions (independently
of whether these directives are institutionally established or informal.) But the 1966
concepts and those approved in April 1984, assume a type of manager who is capable
ofworking out a strategy, of making independent decisions, taking responsibilities and
risks, and being enterprising. Prior to 1968, of course, both direct and spontaneous
selection preferred managers of the dispatcher type; such were the tasks they were
called upon to perform. But even in those times, leaders of the manager type could be
found in large numbers* who, despite their good conscience, were compelled to act as
dispatchers, or (and they were fewer in number) tried to act as enterprising managers,
taking thus grave conflicts upon themselves. It was precisely the latter to be found
among those fighting for reform.

Since then, rather essential changes have taken place within the managerial
sphere. Although | cannot support it with statistical data, I still venture the statement
that the ratio of enterprising managers has grown.** But it is also true that the
restrengthening ofcentral operative control, the revival of “manual control” again put
the dispatcher-type leaders to the fore and this obviously affected the selection of
managers. Also those of manager-type were forced to take on the role of dispatchers.

Also a special problem with selecting cadres related to the former-should be
mentioned. It is a declared principle that three criteria of equal weight are applied in
Hungary in the selection of leading personnel: beside professional standards and the
ability to make contacts with people, political suitability is also considered. It is self-

* | took the distinction between leaders of dispatcher and manager type from the writings of LaszI6
Horvath, who, as a manager-type leader, was already head of one of our successfully operating large firms
before 1968.

** An interesting phenomenon could be observed around 1968. Several experts in leading positions
with higher authorities asked to be put at the head of firms. In theirjudgement the place where independent
decisions would be taken was the enterprise.
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evident that this should be a demand towards managers, or rather a precondition of
their selection. They should be committed adherents of this system and both their
professional work and their relations with people should be permeated by this idea.
Actually, in the eighties unsuitability for political reasons can be objected to in very few
people who are eligible managers. In 1948, when capitalist firms were nationalized in
Hungary, and a social revolution was in progress, political reliability had quite a
different meaning in the selection of new leaders. Their task was to consolidate the new
relations. It was very difficult, sometimes impossible, to find cadres who answered both
the political and the professional requirements. And in those times it was the political
requirements that came first. In the eighties, of course, the situation is quite different.
This system of ours has educated a new generation of experts and also the bulk of the
old ones (unless they retired or left the country in 1956) have also reached a consensus
with the system. Today the task is precisely to separate the public power functions from
enterprise management and to demand rational management from managers. It seems,
however, that the demand for political suitability is becoming shallow: in fact it is
demanded that the selected person should harmoniously fit in with the management
hierarchy. Obviously, if such practice prevails, the good dispatchers but not
enterprising managers afre selected even in the best case. That is, to actually carry on the
reform, changing the regulatory system is not at all sufficient. Also, the personal
conditions have to be secured beside many other things: a cadre policy which is in
harmony with the development of the control and management system is vital.

The institutional system

An item of decisive importance in the development ofthe reform is improvement
of the institutional system, and, within it, changes in the control of firms, in the system
of institutional relations between the enterprise and the higher and medium levels of
economic control. This implies, as | have already indicated, changes differentiated by
types of enterprises in the institutions controlling the firms. In this development it is at
least one of the important ideas to separate the exercising of public power functions
from the control of enterprises owned by the state. A perfect separation is not possible,
perhaps not even desirable. But this emphasis is not placed here today. Such a
development of the institutional system also assumes, and presumably, will also result
in adequate changes being made in the requirements set to managers and in the
mechanism of their selection.

Changes in the institutional system must not be restricted to essential
modifications of the external (horizontal and vertical) relations of enterprises, but their
internal structure must also change. It is rightly pointed out as one of the causes of
functional troubles of large firms that inputs and results appear within the gates as a
uniform mass, and both interests and responsibilities get blurred. All this can be linked
to smaller collectives in medium and small firms. But is this situation necessary?
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Obviously not! Large firms have been encouraged for years to organize the
independent economic accounting of individual units within the enterprise. Such
efforts and even experiments can already be found. As a matter of fact, this idea is
embodied in the enterprise workteams operating after legal working hours; it would
only be necessary for them to operate also during that time.* This can be realized today
only to a limited extent. Managers of large firms say that a greater step forward is
seriously hindered by the prevailing system ofaccounting. In more general terms, (and
this has been supported by much research) the systems of external and internal
relations of enterprises cannot be completely different. (It would be important to
examine whether enterprises are doing at least as much to expand internal economic
accounting as is allowed by the rules and prescriptions.)

So, the development of a healthy division of labour between large, medium and
small firms-and in such a manner as to establish the conditions for an efficient
functioning of the large enterprises-demands essential changes in the regulatory
system, in institutions and in management. If any of these links is missing, the reform
cannot be realized according to the original concepts.

Workers in large enterprises and the managers

Clarifying the role of large firms, averting their functional disturbances,
instituting the conditions for their economic operation, and realizing their true
advantages are primary economic problems, but not only economic ones. The working
conditions of workers employed in the large enterprises, their security, earning
potential and, through these, their opinions and feelings are also political and social
issues. This social group also has a considerable weight in our society, with particular
mechanisms for expressing and asserting their interests (partly through the enterprise
managers). It is true that the real (or assumed) grievances of workers of large
enterprises can be easily used to manipulate opinion regarding various interests and
political currents; they can be referred to as arguments-and as pretexts. This is what
also happened around 1972. But this does not change the substance of the matter, on
the contrary! It is all the more one of the key problems related to the development of
the reform from political and social aspects that the workers of large firms should not
be the aggrieved party ofthe reform, they should not be opposed to the reform, but the
other way round: they, too, should benefit from the reform. Otherwise the reform will
again necessarily falter. And if we act correctly in this respect, the workers of large
firms can hardly be used as a battering-ram in the service of anti-reform trends.

The managers of large firms and the workers in these firms are two important
groups in society. Are the interests of managers and workers identical? Anyone who

* A trust directing widespread service activities (car repair) was dissolved a few years ago and the
enterprises belonging to it were made independent or subordinated to some other unit. In my opinion, it
would have been better to keep the trust and grant great independence to the workteams in the enterprises.
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knows anything about society, would not talk such nonsense. But is there some
essential community of interest between them? Again, anyone who knows anything
knows that there does indeed exist some community of interests. First of all, the basic
interests of both groups are affected by the situation of the large enterprises, and the
basic interests of both are violated by discrimination against large firms. Secondly, the
literature on management theory, which fills whole libraries, has proven beyond doubt
that the conflict of interests between managers and workers is not nearly so sharp as
that between the latter and the capitalist owners. On the contrary, as a rule, the
manager can well perform his tasks if he yields to the interests of workers, and even
represents them. Thus, managers get into, -at best, a contradictory position: they have
to represent the interests of capitalists against workers but they also have to represent
the interests of workers against the owners. This double representation of
interests—however difficult it may be at times—is in the interest of the manager himself.
This holds increasingly for socialist managers. After 1968 the work of managers in
large firms met with growing difficulties, since in the given conditions they could not
shape the financial results of their enterprises (in contrast with smaller firms) so as to be
able to considerably raise the wages of their workers (leading thus to an exodus of
workers etc.), thus the interest of managers was also attached to the wage rise. It was
also in their interest if this wage rise was ordered by the centre (against the spirit of the
reform). Thirdly, harmony or conflict of interests between manager and worker also
depends, in our society, on the regulatory system. It depends on the latter whether the
community of interests will predominate, or whether the conflict of interests will also
have some role. It was a significant deficiency of the 1968 reform that it did not create an
adequate conflict of interests, more exactly, that it did not make the existing conflict of
interests explicit. Even today, it passes my comprehension that outstanding
theoreticians, whose names hallmark the reform, were in principle against the
institutionalization of the conflict of interests. In 1968 a system of profit sharing was
introduced which took into account the different impact various groups of the
collective have or may have on shaping profits. Accordingly, the largest profit share
relative to earnings could be distributed to the higher enterprise executives (and, in the
case of non-profitable activity, it was their gross income that fell in the greatest
proportion); a smaller percentage was established for the medium-level leaders and
the smallest one for subordinated workers and other employees. But even this measure
had to be repealed because of its bad political appearance.

What did and does this superfluous and harmful coincidence of interests brought
about by the regulatory system exist in? Essentially in the fact that both the manager
and the subordinated employees, thus also workers, are equally interested in annual
profit. Enterprise profit is the central category of the existing system of economic
control and management and also of the one to be developed. But it has not been
clarified to this very day what kind of profit it is that should guide enterprise behaviour.
More exactly, the annual profit has become the objective function of the enterprise,
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linked to and thus conserving the “incrementalism”.* And the grave troubles are
caused precisely by the latter: it squeezes the firm between narrow limits and makes it
inflexible; it makes impossible to work out a true enterprise strategy and to follow it; it
prevents the differentiation ofenterprises. The annual profit as a central category ofthe
large enterprise is an anachronism. The interests of a modern large firm, and of its
manager, must be linked to long-term gains. But long-term gains are not identical with
the average profit over several years. (Namely, such proposals were also made that the
average profit of several years should serve as the basis for managers’ incentives.) In
fact, the long-term gains are by no means an amount expressed in currency, but the
long-term gain consists in the quantitative and qualitative development of the
enterprise. A manager who keeps long-term perspectives in view has to direct his firm
so that perhaps (e.g. following a new investment) there will be no profit for some years,
or even losses will have to be incurred and for this case reserves must be available-in
the hope and in the interest of a later higher profit and better position. At present
Hungarian enterprises simply cannot do this. (We find that, systematically, almost the
same enterprises are profitable and, on the other side, the same ones run into losses.
And if some profitable firm runs into loss, it does not voluntarily take this on itself for
strategic reasons.) Even if subordinated workers and other employees had-and it is
desirable that they should have-a greater “proprietor-consciousness”, if their
objective and recognized interests were linked to the development of the enterprise,
their short-term interests would even then necessarily dominate. Wages should be
higher this month, and profit shares higher this year! And the manager is under strong
pressure to satisfy these claims. But also a satisfactory counterweight is necessary in the
motivation of the manager, and this hardly exists today. The interests of the
manager-in a wider sense-should be linked to the long-term gains, that is, in the end, to
the development of the enterprise. His income, his professional and social
judgement-his appointment or dismissal, his career-should depend on the develop-
ment of long-term gains. Obviously, there would then exist a conflict between the
interest of the manager and his subordinates. If this conflict were institutionalized,
then it would actually become possible to let interests collide and to harmonize them,
and both factory democracy and the protection of workers’ interests could play their
proper parts.

Up to now the large enterprise, the problems of its existence and its place have
been approached from the aspect of efficiency, and this is the main line of the debate.
But the large enterprise syndrome may also be approached from a different
aspect-which is not primarily economic.

I think we can rightly expect socialism, existing socialism, not only to raise
efficiency and consumption in competition with the capitalist system, and even outdo it
historically, but also to free mankind from the restrictions related to the hierarchy of

* The approach which demands that an increment over the preceding year should be attained by all
means. - Ed. note.
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the social division of labour, from the attached relations of subordination and
superordination, and from the alienation which ensues, so that socialism can become a
society of associated producers. These requirements are, again, primarily the tasks of
the large firms. This is where hierarchy is most explicit, where depersonalization is
strongest, and where the actual participation of producing collectives in management
is the most difficult to achieve.

The demands may be raised independently of efficiency, and even in opposition
to it. Also, a possible standpoint is that the simultaneous development of the technical
and social relations of the division of labour-we might also say, of the direct relations
of production-enjoy priority over the development of efficiency, a “one-dimensional”
technocratic and consumers’approach in the final analysis. For example, also such an
opinion can be found which-at least as | understand it-thinks ita negative step that the
peasant leadership in farmers’ cooperatives was replaced in the seventies by
technocratic intellectuals [19]. There is no doubt in my mind that this change was a key
to the successes of Hungarian agriculture. But there can be no doubt, either, that it also
introduced the same hierarchy into the cooperatives which had been traditional in
large industrial firms.

These requirements may also be interpreted to mean that changes in the direct
relations of production which weaken the hierarchical setup, managerial power,
depersonalization etc., would not deteriorate but even automatically improve
efficiency.

Either the first or the second approach may, and must, be debated. Under the
given historical conditions the direct relations of production have to be modified not at
the price of efficiency but in order to raise it. It should be carefully thought over
whether (either in our country or in the world) the relations of the division of labour
can be arbitrarily selected on the basis of the presently existing forces of production.
But the opinion canjustly be considered naive that the above-outlined modifications of
these relations would, quasi automatically, result in a higher efficiency. (Here we have
come back to the large vs. small enterprise syndrome viewed from the aspect of
efficiency from another side.)

But it does not follow from the objections as if problems of the direct relations of
production (I might also say: of macroeconomic relations which are, however, of
macro- or at least of mezo-level in the social structure) were unessential. No doubt, we
have little discussed these interrelations,* and have done even less in order to change
the relations of the division of labour within establishments and enterprises.

We should first ofall investigate where these categories are placed in the order of
values of people.** Of course, one might also say that this order of values is
manipulated. But can or should it not be manipulated in some other direction?

* Zsuzsa Ferge has been urging for years that this subject be treated. [20]

** Aworker gave his opinion about factory democracy as follows: “I have got my own trade. Nobody
should interfere with how | organize the working process. Management is also a trade demanding special
qualifications. And | do not wish to interfere with their trade.” Not only do | allege that this is not a
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The main thing, as | see it, would be to examine how and in what form could the
direct production relations of the producer be further developed-not at the expense of
efficiency, but with the aim of improving it-in the framework determined by the forces
of production, and on the basis of a rational structure, by large, medium and small
enterprises.

Instead of a summary, | wish to say the following. It is an alarming, precisely
because it is a spreading phenomenon, that old dogmatism is not countered by anti-
dogmatism but instead by trendy new counter-dogmas. The new dogmas (which, if
closely examined, are not so new at all), are no better than the old ones. Dogmatism is
not a system of definite views but a mode of reasoning and a method of discussion.

It is even more disquieting that, instead of a differentiated analysis, we fre-
quently meet instead of expert diagnoses with unfoundedindeed unfound-
able generalizations, with political excommunications, or with a critique that aims
at a lower-set target. It testifies to the purity of our scientific public thinking, and
of public thinking in general, that we have essentially got rid of the dogmatism of the
early fifties; this is one of the keys to success and promises for the future as well. Only
this approach helps us avoid the judgement of enterprises and their regulation
swinging from maxi to mini according to the latest fashion.
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MAKCW U MNHWN
(PASMBbILLUMEHNA B CBA3MN C ANCKYCCUEW
O KPYMHbIX MPEANPUNATNAX B BEHIPUW)

P. XOX

ABTOp MCXOANT N3 TOTO, 4YTO M B BeHrpum cnefyeT co3aath Takyto CeTb NPeANpUATUIA, 4N KOTOPOIA
XapakTepHO 3[0pOBOE COYeTaHMe KPYMHbIX, CPefHWX W Menkux npeanpuatuit. B ocobeHHOCTW Ans
pasBUTUA MPOMBbILLNEHHOCTU U cdepbl YCnyr Aonroe Bpems 6bin0 xapakTepHO npeobiafaHne KpynHbIX
NpeanpuATUiA, BbITECHEHWE W NUKBUAALWS CPEAHWX U MENKWUX NpeanpuaTuii. 3Ta TeHAeHUMA Takke
ABNSETCA NPUYNHON He[OCTaTOUHOW 3(h(PeKTUBHOCTU KPYNHBIX MPEeANPUATUIA N HEOCTaTOUHONR rMOKOCTM
BEHrePCKON 3KOHOMMKW. Hapagy ¢ WAe0NorMyeckMMM NpUYMHaMKM OAHOCTOPOHHErO MpPeAnoyTeHUs
KPYMHbIX NPegnpuaTuii (aormatnyeckoe MOHMMaHWe MPEBOCXOACTBa KPYMHOro NPoW3BOACTBA), Gonee
BaXHOW MPUYMHOIA ABNAETCH CYLLECTBOBaHME CUCTEMbl AUPEKTUBHOFO NNaHWpoBaHUsA. OfHAKO BO/HbI
pethopMbl X039ACTBEHHOrO MexaHu3Mma (nocnie 1968 r. v B nepeoii nonosuHe 1980-x rofoB) co3ganu 6onee
LUMPOKME BO3MOXHOCTW A1 CO3[aHNA CPEAHNX U MENKWUX NPeanpusaTuii.

AHanusupys npoxofuslive B BeHrpum puckyccum o pasmepax npeanpuatuii  (OTHOLLeHue
9KOHOMMYECKOV NOMNTUKMN K pasmepam NpesnpuaTuii), aBTop NPUXOAUT K BbIBOAY, YTO M 418 AucKyccun (U
[Nf 3KOHOMMWYECKOW NOMUTUKM) XapaKTepHa OLHOCTOPOHHOCTb. MoAHOe celivac HampaBieHue — 3To
BOCXBA/IeHNE Me/KWUX MpeanpuHMMaTensCTs (B MPOTUBOMONOXHOCTL MPOLLIOMY) U KPUTUKA KPYMHOro
npeanpuaTns  Kak Gopmbl. 3T TeyeHUs MOAKPENNAOTCA U [elCTBYIOLMM  XO3AWCTBEHHbIM
perynmpoBaHvuemM (perynvnpoBaHve 3apaboTHOM nnaTbl, W3bATWE [OXOA0B Yy XOPOLIO paboTaloLux
KPYMHbIX NpeanpuaTuii, 06a3aTenbHas 419 KPYNHbIX NPeAnpuATAR T. H. OTBETCTBEHHOCTb 3a CHabXeHue,
MOHYX/eHWe MPOM3BOACTBA Ha 3KCMOPT U T. 4.).
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KntoueBoit (mrypoii Npo6aemMaTuKn KpynHbIX NPeanpuaTUil SBNseTCs MeHemxep, COCTaBNSOLL NI
rpynny, 061afatoLllyto CUAbHLIM NOAMTUYECKUM BECOM. [103TOMY MOHATHO, UTO B AMCKYCCUM O BENIMUUHE
NpeAnpuATUIA BaKHOE MECTO 3aHUMAET MOJOXKeHMe U [eATeNbHOCTb MeHeXXepoB KPYMHbIX NpeanpuaTui,
UX MOMOXMTENbHOE WM OTpPULATENbHOE OTHOLEHWe K pedopMe, WX po/ib B (POPMUPOBAHWU
9KOHOMUYECKO MOMUTUKM W OTBETCTBEHHOCTb 3a ee NpOoBeAeHWe, MexaHu3M M3 oT6opa, cucTema
3aMHTEPecOBaHHOCTM, COBMajeHe N MPOTUBOMONOXHOCTb UX UHTEPECOB C MHTEpPecaMu pabounx KpymHbix
npeanpuaTUii. WM B 3TWX BOMpocax aBTOpP BbICTYNaeT MPOTWB OAHOCTOPOHHOCTW, MOKa3blBas
NPOTUBOPEUNBOCTb B MOMOXEHUN 3TON OBLLECTBEHHON Fpynnbl U MOTMBALWUU ee AesTeNbHOCTU.

3 Acta Oeconomica 35, J985
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SECOND ECONOMY, COMPETITION, INFLATION*

P. GALASI-G. KERTESI

In recent years the legal frameworks of the second economy have considerably been
expanded. It might have been expected from this measure that the supply of consumption goods and
services would grow, their quality improve, their range of choice expand and the intensity ofshortage
diminish. These expectations have, however, only partly been fulfilled; in addition, the slower than
expected improvement in quality and expansion of supply have been accompanied by a fast rise in
prices. The paper seeks an answer to the question to what extent the competition between the
socialist sector and the second economy isa cause ofaccelerating inflation and the slow improvement
in the quality of goods and services.

The Hungarian government considerably enlarged the legal framework of the
second economy these last years. This fact has raised great hopes, both in the general
public and among economists. It has, namely, been expected that the supply of
consumer goods and services will be growing, their quality improving, their range of
choice expanding and the intensity of shortage decreasing. Some of these hopes have
been fulfilled, others not: supply and the range of choice have indeed been growing in
Hungary, while shortage has been lessening on the market of a number of goods and
services, accompanied by some quality improvement. Improved quality and increased
supply have been, however, accompanied by a fast rising price level. Besides, the degree
of quality improvement remained much below the rise in price level, and in some cases
the prices were rising while quality did not improve at all. What is more, new
developments in a more liberal treatment of the second economy and its encourage-
ment coincided with the strengthening of inflationary tendencies. This gives the
impression that a causal relationship exists between the two phenomena. As a
consequence, the opinion is widely spread in Hungary that the accelerating rise in the
price level is directly related to the expansion of the second economy.

In the present paper, we have attempted to find an answer to the question to what
extent the phenomena detrimental to households can be ascribed to the second
economy. More exactly, to what extent competition between state sector** and the
second economy might be the cause of accelerating inflation and of the slow
improvement in the quality of goods and services. First we shall examine the
peculiarities of the market in which the producer of the state sector is in a monopolistic
situation, then the effect of the appearance of the second economy and of the ensuing

* The authors express thanks to L. Csontosj |. Gabor R., Gy. Kévari and E. Sik for their useful
remarks on the first version of the present paper.

**In the following, the expression *“state sector” stands for state-owned enterprises and
t cooperatives.
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competition on prices and the quality of goods will be investigated and, finally, we shall
analyse the structure of the competitive situation of the two sectors.

Stating in advance our main conclusions: it can be demonstrated that a
monopolistic situation has worse consequences for consumers than competition
developing in the presence of the second economy. The appearance of the second
economy does not lead, however, to a real competition, but only to a “perverse’ one,
where a spontaneous market division occurs among producers. Producers divide the
various consumer groups among themselves, thus the competition for consumers will
be illusory. For consumers this means that while the quality of products and services
has been improving slowly or not at all, the price level is rising fast. Whereas in a real
competition the various consumer groups are not sharply isolated, producers thus
compete for nearly all consumers. In such a case, the price level may be rising, too, but
then quality is improving at least in proportion to the rise in prices. It may also happen
that on the market there are expensive goods of good quality and cheap goods of poor
quality at the same time, whereby the average price does not rise, or only to a small
extent.

It is to be stressed that the development and persistence of this perverse
competition is not the result of the producers’ international actions but it is an
unintended side-effect of their actions constrained by the institutional conditions of
economy. It is further stressed that competition between the two sectors is not the only
cause of the inflationary tendencies. On the one hand, there also are forces inducing
price rise in the state sector, on the other, inflation—present in any case-serves as an
instrument of the economic policy for tapping purchasing power necessary because of
the debt service obligations.

The analysis is based on a simple model: the phenomenon in question will be
treated in isolation from other effects, so that the nature of competition between the
two sectors and its negative side-effects can be shown. Our examination is diachronic:
the behaviour and mutual adjustment of producers and consumers will be described as
a time process. The model will make use of certain tools of standard microeconomic
analysis: the actors calculate rationally, their preferences and expectations are also
rational. At the same time, their decisions are constrained by the conditions of the
Hungarian economy. It can thus be demonstrated, what suboptimal consequences the
actors’ rational behaviour may entail in the given institutional environment.

Beyond revealing the nature of competition between the two economies, our
analysis will supply lessons of methodology and market theory. On the one hand, it
demonstrates that the tools of microeconomic theory can be used in the institutional
analysis of socialist economy. On the other hand, it raises doubts as to the validity of
opinions according to which it is enough to increase the number of actors on the
market for real competition to begin.

Acta Oeconomica 35, 1985



P. GALASI—G. KERTESI: SECOND ECONOMY 271

A few delimitations

We shall examine the market of only one product (service), exclusively from the
aspect of its characteristic quality-price combinations. Our explications are concerned
with such markets of so-called standard consumer goods and services on which the state
sector as well as the second economy are present. Thus the following goods are
excluded from the analysis: 1. vital products that cannot be substituted by anything
else; 2. highly expensive consumer goods (generally durables) which are beyond the
consumers’ budget constraint (previous savings and/or loans are needed for their
purchase); 3. so-called “positional” goods for which consumers often make big
sacrifices and react very sensitively on their deterioration in quality (for example,
kindergarten or school).

On the market of the given product 1. effective (solvent) demand exceeds supply
(excess demand, seller’s market*) and 2. consumers resort to forced substitution**,
since they may not find the product corresponding to their preferences exactly.

Two types of consumers (buyers) appear on the market: price-sensitive and
quality-sensitive consumers.*** It applies to both types of consumers that 1. they need
the given product, and are therefore willing to accept some change in price and quality
without forgoing the purchase. In other words, there is a domain of unfavourable
change in price and quality, which is yet acceptable to consumers; 2. The expenses of
both types of consumers are constrained by the amount of money they are prepared to
spend on a given product as a maximum (expense constraint); 3. Both types of
consumers have a ““ceiling” on quality perception. That is to say, there is an upper limit
to the quality of the product, above which the consumer does not perceive any
improvement. Above this limit, the consumers’ satisfaction does not increase any
more.

There also are, however, essential differences between the two types of
consumers, exactly as a consequence of their preferences in regard to price and quality.

For the price-sensitive consumer (A4) the price of the given product is more
important than its quality in making his choice among different products. In other
words: the utility of a given relative price increment (Ap/p) and of a given relative
quality increment (Ag/q) is less than 1, i.e. U (Ap/p : Aq/q) < 1. This property can be
formulated in several different ways: 1. the consumer will pay for a unit of quality
improvement only less than a unit of price increase; 2. he is already compensated for a
unit of quality deterioration by less than a unit of price reduction; 3. in the case of a
unit of price reduction he is willing to accept more than a unit of quality deterioration;
4. he will only pay a unit of price increase in the case of larger than a unit of quality
improvement.

* In the sense as introduced and used by Janos Kornai [1], there is shortage on the market.
** On forced substitution, see Kornai [1], Chapter 18.3. )
*** This distinction-enabling the formulation and explication of the basic idea of the present
study-was introduced by A. O. Hirschman and analysed in detail in his work [2] now considered a classic.

Acta Qeconomica 35, 1985



272 P. GALASI—G. KERTESE SECOND ECONOMY

For the quality-sensitive consumer (B) the quality of the product is more
important than its price, i.e. U (Ap/p:Ag/q)>Il. In other words: he is willing to
pay for a unit of quality improvement even more than a unit of price increase; 2. he
only feels compensated for a unit of quality improvement by more than a unit of price
reduction; 3. in the case of a unit of price reduction he will only bear less than a unit of
quality deterioration; 4. he is already willing to pay a unit of price increase in the case
of a less than a unit of quality improvement.*

The properties of the two types of consumers can be represented by their
indifference curves** (see Figure 1), in which curve AA' shows the preferences of the
price-sensitive consumer A, and curve BB those of the quality-sensitive consumer B.

It is assumed that a Ts type exists of the given product, representing a price-
quality combination that satisfies both consumers. For simplicity’s sake, the per head
consumption of the two consumers will be considered identical. The number of
consumers coming to the market is, however, different:

Expense constraint

Fig. 1
Indifference curves of the price-sensitive consumer (A)
and the quality-sensitive consumer (B)

* A and B consumer types represent the two extremes of the average consumer, though only their
considerations of price and quality are taken into account. In real life, of course, numerous transitory types
exist, while it is exactly the two extremes that make the analysis based on a model possible. There may be
such consumers who will buy a more expensive product even if its quality is not much better than that ofa
cheaper one, while others are prepared to buy a more expensive product only if its quality is considerably
better, etc. Adapting this to the average buyers’ behaviour: the properties of consumer A may be most
closely approached by buyers short of money, and the properties of consumer B by the more well-to-do-
buyers.

** The indifference curve shows the mutually substitutive price-quality combinations, or, the kinds of
products representing identical utility for the consumer. Ofcourse, the consumer’s preferences are not shown
by just one curve, but by a multitude (bundle) of curves. It is further noted that the consumers’ utility level
rises towards the lower right comer of the Figure (products of better quality and lower price), and declines
towards the upper leftcorner (products of poorer quality and higher price). The indifference curves represent
several consumers with properties near the curves AA' and BB
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there are much more price-sensitive (A) consumers, than quality-sensitive (B) ones.*
Finally, it is assumed that consumers only have one means at their disposal to express
their dissatisfaction regarding quality and/or price of the product: they exitfrom the
market, i.e. refrain from purchase.** There are two kinds ofconsumer exits: 1 the exit
in the presence of a substituting product; 2. the exit for lack ofa substituting product.
The latter case may occur if the consumer feels the quality of the product unbearably
poor and/or its price intolerably high. Both reactions cause a direct loss of income to
manufacturers of the given product.

Behaviour of the state sector’s
producer in a monopolistic situation

As a first step, let us assume that the product is manufactured by one single+
producer (or servicing) enterprise of the state sector. The producer ++ bears the marks
of the state enterprise (see [1]). Here and now it is important for us that it is profit-
oriented, i.e. itendeavours to earn receipts higher than its costs. The source of receipts,
however, can also be government price (or other) subsidies or tax allowances. With a
view to the model-like analysis (free from other effects) of the producer’s behaviour
concerning price and quality, it is assumed that no changes occur in its economic
conditions (the regulatory system, central “expectations”, etc. are the same all along). It
is also characteristic of the state-owned firm that it produces a certain item only as long
as it is profitable; while it is able to produce various types of the same kind of product
(price-quality combinations™++).

Let us assume, therefore, that at a given time the producer manufactures the
product Tswhich satisfied consumers of A and B types alike, and it wishes to make a
change in the product in order to reduce costs and/or increase receipts. Obviously, one

way to do this is to deteriorate quality and/or raise price, more exactly, to reduce the -
4

ratio of the product in a way that neither quality improvement, nor price reduction
take place. Gan the enterprise do this without its receipts starting to fall? In other

* This roughly corresponds to the assumption that there are more consumers short of money than
well-to-do consumers.

** Hirschmann mentions a second type of consumer reaction: voice. The main statements of his book
are exactly built on the comparative analysis of exit and voice. However, in our case (standard consumer
goods), voice does not lead to the consequences he outlined; therefore, we have not analysed this
mechanism. (For more detail, see footnote on page 276.)

+ This assumption holds empirically for a number/of products and services.

++ In the following, the producing, servicing and trading unit of a certain good will be called

“producer”, and the service or product itself will be called “product"”.

+++ This is not an unrealistic assumption, either. A state-owned enterprise changes, namely, its
production pattern more frequently because a given good has started to cause losses, than because of profit
to be gained with a new product. See Laki [3].
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words: what price rise and/or quality deterioration will consumers bear? The question
can be answered with the aid of Figure 2.

The point T, of the figure represents the product the enterprise produced in the
preceding period. The curves AA' and BB are the indifference curves of the price-
sensitive consumer (A) and of the quality-sensitive consumer (B), respectively. The two
straight lines setting out from the point T, indicate the direction of price increase and of
quality deterioration. In accordance with our earlier assumptions, there is a critical
measure of price increase and of quality deterioration for both consumers at which
they will refrain from purchase. This means, on the other hand, that they are willing to
make forced substitution to a certain extent. That is, up to the above-mentioned
critical measure, they will take a less advantageous price-quality combination than the
product Ts.

The points marked on the straight lines of price increase-and of quality
deterioration are the so-called exit points. They indicate the measure of price increase
or of quality deterioration beyond which consumer A or B refrain from purchase. The
point Agy indicates the price-sensitive consumer’s (A) exit because of quality

Limits to the state-owned monopolistic enterprise’s efforts
at quality deterioration and/or price increase
Consumers: A: price-sensitive consumer, N(A): number of the price-sensitive consumers,
B: quality-sensitive consumer, N(B): number of the quality-sensitive consumers
Products: I, = (<7,/>i); = (<2, Py< Ts = (73> P3)>
T, = N(A) > N(B); ?,><?,>72; P3>Pi>P,
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deterioration, and the point 4, his exit because of price increase. In the first case the
price of the product, in the second its quality is unchanged. The curve connecting the
two points, parallel to A4’ is the exir curve of the price-sensitive consumer (4). If a joint
change in price and quality of the product T, reaches any point of this curve, consumers
of type A will refrain from purchase. The points B and B, and the exit curve
connecting them represents the same thing, but related to quality-sensitive consumers
(B).

Following from the properties of the two consumers, point B,, is nearer to T
than point 4,, (namely, with an unchanged price, the quality-sensitive consumer will
refrain from purchasing the product already in the case of a lesser degree of quality
deterioration than the price-sensitive consumer); and point 4, is nearer to 7, than
point B,, (namely, with quality unchanged, the price-sensitive consumer will take a
lower price increase than the quality-sensitive one). In consideration of the consumers’
reaction, among which possibilities can the enterprise make its choice?

Option 1: If consumers have no other choice than exit, the producer is free to

chose any price-quality combination within the area T, B,,CA,, where the g ratio is in

every case worse than in the case of the product T, without losing its consumers either
of the type 4, or of the type B. Within the said area, both price-sensitive and quality-
sensitive consumers are willing to bear a rise in the price of the product and/or a
deterioration in its quality. Option 2: If the product is placed within the area 4,,B,,C,
the enterprise will keep its price-sensitive consumers (A), while it will lose its quality-
sensitive ones (B). The latter will, namely, form the opinion that the quality of the
product has unbearably deteriorated. Option 3: If the enterprise chooses its new
product within the area CA4,,B,,, it will keep its quality-sensitive consumers (B), but
will lose its price-sensitive ones (4). The latter will feel the price intolerably high.

What will, therefore, be the enterprise’s decision? This is not independent of the
conditions of the market.

If the enterprise finds that excess demand for the product is not too large
(shortage intensity is low ), it will be useful to opt for a cautious strategy. In the case of a
mildly excessive demand, it is, namely less likely that the place of the withdrawn
consumers will be occupied by new ones that far shut out from the market, than if
shortage is more intensive. In such a case, the enterprise will turn out a product (for

example, 7)) the;—f ratio of which may be worse than that of the product T, yet this is

not felt intolerable by any consumer. In this way the enterprise can force both the price-
sensitive consumer (A) and the quality-sensitive one (B) to substition so as to ensure a
moderate growth of the enterprise profit. Assuming that costs increase with quality
improvement and decrease with quality deterioration, the enterprise can maintain the
given volume of turnover, have moderate additional receipts through a price rise
corresponding to 7,7, and book a moderate saving in costs owing to the quality
deterioration corresponding to 7,T),.
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If shortage intensity is high, the enterprise may try to gain higher extra profit: it
may choose a strategy involving higher risk. It can decide for option 2 (any product 7,
within the area 4,, B,,C), or option 3 (any product 7’ within the area C4,,B,,). Which
one will it choose?

If it decides for option 2, it will only lose its quality-sensitive consumers (B)

epresenting a minority. In this case, it will probably turn out a product T, the quality
of which is considerably worse than that of the product T, while its price is not, or only
a little, higher. In this way, though its turnover has decreased, the enterprise can still
maintain the greater part of it.

It might happen that the saving in costs resulting from a considerable quality
deterioration and a moderate price rise exceeds the loss of receipts deriving from
having lost the quality-sensitive consumers (B) (namely, the number of price-sensitive
consumers (A) is much higher); it may also happen that it does not. In this latter case,
the enterprise can apply for government subsidy and gets it certainly, being a
monopoly producing consumer goods.*

What happens if option 3 is chosen? The enterprise will then select a price-
quality combination T, in which the extent of the price rise will exceed that of quality
deterioration. As we have mentioned, in this case the enterprise will lose its price-
sensitive consumers (A) representing a majority and thus its turnover will considerably
decrease. This may, however, be counterbalanced by the high price rise and a saving of
costs owing to a moderate quality deterioration. Looking at it from the aspect of
receipts, the option 7', may be more favourable for the enterprise than T, even if the
loss in receipts resulting from the loss of consumers A exceeds the growth of receipts
owing to the price increase. In the latter case the enterprise’s chances to get government
subsidy are, namely, much worse than in the case of a higher degree of quality
deterioration. A considerable price increase is a fact so obvious as to raise doubts in
itself about the justification of subsidy. This is to say that the version high price
increase-little quality deterioration (option T',) is the strategy of highest risk for the
enterprise. Therefore, if shortage is high, the enterprise will more probably choose
option (product 7). ;

It is easy to see, therefore, that the state-owned enterprise in a monopolistic
situation can spoil the quality of its product** and/or increase its price without any

* [t is because the enterprise can count with a rather high probability on government subsidies in the
case of decreasing receipts or rising costs, especially if incomes sink below the cost level. Everr more so if the
enterprise is, formally or informally, responsible for supply.

** [t is the central proposition of Hirschman’s book [2] that in a monopolistic situation the
consumers’ voice gains a particular significance and the voice of quality-sensitive consumers (B) is on the
whole larger and more successful in it than that of price-sensitive ones (4). It is because, by definition,
quality-sensitive consumers have a greater consumer’s surplus than the price-sensitive ones, thus a unit of
quality deterioration represents for them more than a unit of price increase (in other words: consumer’s
loss). With price-sensitive consumers, the situation is the reverse. If quality deterioration approaches the
critical measure of B,,, without reaching it, the given quality deterioration will absorb quite a large amount
(APy) of the quality-sensitive buyer’s consumer’s surplus (section B,, T), while much less (AP ) of that of the
price-sensitive consumer’s (4,,7). Both types of consumers will continue buying the product of a
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disadvantageous consequences, or, it is free to deteriorate the - ratio of its products in
P

the worst possible ways. Its benefit from this is likely to show first of all in reduced costs
owing to deteriorated quality and, to a lesser extent, in additional receipts owing to
increased price. The monopolistic situation is particularly unfavourable if shortage
intensity is high. It is because in such a situation the market conditions do not urge
the enterprise to mitigate shortage and increase supply, but rather to make use of the
consequences of shortage even more aggressively, i.e. to deteriorate quality even
further.

deteriorating quality, but Bs dissatisfaction will be growing more definitely. His voice potential is
greater-says Hirschman. This is a correct argument, the conclusion, however, that in a monopolistic
situation the quality-sensitive consumers’ voice will halt the process of quality deterioration only holds ifa
number of other conditions are also fulfilled. Why would the voice of quality-sensitive consumers be
sufficient to achieve a change in enterprise management? Consumers constitute such a large and dispersed
group on the market of most consumer goods that not the faintest chance exists for their collective action.
Excluding the possibility of applying compulsion or selective incentives, the necessary amount of voice can
only accumulate if a small number of influential group members-facing conéderable individual losses-are
prepared to undertake the trouble and expense necessitated by a successful voice and thus to produce alone
the result favourable to the whole large group: in our case, the restoration ofquality [4]. The chance for this
is, however, limited, exactly because of the particular features of the products examined. These kind of
consumer goods are, namely, within the consumer’s budget constraint, they are not highly expensive
consumer durables or goods that basically affect the quality of life. It is, therefore, unlikely that even one
single consumer should venture so much trouble, energy, costs and nuisance (for example, a series of court
hearings), which would amount to sufficient voice to put the monopoly in its place. The situation is different
with the highly expensive consumer durables or with a few fundamental, “positional” goods (deteriorating
residential environment and recreation zone, declining standards of school education, kindergarten, health
services, etc.). In this case-seeing the melting away of their consumer surplus, some of the quality-sensitive
consumers launch definite action with a view to have the quality of the given good or service restored. Upon
sociological considerations, it seems likely that the consumers most willing to protest will be those having the
greatest influence. In this case there is a chance of success.

For us this means that, even though the motivation of quality-sensitive consumers for voice is
stronger also in the case of simple consumer goods (purchased with a daily, weekly, or monthly regularity),
their practical propensity to protest will remain low with a view to success, (because of the disproportionately
high individual costs of the action in comparison with the expectable benefit). As for price-sensitive
consumers, both their motivation and their practical propensity are smaller, while their number is much
higher. Therefore, the size of the aggregate dissatisfaction will not much differ in the cases ofoptions 2 and 3.
And, the decisive factor is that voice will not be successful in either case, even though in the case of option 2
dissatisfaction is clearly felt by the enterprise.
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Competition between the producer of the
state sector and that of the second economy

The previous arguments have confirmed our everyday experience that a
monopolistic situation of the state sector’s producer has grave consequences for
consumers. Let us now examine, what consequences the second economy’s entry to the
market and the ensuing situation entail. With this in view, our model elaborated for the
monopolistic situation has to be altered to a certain extent.

The second economy'’s producer enters the market

At the time 7, one single producer of the second economy enters the market of the
product. The are now two producers on the market. Just as in the case of the
monopolistic situation, there are two types of consumers: price-sensitive (A4), and
quality-sensitive ones (B). The producer of the second economy strives after
profitability. He has a hard budget constraint: he cannot rely upon the government to
help out in case of loss or bankruptcy; he is cost-sensitive and profit-oriented. If he
wishes to subsist on the market, he has to win over consumers from the producer of the
state sector.* What types of consumers can be attracted and how does this affect the
price and quality of the product? The question can be examined from two aspects: 1.
what products are the consumers willing to take? 2. which kind of product is
advantageous for the second economy’s producer? Consumers use the product T of
time ¢, of the state sector, as a basis for comparison in their decisions and the second-
economy-producer’s decision is determined, beside considerations of consumer
preferences, by the institutional conditions under which he has to produce. In chosing
a strategy, he will take into consideration both the consumers’ attitude and the kinds of
products favourable for him.

The point T, shown in Figure 3 represents the product supplied by the state
sector’s producer at time #,; the curves A4’ and BB are the indifference curves
belonging to 7', of price-sensitive and of quality-sensitive consumers, respectively; (a),
(b), (c), (d) are the basic options the second-economy’s producer may choose. Let us see,
with which kind of the product T, the second economy producer migh try, in the hope
of success, to win over some of the consumers. First decision making must be examined,
from the aspects of the consumers and the producer as well.

The consumer’s aspect is obviously the utility represented by the new product. In
Figure 3 only two indifference curves are drawn, though both types of consumers have
other indifference curves below and above those drawn (a multitude (bundle) of
curves). The points of each curve represent products embodying identical utility for the

* In the course of the present analysis, it is assumed of the second economy’s producer that he carries
on legal activity. It is to be noted that the appearance of illegal elements does not alter the validity of our
conclusions. The unintended negative by-effects will then be even worse.
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Fig. 3
Possible options of the second economy’s producer
A accepts (c2), (c3); Baccepts (rf2), (d3); A and B accept (c4), (b), A

given customer, while the different curves of one and the same customer represent
lower or higher utility (satisfaction). Setting out from the upper left corner of the
Figure towards the lower right corner, the curves represent increasing utility. In view of
these properties of the indifference curves, the consumer would only buy Tmif it were
placed below the indifference curves AA' or BB passing through the point Ts.

The strategy (a) is unacceptable to consumers, because the kinds of products to
be found there are all placed above the indifference curves of both types of consumers.
If, however, the producer chooses (b), he will offer to both types of consumers a
product representing higher utility (the product is placed below the indifference curve
belonging to T, ofboth the types A and B ofconsumers). In such a case, therefore, both
price-sensitive and quality-sensitive consumers would turn away from the state sector.

In the case of strategy (c) the decision is somewhat more complicated. Four sub-
cases may be distinguished in it, marked as (c3, (c2), (c3 and (cj. Consumers must
refuse (c,) similarly to (a); (c2 represents higher utility for consumer A, while for
consumer B its utility is lower. The strategy (c3) is again-attractive to A, but not to B.
The kinds of products found there are still placed above the indifference curve of
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consumer B. The strategy (c,), similarly to (b), is more favourable than 7 for both
types of consumers.

As for the sub-cases of strategy (d), it is easy to see, by the same procedure, that
(d,) is not attractive to either consumer, (d,) is favourable for consumer B, (d,) would
again force consumer B to substitution and (d,) represents a more favourable kind of
product than T for both types of consumers.

If the possibilities (a), (c,), or (d,) are chosen, no consumer will buy the product
T,.; if the producer chooses (), (c,) or (d,), he will win over both types of consumers
from the state sector; if he chooses (c,) or (c;), he will win over type A4; chosing (d,) or
(d,), he will win over type B. In Figure 3 the horizontally striped area represents the set
of products acceptable to some or all consumers, i.e. of products embodying greater
utility than the product 7, and so feasible for the producer.

The producer’s point of view is the quality-price ratio % of his product (7). If
costs grow proportionally to quality improvement, he will obviously try to reach the
lowest possible —Z~ of the product. The second economy’s producer, however, does not

simply compare the quality-price ratio of his product to his own costs. He will also take
into consideration the product (7,) supplied by the state sector’s producer. If
T,={q/p = 1} holds for the state -owned enterprise’s product, T,={g/p < 1} is the
favourable product for the second economy’s producer. In this case he will offer a
product of slightly better quality at a considerably higher price, or a product of much
poorer quality at a slightly lower price. These conditions are fulfilled in the vertically
striped area above the straight line of 45°. This area represents the set of the
producer’s rational product choices.

The second economy’s producer is in a position to realize his ambition: in the
areas (c,) and (d,) his preferences coincide with those of consumers. Therefore, the
horizontally as well as vertically striped areas (c,) and (d,) represent the set of efficient
alternatives, i.e. those that are rational as well as feasible far the producer.

The producer’s decision is determined by his considerations regarding the
olume of turnover which is, in turn, influenced by the institutional conditions of the
second economy within the socialist system. As we shall see, it is because of these
conditions that the second economy’s producer will choose, independently of his cost
conditions, more expensive and better-quality products than those of the state-owned
enterprise.

As for considerations regarding the expected volume of turnover, two clearly
different cases may be distinguished: the producer will strive either for a big turnover
(expansion), or is satisfied with a small one. Obviously, the winning over of consumers
A, or of consumers 4 and B leads to a big turnover [since N(A)>> N(B)], while the
winning over of consumers B corresponds to a small-volume strategy. The second
economy’s producer is more likely to decide for a small than for a big turnover.

The big-volume strategy is, namely, not at all rational for the second economy’s
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producer, it is risky and runs into numerous obstacles. Such producer’s behaviour
infers long-term expansion. And, for an increasing turnover an increasing capital
(business premises, machinery, equipment, material, wage workers etc.) and security
of the long-term return of investments, i.e. a longterm calculation, are necessary. The
institutional environment surrounding the second economy makes, however, a long-
term calculation rather uncertain and, therefore, irrational. In the following, just a list
of a few factors.*

1 The size of enterprise is limited by law: authorities determine the maximum
number of the unit’s employees; the producer may only have a limited quantity of
certain kinds of equipment.

2. Parallel to the increase of turnover, receipts and capital, the system of taxation
will be increasingly restrictive; “visible” goods are “punished” most.

3. The producer has access to the necessary inputs at less favourable terms than
the state sector’s producer.

4. The provision of inputs may be difficult anyway, and difficulties may even
grow with increasing output. The required equipment and materials are available to
the producer ever more often only against bribe especially because he has to compete in
retail trade with households.

5. Credits wanted for the expansion are legally available only to a limited extent,
while illegal credits bear high rates of interest because of the risk and are certainly
increasing with the growth of the amount.

6. Expansion through modernization is difficult: producers usually can only get
the scrapped equipments of the state sector.

All these conditions make both the increase ofcapital and a long-term calculation
irrational. Therefore, the second economy’s producer chooses the small-turnover
strategy, which may be carried into effect at a negligible risk by winning over the
quality-sensitive consumers (B). If it is taken into consideration that long-term
calculation is uncertain for the second economy’s producer, wherefore he endeavours
to adopt the strategy of the highest possible profit in the short run. he will be situated,
with a small turnover, rather in the area (d2. This is a strategy attractive to the quality-
sensitive consumer because he can get a product of a better quality, even though at a
higher price. Thus the quality of the product Tmis better, its price higher, while its
quality-price ratio worse than that ofthe product Ts. The quality-sensitive consumer’s
satisfaction grows because, exactly on account of his quality-sensitiveness, he will be
willing to pay for a relatively small improvement in quality even with a relatively fast
rise in price.

This property ofthe quality-sensitive consumer, namely, that he is comparatively

insensitive to the deterioration ofthe;—ratio in the case of quality improvement may be

* For more detail, see Gabor [5], and Géabor and Galasi [6].
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called quality illusion. It is to be noted that the second economy’s producer counts
exactly on that consumer B will ignore the deterioration of % if g improves.

The quality illusion is strengthened by the consumers’ habits, conditioning and -
experiences formed in the monopolistic situation. We have seen in the previous section
that in a monopolistic situation quality can deteriorate without consequences even
with a low shortage intensity. (Figure 2, point T,). It has been seen, too, that
alternatives even more unfavourable to consumers can follow as shortage increases
(Figure 2, points T, T). Let us assume that a monopolistic situation subsisted with a
low shortage intensity at the earlier time ¢, (no more favourable case of shortage is
conceivable). In this case, consumers’ typical experience with monopoly will be a
quality deterioration (g,—¢q,) corresponding to the section 7,7, (see Figure 2). The
second economy’s producer can justly count on that. A consumer accustomed to a
monopolistic situation has not had, namely, much opportunity to know good quality
before. He thinks, in any case: “‘Better quality costs more”. The expectations of the
consumer accustomed to a monopolistic situation and, consequently, to poor-quality
products are, at the same time, often accompanied by the fallacy: ““if a product is more
expensive, it is also better”. Consumer B's quality illusion, made more intensive by the
monopolistic situation, allows the second economy’s producer to adopt the earlier
refused strategy (d,). There are two mechanisms of ““capturing” the quality-sensitive
consumers (See Figure 4).

4(1) 4(2)
Forced substitution based on self - delusion Change of preference

Fig. 4
The mechanisms of ‘“‘capturing” the quality-sensitive consumer
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1 Forced substitution based on self-delusion. In this case,former bad expiriences
are effective in the first place. Consumer B has got used to a quality deterioration
corresponding to at least I', on the part of the state sector’sproducer and has accepted
itas a normal quality deterioration level (the point T xis placed, namely, well within the
area marked off by his exit curve and the lines of price rise and quality deterioration).
He istherefore prone to consider the product Tsworse in the presence of Tmthan itisin
reality (as I',). The quality-sensitive consumer compares the new product Tmoffered by
the second economy’s producer to this (T,). In Figure 4/1, this is shown by that Tmis
situated on a better indifference curve than I",. In fact, ofcourse, a forced substitution
has taken place, the consumer having shifted from a better preference curve to a level
representing lower utility.

2. Change ofpreference on the consumer’s part. Here it is rather the effect of an
illusory quality improvement that asserts itself. Consumer B becomes even more
quality-sensitive under the impact of a really better quality. A learning process takes
place: he has had that far no opportunity to know “good” quality, and has now
discovered it. As in the previous case he underestimated the quality of the old product,
now he overestimates that of the new one. He iswilling to make a greater sacrifice for it,

i.e. to accept a further deterioration of the —ratio.

We do not know anything about the relative intensities of the two reactions. In
the situation under examination they are probably simultaneously active and, what is
of a decisive importance, they do not leave intact the price-sensitive consumer (A )

preferences, either. All this amounts to saying that despite a deterioration of the 4
P

ratio, the quality expectations of all consumers will be growing with the appearance of
the second-economy’s producer. And this will to some extent constrain the quality
deterioration possibilities of the state sector’s producer.

If forced substitution based on self-delusion takes place and/or a change in

preference follows, Tmnot only represents a deteriorating —ratio, but also smaller
P

utility. It is not certain, however, that this happens: the producer may rest content with
receipts lower than {df and decie for the strategy {df).* However, the fact remains in
both cases that the price of the new product grows at a higher rate than its quality
improves (see Figure 5).

* The argument is based on the appearance of one single second-economy’s producer. In real life of
course, usually several producers are present on the market. Our analysis is, however, valid also in the case of
several producers. If some producers adopt the strategy (d2), and others the strategy (dt), the negative by-
effects will be mitigated at the most, but not eliminated. It is not impossible, either, that some of the
producers will adopt the strategy (d3), which, however, cannot be dominating, for it is to be considered
irrational under the given institutional conditions.
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Fig. 5
The second-economy-producer’s entry to the market (time (,)

If the strategy (</,) is adopted, the deterioration is greater, with (d2) it is smaller. The
quality-sensitive consumers’ (B) satisfaction is growing in both cases, therefore, they
transfer their custom to the second-economy’s producer supplying products of higher
quality. At the same time, the price-sensitive consumers (A) will continue to give their
preference to the state sector’s product, since the quality improvement represented by
the product of the second economy is, in their judgement, not worth the considerable
rise in price. The appearance of the product of the second economy also has a beneficial
effect on the market. If the preference-changing effect of the quality illusion asserts
itself (see Figure 4.2), both the quality-sensitive, and the price-sensitive consumers’
quality expectations have grown higher. In the market situation at the time tx the
possibilities of spoiling quality have lessened, while both consumers’tolerance towards

price increase has grown. As a negative by-effect of the market division, the P—ratio of

the product has deteriorated, and the price level has risen.

The state sector’s producer realizes that “every cloud has a silver lining”

Let us assume that the second economy’s producer opts for the strategy (df) and
that the preferences of both (A and B) types of consumers have changed, i.e. the case to
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be seen in Figure 4.2 has come about.* What consequences does all this involve for the
socialist sector’s producer? At first sight it seems that the state-owned enterprise has
clearly suffered disadvantages. It has lost some of its customers (the quality-sensitive
consumers), its receipts have decreased; what is more, the quality-sensitiveness of even
the price-sensitive consumers has grown, which reduces the quality-spoiling prospects
of the enterprise. This latter consequence must force it to pay more attention to the
quality demands of consumers. Well, it must have been exactly such considerations
that induced the enterprises earlier enjoying a quasi-monopolistic situation to try to
put obstacles in the way of expanding the second economy’s framework and of
legalizing some of its forms. After some time, however, they may have gained contrary
experience, too. Namely, as soon as the division of the market has taken place, and
price-sensitive and quality-sensitive consumers have separated, the state sector’s
producer recognizes that the appearance of the second economy’s producer does not
have an unfavourable effect on sales condition. Not even its freedom of action
regarding choice of the product (price-quality combination) has decreased in
comparison with the time ;. This can be explained by the following factors.

Since there was excess demand on the market at the time ¢, the withdrawing
quality-sensitive consumers (B) can be replaced by new price-sensitive consumers (A4),
for whom the product 7, — of a poorer quality but also much cheaper than
T,, — represents a satisfactory price-quality combination.

For the socialist sector’s producer this situation may be even better than the
monopolistic situation of the time ¢, since the entering competitor frees it from the
quality-sensitive consumers more likely to be dissatisfied with the poor quality of the
product T and thus it can more freely assert its own interests against the price-sensitive
consumers that have remained. [2]

What happens, however, if the state sector’s producer has suffered substantial
loss of receipts by having lost its quality-sensitive consumers? How will it react? Can it
increase its receipts without increasing its costs? Is it constrained in doing so by the
presence of its competitor and, if so, how much? To answer this question, somewhat
more complex considerations are needed.

As it has been mentioned previously, the appearance of the second-economy’s
competitor (product T),,) also has a benificial effect on the market from the costumers’
point of view. It is because the preference-changing effect of quality illusion exerts itself
not only in the case of quality-sensitive, but also in that of price-sensitive consumers.
The quality expectations of consumers have grown higher in general. Going back to
Figure 4/2, we can see that in comparison with the time 7, the possibilities of quality
deterioration have decreased in the market situation at the time ¢, (the points 4,, and
B,, have come nearer to the product T of the state sector). At the same time, both
consumers’ tolerance towards price increase has grown (the points B,, and 4,, have

* Because of limited space, the other possible cases will not be discussed here: forced substitution
based on self-delusion with the strategy (d,), or the strategy (d,). It is verifiable, however, that the omitted
cases have similar consequences.
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moved away from the product Ts of the state-owned enterprise). In the course of our
analysis concerned with the time t2, we shall first of all stress the consequences of this
new development.

Let us have a look at Figure 6. Since in the new situation the state enterprise can
in fact only count on the presence of the price-sensitive consumers (A), it is their
behaviour curves that are shown in the Figure. As for the exit curve: since also the

»
improvin
Quality {q) P g

Fig. 6
The adaptation of the state sector to the presence
of the second economy competitor (time 12)

price-sensitive consumers’ preference curve has grown steeper, the point of exit
because of potential quality deterioration (Aej) has come nearer to the product Ts,
while the point ofexit because of potential price increase (Aep) has moved away from it.
Therefore, what the state-owned enterprise has lost on the swings through the increase
of quality-sensitiveness, it has made up for on the roundabouts: the price-sensitive
consumers are willing to take a greater price increase than at the time t0. Let us also
notice that the state sector’s possibilities of quality deterioration have not ceased
altogether, but only decreased, and further, that the limit of quality deterioration
and/or price increase is still determined in the case of consumers A by their exit curve
and not by the possibility of substitution by the product Tm(substitution curve passing
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through the point 7, parallel to the preference curve 44’). That is to say, the
possibilities of quality deterioration with or without price increase are not constrained
by the qualities of the competitor’s product. The state sector’s producer hits before that
constraint and the price-sensitive consumers renounce the product without looking for
a substitute.

That this is not just the consequence of an arbitrary placement of the points
representing the products is made clear by the argument of the previous section.
Namely, at the time 7, the second-economy’s producer chose a product 7, which lay
higher than the price-sensitive consumer’s exit curve (we endeavoured to supply
sufficient argument to make it clear that he had good reason to do so). It is because the
small entrepreneur wishes to avoid the unfavourable consequences of a sudden inflow
of price-sensitive consumers: the rise in tax burdens, the stricter control by authorities,
the high interest rates of loans wanted for expansion, uncertainty, etc.

Thus, the state-owned enterprise’s scope of manoeuvring is delimited by the
consumers’ exit curve even in the presence of competitors (only that it is now
exclusively the price-sensitive consumers). These consumers’ tolerance of quality
deterioration has decreased, while their tolerance has grown towards price increase.
What are, under these conditions, the prospects of the state sector’s producer to

promote its own interests by deteriorating the % ratio of its own product, without

unfavourable consequences?

The set of products advantageous for the state sector’s producer is represented
by the points of the area 4,,4,,CT, (see Figure 6). Whichever product the producer
chooses within the given area, he will earn additional receipts without effort by

deteriorating the 9 ratio. In the case of the subset A, A,, T, this is trivially fulfilled
P

(price is raised and/or quality is deteriorated). And, in the case of products
corresponding to the area A,,CT,, the producer will improve quality less than he will
raise the price and will thus increase his gain. The two domains of the area 4,,CT;
differ, however, from each other in an important respect. The products within the area
A.,DET can by no means be attractive to quality-sensitive consumers (B) having
withdrawn at an earlier time #,: they represent a lower utility level than the product
T,,. On the other hand, products in the area DCE present an attractive substitution
alternative for quality-sensitive consumers. They could then shift to an indifference
curve representing a higher utility level than 7,,. And, what is more, in a way that it

would represent a more advantageous 9 tatio (in comparison with T,,) for the state
4

sector’s producer, too. And yet the state sector’s producer will not choose its product
from the area DCE, for more than one reason.

1. In this case, namely, much higher prices would be needed than those of
the products within the area A,,DET, (for example higher than p, belonging to
T, = {q., p,}). It may be more difficult to have the government price authority to accept
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it; while the producer would certainly not be content with a price increase identical
with or less than p} within the area DCE, since it can reach the same thing with smaller
costs i.e. with smaller quality improvement (g;).

2. Besides, the products within the area DCE are risky for the state sector’s
producer. A higher quality than g, would sharpen competition with the second-
economy’s producer for the quality-sensitive consumers. And a price much higher than
Py would present the risk that price-sensitive consumers withdraw. The withdrawal of
price-sensitive consumers may be disastrous; and efforts made at winning back the
quality-sensitive consumers would imperil the enterprise’s future manoeuvring
prospects. In this case, namely, the state sector’s producer would drive its competitor
into a sharp competition for quality-sensitive consumers and, if both keep insisting on
these consumers, they would sooner or later have to switch over to the price-quality

combinations e T 1 favourable to consumers and unfavourable to themselves. Since
p

competition would be carried on in this case for the quality-sensitive consumers, the
sector’s producer would come increasingly near to the exit curve of the price-sensitive
consumers and the risk of losing the latter would be growing. Therefore, products
within the DCE area can be excluded. Let us note: we have excluded thereby real
competition as well. Just as at the time t, the second-economy-producer endeavoured to
avoid competition for price-sensitive consumers because of the institutional conditions
determining its situation, so at the time t, the state-owned enterprise endeavours to
carefully avoid winning back the quality-sensitive consumers.

Thus a division of the market has taken place also on the part of the state sector’s
producer. The set of products favourable for the state sector’s producer is represented
by the area A,,A4,, DET,. In comparison with the time ¢, it will resort less to quality
deterioration and more frequently to price increase. It will endeavour to adjust its price
to those of the second economy’s producer. Let us assume that it chooses the way most
favourable to consumers: it improves quality to some extent and increases its price
considerably (though less than the second economy’s producer), that is, it chooses the
product 7', within the area A4,, DET,. As a consequence, the price level of the product
rises, its quality-price ratio deteriorates, the state sector’s producer keeps his price-
sensitive and the second-economy’s producer his quality-sensitive consumers. In the
following, we shall start from this latter possibility in trying to trace the second-
economy-producer’s adjustment to the changed behaviour of the state-owned
enterprise.

Unintended collusion: new price rise in the second economy

The second economy’s producer also has some freedom of action in choosing the
product. Since the quality-sensitive consumers have come over to him at the time ¢,
now he only has to take care that they should not withdraw, or should not go back to

the state sector’s producer. Knowing the preferences of consumers B, the well
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calculating second-economy’s producer must not perceptibly deteriorate the quality of
the product and/or a price increase should be accompanied by at least a perceptible
quality improvement.

We shall try to determine the set of product changes open to the second-
economy’s producer, in which set he can either increase his income without increasing
inputs, orcan have additional receipts over a modestly increased input. (See Figure 7.)
In comparison with the situation at the time t2, an interesting asymmetry may be
observed.

While at the time t2the state sector’s producer only had to take care of the exit
curve in the case of price-sensitive consumers, and could leave out of consideration the
competition created by its competitor (the substitution curve in Figure 6), at the time t3
the second-economy’s producer solely has to pay attention to the substitution curve of
quality-sensitive consumers, i.e. that his product T'mchosen at the time t} should not
fall to an indifference curve containing T's. In such a case, namely, quality-sensitive
consumers would resign to the fact that the qualities of the product supplied by the
second-economy-producer are no better than those of the product T's of the state
sector’s enterprise (its quality and price).

The choice of the product is therefore constrained from above by the
substitution curve ofconsumers oftype B. And from below, it is constrained by the line

improvin
Quality (q) P 9

Fig. 7
New price rise in the second economy (time f3)
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of 45° drawn from the point 7. In the domain below this line of 45° the extent of quality
improvement exceeds that of price increase: the producer has to pay increasingly
higher costs in order to raise his returns from sales. In the domain above the line of 45°,

however, he can shape the% ratio of the new product advantageously for himself. This

may be unfavourable to consumers, but they cannot do anything against it. They are in
a strait: T',, will still be better than T'.

The circle has been closed. Both producers can turn the advantages of the division
of the market to their own benefit without doing any harm to the ‘“‘competitor’. The

result: by deteriorating the ! ratio, the state sector’s producer exploits the price-sensitive
14

consumers, and the second-economy-producer the quality-sensitive ones.The accom-
panying phenomena of the process of mutual adjustment lasting from the time 7, to 7,

are: a fast rise in the price of the product in question* and deterioration of the % ratio.

The changes that took place in the period under examination are summed up in
Figure 8.

It should be stressed that the process is wnintended. The unfavourable
consequences outlined above do not come about by any agreement on the producers’
part. The division of the market and exploitation of advantages arising from it are to be
traced back in the case of both actors to their choosing the most rational alternative
action within the given institutional conditions. Any other choice would demand of
them an economically irrational, and altruistic behaviour.

Conclusions

Of the harmful consequences of a monopolistic situation, and of a perverse
competition on consumers, the former are deemed to be the worse ones. A
monopolistic situation may even further increase shortage with deteriorating quality
and slightly rising prices. On the other hand, the perverse competition reduces shortage
intensity, and expands the range of choice, but prices are fast increasing and the quality
of products is relatively slowly improving.

This form of competition developing between the state sector and the second
economy also has some further unfavourable by-effects. One of these is—to be stressed

* The events described above also take place if the single second-economy’s producer is joined at a
later time by another one. With higher price and better quality the newly entering producer can win over
some of the quality-sensitive consumers. It is true that, progressing towards more expensive and better
products, the number of potential consumers is decreasing, yet it is possible for further producers to enter as
long as even the activity of the second-economy’s producer supplying the most expensive and best-quality
product is profitable. Therefore, the unfavourable consequences of the perverse competition are also felt in
the case of several producers, and it is even conceivable that the price level of the product will be rising at an
accelerated rate.
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Price

Fig. 4
Harmful by-effects of the perverse competition between state sector
and the second economy
X The state sector’s producer; O The second economy’s producer

in the first place—that, though it does not exclude, it slows down innovation. The
producers incentive for cost reduction and technological innovations is low, and their
prospects are limited in these fields. The harmful social effects of the perverse
competition show most clearly exactly in the “laziness” of producers: they can “live
on” the consumers without any particular risk or effort.

An analysis of this perverse competition is also important because it is easy to
mistake it for real market competition. It is not without reason that those who oppose
the ideas of economists wishing to strengthen the role of market competition try to
discredit those ideas exactly by laying emphasis on the consequences of the perverse
competition. However, the two kinds of competition are basically different. In a real
competition, such products also appear on the market which are inconceivable in a
perverse competition: highly expensive, high-quality products embodying innovation
on the one hand, and cheap mass products on the other. Real competition broadens the
field in respect of both quality and price. Let us go back to Figure 3. Why can the
second-economy’s-producer not choose the high-quality and highly expensive
products represented by the set (d3) or why can he not choose the mass products of the
set (c2)? The answer is to be found in the particularities of the institutional
environment surrounding the second economy. Therefore, beside laying stress on the
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differences between the two situations, it has to be pointed out as well that the primary
condition of creating a real competition is to transform the institutional conditions; it
is not enough to increase the number of actors on the market. That is to say, the logical
question is the following one: if, within the given institutional framework, even the
most rational actions of producers entail such harmful by-effects, should not the
framework itselfhe enlarged in a way that the rational andfeasible alternatives o faction
should include such as will allow to avoid the harmful by-effects?

On the side of the state sector, it is probably the consequences of the producers’
hierarchical dependence on the state, hindering long-term calculation and profit
orientation that should be eliminated*; on the side of the second economy, solution
might be expected from the lifting of restrictions (releasing prohibitions regarding size,
transformation of the often punitive taxation, etc.) and extending the credit system.

We repeat our statement that the perverse competition isjust one, and not even
the most important, factor of the inflationary tendencies that have evolved in Hungary
these last years. At the same time, as a consequence of its highly considerable
demonstration effect, the rising price level following from the competition between the
state sector and the second economy undoubtedly makes it easier to have the
inflationary economic policy accepted: it acts in itself towards making consumers
accustomed to rising prices, and increases their tolerance of inflation.
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BTOPAA 3KOHOMWKA, KOHKYPEHUWNA, NH®NALINA
N. FANALIV—K. KEPTELIU

B nocnegHue rofbl B BeHrpuu npaBUTeNbCTBO 3HAYNTEILHO PACLUMPUIO NerabHble paMKu BTOPOI
3KOHOMMKM. MOXHO 6bIN10 0XWUAaTb, uYTO Gnarofaps 3TOMY BO3pacTeT NpeAnoXeHue npegmMeToB
noTpe6neHUs U NOTPe6UTENLCKNX YCYT, YNYULLMTCS UX KauyecTBO W PaCLUMPUTCS acCOPTUMEHT, @ TaKxXe
0CNaGHeT NHTEHCUBHOCTL AemumnTta. OAHAKO 3TW 0XUAAHUS OMpPaBAa/MCh NNLLbL YaCTUYHO, K TOMY Xe
MeANeHHee, YeM OXWUZANoch, a ynyulleHue KayecTBa U pacluMpeHue acCOpTUMEHTAa COMPOBOXAAN0ChH
BbICTPLIM POCTOM LiEH.

B cTaTbe fenaeTcs MonbiTKa OTBETWUTb Ha BOMPOC, KakK MOBAWSNIA KOHKYPEHLWS, CNOXMBLLAsCS
MEXZy BTOPO 3KOHOMMWKOW M COLMANUCTUUECKUM CEKTOPOM, Ha WH(IALWIO U Mef/IeHHOe ynyulleHune
KauecTBa TOBapoB W ycnyr. [1ns 3TOro aBTOPbl CHauyana aHaNM3uMpyloT PbIHOYHYIO CUTYaLMIO, KOraa
NPOM3BOAUTENb COLMANUCTUYECKOTO CEKTOPA HAXOAMTCS B MOHOMONLHOM MONOXEHUU. 3aTeM OHM
paccMaTpuBalOT BO34e/CTBUE MNOSBNEHUS BTOPOK 3KOHOMMKM W CK/afblBatoLielics Takum o6pasom
KOHKYPEHLMM Ha LieHbl N KayecTBa TOBApOB, a 3aTeM aHaNU3NPYIOT CTPYKTYPY KOHKYPEHTHOM cUTyauuu
MeXZy ABYMSI CEKTOpamUu.

OZHWM 13 OCHOBHbIX BbIBOJOB M3 aHanu3a Ha OCHOBE MOAENW SBNSETCS TO, YTO MOHOMONbHOE
MOMOXeEHNe COMPOBOXAAETCA 60Mee TXKENbIMU OTpULATENbHBIMU NOCNeACTBUAMU ANs NOTpe6uTenei,
ueM KOHKYPEHLUs, CMOXMBLUAACA BCNEACTBUE CYLLECTBOBAaHUS BTOPUYHOA 3KOHOMUKU. OfHaKo U C
NosBNIEHNEM BTOPOK 3KOHOMUKU He BO3HUKAeT MOAMMHHAS KOHKYpEeHUWs, a Nnlb «CTPaHHas»
KOHKYPEHLMs, CyTb KOTOPOW COCTOMT B TOM, YTO MEXAY MPOMU3BOANUTENSMU MPOUCXOAUT CTUXUMHbIN
pasfen pblHKa.

MomMnMO Nokasa Npupoabl KOHKYPEHLMU MeXAY ABYMS SKOHOMUKAMM, aHa M3 NPUBOAMUT TaKXKe 1 K
METOZ0MIOTNMYECKOMY BbIBOAY, UTO WHCTPYMEHTbl MUKPOIKOHOMUKM MOTYT 6bITb UCMONb30BaHblI ANS
VHCTUTYLIMOHANLHOTO 3KOHOMWYECKOro aHanu3a. He MeHee BaXKHbl W BbIBOAbl ANs TEOPUM PbIHKA, a
VIMEHHO, 4YTO A1 BO3HUKHOBEHWS! MOAJMHHOW PbIHOYHOM KOHKYPEHLUUM HefocTaTO4YHO, MO-BUAUMOMY,
TONMbKO YBE/MUEHME BbICTYMAIOLMX HA PbIHKE areHToB.
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DEPENDENCE OF THE HUNGARIAN ECONOMIC
PERFORMANCE ON THE WORLD ECONOMY.
FACTS AND ECONOMIC POLICY INFERENCES

GY. SZAKOLCZAI—G. BAGDY—J. VINDICS

The paper*—using in the first part simple graphs and in the second part econometric
methods—shows that the development of Hungarian economy depends on world economic events,
and that all important domestic economic variables are directly influenced by the import index of
Hungary’s main Western trading partners. Hungary’s economic behaviour is therefore practically
the same as that of other small open economies. It could also be demonstrated that only imports can
be influenced by macroeconomic demand policy while exports can only be promoted by policies
concentrating on the microeconomic aspects of the firms’ behaviour.

It seems important to define the dependence of the Hungarian economy on the
world economy also in numerical terms. It is evident that our current economic
difficulties result from the present state of the world economy, from the oil price rises
and the following events. It is, nevertheless, very important to know also in numerical
terms what the effects of those changes on the Hungarian economy are, how these
effects can be neutralized, how constraints on domestic absorption and export
promotion can contribute to restoring equilibrium and what the result for Hungary of
an upturn in the world economy can be.

In the first part of the paper very simple graphic methods are used. The very
simple econometric model on which our conclusions, shown in the second part, are
based is built partly on the results of this graphic analysis. The following section
summarizes the most important economic policy conclusions. The Appendix of the
original paper, containing the equations and variables of the econometric model, is not
reproduced here. This model, along with the data and their sources, as well as the ex
post forecasts obtained from the econometric model are only shown in the working
material [8] on which this paper is built. An earlier version of this paper was also
presented to the 1983 Sewanee Conference [7].

#This analysis is based on the results of an econometric modelling experiment made in the
Econometric Laboratory of the Institute of Economics, Hungarian Academy of Sciences, on behalf of the
National Planning Office, the Hungarian National Board for Materials and Prices, the Ministry of Industry,
and the Ministry of Foreign Trade, and aimed at laying the foundations of short-term planning and
economic management. The authors thank nearly all members of the staff of the Laboratory for their
participation in the economic, modelling, statistical and programming work connected with this research.
Preliminary versions of this paper were published by the Laboratory [8], and were also presented to a
conference [7].
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Graphic analysis

The figures shown here present the most important relationships in the simplest
possible way. They are at the same time—as it has already been mentioned
previously—important starting points of the subsequent econometric analysis.

Figure 1shows the 1961— 1981 values of the OECD index ofworld trade and the
import index of Hungarys main Western trading partners. The latter was constructed
from the import volume indices of Austria, France, the Federal Republic of Germany,
Italy, Switzerland and the United Kingdom using their relative importance in the
Hungarian exports as weights.” The construction of this index clearly shows the
predominance of Western Europe in Hungary’s Western trade. The two graphs run
closely parallel but the investigations have shown that the specific trade index correlates
more closely with the Hungarian data. This series will therefore be used in the following
and it will be referred to as the “import index".

Index o fworld trade and import index o f Hungarys main Western tradingpartners 1961—1981* total imports
Source: OECD Main economic indicators
a) Previous year = 100

The dependence o fHungary’ non-rouble trade—i.e. of its trade transacted outside
of the clearing agreements with the other socialist countries—on the above index is
shown in Figure 2. The close correspondence of the three figures is striking, and the most
evident conclusions are the following. On the one hand, Hungarian exports follow the
main Western trading partners with a lag of about one year or less, while Hungarian*

*We thank J. Kubli and E. Térok for their help in solving the statistical problems regarding the
variable import index.
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rig. 2
~ Non-rouble exports and imports, Hungary, 1961—1981*
Source: Non-Hungarian data: see Fig. /

Eiuggari?n data: calculated from the Yearbook of foreign trade statistics. Central Statistical Office,
udapest.
a) Previous year = 100

imports follow Hungarian exports almost exactly with a one-year lag, and thus the
imports of the main Western trading partners with a two-year lag. The only major
departure from this general rule appears in 1979 when—owing to the increasing
indebtedness of the country—consumption and investments were curbed and exports
promoted. On the other hand, it can clearly be seen that the swings in the Hungarian
export and import activity are mostly greater than those in the imports of the main
Western trading partners. It seems, therefore, that Hungarian exports and imports are
not only geared to the economic activity of the main Western trading partners but that
their fluctuations tend to be greater than the original changes. It is also clear that the
upward swings tend to decrease and the downward swings tend to increase by the end
of the period studied, and, this points to a certain deterioration of the situation.
The behaviour of the Hungarian economy shown here is Jar from being
exceptional. Western Europe reacts in most cases with a lag of half to one year to the
changes in the American economy, and the speed of reaction of the various Western
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European countries is different. The raw material producing and exporting developing
countries depend to an even greater degree on the changes in the world economic
situation. It would, therefore, be very interesting to compare the degrees of dependence
and the lag-structure but this can only be done later.

Fig. 3
Rouble exports and imports, Hungary, 1961— 198l
Source: see Fig. 2

a) Previous year = 100

While the close correspondence between Western economic activity and
Hungary’s Western trade cannot be surprising, it may be somewhat more novel that a
similar correspondence—even if with a different lag-structure—exists between the
central variable import index and Hungarys rouble trade, i.e. trade performed within
the framework ofthe rouble clearing agreements. This interrelation is shown in Figure
3. In this case the export peaks tend to precede the development of the key variable
import index with a lead of about one year while the import peaks tend to follow the
peaks of exports with a lag of two years. This regularity decreases by the end of the
period studied but the similarity of periodicity in all the above variables is nevertheless
striking.

A certain summary of the previous results is presented in Figure 4 that shows the
development of total exports and imports. The close correspondence of the import
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~~~~ FT* Import index of Hungary's main Western trading partners

Tig. 4
Tolul exports and imports. Hungary. 1961—1981*
Source: see Fig. 2
a) Previous year = 100

index with total exports is striking, and it seems that the one-year lag of Western and
the one-year lead of Eastern trade add up to an almost exact parallelism of the two
graphs with the single minor difference in 1976—77. (The periodicity is much less
pronounced in the first few years of the period analyzed here, all our conclusions refer,
therefore, first of all to the period after 1964—65.) As to the imports, it is again quite
clear that their peaks follow those of the exports with a lag of about one year.

The reasons for all these results can be seen in Figure 5 that shows our key
variable import index, as well as total imports and gross output. The swings of gross
output follow those of the key variable import index with a lag of one or two years,
while the time-structure of the swings in imports closely corresponds to that of the
swings in output, but their amplitudes are much greater. It can, therefore, be seen quite
clearly that the expansion ofgross output leads to a much greater expansion ofimports.

These results, particularly if they are compared with those shown in the previous
figures point to the existence of a definite cyclical mechanism. The upswing in the
economic activity and imports of the main Western trading partners leads to an upswing
first in Hungarian exports and later in gross output. This latter development leads to a
disproportionate increase in imports that cannot he matched by a concomitant increase in
exports. Domestic capacities on the one hand do not allow such an increase, and-on
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—_ — FT : Import indtx of Hungary's Western trading partners

Fig-5
Gross output and total imptg)rts. Hungary 1961—1981*
Source: Import index and total imports: see Fig. 2 Gross output: National income balances. Central
Statistical Office, Budapest,
a) Previous year = 100

the other hand-the slowdown in the activity of the main Western trading partners
makes a furtHer rapid expansion of exports impossible.

If we compare the development of the rouble and non-rouble imports shown in
Figures 2 and 3 and take into due consideration both the general tendency to attain
bilateral balance in the trade of the individual socialist countries and the mechanism of
attaining this balance we can easily explain why the rouble trade follows the import
of the most important Western trading partners. It can be seen from Figures 2 and 3 that
the peaks of rouble and non-rouble imports either coincide or the peaks of rouble
imports follow the years when non-rouble imports increase most rapidly with a one-
year lag. This shows that rouble and non-rouble imports increase roughly at the same
time, more or lessparallel to or somewhat later than the increase in domestic production.

The mechanism ofeliminating this imbalance in rouble trade is that the necessary
decisions are taken in the year following the rapid increase of imports, i.e. with a lag of
one year, while exports increase in the following year, i.e. with a lag of two years. This
means that export peaks follow the import peaks with a lag of two years. The result of
all the above will be—taking into due consideration the time-structure of the swings in
the economic activity of Hungary’s main Western trading partners—that the increase
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of the Hungarian rouble exports will come two years later than the increase in
Hungarian imports, and will, therefore, somehwat precede the next upturn of
Hungarian general economic activity as it has already been mentioned in connection
with Figure 3. This turn of events is also promoted by the fact that some exportable
surpluses develop in this phase of the domestic cycle as production can already be
increased at a more rapid pace but the upturn in domestic incomes only takes place
later.

Departing from what has been told now, we may attempt to explain why the
connection between the key variable import index and the Hungarian rouble exports
changed by the end o fthe periodstudied. The periods ofthe cycles then became somewhat
shorter and the peaks of import index follow each other with a lag of three years only.
Hungarian rouble exports could follow this acceleration of events only with some
delay, and thus the two-year lag between the increase of imports and exports was also
maintained between 1975 and 1977. It can therefore be seen that Hungary’s rouble
trade is connected with the import index only through the adaptation mechanism of
the Hungarian economy to the economic activity of his main Western trading partners
and ina way determined by the functioning of the Hungarian foreign trade control, but
this dependence is certainly of a secondary character. This is, of course, very natural.
The specific features and interrelations of the rouble and non-rouble trade ought to be
analysed in a more detailed way but this will only be possible later, after the building of
a more disaggregated econometric model.

Figure 6 shows the same interrelation from the side of consumption and
investment, i.e. from the side of utilizing, national income. The swings in the sum of
consumption and gross fixed capital formation, i.e. domestic absorption are even more
pronounced than those in output, and these swings are even more closely correlated
with the changes in total imports. A comparison of the two last charts shows that a very
definite cyclical mechanism is at work also here. The upswing in consumption plus
investment, i.e. in domestic absorption tends to last longer than the upswing in output, and
leads to an upswing in imports. These heavy imports again lead to a process of
readjustment leading to a decrease in consumption plus investment or at least to a
decrease in their growth rates.

Further analysis of Figure 6 points to some other interesting phenomena. There
are three very deep drops in consumption plus investment and in imports within the period
studied: that 0f1965,1972 and 1979. They are separated from each other by a distance
of seven years and a smaller cycle. The average length ofa cycle is therefore three and a
halfyears, and this shows that the cycles studied here could perhaps be better analysed
by using quarterly data. What is more important, these three deep drops in Hungarian
economic activity seem to be preceded by three very pronounced upswings in the central
variable import index, i.e. in the imports of the main Western trading partners. The
tentative conclusion can therefore be drawn—the conclusion must, of course, be
confirmed by further research—that very pronounced upswings in the economic activity
and imports of the main Western trading partners might have led to very pronounced
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Fig. 6
Total domestic consumption and investment and total imports. Hungary, 1961—198T
Source: Import index and total imports: see Fig. 2
Consumption: National income balances. Central Statistical Office, Budapest.
Investment: Investment yearbook and collection of investment data. Central Statistical Office, Budapest
a) Previous year = 100

overheatings followed by exceptionally deep declines in the Hungarian economy.
Although Figure 6 clearly points to such a conclusion, this conjecture, of course,
cannot be proved by these excessively simple methods. This conjecture, nevertheless,
justifies further study, the more so as these deep declines and the preceding heavy
imports played an important part in inducing heavy changes in economoc policy: the
new economic mechanism in 1968, a certain recentralization in 1972, and a more
pronounced return to the principles of the new economic mechanism in 1979—changes
that were described by some experts as cycles of de- and recentralization.

The details of the phenomena described here can be studied using Figure 7. It is
clear that changes in personal consumption tend to be rather small, changes in
government consumption much greater, and changes in investment excessively high— but
all ofthem are strictly parallel, and their swings coincide almost exactly. This shows both
the strength and weakness of Hungarian short-term economic policy quite clearly. Its
strength is that the fluctuations in personal consumption could be damped—its
weakness that the fluctuations in investment could not, and that the different swings
are synchronized, instead of neutralizing each other, at least to a certain degree. The
first aspect is extremely important with respect to social policy and the stability of the
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Fig. 7
Consumption and investment, Hungary, 1961—1981*
Source: see Fig. 6
a) Previous year = 100

societal and political processes; we shall come back to this aspect in the concluding
part of this paper. The second problem, the dampening of investment cycles still
remains to be solved.

Two further important observations seem appropriate here. First, there is a
general tendency among Hungarian experts to impute the fluctuations in investment
activity to causes inherent in the investment process and in the planning mechanism. The
investment cycles are, according to this general belief, self-generating, and are at the
same time sources of cycles appearing in other spheres of domestic economic activity.
Thefindings of this paper seem to support, however, the assumption that these cycles are
generated in the sphere of international economic relationships, and produced by the
swings offoreign economic activity. The events of the last years give, of course, further
support to this opinion.

This paper cannot aim at reviewing the relating Hungarian literature and we can
therefore only deal—and only very shortly—uwith the related study of Tamas Bauer [1].
He writes on pp. 308 309—citing Julia Zala [9] and Jozsef Bognar [2}—that “the
curbings of investments... are brought about by the deepening strains in the
utilization of national income at the expense of the balance of international trade and
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the resulting over-indebtedness or its increase”. The reasoning that the curtailment of
investments results from the imbalance of foreign trade has therefore appeared very
long ago in the Hungarian literature using traditional, non-econometric methods. The
view, however, that the origin of the upturn of investment activity is—through the
resulting expansion of Hungarian exports—the upturn in the trade cycle of Hungary’s
most important Western trading partners has not appeared until now—as far as we
know—in the literature using traditional methods of analysis.

At least some elements of this reasoning have, however, been published in a
paper written by Andras Simon [6]. He connects the cycles of Hungarian investment
activity to the changes in the balance of trade in such a sense that the amelioration of
the trade balance precedes the upturn of investments and its deterioration their
downturn, leading to a cobweb-type mechanism. From this view only a single step is
needed to introduce foreign economic activity as the determinant of the balance of
international trade into the system.

Returning to the main line of our arguments, Figure 7 also shows that the depth
ofthe three major downturns already shown is definitely increasing. This has already been
mentioned in connection with Figure 6. This shows that present Hungarian problems do
not only result from the recent changes in world economy but were preceded by similar
events in the past. This problem is therefore not new but it goes back by decades. This
points even more to the necessity of introducing further changes in the system of
economic management, the more so as the first two setbacks occurred before the oil
shocks. This problem will be dealt with later.

It can easily be seen, even ifin a less striking and unequivocal form, that changes
inforeign economic activity are closely connected with somefurther aspects o fHungarian
economic activity. Figure S depicts the development of stock accumulation, with and
without goods in transit. Data are only available from 1968, but it can clearly be seen,
even in this short time series, that the accumulation of stocks, with or without the very
volatile element of goods in transit, is closely correlated with imports and thus with
foreign economic activity. It must be emphasized that changes in stocks cannot be
deflated properly, and for this reason we had to use here total imports at current prices.

What has been written above is fully consistent with Ervin Fabri’ results [4]. He
has pointed to the very close connection between the balance of trade and the changes
in stocks in the sense that a higher import-surplus goes hand in hand with a greater
stock accumulation. Our results show the same in a slightly different form.

Perhaps there is an even closer similarity between our results and those of Péter
Budavari and Laszl6 Naray [3]. They point to the existence of a definite cyclical
mechanism where investments increase and the non-rouble foreign trade balance
deteriorates in the first phase, stock accumulation reaches its peak and the balance
deteriorates further in the second phase, while in the third phase, owing to the
economic policy decisions, made necessary by the deterioration of the situation,
investments and stock-accumulation decline and the trade balance improves. These
authors also show that at the peak of the upswing the enterprises—anticipating
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Slock accumulation and total imports, Hungary, 1961—1981*
Source: Import index and total imports: see Fig. 2
Stock accumulations: National Bank of Hungary, Budapest,
a) Previous year = 100

restrictions—deliberately increase their stocks. The mechanism described here—apart
from explaining the first phase by domestic and not by international events—is in its
most important lines the same as ours, and it gives a more detailed explanation of the
actual behaviour of enterprises in many respects.

Econometric analysis

Although the figures shown in the previous section have proved very helpful in
illustrating Hungary’s dependence on world trade and world economic activity, the
building and use of an econometric model is certainly a much more appropriate way of
looking into this problem. We made an attempt at using also this method but it must be
emphasized already at the outset that the model used here is still of an experimental
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character and its numerical results must not be considered as final. The model
presented is a simplified version of a much greater model built for other purposes. Its
description has been published elsewhere [7] [8], and we must confine ourselves to a
very concise description here.

No production function appears in the model. It defines production from the
demand side, from the main components of demand. Such a specification had to be
chosen because the very slow growth of the last years could not be explained from the
supply side. We must also take into consideration here that—for lack of data—changes
in capacity-utilisation do not appear in the model. Wages depend on the wages of the
previous years and on the profits of the last year, while profits depend on the rouble and
non-rouble exports. The latter obviously depend on the changes of world economic
situation which also influence rouble exports. Therefore incomes are dependent—
through exports—on the world economic situation which means that outside events
are directly influencing consumption.

The above results about wages and consumption are completely consistent with
Katalin Hulydk s findings [5]. She used the methods of disequilibrium econometrics to
analyse the sale of cars and consumer durables, privaie residential construction and
total consumption. In the case of cars, consumer durables and total consumption—
although on the supply side, as defined by her—she obtained highly significant
correlation between the two-year-lagged trade balance, the two above-mentioned
elements of consumption, and total consumption. According to her own interpretation
animprovement in the foreign trade balance increases domestic supply with a two-year
lag.

This does not completely correspond to our results showing that import peaks
tend to have a lag of one and not of two years after export peaks and thus after the
years when the trade balance position is the best. This difference, however, is not
essential: perhaps we have here a lag that is longer than one year and shorter than two
years and, therefore, the difference is not substantial. Her results are at the same time
fully consistent with ours in such a sense that there is a simultaneous interrelation
between profits and exports, that wages follow profits with a one-year lag, and that
consumption follows wages with another one-year lag. This leads to a two-year lag
between the peaks in the growth rate of exports and consumption, which completely
corresponds to the findings of Katalin Hulyak.

To return to the description of our econometric model, investments—or, to be
more precise in a statistical sense—investment outlays depend on the previous year’s
increase in the stock of investments in progress, on the previous year’s import index of
the most important Western trading partners, and on the exports of the current year.*
Investments depend, therefore, on the endogenous cycle of investment activity
represented by the stocks of investments in progress, and on the general cycle of total
economic activity represented by the imports of the trading partners and of the

*We thank P. Subicz for his cooperation regarding the specification of the foreign trade equations
where we could rely on his unpublished results.
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Hungarian exports. At the same time,finished investments or—to use the exact transla-
tion of the statistical term—investments put to actual use-depend on the stock of
investments in progress taken over from the previous year and on the investment
outlays of the current year. Foreign economic activity influences therefore-with the
lag-structure defined in the model- the development of investments. Total expenditure
spent on stock accumulation depends at the same time on current gross output and on
current productive consumption, and also on the the export surplus of the current and
last year.

Exports are negatively correlated with investments and consumption and
positively with gross output, which completely corresponds to expectations. Accord-
ing to these equations the increase of domestic consumption decreases, while the
increase of domestic production increases exports. Our central variable, the import
index ofthe most important Western trading partners appears, and is very significant, in
the non-rouble export equation. The one-year-lagged value and the one-year-lagged
cumulated value of the balance of the non-rouble foreign trade are also present in the
two export equations as explanatory variables. This shows unambiguously that a
deterioration in the international payments position leads to an expansion ofexports. The
lagged values appearing in the equations point to an essential element of the
Hungarian system of economic management: the economic policy of the current year
depends first and foremost on the results of the previous year, and, for this reason and
in this concrete case on the state and development of the trade balance in the previous
year.

The results obtained from the model somewhat differ from those obtained from
export equations: imports are positively correlated with investments and consumption,
and negatively with gross output—at least in the case o fnon-rouble imports. The increase
of domestic absorption increases therefore imports; on the other hand, the growth of
domestic production—owing to the substitution effect—decreases imports, which is
very natural.

The results obtained from the model differ somewhat from those obtained from
the simple analysis presented in the previous section but the difference can be easily
interpreted. The more intricate analysis used in the second case necessarily describes
events in a better but more complicated way; a more refined lag-structure could
perhaps be used to ensure a greater conformity between the results obtained with the
two methods; such an extension of the analysis will soon be attempted.

Bearing this in mind, we are going to examine now the dependence of the
Hungarian economy on world economic events or—to be more precise—on the import
index of Hungary’s most important Western trade partners. The results obtained from
the reduced form of the model are presented in Table 1

The results show quite clearly that Hungarian economic performance depends to a
great extent on the activity of its main Western trading partners and thus on the state of
the worldeconomy. The simultaneous changes shown in the Table are between 0.24 and
0.41, and—what is very remarkable—we have obtained the smallest impact in the case
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Table 1
Calculated increases in the values of some endogenous variables
per one unit increase in the value of variable import index of Hungary’
main Western trading partners 1979

Percentages
Simultaneous  One-year lagged
changes

Fixed capital formation, total expenditures

at current prices 0.4! 0.31
Stock accumulation, total expenditures

at current prices 0.30 0.91
Gross output at current prices 0.28 0.31
Non-rouble imports at constant prices 0.30 0.44
Non-rouble exports at constant prices 0.24 0.59
Gross profits 0.37 0.50

ofthe non-rouble exports, and the largest impact in the case offixed capitalformation.
The above picture changes, however, if we turn to the analysis of the one-year-lagged
changes in the variable import index of Hungary’s main Western trading partners; in
this case the reaction of non-rouble exports and particularly of stock accumulation
becomes the greatest. This is in conformity with the results of the figures shown above
that pointed to a lag of one year between an upturn in the partner states and an upturn
in the Hungarian export activity; it is clear, nevertheless, that the lag-structure of the
model must still be examined.

The most importantfinding is beyond doubt the impact o f the key variable import
index on gross output. The calculated values of 0.28 and 0.31 show that the delayed
effect is somewhat greater than the immediate impact; what is even more important, it
can be seen that two subsequent prosperous years or two subsequent years ofstagnation
in the most important Western trading partners must lead to prosperity or stagnation in
Hungary—of course with the very natural proviso of other things being equal which
means disregarding major international capital movements etc. It seems, therefore, that
Hungary’s behaviour isjust the same as that of the other small open economies: its
prosperity or stagnation depends on the development ofthe world economy. This analysis
confirms, therefore, that the current Hungarian economic situation is a direct result of
the changes of world economy.

It would be worth while to continue the above analysis and to take into
consideration e.g. also two-year lags; this will perhaps be done later. It would also be
important to analyse how these interrelations change under the influence of structural
changes such as decreasing import requirements or changes in the system of economic
control and management and in the organizational structure of industry introduced in
order to increase the role of market forces in the Hungarian economy. Such analyses
will be attempted later.
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Table 2
Regression of imports on gross output and domestic absorption‘m

Independent Dependent CoefT. J-value R2
variables variables

Rouble imports 2.5030 391 0.45

Non-rouble imports 3.5338 325 0.36

Gross Total it ports 3.0272 4.54 0.52
output Rouble exports 0.7377 116 0.07
Non-rouble exports 0.1974 0.28 0.004

Total exports 0.4701 0.86 0.04

Rouble imports 1.3784 551 0.61

Non-rouble imports 2.0108 4.60 0.53

Domestic Total imports 1.7042 7.56 0.75
absorption Rouble exports -0.4260 -1.46 0.10
Non-rouble exports —0.3931 -1.25 0.08

Total exports -0.4136 -1.70 0.13

Source.See Figures 1-8
a) Consumption plus investment
b) Variables defined at constant prices

The results shown here lead to some very interesting conclusions with respect to
the limitations and possibilities o fmacro- and microeconomic policy. These implications
can be derived from the results presented in Table 2.

The results clearly point to the existence of a moderately close but very definite
correlation between output and imports on the one hand, and domestic absorption
and imports on the other, the latter being definitely stronger. On the other hand, the
correlation between output, domestic absorption, and exports is practically non-
existent. More elaborate analysis using some lag-structure and more variables could
certainly lead to somewhat different results—the signs of the regression coefficients of
exports in Table 2 point in this direction—, but the main implication is beyond doubt:
is it only imports that depend significantly on domestic activity, and the dependence of
exports is almost negligible.

These results lead to some very important implications as to the efficiency of
macro- and microeconomic policy in maintaining or restoring equilibrium in the balance
of trade under adverse international conditions. It seems that a macroeconomic policy
restricting demand can only influence imports and restore equilibrium on a much lower
level ofproduction, consumption and imports, but it is powerless on the export side and
cannotpromote exports. This finding iscontrary to the assumptions of some Hungarian
policy-makers who have assumed that the restriction of domestic demand combined
with an inherent tendency of enterprises to expand or at least to maintain production
would result in increased exports. Last years’ results clearly show that this did not
happen, and that exports—at least in the short run—are not responsive to macro-
economic demand policy.
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Exports can therefore only be promoted by a policy concentrating on the
microeconomic aspects of thefirms’behaviour. The role of the profit incentive must be
increased, a closer connection o fenterprises with the world markets must be ensured, the
organizational structure ofthe industry must be changed in order to accelerate adaptation
to world market conditions, and innovations must be encouraged: to sum up, a new
impetus must be given to the further development of the new economic mechanism.
Restraining demand without developing the system o feconomic control and management
cannot solve the present Hungarian economic problems.
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3ABNCUMOCTb PE3YJ/IbTATOB ®YHKUMNOHUPOBAHWNA
BEHIEPCKOW 3KOHOMWKWN OT MUPOBOW SKOHOMMKMN.
®AKTbl U BbIBOAb! 419 9KOHOMWYECKOW nonmnTtunkm

I. CAKONUAU—T. BATAU—. BUHANY
B nepBoii 4acTM CTaTbi MPUMEHSETC MPOCTOW rpaguuecknii aHanus. C ero MOMOLYbIO
MOKa3blBAETCS, YTO BEHIEPCKUIA 3KCMOPT-UMMNOPT — C 1aroM Ha OAWUH WX ABA rofja — TECHO CBA3aHbI C

3KOHOMMYECKOM AeATe/IbHOCTbIO BaXKHEMLLNX 3ana,quu7| BHELLUHETOProBbIX NapTHEpPoOB M UHAEKCOM WX
nMnopTa, a TaKXe, 4To Kone6aHus BEHIrepcKoro 3skKcnopta 6onblue, Yem KonebaHus nmnopTa
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BHELUHETOPrOBbIX MapTHEpPOB. JTa B3aMMHasA CBsS3b PACMpPOCTPAHSETC U Ha BEHrepcKylo TOProB/io C
pacueTamy B py6nsx U, TaKUM 06pa3oM, Ha BHELUHIOW TOProB/IO B Lie/IOM, a TaKXe Ha BHYTpeHHee
noTpe6ieHWe, TO ecTb Ha CyMMbl MOTPe6NeHUs U KanuTanoBNOXEHWH, a Takxe CO3jaHue 3amnacos.
BeHrepckas 3KOHOMMKa BefeT cebs Tak, Kak fo6as Apyras Hebosnbluas OTKpbiTas 3KOHOMUKA: ee
npouBeTaHne UAN YNafokK 3aBUCAT OT MUPOXO3AACTBEHHOTO MOMOXEHNS.

Bo BTOpOi YacTu cTaTbM C MOMOLLbIO MPOCTON 3KOHOMETPUUYECKO MOJENN MOoKasbiBaeTcs, UTo
VHAEKC MMMOPTa BAXKHEWLIMX 3anafHblX BHELUHETOProBbIX MAapTHEPOB MNPOSBASETCS He TONMbKO B
YPaBHEHUSX BEHTePCKOr0 3KCMopTa U MMMOPTA, HO M — MNpsMO WM KOCBEHHO — WrpaeT pofib B
onpefeneHUn MpoAyKuuW, 3apaboTHOl NnaTbl, NMpUBLIAM NPEANPUSTMIA, a TakKke — uepe3 HUX —
noTpe6neHns, KanuTasoBNOXeHU 1 06pa3oBaHMs 3anacoB. Ha OCHOBaHUM pefyLypoBaHHON (opMbl
MOZENN MOXHO GblNO YMCNEHHO OMpPeAenuTb BO3AEACTBME WHAEKCA MMMOPTA BaXKHEMLUMX 3amnafHblX
BHELUHETOProBbIX MapTHEPOB Ha BEHTepCKWe KanuTanoB/MKEHUs, HaKOMIeHWUs 3anacos, NPOW3BOACTBO,
VMMOPT, 3KCMOPT U NpUGLIIb. STW pacueTbl MPUBENN K BbIBOAY, YTO MPOLBETaHWNE WU [EeNpPeccust CTPaH-
napTHepoB B TeuyeHUe ABYX CMeAyHOLUX OAMH 3a APYFUM NeT HeU3BEXHO BbI3biBAET MPOLBETaHWe Wn
[Jenpeccuio B BeHrpum, eciv He yUMTbiBaTb BO3MOXHbIX 3((HEKTOB MeXAyHapoAHOro 060poTa KanuTana.
Ha OCHOBaHMM 3TOIi e MOAenn MOXHO 6bl0 TaKXKe MOKasaTb, YTO BEHrepCKUA MMMOPT MOXHO
OrpaHUyYUTL PECTPUKLIMEl BHYTPEHHEro CNPOca, OAHAKO BEHTepCKMiA IKCMOPT HeNb3s PpacluMpuTh TakKUMu
CpefcTBaMM, a NULbL C MOMOLbI0 MUKPOIKOHOMMUYECKOW MONUTUKM, BO3AeiicTBYlOLleli HAa MmoBefeHue
NpeanpuaTUiA. PewleHnss Npo6neM BeHrepcKoii 3KOHOMUYECKOW MOMUTUKM, TakUM 06pasoM, Henb3s
0XMAaTb OT ANMTENLHOTO OrpaHWyeHns Crnpoca, a NUWb OT AaNbHeillero pasBUTUS X03AKCTBEHHOrO
MeXaHU3Ma, a TaKe 0T CO3[aHus NPAMbIX CBA3el Mexay NPeAnpUATUAMU U MUPOBLIM PbIHKOM.
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INTERNATIONAL COMPARISON OF CONSUMPTION
PATTERNS BY CLUSTER ANALYSIS

I. KOVACS

The study compares the structures of private personal consumption in 17 OECD countries
on different levels of economic development and in Hungary with the aid of cluster analysis in the
years between 1965—1981. The order (ranking) of countries by similarities in their consumption
levels shows a close interrelation with their ranking by economic development level but, besides the
determinant role of economic development, the impact of relative prices in the various countries is
also important.

Finally, the author draws some conclusions for Hungary’sconsumption pattern on the basis
of her place among the countries compared.

Introduction

Demand analysis may be considered as one of the oldest branches of
quantitative economic analysis. The most important goals of empirical demand
analysis are to investigate and to discover the causal relationship between
consumption and the essential factors influencing consumption; to analyse demand
patterns by way of demand functions; to set up and elaborate new demand systems
and so on.

Traditionally, demand analysis refers to a single country, either in the form of
time-series or cross-section analysis. It has, however, been realized for a long time that
comparisons of consumption patterns among different countries using consumption
functions can be very fruitful. Pioneering works in this field are those of Clark [2],
Houthakker [5], Kuznets [7] and, subsequently, more sophisticated methods like the
complete demand system were developed. See Pollack [10], LIuch-Powell [9], Lluch [8].

Mathematical-statistical methods other than demand analysis and demand
functions are not frequently used in international comparison of consumption
patterns. In this field the cluster analysis seems to be a useful method. (See Blandford
[1], Szilagyi [12].) The method is a grouping procedure, which examines the degree of
similarity of consumption patterns and, on the basis of the overall similarities,
aggregates of countries are derived. This means that countries with similar
consumption patterns are in the same group or cluster, while others with different
consumption patterns form an other cluster. (About cluster analysis see Everitt [4]).

In the paper this clustering method is used for the analysis of personal
consumption patterns in 17 OECD countries and Hungary over the period 1965—
1981. Three aspects are being taken into consideration:
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1. national similarities and dissimilarities;

2. relationship among the similarities and the level of economic development;
and

3. trends and changes in consumption patterns during the period covered.

Making an international comparison of consumption patterns, the researcher
has an easier job when merely two or at most three countries on similar levels of
development are compared. The results can more easily be interpreted and surveyed
than in the case when 15—20 or even more countries are compared. The shares of the
different commodity groups vary both in time and across countries. Personal incomes
are spent in different ways in richer countries and in relatively poorer ones. It is
necessary to make a simultaneous comparison for all commodity groups and for all
countries. As long as we decide to investigate the similarity of countries according to,
let us say, the share of food in consumption, it is enough just to rank the countries
either in decreasing or increasing order. But when we take into account all the
additional commodity groups—we can call them variables—we cannot form an
unambiguous rank of countries, because from one aspect one of the countries, and
from another aspect another country is ranked higher. That is why we tried to look for
a method, by which this problem can be solved: cluster analysis accomplishes the
ranking and grouping of the investigated countries excluding the subjectivity and
mistakes of the researcher. We should note, however, that many variations of cluster
analysis exist and, depending on the method applied, results differ.*

About classification and data

The pattern of per capita consumption is described by the following main
aggregates: 1. Food; 2. Beverages and tobacco; 3. Clothing; 4. Housing (Household
operation, rent and water, fuel and light); 5. Household equipment (Furniture,
furnishings and household equipment); 6. Personal care (Personal care and health
expenses); 7. Transport (Transport and communication); 8. Recreation (Recreation
and entertainment); 9. Miscellaneous goods and services.

The source of data for OECD countries are the National Accounts Statistics at
constant prices. For Hungary, data from domestic sources (also at constant prices) had
to be adjusted according to those of OECD countries. This means: social fringe
benefits, mostly referring to health care and education, are subtracted from
consumption; coffee and tea is included in the food category; meals outside of home
(restaurants and institutions) are included in miscellaneous goods and services. After
this modification Hungary’s data are approximately of the same content as those of
OECD member countries.

The OECD member countries investigated are: Austria, Belgium, Denmark,

*The computations have been made in the Institute of Economics (Budapest) on an IBM 3031
computer with the PKM-algorithm of the BMDP library program package.
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Finland, France, the Federal Republic of Germany, Greece, Italy, Japan*, the
Netherlands**, Norway, Portugal***, Spain, Sweden, Switzerland, the United
Kingdom and the United States.

Similarities and dissimilarities in the pattern
of personal consumption

From the 1965—1981 period three years—1965, 1970 and 1981—are selected
and a cross-country comparison of consumption patterns is being made using cluster
analysis for the country grouping. The basic data at constant prices in the selected
three years are presented in Table 1.

By application of clustering techniques, 5 groups of countries are formed
automatically on the basis of overall similarities in consumption shares across the
entire set of countries. The clusters are presented in two versions: Table 2is based on 8
and Table 3 on 9 commodity groups. The clusters are ordered in both Tables on the
basis of their distances from each other. Only distances of clusters belonging to Table 2
are presented in Table 4. These are the Euclidean distances, calculated in this case from
the original variables instead of their standardised form, because our variables are
ratios independent of scale.

A seventeen-year period seems to be sufficiently long for significant modifica-
tions in the grouping of countries on the basis of different changes in the consumption
patterns across countries but, at the same time, remarkable constant features can also
be observed in the three selected years.

Considering Table 2 as the basis of our analysis and starting with the permanent
traits of the groupings derived, one of them is striking: Hungary contrasts with all the
other country groups except in the 8 commodity group comparison of 1965, when
Hungary and Greece together formed a cluster while in the other two years Hungary
has been alone. According to its position in the order of rank by level of economic
development it might be expected to take a place in the group of the South-European
countries (Greece, Spain and Portugal). The contrary has taken place: even Greece,
which constituted a single group with Hungary in 1965, forms a group with more
developed Spain and Italy in the years 1970 and 1981. Even less developed Portugal
joins this group in 1981.

We can state that another feature of forming clusters is the bunching of the
South-European countries into one group—that is, into the group nearest to Hungary.
In these countries relatively quick changes in consumption structure were rather

*Data from 1970. For Japan, the aggregation of commodities differs slightly from that of the other
countries. There are only 8 groups instead of 9, because beverages and tobacco are together with food. The
computations are being formed in two versions: a) including Japan; 8 commodity groups, b) excluding
Japan, 9 commodity groups.

**Data from 1970.
***Data from 1977.
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Table 1
Shares of personal consumption in the various categories of goods
and services by countries, in selected years, at constant prices
(percentages)
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continuation of Table |
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similar—regarding their direction and intensity—and this kept them within one
cluster.

In cluster 3 Norway and Austria, and in cluster 4 Denmark, Finland, Sweden
and Switzerland all kept their places. But they are always joined by one or some other
countries as well—the so-called wandering countries—characterized by wandering
from one cluster to an other, caused by the fact that their consumption patterns were
changing at different speeds, in some cases even in different directions.

Another constant feature is the place ofthe United States for all years in cluster 5,
as well as that of the Netherlands in 1970 and 1981.

The constancy of features of cluster forming are, of course, relative, i.e. the
consumption structures of these countries in comparison with each other changed in
such a way that the grouping of countries relative to each other remained constant.

Among the 18 countries studied there are five which change their places. All of
them are very noticeable: France, in cluster 3in 1965, joined the U.S. in the years 1970
and 1981. Similarly Japan, in cluster 3in 1970, moved to cluster 5in 1981, and Belgium
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Table 2
Clusters on the basis of similarities in c ption patterns
(according to 8 commodity groups)
Countries belonging to clusters
Year
1 2 3 4 5
Greece Italy France Denmark United Kingdom
Hungary Spain Norway Finland United States
1965 Belgium Sweden
Austria Switzerland
FRG
Hungary Italy Japan Denmark France
Spain Norway Finland the Netherlands
1970 Greece Belgium Sweden United States
Austria Switzerland
FRG
United Kingdom
Hungary Italy Norway Denmark Japan
Spain Austria Finland Belgium
1981 Greece FRG Sweden France
Portugal Switzerland the Netherlands
United Kingdom United States
Table 3
Clusters on the basis of similarities in consumption patterns
(according to 9 commodity groups)
Countries belonging to clusters
Year = e =
1 2 3 4 5
Hungary Italy France Denmark United Kingdom
Spain Austria Finland United States
1965 Greece Norway Sweden
Belgium Switzerland
FRG
Hungary Italy Norway Belgium Denmark
Spain Austria France Finland
1970 Greece FRG the Netherlands Sweden
Switzerland United Kingdom
United States
Hungary Italy Norway Denmark Belgium
Spain Austria Finland France
1981 Greece FRG Sweden the Netherlands
Portugal Switzerland United States

United Kingdom
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Table 4
Cluster distances

1965

1 2 3 4
2 13.4
3 22.2 10.5
4 23.4 11.6 7.5
5 30.7 17.8 9.9 9.1
1970
1 2 3 4
2 15.4
3 23.3 9.0
4 26.9 12.0 7.4
5 30.7 16.2 8.4 10.0
1981
1 2 3 4
2 12.4
3 22.1 10.8
4 24.7 14.7 7.3
5 26.7 16.2 9.7 111

moved step by from cluster 3 to cluster 5, the U.K. fell back somewhat: in 1965 its
consumption structure was near to that of the U.S. while in 1970 and 1981 it became
more and more similar to that of the Scandinavian states.

Changes in consumption structure are brought about by the joint effects of
several factors. Of these we regard as the most important: a) the level of economic
development transmitting the effects of consumption and income levels; b) the role of
relative prices; c) different geographical and climatic conditions and, last but not
least, consumption habits, being themselves in many respects consequences of the
factors mentioned.

Unfortunately, in this article we have to disregard some important factors, such
as the effects of relative prices, and we rather concentrate on the dominating role of the
level of economic development.

Relationship between consumption patterns and the
level of economic development

Taking into consideration the ranking of clusters in Table 2, we will try to find a
correlation between this ranking and the level ofeconomic development. (See Table 5.)
Source of data for the level of economic development is Summers and Heston [11].
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Table 5§
Relationship between the ranking by clusters and the level
of economic development

1965
Countries in order
of the level of 2
= -
economic development ; =2 g3 8 - ';3 § <
Clusters according gg 2 > = V- g & 2 E & '§ &
; S 8 %% = g
to distances &Sz dad D
1 + +
2 + +
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The question arises whether the ranking based on distances of clusters might be
regarded as well as an indicator of ranking by development level. In other words, is the
consumption pattern of countries at a higher stage of economic development also
“more developed’?
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Whether there is a correlation between the ranking based on cluster distances
and that based on the level of economic development can be checked in the following
way: if we find that countries joining the individual clusters next to each other are of a
higher level of economic development, then we can claim that a regularity has been
revealed.

This regularity is visible in all selected years, although in 1965 and 1970 the
correlation is much stronger than in 1981.

In 1965 we find a small deviation in clusters 3, 4 and S for Austria, Finland and
the U. K. All three countries are found in clusters where the other members are more
developed than they are. In other words, these countries have consumption patterns
similar to those of countries more developed than themselves. For the U. K. this is true
for all three years. The explanation can partially be found in the fact that as far as the
U. K. in the fifties is concerned, its level of economic development was near to that of
the U. S., but in the sixties and seventies, and also since then, it has been constantly
falling back in its relative level of economic development. But its consumption pattern,
which in the fifties corresponded to its general level of economic development, did not
“deteriorate”.

In 1981 the two orders, that is the one based on cluster distances and the other
based on the general level of economic development, do not completely correspond. In
comparison with the other two years we can find the greatest variance within the
clusters in the level of economic development. It can be noticed that clusters are not
formed in a way that neighbouring countries, according to their level of economic
development, join into one cluster, but rather countries standing farther from each
other in this respect. Concerning the FRG and Norway, for instance, their level of
economic development would justify their placing in a cluster of higher rank.

Analysing the relationship between consumption patterns and the level of
economic development during the period 1965—1981 we can conclude that the
correlation which was rather strong at the beginning of the period is subsequently
weakening, although it cannot be characterized as weak. Towards the end of the period
the effects of determining factors other than the level of economic development are
gaining strength. In the long run different growth rates were not always accompanied
by corresponding changes in consumption patterns. This is not astonishing, since
changes in consumption patterns are not directly related to the rates of increase in
GDP but to those of personal income or personal consumption expenditure, although
the correlation between GDP and the two other indicators seems to be rather strong, in
the long run. There are, however, certain periods and certain countries showing a
weaker correlation in this respect. The seventies were such a period for most countries.
The increase of per capita consumption was not strictly related to that of GDP. This
explains to some extent why changes in consumption patterns did not follow the
development levels brought about by different growth rates of GDP.

Changes in consumption patterns during the period under study were slower
than the reranking of countries brought about by differences in growth rates. That is
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why the U. K., falling back in the ranking order based on the level of economic
development, was even at the end of the period only one rank lower according to its
consumption pattern. Even this place in rank order can be considered higher than the
one justified by its level of economic development.

In Table 6 we present the average per capita real-GDP and personal
consumption of countries belonging to each cluster. This way we also want to
demonstrate the correlation between the ranking by clusters and that by the level of
economic development, and of consumption level as well. Thus a higher ranking
cluster also indicates a higher per capita GDP and consumption or, rather, a higher per
capita GDP and consumption level is accompanied by a higher ranking cluster. There
is one exception, concerning GDP in 1981 in the case of clusters 3 and 4.

Table 6

Average per capita real-GDP and consumption expenditure in clusters
1965 1970 1981
S e e e e e
a b a b a b
1 2326 1483 3077 1796 3861 2296
2 2686 1757 3186 2089 3990 2595
3 3774 2294 4413 2556 6615 3652
4 4614 2672 5272 3002 6285 3685
$

4957 3001 5479 3352 6582 4126

Note: a = per capita real-GDP in 1975 ICP$
b = per capita personal consumption in 1975 ICP$
Source: Summers, R.—Heston, A. [11] for individual countries and on the basis of that cluster averages were
calculated.

During the period under study the variance of per capita GDP across countries
was decreasing. The ratio of per capita GDP for countries belonging to the highest and
lowest ranking clusters being 2.1, 1.8 and 1.7, respectively, in 1965, 1970 and 1981. Most
striking is the levelling among developed countries: while in 1965 the two most
developed country groups—i.e. those in clusters 4 and 5—showed a 3408 difference in
their real-GDP and comprised seven countries, in 1981 the GDP ratios of the cluster
were such that the average GDP of the three most developed clusters differed only
slightly and comprised thirteen countries. (The increased number of countries
belonging to these clusters also indicates that a levelling has taken place not only in the
level of economic development but in consumption patterns as well.)

Our analysis shows that the order based on cluster distances—i.e. respective
similarities and dissimilarities of consumption patterns—correliates with the level of
development of consumption more strongly than with the level of economic
development.
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Trends and changes in consumption patterns

Tendencies in the changes of consumption patterns within clusters are shown in
Tables 7 and 8 for the years 1965 and 1981.

Differences in consumption patterns by country groups become quite clear at the
beginning and at the end of the period as well.

Concerning the cross-section of consumption patterns across countries studied
in the two selected years we have to point at the main characteristics of the
consumption patterns:

1) The most striking general relationship can be found between food
expenditure and the level of consumption. This tendency is nothing else than an
application of Engel’s law on an international scale. Engel’s law, which usually is
applied for cross-section and time series data in a given country, might be extended.
The extended law can be formulated as follows: the share of food expenditure of
countries is a decreasing function of the level of consumption or of the level of
economic development. 3

2) Moving toward more developed countries, the cross-section analysis of
countries shows a decreasing tendency of the share of clothing expenditure.

Based on changes in time we find that in countries at a lower level of economic
development, for instance Greece, Hungary and Spain, this share is increasing for
some time parallel to economic development, and its decrease only starts at a higher
level of economic development. In most highly developed countries, however, the
share of clothing expenditures shows a slightly decreasing tendency even while incomes
are on the increase.

3) Changes in expenditures on housing and transport show a strict correlation
with the level of economic development, respectively with consumption level. As we
are approaching the clusters of higher ranking, the share of the expenditures on the
groups mentioned is generally getting higher.

4) Astonishingly, we cannot find an unambiguous relationship between the
share of the group of household equipment expenditure and the level of consumption.
The changes over time of the share of this group also show a mixed picture for
individual countries. In some countries we find a clearcut decrease in its share, while in
other ones an increase can be seen. There are, however, some countries where the
changes in shares show a somewhat cyclical pattern.

Cross-country tendencies for the expenditure groups prevail also in time
regarding individual countries during this one and a half decade. All these changes in
time resulted in considerable structural changes in many countries. The most
remarkable is that food, having even nowadays the highest budget share in most
countries, is more and more loosing its leading role and is being replaced by housing
and transport. This switch was finished in the U.S.A. already in 1965, since the food
group was pushed back in that year to the second and in 1981 to the third place. The
same phenomenon can be observed in 1981 for Sweden, Denmark and the U. K. where
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Table 7
Average shares in personal consumption in clusters in 1965
(8 commodity groups)

Clusters
1 2 3 4 5
Number of countries in cluster 2 2 4 p 2
Average per cap. pers. consump. 1483 1757 2294 2672 3001
(1975 ICPS$)*
Shares
Food 50.0 394 31.7 31.3 24.5
Clothing 12.1 99 93 8.0 8.0
Housing 10.5 14.0 137 18.6 18.6
Household equipment 6.9 { s 9.9 8.8 79
Personal care 1.8 33 5.8 3:1 4.6
Transport 6.7 6.7 10.8 13.1 13.1
Reaction 4.1 6.8 5.5 7 7.8
Miscell. goods and services 7.6 9.5 129 9.0 14.8

* ICP = International Comparison Project, See Sum:~ers—Heston [11]

Table 8
Average shares of personal consumption in clusters in 1981
(8 commodity groups)

Clusters

1 2 3 4 5
Number of countries in cluster 1 4 <) 5 5
Average per cap. pers. consump. 2296 2595 3652 3658 4126
(1975 ICPS$)*

Shares

Food 45.5 36.0 26.3 26.0 224
Clothing 10.2 9.6 9.8 7 7.3
Housing 8.8 12.3 15.5 214 16.5
Household equipment 9.1 8.2 9.5 7.4 9.6
Personal care > 22 4.7 34 2.9 11.2
Transport 8.1 12.8 14.9 13.7 13.4
Reaction 6.5 5.9 8.1 10.3 8.2
Miscellaneous goods and services 9.5 10.6 11.1 10.1 12.2

* See Table 7.

the group of housing acquired the greatest share. Looking again at Table I, we can
easily be convinced that if this tendency continues, then this phenomenon will be
extended to more and more countries and in the next 5—I10 years it will be
overwhelming as an accompaniment of economic development. Evenin 1981 the share
of food in Switzerland, France and Finland is only 1—2 percentage points greater than
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that of housing. Although the process of changing shares can be followed in all
countries, it takes place in the less developed countries much later, in spite of the fact
that the growth rate in GDP and personal consumption is higher in these countries
than in the developed ones.

The clusterwise place of Hungary

The consumption pattern of Hungary—as we have seen in the clustering
process—is strikingly different from that of other countries. With the exception of the
year 1965—when it formed one cluster together with Greece—it forms a cluster on its
own. The consumption pattern of Hungary is characterized by a relatively high share
of food and by an exceptionally high share of alcoholic beverages and, simultaneously,
by a relatively low share of housing and health expenditures.

This separated position of Hungary is not explained by its level of economic
development. Most probably several other factors, not investigated in this article, play
a decisive role in this phenomenon. It can certainly be assumed that relative prices in
Hungary differ much more from those of Western countries than relative prices of
Western countries differ from each other.

The most characteristic changes and tendencies in the consumption pattern of
Western countries are observable in Hungary as well, but in a much more damped
form.

Ifwe extrapolate the data given in Table 1, it would appear likely that this switch
in consumption pattern will take place in Hungary much later than in Western
countries on about the same level of economic development.

In Hungary the process of changes in consumption pattern has slowed down
even more from 1979, and this is continuing as a result of an insignificant (almost
stagnating) growth in per capita real income. As far as real income is stagnating, the
tendencies of changes in consumption pattern—having prevailed during earlier
periods—cannot go on. On the contrary, there is a possibility, or now it is already a
reality, that some unhealthy distortions of consumption patterns will take place.
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MEXIYHAPOJHOE COITOCTABJIEHUE IMOTPEBUTEJIbCKUX
CTPYKTYP

U. KOBAY

B crarbe aHAJIM3HPYIOTCA CPYKTYPHbBIE M3MEHEHHUS JIMYHOIO NMOTPeOJICHUS HA OCHOBE [dHHBIX B
HeusMennbix uenax no 17 crpanam O3CP u Beurpuu B nepuon 1965-1981 rr. B dyukumonansuom
pasaenenuu notpebieHHe MNOAPA3JEANCTCS HA CJICAYIOLUME TpYyNNbl: NPOAOBOJILCTBHE, BKYCOBBIE
NPOAYKTH, OfIeX/1a, OBLITOBBIE YCIyIrH — OTOIUIeHHe — ObITOBas JHeprus, 060pyIOBaHHE 1OMAILIHErO
XO3AHCTBA M KHIIMLLA, 3PAaBOOXPAHEHUE — I'MIHEHA, TPAHCIIOPT U CBA3b, 0Opa3oBaHKe — KyJIbTypa —
CHOPT — OTABIX, CMelaHHble Gnara U yciyru.

Jia conocraBienus co crpanamu ODCP BeHrepckue [aHHbIE HYXJAJMChb B HEKOTOPbIX
HU3MEHEHHSAX.

ABTOp aHaJIM3UPYET:

a) CxonHble, T. €. NpUHAMAaeMble 3a 0OumMe, 4epTbl MOTPeOMTENBCKOM CTPYKTYpbl CTpPaH ¢
Pa3JIM4HBIM YPOBHEM JKOHOMHMYECKOIO Pa3BUTHA, B TOH MJIH MHOH CTENEHH ACHCTBHUTE/IbHBIC IS BCEX
CTpaH, U B TO € BpEeMs MOKa3bIBAET PA3IH4MA, HAUMOHAJIbHbIE OCOGEHHOCTH, WMEIOLIME MECTO B
CTPYKTYpe noTpebieHns oTAc/abHbIX cTpaH. Ha 0ocHOBE CXOACTBA M pa3/IM4Hs NOTPEOUTENLCKHUX CTPYKTYP
aBTOp IPYNNHMPYET C MOMOLILIO KJIACTEPHOrO aHaiu3a CTpaHbl. B pesyibraTte cTpanbl cO CXOAHOH
noTpeOUTENbCKOM CTPYKTYPO# nonaaaroT B o6uMi, a C pa3/IMYHON CTPYKTYPOH — B pa3Hble K1acTepbl.

6) HackoJibKO TeCHa CBA3b MEX/1y CIIOXHBLIEMCS HAa OCHOBE KJIACTEPHBIX PACCTOAHHH MOPAAKOM
CTpaH M NOPAAKOM, ONPEAC/IAEMbIM YPOBHAMH HX JKOHOMHUECKOro pa3suTus. Takum obpasom, Bonpoc
MOJXET CTABUTLCA M TAK: ABJIAETCA JIM NOTPEOUTEIIbCKAS CTPYKTYPA IKOHOMHYECKH D0Jiee pa3BUTBIX CTPAH
Takxe «bosiee pa3BUTOMH»?

B) U, HakoHell, aBTOp onpeaesisieT MecTo BeHrpuu Cpe/iv noJiy4eHHbIX IPYNIIMPOBOK CTPAH, 4 TAKKE
(hOpMyJIHpYeT BLIBOABI, KOTOPbIE MOTYT ObITh C/le/laHbl HA OCHOBE 3TOI0 OTHOCHUTEJILHOIO MeCTa.

B CXOACTBE WM pa3jiH4M¥ MOTPEOMTENBCKOH CTPYKTYpbl IpPYIM, [OJIYYEHHbIX HAd OCHOBE
KJIACTEPHOrO AHAJIN3a, HAXOAMT BBIPAXEHHE KOMIUIEKCHOE Bo3zieiicTBHe MHOTrMX ¢akrtopos. U3 nux
BaXHBIM ABIAETCA IPPEKT yPOBHS IKOHOMHHECKOTO PA3BUTHSA M — Y€pe3 HEro — YpOBHSA NOTpelb/ieH s U
JIOXO/IOB, POJib OTHOCHTE/IBHBIX LIEH, pa3jiuHble reorpaduueckue M KIMMATHYECKME OCOOEHHOCTH,
NOTPeOHTENILCKHE HABBIKH.

V aBTopa He 6GBUIO BO3MOXHOCTH [aTh AHAJIM3 TAKMX BAXKHBIX (AaKTOPOB, Kak, Hanpumep,
OTHOCHTEJILHBIE IIEHBI, H U3 IEPEYUCIICHHBIX (AKTOPOB ABTOP MPEX/E BCEro aHAJIM3UPYET BO3ICHCTBHE HA
CTPYKTYpY NOTpebieHHs ypOBHS SKOHOMMHYECKOrO Pa3BUTUS.
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JOINT PRODUCTION AND LABOUR VALUES

E. ZALAI

This paper investigates the problem of labour value determination in the presence of joint
production. The purpose is to clarify the main problems involved, and critically review some recent
proposals. In the case ofjoint production the inputs can not be divided between products in a natural
way. As a result, none of the three alternative definitions given by Marx for labour values can
generally be applied in this case. This means that the definition of labour values has to be generalized.
The author points out that any such generalization will contradict some original Marxian proposals;
therefore, there is no Marxian solution to the problem. One could still attempt to find a
generalization Marxian enough in its spirit. The author lists some criteria that such a generalization
could be tested against. He points out that the solution suggested by Morishima fails to meet most of
the above criteria. It will be argued that a solution which relies on a price dependent division of inputs
between products is closer to the general spirit of Marxian analysis.

The renewed interest in Marx’s economics has contributed a lot to a better
understanding of the content and scope of his economic concepts. Formal models
have proved to be especially instrumental in this process, as examplified by the
pioneering works of Brddy [1] and Morishima [2]. There remained, however, quite a
few problems not satisfactorily solved. In connection with the labour values
heterogeneous labour and joint production have traditionally been sorted out as two
major problems posing serious challenge to their general conceptual validity. In a
related paper, | have addressed the first issue (Zalai [3]), in this paper I will deal with the
second.

Joint production is a common phenomenon in our modern times, for in most
production processes there are some inputs which can not be directly divided between
the produced goods. The theoretical importance ofjoint production isalso underlined
by the fact that the proper treatment of durable capital goods itself leads to a model of
joint production. This point was already emphasized by Marx but it was not until the
works of von Neumann [4] and Srajfa [5] that this issue started to be seriously studied. It
can thus rightly be expected that a value or price theory can accomodate the case of
joint production as well.

Marx himself paid little attention to the problem of joint production. The
alternative definitions of labour values given by him only apply directly to such a
situation, in which the commodity and labour inputs necessary for the production of
various commodities are separately given for every single commodity. Later analysis
revealed that these definitions would not, in general, give meaningful results, ifjoint
production is present. Thus, in short, there is no Marxian solution to the problem.
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Dealing with the problem of value determination in the case of joint production
Brody [6] left the question basically open and only noted the possible arbitrariness in
assigning values to joint products. Ldng [7] took this issue further and proposed to
consider labour values as a set rather than a single point. He defined this set by all the
solutions one could get from an input-output model based on arbitrary divisions of
joint inputs between products. Morishima [2] and later Morishima and Catephores [8]
proposed to generalize the definition of labour values in a linear programming
framework, partly in response to Steedman [9], who produced negative ‘“Marxian”
labour values as an evidence of their fallacy.

In this paper we will first review Marx’s alternative definitions of labour values
and point out the related problems caused by joint production. Then, the various
proposals, especially those of Morishima, will be critically investigated. It will be
argued that his suggested solutions do not meet some important Marxian criteria and
are, therefore, not acceptable. Finally, a possible ‘second best’ solution will be
discussed.

Joint production: a test of Marx’s triple definition of values

Three alternative definitions of labour values can be distilled from Marx’s
Capital : labour content, labour required for the final (net) output and total (direct and
indirect) labour input. These three concepts, which also appear in input-output
analysis, are known to produce the same result in the case of single production. In the
case of joint production, however, they do not always provide operational concepts. It
will be also interesting to see how different these concepts in fact are.

Let us define an output (Z) and input (Q) matrix containing m rows and n
columns each, where the rows refer to commodities and the columns to production
processes, respectively. Similarly, let a row vectorw = (w;),j = 1,2,. .., mcontain the
homogeneous labour inputs and denote labour values by vector p = (p;), i = 1,
20

The first, the labour content definition of value given by Marx rests upon his
assumption that if a commodity is produced under socially average conditions, then
the labour entering into its production is conserved by the value of the product.
Suppose that every process considered operates under socially average conditions—an
assumption to which we will come back later. To find these labour conserving values
then means to solve the following system of equations (labour inflow = labour
outflow):

PQ+w = pZ, (1)

where, of course, we expect p to be positive (or at least nonnegative).
The second definition is based on Marx’s assumption that in a given period the
value of the net product of a society is equal to the amount of (live) labour that created
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it. Let us assume that the input and output coefficients remain unaffected by the change
in the general intensity (level) of production in every process. Based on this assumption
the value of any commodity could be determined as the labour required to produce one
unit of final (net) output of the given commodity. Let us denote by vector t, the level of
the various processes, at which one unit net output of commodity i will be produced.
Thus, the value of the Ith commodity is p( = wt;, where

)

and e, stands for the fh unit vector. Again, the solution of (2) is expected to be
nonnegative.

One can immediately see that neither of the two equation systems (1) and (2) will
always have a solution, and if it does this may have negative elements, and the solution
may not be unique. To guaranty in general the solvability of (1) one should assume that
the rank of the matrix (Z —Q) is equal to n (i.e. m”/i), whereas in the second case its
rank should be equal to m (i.e. m” n). Thus, except for the specific case when (Z - Q) is
a quadratic, nonsingular matrix, one can not expect in general that the two solutions
will coincide. Even in such a case, the solution may be meaningless from the economic
point of view, because some of its elements may be negative.

It is also clear that the third definition, which is based on the phase-by-phase
calculation of the labour input, can not be used ifthere arejoint products, since one can
not tell how much labour was used for the production of the single commodities.

Thus, none of the three definitions given by Marx proves to be universally and
meaningfully applicable to the case ofjoint production. Based on this observation one
can rightly conclude that there is no Marxian solution to the problem of labour values
in the case ofjoint production. In what follows we will turn our attention to various
interpretations of this conclusion.

Steedmans example: negative labour values?

Steedman [9], challenging the basic Marxian thesis that the source of profit is the
surplus value, produced a simple numerical example, which contained two processes
and two commodities. The data in his example were as follows:

To determine the labour values he mechanically applied the above discussed
Marxian definitions (it could be interpreted as either of the first two, since in this case
they coincide). As a result he gotpy = —l1and p2 = 2. On the basis of these *“labour
values” he then showed that the surplus value was negative.

Morishima [10] and Wolfstetter [11] pointed out that his claim that these
numbers are the labour values is unfounded, because he applied Marx’s definition to a
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case different from what Marx considered. From our previous discussion it should also
be clear, that for the joint production case one has to use a generalized notion of labour
values, in order to get an operational concept. Wolfstetter has also pointed out that the
negative value in Steedman's example may be attributed to the fact that the first
process is not efficient in the net sense, i.e. the second process yields larger net output
using the same amount of labour. (Applying one unit of labour the net output of the
second process is 3 and 2, whereas that of the first is only 1and 1 from the two
commodities, respectively.)

One can easily generalize Wolfstetter’s point for the case of any invertible
(Z —Q) matrix. Let us assume that the “labour value” of some commodity, say the ih,
is negative, i.e.pt = w(Z-Q) *e<0. Definex = (Z—Q)~ ¢ and x,, x2"0such that
X, —x2 = X. Clearly, we have wx, <wx2and(Z-Q)x, " (Z-Q )x 2, which means that
the composite process of xt is more efficient than that of x2. Conversely, let us assume
that there is an inefficient collection of processes in the technology, i.e. we may find xt,
x270, such that (Z —Q)x, 2t(Z —Q)x2 and wx,<wx2. From this it follows that
w(X, —x2) = w(Z—Q)_1(Z-Q) (x,-x 2<0. Because (Z—Q) (xi- x2)"0,
w (Z-Q)-1 must contain at least one negative element.

There is an important consequence of the above phenomenon in the context of
labour values. We have emphasized that the labour content definition is based on the
assumption that the various processes operate under socially average conditions. This
assumption, however, cannot be maintained if a process (or a group of processes) is
clearly less efficient than another one. In such a situation, according to Marx, negative
and positive extra-surpluses emerge in the various processes, thus one could not use
equation (1), which does not contain such extra-surpluses. Steedman’s example,
therefore, violates the Marxian concept of labour values in this respect, too.

Based on this observation one may even wonder whether or not Steedman’s
example can picture a market economy in equilibrium at all. The answer to this
question is affirmative. Based on the Sraffian concept of producer’s prices Steedman
showed that his example can be regarded as an equilibrium state of an economy.
Suppose, workers get 3 and 5 units out of the 8 and 7 units net output of the two
commodities, respectively. T h e n = 1/3,p2 = 1prices,p0 = lwagerateandr = 0.2
profit rate satisfy the following equilibrium price condition:

pZ = (I +r)pQ+/>0w

and wages are equal to the cost of consumption. Thus the question remains how one
could define labour values in a more meaningful way for such a case.
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Morishima: optimal and true values

Morishima followed the second definition of labour values, that is, the one based
on the labour requirement of net output. In accordance with this definition the labour
value of any bundle of commodities (b) is determined in two steps. First, such activity
levels have to be determined which give rise to a net output vector b. As indicated
earlier, this problem may not have meaningful (nonnegative) solution and/or it may
have several solutions. Thus, in this form, it will not provide a universal method for the
determination of labour values.

Morishima, therefore, proposed to reformulate the above problem into an
inequality system in the fashion common in modern mathematical economics, i.e.
allowing for excess supply, as follows

(Z-Q)t"b ?)

If the production system examined is productive, i.e. there exists a t*iiO such that
(Z-Q)t* > O, then the above inequality system will always have nonnegative solutions.
The only problem that remains to be solved, according to Morishima, is to select an
appropriate solution, because the inequality system (3) will, as a rule, have many
feasible solutions. He proposes to choose such a solution that minimizes the amount of
labour. This minimal labour required to produce at least as much net output as in
vector b is what Morishima calls the true labour value of the commodity bundle b. Let
us denote it by /2(b), which is thus defined as follows:

/>[0) = min {wt: (Z—Q)t"b, t~0OJ 4

In his earlier work [2] he proposed to consider the dual solution of problem (4), that he
called optimal labour values, as the generalization of labour values. The optimal value
ofa commodity bundle is equal to its true value. However, the optimal values are not
always uniquely determined, unlike the true values. This is why he switched to the
latter concept. Morishima viewed thus his true labour values as the proper
generalization of the Marxian labour values for the case ofjoint production. To justify
his claim he referred to a passage in the “Poverty of philosophy”, which reads as
follows: “It is important to emphasize the point that what determines value is not the
time taken to produce a thing but the minimum time it could possibly be produced, and
this minimum is assertained by competition.” (Marx [12], p. 66.)

It should be emphasized that the context of the above quotation suggests that
Marx was concerned with market values, that is, with the centre of prices rather than
with values defined as socially average labour contents. This double interpretation of
values, i.e. natural center of prices versus average labour content, is a source of
confusion and debates among Marxist economists, since these two concepts seem to be
qualitatively different. Nevertheless, in this paper we will stick to the second
interpretation of values and show that Morishima’s true values might fit in with the
above concept of market values but not with that of average labour content which
appears in most places of Capital.
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In the next section we will define some criteria which we believe this latter concept
of labour values should fulfill. To prepare the ground for the assessment of
Morishima’strue values it should be noted that they are not additive, that is, in general

p(b) #

Also, ify is the observed ned output, the true value ofy is in general smaller than the
labour actually used for its production. Thus, for example, even if all the net output is
consumed by the workers, Morishima’s true values might indicate exploitation
(surplus labour). On the other hand, it can occur that with the true values one is not
able to identify surplus labour even if there is capitalist consumption. These features
seem to contradict the Marxian analysis.

Morishima’s true values are based on a marginal rather than average concept of
valuation. They can in fact be interpreted as marginal values only if the technology
exhibits constant returns to scale. Such an assumption, however, is not needed in order
to determine labour values in the case of single production. It is easy to show that one
does not even need to know the input coefficients. In order to determine labour values
one can solve an equation system based on the actual amount of inputs and outputs.
Let us denote the output vector by q in this latter case. The labour values are simply
defined by the following equation:

p<g> = pQ +w
where <e) denoted a diagonal matrix.

To see the essential difference between Marx’s and Morishima’s labour value
concept clearly let us consider an economy with alternative, but single product
technologies. The same commodity is thus produced with different input requirements.
In such a situation one can easily tell (ex post) what the socially average input
requirement of various products was in a given period. Thus, the determination
of labour values can be reduced to the familiar input-output scheme. Once the values
have been determined one can evaluate the different processes. The individual
processes will, as a rule, exhibit positive and negative extra-surpluses. It is, in fact, these
extra-surpluses that allow us to judge which processes are operated under better or
worse conditions than the social average.

We think that in the above situation the outlined approach should be followed in
the spirit of Marx’s related analysis. Following Morishima’s definition of true labour
values one would arrive at a completely different result. His true values should be
determined by solving a linear programming model based on a von
Neumann-Leontief technology, which is a problem familiar from the “nonsub-
stitution theorem” (see, for example, Gale [13]). In that solution one would only find
negative extra-surplus, i.e. only the most labour efficient processes would ‘conserve’
the labour input. This is in sharp contrast with the Marxian average concept outlined
above.
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Criteria for testing the generalizations

There should be no doubt: both the optimal and true labour values of Morishima
generalize the Marxian values in the general sense. If joint production and
technological alternatives are absent, both of them result in the same valuation system
as the Marxian labour values. This is a necessary but not sufficient condition that a
generalization should meet. The crux of the matter is that we are dealing here with a
situation in which we want to find not only a more general labour value concept, but—
to paraphrase Morishima—a “true Marxian” labour value concept.

Since Marx did not give a general definition and he is not alive any more, this
problem will remain unsolvable or a matter of subjective judgement. Nevertheless, one
might still try to set up a few fundamental criteria, based on the original Marxian
concept and surrounding analysis, against which various generalizations could be
tested. A partial list of criteria is provided below as an example.

1 The values are uniquely determined, once the socially necessary input
and output data are known (unique existence).

2. The values are nonnegative, but positive if labour is indispensible for the
production of the given commodity (positivity).

3. Thejoint value ofa bundle of commodities is the quantity-weighted sum of the
unit values (additivity).

4. The total value of outputs isequal to the sum of the value of commodity inputs
plus live labour input, if and only ifa production process is operated under socially
average conditions (average property).

5. If some processes do not operate under socially average conditions, then both
positive and negative extra-surpluses arise (symmetry of average property).

6. The value of the actual net output of the economy is equal to the amount of
labour actually used (net product identity).

7. If there is (no) surplus product, the surplus value is positive (zero) (surplus
identity).*

8. The values are independent of prices (price independence).

The readers of Marx’s Capital will most probably agree on that the above
principles are fundamental characteristics, almost axioms of the Marxian value
concept. It is therefore not necessary to comment on them in more detail here. One
could probably add a few more items to the list or question the reasonability of some
criteria listed. But this is not the real issue here. Our aim was to collect those Marxian
statements, the validity of which have been questioned in one or another way in the
foregoing analysis. The only exception to this rule is the criterion of price
independence, which will only later enter our discussion.

* The surplus product is a vectoral magnitude. If there are both negative and positive elements in it,
one can not tell whether or not surplus is produced. This is probably why the concepts of surplus value and
surplus labour were introduced by the classical economists.
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Let us now briefly summarize Steedman’s and Morishima’s understanding of
labour values in the light of the above criteria. Steedman, as we have seen it, extended
mechanically Marx’s original definition to the case ofjoint production. This approach
would result in a concept that would violate several of the above criteria. Neither the
existence, unigueness nor the nonnegativity of values is guaranteed by such a concept.
It would not bear the average property either, as we have already shown (see the basis
of negative values). The surplus identity would not be fulfilled either. Steedman himself
has shown with his example that there may be negative surplus value associated with
positive surplus product. If the values can be determined at all, they will thus only
satisfy the additivity, net product identity and the price independence criteria.

Unfortunately, Morishima’s concept does not score much better at all in the
above test either, as we have already seen. Although the true values will always be
uniquely determined and nonnegative, but only for a bundle of commodities (not
additively). They do not fulfill, in general, the average requirements, the net product
and surplus identities. Apart from these, Morishima’s concept rests upon the
assumption of constant input and output coefficients, and on the choice of techniques
which is rather alien to the Marxian analysis, too. It is much closer to a neoclassical
price theory and to the notion of opportunity cost. It can certainly not explain the
source of the social net product (the actual labour input—according to Marx), which is
distributed among the classes of capitalist society through rents, profits and wages.

What other solution is left?

On the above ground we may thus conclude that the challenge posed by joint
production to the Marxian labour value concept, articulated forcefully by Steedman,
was not successfully met by Morishima’s otherwise interesting generalized notion. It
seems to be almost certain, too, that any revision or extension of Marx’s original
definition will lead to conclusions, which will not be in full conformity with those of
Marx. The question is therefore how one could find such a solution that is reasonably
close to the spirit of the Marxian analysis and way of reasoning.

This is admittedly a matter of taste as well, because it rests upon subjective
judgement. At present I can not think of any better solution than to resort to Marx’s
original definition. We have emphasized at the beginning that Marx’s original
definitions can only be used if the commodity and labour inputs are divided among the
produced commodities. This division takes place in real life through the cost and price
calculations according to socially agreed principles. One could, therefore, rely on this
social mechanism in defining labour values, in a similar vein as Marx included the
social, historical elements into the determination of the necessary consumption of
labour.*

* This solution was first proposed by the author in an unpublished dissertation in 1980 (Zalai [14]).
Flaschel [15] has independently also argued in favour of such a solution as against Morishima’s true values.
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Such a solution could be objected to on the basis that it brings in the prices into
the definition of values, i.e. values are no more price-independent. But how could one
deny at all that prices indirectly influence the size of values? The decisions about what
to produce, what technologies to use and so on depend to a large extent on prevailing
and expected prices, and these decisions form the necessary costs of production, which
in turn determine values. The logical priority of values to prices in Marx's economics
should not be interpreted as some kind of a causal precedence. Prices and values
represent two interrelated (dual, as Morishima calls them) valuation system in Marx's
economic theory. We do not think, therefore, that one would depart too far from Marx
making this relationship explicit in defining labour values for joint products.

To illustrate this solution let us come back to Steedman's example again.
Suppose we accept the Sraffian equilibrium prices (/?, = 1/3, p2 = 1) as the basis of
cost division between products. Aggregating the total inputs according to the
produced commodities we arrive at the following input data:

| 650 325 =33 101
Q" 3 3 360 . :
The total production is 33 and 17 units of the two commodities, respectively. From
these data one can already determine the labour values. The result isp, % 0.24 and
p2 % 0.59.

It is also interesting to note that by evaluating the original processes at these
values we will find that extra-surplusses emerge (defined as pZ —pQ - w). In the case of
the first process this is negative (» -0.884, which is about 9 percent of the total
surplus), whereas it is of the same order of magnitude, but, of course, positive in the
case ofthe second one. This isclearly what we expected, since we have seen that the first
process is less efficient than the second.

We may conclude from the above analysis that the proposal based on a properly
justifiable division of inputs among joint products is probably a less elegant and
appealing concept than Morishima’s true values, but it may save more of Marx's
original concepts.
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COMNPAXEHHBIE MPOAYKTbI N TPYAOBAA
CTONMOCTb

3. 3ANAIN

B nocnefHee BpeMsi BO BCEM MUpe OXMBU/CA WHTEPEC K MapKCOBOMY MOHATMIO CTOMMOCTU U
BE/IMUMHE CTOMMOCTW. B JaHHOl cTaTbe paccmaTpuBaeTcsl Npo6nemaTka COMPsHKEHHbIX COBMECTHO
NPOU3BOAUMbIX NMPOAYKTOB W BE/IMUUHBI CTOUMOCTH, B NEPBYIO 0Uepefb C LieIblo YTOUHEHNs NOHATUIHO
CTOPOHbI NPO6AEMbI N KPUTUYECKOI OLIEHKM Pas3nyHbIX TOUEK 3peHus. B To e Bpems AenaeTcs nonbiTka
pacnpocTpaHuUThL OnpefeneHne CTOMMOCTM B COOTBETCTBUM C MAPKCOBLIMYU MONOXEHUAMMU 1 aHAIM30M Ha
COMNpSHKEHHbIE NPOAYKTHI.

B cnyuae COBMECTHO MpPOM3BOAMMbIX W34eNUiAi OCHOBHAs TPYAHOCTb COCTOMT B TOM, UTO Mbl He
MOXEM «EeCTEeCTBEHHbIM» 06pa3oM pacnpefenuTb 3aTpaTbl MO TOW WAN WHOW AesTEeNbHOCTU Mexny
NpOM3BOANMBIMU MPOAYKTaMU. [103TOMY Henb3f HEmocpefCTBEHHO MPUMEHWUTb TPWU anbTepPHATUBHbIX
onpefeneHus BeNUYMHbI CTOMMOCTM Mapkca, BepHee, UX NMpUMeHeHue NpuBeno Gbl K 6ECCMbICIEHHbIM
pelleHusm. Hanpumep, CTUAMIH Ha 3TOM OCHOBaHMM [enaeT BbiBOA 06 OrpaHWYEHHOCTU MOHSTUSA
CTOMMOCTM MapKkca W CTaBUT MOJ COMHEHWe ee TEOPeTUYEeCKoe 3HaueHue. A Mopuliuma u apyrue
NpaBubLHO, MO MHEHWIO aBTOpa, BUAST B 3TOM TO/LKO MOATBEPXKAeHWEe Heo6X0oAMMOCTH 0606LLeHNs
onpegeneHus CTOMMOCTW. B To ke BpemMs aBTOP YKasbiBaeT W Ha TO, YTO HET Takoi BO3MOXHOCTM
0606L1eHUs, KoTopas 6bl He MPOTUBOPEUUIa TOMY UM MHOMY CYLLECTBEHHOMY MOMOXeHU0 Mapkca, To
ecTb y MapKca HeT peLleHUs BONpoca, Mbl MOXEM FOBOPUTL B /lyuLleM Cyyae 1Llib 0 PacnpoCcTpaHeHuu
noHATMS B fyxe Mapkca.

3aTeM aBTOp CyMMUpYeT KpUTepuu, urpatolime oco60 BaXKHYK pO/fb B aHanu3e CTOMMOCTU
Mapkca, 1 KOTopble MOTYT ClyXUTb Mepoii pacnpoCcTpaHeHns NOHATUS (OAHO3HAYHOCTb, NONOXMUTENbHOE
3HaueHue, afUTUBHOCTb, MPUHLMMN CPEAHEl, CAMMETPUYHOCTL NPUHLMNA CPeAHel, 04HO3HAUHOCTb BHOBb
CO3JaHHOI CTOMMOCTU, B3aMMONpPeANonaraeMocTb NPM6aBOYHON CTOMMOCTY 1 NPUGABOYHOTO NPOJYKTA,
HEe3aBUCMMOCTb CTOMMOCTEN OT LigH). ABTOP MOKa3bIBaeT, YTO NMPUHSATOE NOYTW BCIOAY B MEXAYHapOAHOI
nnTepatype 0606LieHre MopULLMMbl HapyLlaeT MOAAaBASIOLLYI0 YacTb BbilUEYKa3aHHbLIX KpuTepues. B
NPOTUBOMNOMNOXHOCTL 3TOMY aBTOP CUMTaeT 6Gojee MNPUEMNEMbIM pelueHWe, Mpu KOTOPOM CHavana
3aTpaTbl pacnpegensoTcsa Mexay NpofyKTaMu BCOOTBETCTBUM C TPAAULIMOHHON NPaKTUKON U TeM CaMblM
onpegeneHure CTOMMOCTU CBOAAT K MpPUBbIYHON (opme. Takoe pelleHue He YA0BNETBOPANO0 Gbl NULLb
nocnegHeMy KpUTeputo, KOTOpbIi, BOOGLLE, HECOCTONTENEH.
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AN ESSAY IN MACROECONOMICS

A. BRODY—K. MARTINAS—K. SAJO

Theoretical tools of constructive thermodynamics can be applied to analyze the change ofthe
macroscopic variables of a given economic subsystem. In close analogy to the entropy function a Z
potential function, depending only on the macroscopic variables, may be set up and shall be clearly
increasing during regular economic processes.

Macroscopic variables of economic systems

The description of economic system by macroscopic variables in the sense of
thermodynamics is not without precedent: Neumann [1], Samuelson [2], Georgescu-
Roegen [3] are pioneering contributions. Our exposition is only more explicit and
systematic.

Macroscopic variables emerge quite naturally in economic models contemplat-
ing sets of products. Economic activity analysis for instance considers solely addition
and transformation of vectors, representing inputs and outputs of economic processes,
and may be viewed as a special thermodynamic model. Its origin in phenomenological
thermodynamics has been clearly indicated by Neumann [1 p. 29]. The corre-
spondence is profound because, according to Giles [4] “... any verifiable assertion of
thermodynamics can be expressed in terms of states with the aid of the operation +
and the relation -» alone”.

Our approach allows for non-linear relations and is therefore more general than
activity analysis. Certain preliminary remarks concerning the measurement of
macroscopic (“extensive”) variables have to be made at the outset:

i) sound measurement has to settle appropriate time/space intervals: big enough
to allow summation of a sufficient number of minor events and small enough not to
suppress information about intrinsic changes;

ii) only a finite number of extensive variables may be considered which possess
proper and integrable balance equations, meaning that they may be measured in
natural units thus their respective changes may be added up with proper signs;

iii) the set of extensive variables, measured at any one point of time, constitute a
vector, the theoretical ensemble of possible vectors spans the n dimensional space R f,
the so-called phase space where n is the number of distinct parameters.

If we now consider a productive economic subsystem (be it a household or an
enterprise, a branch of industry or a national economy) its state will be characterized
by its available resources: building, plant, equipment, inventory of materials, semi-
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finished and finished products, prepaid labour and other services, monetary funds—in
short: its tangible assets.
We therefore formulate Proposition 1

The state of a productive subsystem is unequivocally characterized by the list of
various commodities and services JVj(i=I,...,r) in its possession and its
monetary resources M.

One could include also accounts payable and receivable but at this point of
exposition let them subsume as additional forms of money. Credit relations are thus
disregarded.

All these characteristic variables are extensive quantities as defined above.

Let the system now move in the state space (of r +1 dimensions) by carrying out
various processes and interacting with the outside world. During an infinitesimally
small process the system will alter its capital value, C, in the following manner:

dC= X PidNi+dM Q)
i=1

Here ptis the internal price and d A, the change of the variable i, d M the change of
money. Let us emphasize that all the internal prices (or “weights” or “intensive
parameters”) are themselves subject to change, depending on the macroscopic
variables. Thus theoretically pt= Pi(Ni,..., Nr, M) though we usually do not know
the shape or exact form of the latter functions.

All this is not new to economists. The reason thermodynamic concepts have to
be introduced is the following. Though d C, the change of capital value is the direct sum
of the properly weighted changes of the extensive variables, its integral Jd C depends
on the actual movement (path) of the subsystem as traced among changing parameters
and prices. Therefore C itself does not qualify for an extensive variable because its
balance equation cannot be integrated if we know (measure) only the initial and end
points of the movement.

To perform such an integration, we either have to observe the exact trajectory of
the system, burdening us with the impossible task of continuous measurement, or have
to resort to methods perfected by thermodynamics.

The vital problem, approached here in a new way, is long familiar to economists
and is called the “index-number problem”: if an index of volume has to be prepared
and any one of the prices (or “weights”) changes during the period considered, then
comparison of the endpoints is rendered ambiguous.
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The approach offered by thermodynamics

The plan to proceed is indicated by standard thermodynamic reasoning (see f.i.
Fényes [5], Landau-Lifschitz [6] or Landsberg [7]). We first discern currents and
sources and determine with their help the surplus generated by an infinitesimal
process. We also define external prices to separate commercial and productive surplus.
This allows to set up an equation analogous to the first law. We then seek an
integrating factor which transforms equation (1) into a total differential. This
necessitates the definition of an economic equivalent of adiabatic processes and
irreversibility. Finally we find an economic analogue to the second law. This helps to
prove the existence but not yet the uniqueness of an entropy-like function. A short
postscript will then indicate some further observations about the formal structure thus
secured.

Currents and sources, the first law

jV, may change in two ways. Firstly by interactions with the outside world. These
changes are called “currents” and are designed by ¥, according to thermodynamic
tradition. We may visualize them as purchases and sales or, more generally, as inputs
and outputs of commodities and services, entering and leaving the subsystem.

Secondly they may change by the activity within the system itself: it may create
and consume commodities and services. These are called “sources” or “sinks” and are
designed by St. Thus

dNt~J, +St  (/=1,...,r) 2

To fix signs: purchases are positive, sales negative, creation positive, consumption
negative.

Separation of commercial and productive surplus requires the introduction of
external or “market” prices, they will be designated by and may—but do not have
to—deviate from internal prices.

Commercial surplus, d R, originates in price-differences:

dR = £, ®)

That is: if internal prices are higher than external ones, this entails gains when
purchasing and losses when selling.
Productive surplus, dK, originates in the internal working of the system:

dK = i£_1l|,£l,. 4

The amount of money is also altered, and we could write d M = JM+ SMbut money is
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usually not created in an economic subsystem, so SM= 0 and this does not bring much
new insight. Another classification will be more revealing: money might change
because of commercial activities and also because of receiving pure monetary inputs
(that is: investments into the subsystem). Thus:

dM = - £ jiiJi+dIM (5)
i=1

The amounts collected under the summation sign comprise all the commodity and
service transactions with the outside world, d IMdesignates pure monetary input from
outside.

This may be considered as an “Economic first law”.

Deducting (5) from (3) we obtain

dR —dM = £ ntJ,-dIM
i=1

hence

_£1HiJf+dM =dR +dIM.

1=

So we are ready to rewrite equation (1) by substituting (2) and in consequence of (4)
and (5—(3) as

dC= £ pi(Ji+Si)+dM =dR +dK+dIM (1%)
=1

Discussion and the second law

The increase of capital value stems from commercial and productive surplus and
new investment. This, of course, is an economic truism and we could have set out
directly from equation (1*). The lengthy derivation has been necessary only to show
non-trivial parallels with thermodynamic reasoning and to facilitate interpretation.

Observe, namely, that commercial surplus and new investment are both
transference of values from an “outside reservoir”. They increase the capital value of
the subsystem to the “detriment” of the outside world and correspond to the
transference of heat in the first law of thermodynamics, while productive surplus
originates from work performed within the system itself.

An adiabatic process—in an economic sense—will consist therefore of a process
characterized by d1M= 0, that is no investment from outside.

A reversible process will be characterized by d K+ d R =0, the absence of surplus.
This can be visualized as a pure rearrangement of the extensive variables, without loss
or gain which rearrangement then can be easily carried out in the reverse direction.
Any commercial activity, if it exists, is pure barter.
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An irreversible process will be characterized by dA"+d/?>0. The existence of a
productive surplus signals the lasting impact on the world which cannot be “taken
back” by simple barter or rearrangement of the commodities or services. (It may be,
though, “taken back” by some further sequence of other irreversible processes.)

To forge ahead toward integrability and the second law we need further special
assumptions.

Proposition 2a

No regular economic process is undertaken in which the sum of commercial and
productive surplus is negative or zero.

The proposition therefore prescribes d/? + d£>0. But this is still insufficient to
secure an integrating factor for dC. In thermodynamic theory it was the work of
Caratheodory [8] which finally articulated the necessary and sufficient conditions for
the existence ofan integrating factor. He proved that if the topology of the phase space
is such, that for every point in phase space there are points in the neighbourhood that
cannot be reached by the system on a trajectory for which Jd C = 0, then an integrating
factor must exist.

We may exploit our former definitions in the following manner. A reversible
adiabatic process entails dA4d/? =0 and dJM= 0, thus according to equation (1*)
dC = 0. That is a reversible adiabatic process cannot have the same result as an
irreversible process for which dC>0.

We may in the vein of Caratheodory state our Proposition 2b securing an
integrating factor:

Close to every point in the phase space there is another point which can be
reached only by a regular economic process in the sense of Proposition 2a.

Economic temperature and entropy

Propositions 1, 2a and 2b together ensure the existence of an integarting factor,
say T, by which d C can be transformed into a total differential and thus integrated
between two points in the phase space irrespective of the actual path.

Thus:
dC/T=dz (6)

where Z is a differentiable function.
We may call T the economic temperature and Z the economic entropy imitating
thermodynamic labels.
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Mathematical reasoning, as applied to thermodynamics, shows also that
equation (6) leaves much freedom of choice in the function T. Yet the “index number
problem” may be solved only if a‘consensus can be reached in selecting a unique
function T. If we wish for Z to qualify for an extensive macroeconomic variable, that is
to be a homogeneous function of degree one ofall the other macroeconomic variables,
then T must be homogeneous and of degree zero, as befitting for an intensive variable.
If we further wish T to be positive throughout, then for regular economic processes Z
must increase, economic accumulation therefore is interchangeable with increasing Z
values.

Postscript

We pursued only a very general yet basic form of thermodynamic reasoning,
open and offered for each and any system that can be described by interacting
macroscopic variables and balance-equations.

The help to be expected from thermodynamics does not stop here. Among other
advantages it may also provide instructions for performing and interpreting measure-
ments carried out on the system under investigation.

It would be particularly important to explore the family of potential functions
that are candidates for representing economic entropy and with them the various
forms and meanings of the temperature function.

We hope that by suitable theoretical and practical considerations these families
could be farther restricted. We also believe that the approximation, tabulation and
analysis of the second partial derivatives,

az

dNtdNk

would be helpful in solving this task.

This could be undertaken on hand of time-series and cross-sectional data for
economic systems (say: multi-country historical data). It may also shed new light on
considerations of economic stability.
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O4YEPK O MAKPO3KOHOMWUA
A. BIOAN—K. MAPTUHALL—K. LLIAO

TeopeTudecknii annapat TepPMOAMHAMUKM MOXET GbiTb MPUMEHEH K aHannu3y W3MeHeHUit
MaKpOCKOMUUYECKUX MEPEMEHHbIX [aHHOW 3KOHOMWYECKON cy6cucTeMbl. B TecHoil aHanorum ¢
JHTPONUIAHON  (hyHKUMEA (YHKUMS noTeHUMana Z, 3aBUCALas TOMbKO OT MaKpOCKOMUYECKNX

nepeMeHHbIX, MOXET GbiTb ONpeAeneHa 1 JOMKHA CTPOro BO3PacTaTh B XOZe PErynspHbIX IKOHOMUYECKUX
MpoLieccoB.
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SOME QUESTIONS OF ENERGY POLICY IN EAST
EUROPEAN COUNTRIES*
Energy supply and foreign economic policy

A. KOVES

The worriesofenergy supply in the smaller European CMEA countries are related to the fact
that—in spite of radical changes in their international (world economic and CMEA) environment—
no similar radical changes were pursued in their economic policy strategies, approaches and
planning concepts and, in consequence, in their energy policies either. Until quite recently, the
smaller CM EA countries, instead of reducing per unit energy (oil) consumption, tried to maximize
primary energy and raw material imports. These efforts were related to the possibilities and interests
ofthe USSR asexporter, and to the conceptofCM EA cooperation, which considers its basic task to
satisfy the, mostly physically determined, demands of member countries from intra-CMEA sources
to the greatest possible extent.

After 1973 when the oil price explosion shook the world economy, in the
countries of Eastern Europe the view was prevailing for a while that the crisis would
only afflict the Western world and the troubles which caused there stagflation,
uncertainty of supply and confusion of economic policy, a dynamic growth of
unemployment etc. would not spread eastward accross the rivers Elbe and Lech. By
now we have learnt that Eastern Europe has not remained exempt from the growth
difficulties faced by other countries and regions of the world dependent on energy
imports, either. Rising oil prices, tensions in the energy situation, deteriorating terms
of trade, external indebtedness, slowdown of economic growth, and necessary
restrictions on the domestic use of the national income both for consumption and
accumulation have become characteristic of the East European economic situation in
the last ten years.

Energy supply, economic growth and economic structure

While in the Western world an increasing number of signs indicate a slight
alleviation of the energy problems, i.e., the fact that the conditions of the oil market
have changed in favour of customers and analysts are concerned more with the
economic consequences of a possible decrease of oil prices rather than with those of a
new oil price explosion, there are no indications of a significant improvement of the
energy situation in Eastern Europe.

*For the purposes of this paper Eastern Europe includes the European member countries of the
CMEA, except for the Soviet Union (i.e., Bulgaria, Czechoslovakia, the GDR, Hungary, Poland, and
Romania).
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There are a lot of things which allow us to draw the conclusion that the troubles
are surviving: the published program documents and official statements in the
individual countries—as well as the joint declarations on CMEA level—speak about
the energy problem as one of the most important issues of economic development and
cooperation. The economic development plans give priority to investments in
energetics—often expressly at the expense of other sectors, mainly the manufacturing
industries and the infrastructure.* Planners and economic analysts are of the opinion
that the East-European countries can only satisfy their energy requirements under
increasingly severe conditions in the next five-year plan period (1986—1990).

First of all, however, everyday experience calls attention to the difficulties. The
energy situation continues to be tense in several East European countries, shortages
occur in the energy supply repeatedly, energy consumption has to be restricted from
time to time, causing difficulties both in industrial production and in the supply of the
population (in electric supply and in provision with fuel and combustibles).

We all remember that these tensions appeared in a particularly sharp form in the
very long and cold winter-time of 1984—85. What gives even more food for thought is
not merely the instability of the energy supply but rather that the supply difficulties
increased even though the statistical data published on the economic development of
the preceding period seemed to prove a certain recovery of the situation. Namely, after
the poor growth performance between 1980—1982 and the sharpening crisis of
indebtedness, a double objective was formulated in the countries of Eastern Europe:
on the one hand, economic growth was to be revitalized, or at least moved from the
trough at the turn of the decade (or, in some countries, recession was to be stopped) and
on the other hand, the international financial situation of these countries was to be
improved by reaching a considerable trade surplus. As a result of this policy, economic
growth became more rapid, as compared to that in the preceding two years, almost
everywhere in 1984** and the surplus in trade with the advanced industrial countries
exceeded that of the preceding year by doubling its value, and reached a record level.
Both results, however, burdened the energy balance of Eastern Europe. Parallel to the
acceleration of economic growth, domestic energy consumption again increased in
several countries, while pressing the exports of fuels played an important part in
achieving the surplus in foreign trade. Even though the production of certain kinds of
primary energy was also growing (production of brown coal in the GDR, hard coal in
Poland, natural gas in Hungary), in their totality the possibilities of expansion in
energy supply (either through production or imports) proved to be scarce in

*For instance, in the early 1980’s in Hungary 35—42 percent, in Poland 36—39 percent of industrial
investments were spent on the sector of energetics. [1,2] According to the plans in Poland, the investments
into energetics have to be doubled in the course of the coming five years to maintain the current level of coal
production. When comparing the data of the two countries it must be taken into account that Poland is a
major exporter of coal. Therefore, the investments into energetics are export-oriented, to a certain extent.
In Hungary, energy investments merely serve for import substitution.

**Except in Poland where the growth rate was lagging behind that of 1983 by a few tenths of points
(and where the level of the national income was still 14—15 percent lower in 1984 than the peak in 1978).
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comparison to the increasing demand. All this not only strengthened the tensions in
energy supply but contributed to the repeated slowdown of economic growth and to
the diminishing hard currency trade surplus of Eastern Europe in 1985.

Thus, the problems of energy supply are closely linked to the most important
questions of economic growth. The still high energy-intensity of economic growth*
indicates, among others, that the progress in economic restructuring is rather slow,
whereas it would be much more urgent here than in several other regions: owing to the
development strategy followed for many decades in the countries of Eastern Europe
the weight of the sectors with high energy demand is extremely high by international
comparison. In respect of the microstructure neither the pace nor the direction of
structural changes are adequate, and this can most directly be seen in the rigid
commodity pattern of exports. The exports to Western countries were boosted not by
adding new, up-to-date, and much-called-for manufactures to the export product list,
but in the traditional manner and commodity structure, inter alia by increasing the
export of materials and primary energy.

Economic political responses to the rising oil prices:
the cases of Western and Eastern Europe

The tensions in energy supply are at the same time connected with the energy
policy, among other things, with the energy policy adjustment: and these are the
questions we are going to focus on in the following part of our paper.

Let us, first of all, briefly compare the typical response of the West and East
European oil importing countries to the oil price explosion. Let us disregard the
differences between adjustment mechanism deriving from the varying systems,** and
also the non-negligible difference that—as a result of what we have said in the
introduction—even the idea of the necessity of adjustment came to the fore much later
in Eastern Europe than in the Western countries of Europe. Here we are only interested
in what the particular countries, facing the rising prices, considered necessary to adjust
to, and through what course of economic policy action.

For the Western oil purchasing countries the oil price explosion meant on the
one hand a sudden rise ofimport prices, hence, a deterioration in the terms oftrade and
in the balance of payments: on the other, an uncertainty of supply. The latter result, as
it is well known, was a consequence of the fact that the sources of oil purchase became
largely concentrated into the OPEC countries in the last decade which proclaimed a
more or less open confrontation with the consuming countries. Hence, it is only
natural that the importing countries formulated the strategic policy objective to reduce

"According to the computations of the Hungarian economist E. Ehrlich the 1980 per capita energy
consumption in the small East European countries exceeded the average ofothercountries on the same level
of economic development by more than double, which was the case 10 or even 20 years earlier, too.

**For our standpoint on this, see [4].
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dependence on OPEC oil. To achieve this objective, various tasks were to be
accomplished. It was necessary to decrease specific (per unit) energy consumption, and
particularly oil consumption; to cover an increasing share of energy needs from
domestic production, or, as an instrument for achieving this objective, to reach a rapid
development of the so-called alternative sources of energy. Also the endeavours aimed
at a geographic diversification of oil imports and at reducing the share of OPEC oil
proved to be successful. The most conspicuous result of the adjustment policy which
has radically changed the market conditions was, however, the fall of oil imports as a
result of the decline in specific oil consumption (which, to a minor extent, could also be
attributed to the slowdown in economic growth).

The adjustment efforts in the East European countries followed other directions.
Purchasing oil from the world market became more expensive and more uncertain for
them, too. But they—with the exception of Romania—never imported significant
volumes of oil from the world market in a broader sense of the word, nor did they from
the Middle East. The conclusion they have drawn from the increase in oil prices was
only that they would not do so even further on. The plans to import OPEC oil,
formulated in the early or mid 1970s, were gradually revised.*

The reasons why these plans came into question at that time at all concern the
basic dilemmas in the energy policies of the East European countries. These countries
purchased the vast bulk of crude oil (and other imported raw materials) primarily from
within the CMEA, mainly (as regards crude oil, exclusively) from the Soviet Union. By
the early 1970s, however, it became known—and was officially declared on the Soviet
side—that the possibilities for increasing Soviet oil exports to Eastern Europe are
limited; and even if deliveries might grow up to the end of the decade, the rate of
growth would be much lower than the extent to which the East European countries
planned to increase their oil consumption. The recommendation given by the Soviet
Union to the East European countries to purchase the part of their oil demanded and
not covered by the Soviet deliveries from the Middle East was also related to this fact.

While the response to the rising oil prices in the economic policy of the West
European countries was to review the forecasts and plans regarding the future
development of their oil imports in order to reduce them, this was not characteristic of
Eastern Europe. At least in their intraregional (intra-CMEA) relations, the countries
of the region did not change their purchasing policy; on the contrary, they rather tried
to reinforce it. Although the rise of oil prices and the deterioration of East European
terms of trade going on even today started soon after the first OPEC price explosion
even within the CMEA, no efforts were made to reduce or diversify imports but were
aimed at increasing and concentrating them (i.e., at maintaining the earlier
geographical structure), as far as it was possible. Thus, contrary to the oil imports of

*This revision was not at all easy nor unambiguous. Hungary and Czechoslovakia signed a contract
with Yugoslavia on the building of the Adriatic oil-pipeline in 1974, i.c. already .afte_r the oil price explosion.
The pipeline was completed by 1979. And Hungary renounced the use of the pipeline in 1983, when the oil
market situation began to change.
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Western Europe which decreased between 1973—1980 by 25 percent and have
continued to decline in the 1980s, too, in Eastern Europe the oil imports coming from
the Soviet Union grew by 40 percent after the oil price explosion up to 1980 and even
the decrease in the volumes of later deliveries were not the results of East European
efforts, but took place in spite of them.*

This does not mearras ifthe East European countries had forgotten the necessity
of keeping the specific (and total) consumption of energy and, especially of oil within
certain limits (or reducing them), or of increasing the domestic production of energy
i.e. the same objectives which resulted in diminishing the unfavourable dependence on
OPEC oil in Western Europe. On the contrary—though with a certain delay—, they
also adopted these objectives and tried to develop the arsenal of economic policy
instruments which might be useful in achieving them. By watching the press, studying
the plans and statistical reports of the CMEA countries, it can clearly be seen that the
rationalization of consumption and boosting the production ofenergy isa priority and
one of the most important aims of economic policy in these countries. The endeavours
at adjustment were, however, first of all linked to the impossibility of achieving the
desired level of imports: purchases from the Soviet Union were delimited by the latter’s
capacity to deliver and purchases from the world market by the state of the balance of
payments of Eastern European countries. And since they adjusted to the limited nature
of imports, rather than to its cost, the primary goal of the domestic energy policy was
to expand sources and avoid future shortage situations**.

Hence, in determining the alternative solutions to the energy problems, policies
and measures were preferred which served before all the security of supply, while their
efficiency was from the outset dubious: the forced, expensive development of the fuel
producing sectors in some countries, often neglecting environment—among these the
rather difficult exploitation of poor-quality brown coal—, the administrative
regulation of energy consumption, prescription of compulsory savings standards, etc.
In the meantime the restructuring activities taking into account the new price and
demand relationships in the international economy were pushed to the background,
what is more, in several aspects oil intensive development was continued. One of the
examples of this was the further building out of the petrochemical industry.

*In 1982— 84 (after the reduction in the Soviet oil deliveries), the volume of East European oil
imports from the Soviet Union exceeded the level of 1973 by about 27 percent. The imports of natural gas
which amounted to 4 billion cu.m in 1973 grew to almosteightfold by the early eighties, asa resultofbuilding
up the Orenburg gas pipeline. This may be compared to the net oil imports of the countries of Western
Europe which in 1982 amounted to 59 percentofthatin 1973, while the total importsofprimary energy were
only 67 percent of the level reached before the oil price explosion. [5, 6, 7, 8]

The above comparison isjustified because the exploitation of the North Sea oil after 1973 may rightly be
considered as part of the adjustment process to the high oil prices. Buteven ifwe assume that itwas only by
chance that the exploitation of the North Sea oil concurred with the period following the price explosion
and, therefore, it has to be omitted from the comparison, the picture is similar. In 1982, disregarding the
United Kingdom and Norway, the net oil imports of the West European countries were 78 and energy
imports 90 percent of the volumes in 1973.

e¢Later on, we will come back to some general reasons of this kind of adjustment.
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CMEA prices and world market prices:
a common explanation for the different responses

How can the response to the rising oil prices of the East European countries—
quite different from that of the Western world—be explained, whereas they also had to
face troubles rather similar to those of Western Europe—i.e., growing import prices
and deteriorating purchasing conditions?

It is apparently very easy to answer this question, since it is widely discussed in
the literature that, owing to the particularities of the CMEA pricing mechanism, in the
period of rocketing rise in world market prices it was much more advantageous for the
East European countries to buy oil and other raw materials from the Soviet Union
than from the world market.

Asitisknown, the so-called contract prices in intra-CMEA trade are determined
on the basis of the world market prices of a previous period. Before 1975 the contract
prices were fixed for five years on the basis of the world market prices of the preceding
five-year period. From 1975 on, the system of sliding prices has been introduced in
which prices are determined annually, always setting out from the world prices of the
preceding five years. The aim of the new system was that the contract prices within the
CMEA should follow the dynamic world market price rises more rapidly than in the
case they were fixed in advance for five years. It is not the price system but the OPEC
which is responsible for the fact that in the second half of the seventies and in the early
eighties significant differences came about between the conditions of purchasing
energy and raw materials from within the CMEA and from the world market—to the
advantage of the former.

The period of the oil price explosion coincided with the rapidly growing
indebtedness of the East European countries to the West. The task of putting a brake
on the process of indebtedness, or to stop it, made it particularly justified that the East
European countries should strive to purchase possibly everything that is available
there from within the CMEA against rouble payment and only a lesser part should be
bought from the world market where imports must be paid for in dollars, increasingly
in want.

The relative advantages of purchasing oil (and raw materials) from within the
CMEA are owing not only to the fact that the oil (raw material) prices within the
CMEA are lover than those in the world market but also to the condition that
deliveries within the CMEA can be compensated with products which could only be
sold under much more unfavourable conditions in the Western market. Undoubtedly,
if they had had to purchase fuels and raw materials at world market prices against
dollar payment, and to sell the products, originally manufactured for exports within
the CMEA, on Western markets, the East European countries would have faced much
more severe economic difficulties than was actually the case.

These are indeed well known facts. In numerous analyses, for establishing
whether and how the mutual advantages assert themselves in the trade within the
CMEA (more precisely, between the East European countries and the Soviet Union)
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the basis for comparison was the difference between the world market and the intra-
CMEA prices.* Anyway, the foregoing only explain why imports from the Soviet
Union were preferred in Eastern Europe to purchasesfrom the world market. With a
certain simplification one might say this was the reasonable businessman’s behaviour.
Every businessman knows that other conditions being equal, the cheapest one of the
possible sources of supply must be chosen. This triviality, however, involves no
suggestion as to what quantity should be purchased from this cheapest source. This is
quite a different question, the answer to which depends on the conditions of the
transaction and on the interests, aims and preferences of the partners involved.

Growing purchasing difficulties within the CMEA

Nevertheless, let us accept: it is not always easy in economic practice to
distinguish between more favourable purchasing conditions (than those in the world
market) and favourable ones (owing to the internal structure of relations): when the
world market prices were sky-rocketing, to increase the purchases from the CMEA
markets may have seemed advantageous relative to the former even under
deteriorating conditions for quite a long time.** From the changes in world market
prices between 1973— 1981 many people have drawn the conclusion that the world
market prices of oil and other raw materials may only grow even in the long run. It
seemed, therefore, logical that the conditions of purchasing raw materials from within
the CMEA, however they may deteriorate, will always be more favourable than those
of the world market and this in itself was a justification to buy as much as possible in
the CMEA-market. Besides, with the so-called consolidation credits granted by the
Soviet Union up to the late seventies it was relatively easy to bridge over the problem
created by the fact that the prices of imported oil and other raw materials were rising at
such a rapid rate with which the growth of East European exports could not keep pace
in terms of volume.

We must emphasize, however, that all these facts do not explain the essence of
things. Namely, the deterioration in the conditions of purchasing oil and raw materials
from within the CMEA was far Loo tangible, even if the results of the rising world
market prices were only felt with some delay, owing to the sliding price basis. The
gradualness might have entailed the advantage of leaving enough time for the
economic policy adjustment needed because of the changing international environ-
ment. Practically, however, at least up to the end of 1978 no such adjustment was

«See first of all the book of Marrese and Various [9] and the critical reactions to it [10, 11].

«eN ot to mention the fact that importing more primary energy from the Soviet Union seemed to be
favourable with good reason in comparison to the extremely expensive and uneconomical development of
the traditional domestic resources (first of all of brown coal). According to the estimations of the Soviet
economist A. Zubkov [12] the higher share ofsolid fuels in the energy consumption in itselfisresponsible for
about one-fourth to one-third of the much higher specific energy consumption of Eastern Europe than that
in the Western European countries.
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made. Thus, the main effect of the delay was that the foreign economic difficulties of the
East European countries reached the highest point both within and outside the CMEA at
the same time, in the early 1980s. Between 1980—1984, at the time when certain
countries became insolvent towards the West and were forced to request a re-
scheduling of their debts and also others could only maintain their solvency with great
difficulty, and all of them were forced to reduce their imports from the West radically in
order to make consolidation possible, the CMEA countries had to increase the volume
of their exports to the Soviet Union by more than 30 percent; at the same time, the
volume of their imports from there remained practically unchanged and only exceeded
the level of 1979 by 2.3 percent in 1984. During these five years their terms of trade with
the Soviet Union deteriorated by 23 percent (and by 46 percent between 1975 and
1984). In 1982—which was perhaps the most critical year in view of their payments to
the West—they increased the volume of their exports to the Soviet Union by 14
percent, while imports therefrom diminished by 4 percent.*

The worsening purchasing conditions within the CMEA cannot be confined to
the rising prices and the deteriorating terms of trade only. The aggravating conditions
are shown even more by the fact that to increase the imports of several raw materials,
what is more, to maintain the level already attained is often only possible for the East
European countries if they participate in the investments of the Soviet Union by
delivering machinery, consumer goods, materials, or by performing direct con-
struction work. In the opinion of East European economists participation in
investments as well as the deliveries aimed at stabilizing the imports of various raw
materials make the purchasing conditions approach those of the world market.
Modification of the traditional structure of deliveries to the Soviet Union from the
East European countries, which had evolved according to the Soviet demand, became
an officially stated condition of maintaining Soviet deliveries of energy and raw
materials.** It is not the otherwise understandable demand for structural changes
which causes difficulties, but rather its conditions. The range of the products
demanded is often not in conformity with that of those commodities the production of
which can be efficiently increased in the East European countries. The prices of these
products do not always compensate for the rather significant efforts made by the East

*Computed on the basis of Soviet foreign-trade yeprbooks [13]. Soviet statistics show the volume
indices of total trade with the CMEA countries, including the East European countries together with the
non-European CMEA countries (Cuba, Mongolia, Vietnam). The index of the terms of trade calculated by
us also refers to the trade between the Soviet Union and all the other CMEA countries. For reasons, into the
details of which we cannot enter here, we think that the trends indicated by the above data are also
characteristic of the trade between the Soviet Union and Eastern Europe.

**Cf.: “In order to create such economic conditions which ensure the realization and continuation of
deliveries of several kinds of raw materials and primary energy from the Soviet Union covering the import
needs to the degree agreed upon through plan coordination and in long-range agreements, the member
countries of the CM EA will gradually and consistently develop their product and export structure; they will
take the necessary steps in the sphere of investments, in rationalizing and restructuring their industry for the
sake of providing the products needed by the Soviet Union, among other things, food, industrial consumer’s
articles, certain structural materials, machines and equipment of excellent quality and corresponding to
world standards.”[14]
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European countries for the sake of increasing their exports. The Soviet efforts to
reduce, or even to eliminate the trade deficit with the East European countries are
strengthening.

All in all, in order to maintain the volume of imports coming from the CMEA
region the East European countries have to solve increasingly cumbersome tasks for
increasing their exports. But a growing intra-regional specialization of the economy in
exports—without a corresponding growth of imports—is in contradiction with the
primary objective of East European economic policy, namely, the necessity of
increasing exports to the West—partly because of the structure of this demand which is
at variance with that of the world market, with the different levels of requirements, but
first of all perhaps because of the particularities of the mechanism of CMEA
cooperation.*

Survival of the conventional economic policy
approach and strategy

The foregoing make it perhaps obvious why we think that the explanation of the
East European energy policy based on the difference between CMEA prices and those
ofthe world market is unsatisfactory. This policy of purchasing energy which, in order
to increase, or rather to maintain, the level of energy and raw material imports took
upon itself the above presented strong and comprehensive deterioration in conditions
and thereby itself also became one of the factors causing it-was only partly a reaction
to the oil price explosion and to the differences between the purchasing conditions
within the CMEA and in the world market. Partly-and very likely this is the major
part-it can be explained by the fact that, despite the radical changes in the international
(world economic and intra-CMEA) economic environment, no radical changes were
made in their economic strategy, way of thinking, conception of planning, and,
consequently, in their energy policy.

Let us refer to the already mentioned fact that it was not in 1973 that the
endeavours of the East European countries for maximizing the energy and raw
material imports from the Soviet Union started. Ever since the CMEA has been
existing they have always made efforts to increase the imports of Soviet primary energy
and raw materials. Even today, the starting point in planning economic development
in Eastern Europe is the volume and composition of primary energy and raw materials
that can be acquired from the Soviet Union.

It must be emphasized, however, that developing the trade in energy and raw
materials within the CMEA was based not merely on the interests and endeavours of
the importers. These endeavours have largely coincided with the possibilities and
interests of the exporting country. It was not only because East European countries,

#Regarding the nature of the conflict, see [4, 11].
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despite their more or less general scarcity in raw materials, pursued a highly energy-
and material intensive development policy and their economies were characterized by
waste of energy and materials, that the axis of the trade flows within the CMEA
became the exchange of Soviet energy and raw materials against East European
manufactures and partially-foodstuffs. This also happened because the Soviet Union
was rich in raw materials and was able to specialize in supplying raw materials-in
addition to certain machinery and equipment serving for the purposes of some sectors
of the heavy industry. Moreover, the East European endeavours at maximizing their
energy and raw materials imports from the Soviet Union are unseparable from the
politically motivated concept of CMEA cooperation that sometimes is summarized by
the slogan of technical-economic independence and that regards the covering of the,
mostly physically determined, needs of one another as far as possible from sources
within the CMEA as the basic objective of economic cooperation. Regional self-
sufficiency (on CMEA level) to avoid dependence on suppliers outside the CMEA is,
according to this concept, particularly important in the case of such strategic articles as
primary energy and raw materials.

Let us mention another problem too, which may also be helpful in explaining the
East European behaviour maximizing the imports from the Soviet Union. Even a
superficial observer may notice that in the CMEA countries primary energy and raw
materials are treated as some Kkinds of extraordinary commodities,-to use the
customary categorization of the intra-CMEA trade-as hard goods, which are always
and everywhere in short supply. This shortage is a factor which most seriously
endangers economic development, what is more, even the operation of the economy.
Hence, no price is too high and no effort too strong for eliminating this shortage.

Anyone remembering only very slightly the panic which followed the Arab oil
embargo in 1973, may think that oil was then treated in the same way in the West and
the slogans clamouring for independence from OPEC oil were so dramatically
formulated for this reason. But in the Western world this was just a single reaction to
an actual event and there it soon became obvious that however important a
commodity oil may be and however dominant place OPEC was able to ensure for itself
in the oil market, in the wake of changing circumstances oil will behave like any other
commaodity. In the CMEA countries, however, raw materials are considered as special
commodities, apart from time and space; the oil price explosion only brought about so
much change that some analysts thought it possible to prove continuous and
increasing hardness of these goods by referring to the trends in world economic
development.

The substance of the matter is, however, quite different: namely, in the national
economies of the CMEA-countries the shortage of energy and raw materials is indeed
regularly and repeatedly produced. This is, of course, linked not to the particular
character of these commodities but to the operating system of these economies. It is
pointed out by a number of East European economists that in these economies, owing
to causes inherent in the system, there is a continuous endeavour to press for more
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investments, to speed up economic development, to increase the growth rate and this
endeavour collides, ever and again, with the shortage of energy and materials (and of
convertible currency).* We are witnesses to the same phenomenon in 1985, too. It
appears as if the shortages caused the unavoidable slowdown, whereas-on the
contrary-the shortages are caused by the economic policy and the economic
mechanism {Csaba, [15]). The energy-intensive economic structure also plays a role in
approaching energy and other materials as hard, “shortage” goods. A particularly
severely felt shortage can be created if some economic leadership does not revise the
concept of economic development based on cheap oil supply even despite a rapid
growth of energy prices (and an increasing uncertainty of supply)-e.g. a rapid
development of the petrochemical industry took place in several East European
countries precisely in the analysed period, very uneconomically and creating excess
capacities.**

Hardening purchasing conditions or energy situation
growing milder?

We have mentioned in the introduction that, despite recent changes in the world
market situation, some East European economists think that energy purchasing
conditions within the CMEA will not improve for their countries even in the following
years; they will rather become harder. This conclusion may be considered as a criticism
of East European energy policy followed up to now which failed to reduce dependence
on external sources, and, while the burdens of purchasing increased significantly, very
little happened for the creation of a more rational, less wasteful energy consumption.

This conclusion takes into consideration the above mentioned particularities of
trade within the CMEA, and, the non-price factors of the aggravating purchasing
conditions, too. Namely, it can only be understood by setting out from these
particularities that if the oil prices on the world market will decline in the coming years
(most Hungarian researchers agree in that the most likely alternative in the
development of oil prices is a further slight fall of world market prices), and, according
to the prevailing price-setting formula, the prices within the CMEA must also
decrease-why the energy trade within the CMEA should then continue to harden, why
the purchasing conditions should become more difficult for the East European
countries.

Finally, it also takes into account that, owing to the stagnating oil production of
the Soviet Union (even a decline in 1984-85)-and that in spite of that, precisely because

* See for instance Bauer [16].

** We mention another-well known-reason for the special treatment of raw materials only in the
form ofa footnote, namely that, in contrast with the manufactured goods the selling of which in the world
market is rather difficult for the CM EA countries, raw materials and primary energy are considered as such
goods which can always be sold against convertible currency.
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of the unfavourable world market price trends from the Soviet point of view, the
increase or maintenance of the volumes of oil exports to the West remains a priority
task for Soviet foreign economic policy-the chances of the traditional import
maximizing policies of the smaller CM EA-countries are becoming worse.

But it also follows from the foregoing that the unchanged import maximizing
energy policy of the purchasing countries can only add to the further aggrevation of
purchasing conditions. Only another type of policy may lead to the mitigation of the
East European energy problem. This policy should be more open in its foreign
economic orientation, and aimed at providing security of supply not by increasing
imports and uneconomical production or by administrative restriction on domestic
consumption, but above all by using economic instruments for decreasing the specific
(per unit) consumption ofenergy. Such a policy seems possible in the expectable world
economic environment.
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HEKOTOPbIE BOMPOCblI 3HEPFETUYECKOW
MONUTUNKIN MANBIX CTPAH-YTIEHOB C3B

A. KEBELW

B To Bpems, Kak Ha 3anaje Bce 60/nble NPU3HaKoB roBopuT 06 onpefeneHHOM ocnabneHuu
3HepreTUYecKUx Npo6nemM, o TOM, YTO YCNOBUA Ha HEPTAHbIX PbIHKAX MPOYHO W3MEHUAUCH B NONb3Y
noTpe6uteneii, sHeprocHabxeHnne B Manbix cTpaHax C3B He ynydwaeTtca. Takoe NONOXeHMUE CBA3AHO C
OTBETOM 3KOHOMMWYECKOW MONUTMUKM Ha MOBbIWEHWE LeH Ha HedTb: C TeM, YTO B OTANYME OT MONUTUKMU
3anafjHoeBpoONeicCKNX CTPaH, 3HAYMTENbHO COKPAaTUBLIUX — MPeX/e BCEro 3a CUeT CHUXEHUSA YeNbHOIO
notpebneHuns aHeprun (HeTn) — WUMNOPT HedTbl, B OCHOBHOM u3 cTpaH OMEK, cTpaHbl-4neHsl C3B no
npexHemMy CTPEMUNUCL MO Mepe BO3MOXHOCTU YBeAMUYNUTb BBO3 COBETCKON HehTM (M APYTrUX CblpbeBblX
MaTepuanos). ATO CTpeMeHNe K MAKCUMMU3ALUM MMNOPTa MOXHO N b OTYACTN 06BACHUTL TeM, 4TO 3a
nocnefHee fecATUNeTNe CAOXNNACL 3HAYMTENbHAA pasHULA MeXAy YCNOBWAMU NOCTaBOK Ha MUPOBOM
pblHke n n3 CCCP. Ycnosua noctaBok BHYTpu COB (Kak COOTHOLWEHWEe WHAEKCOB 3KCMOPTHBIX U
MMMNOPTHbLIX LeH, TaK U He CBA3aHHble C LieHOI YyCNoBUSA) CTAHOBATCHA BCe GoNee CTporumu. BTopas yacTb
06bACHEHUSA COCTOMT B TOM, 4YTO HeCMOTpPs Ha pajuKanbHOe W3MEHeHWe UX MeXAYHapoAHOIA
9KOHOMMUYECKOW cpeabl (MMPOXO3ANCTBEHHONW 1 BHYTPU C3B) B 3KOHOMMUYECKOI cTpaTernn 3aTux cTpaH, B
MX MOAXOAe K NNaHMPOBaHWIO — W BCAeACTBME 3TOT0 W UX IHEPreTUYeCKOW NONUTUKE — He NPoU3oLWw no
KOPEeHHbIX N3MeHeHNn. CTpemMneHna ManblX cTpaH COB K MakKCMMU3aLUM UMNOPTa 3HEPTUN U CbIPbA GblNK
cBA3aHbl C BO3MOXHOCTAMM U uHTepecamm CCCP kak akcnopTepa, a Takxe C TOW KoHuenuuew
COTpyAHMUecTBa B pamMkax CIOB, koTopas cHnTaeT OCHOBHOI 3ajayeil 3TOro cCoTpyAHUYeCTBa OCTUXEHMNE
KaKk MOXHO 6Gonblieil cTemeHU Y[OBNeTBOPEHWA B3aUMHbIX, B GONbLIMHCTBE CNyYyaeB BbipaXaeMblX B
HaTypanbHOM W3MepeHWU, noTpe6HOCTEN W3 NCTOUHUKOB BHYTpu C3IB.
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CHANGES IN THE STRUCTURE AND INTENSITY OF EAST-
WEST TRADE*

A. NAGY

The first part of the article is a summary of the changes in the European socialist countries'
(Yugoslavia excepted) strongly aggregated import and export trade patterns between 1960and 1980.
with special regard to the trade with the advanced industrial countries. The second part attempts to
quantify the effects of trade policy on East-West trade relations during the same period. The third
part applies the analytical method presented in the preceding parts to the Franco Hungarian
relations in the years 1975 and 1982.** The author stresses that the effect of political factors
hindering East-West trade is very strong, the political estrangement of the 1980s and strengthening
protectionist tendencies may stop or slow down earlier improvements in it.

Structural transformation in the trade of
Eastern European countries

The structure of imports

The structural transformation of Soviet imports is shown in Tahié 1in which
total trade (TW) was divided into two large groups: primary products (PRIM:SITC
0-4) and manufactures (MANUF: SITC 5-8). The socialist countries’ (TS) share in
Soviet imports fell from 72 to 46 percent in 20 years in which, of course, an important
role was played by the slow-down of trade with China. (In 1960 19 percent of the
imports still came from Asian countries, in 1980 only 2 percent.) As against this, the
non-socialist world’s share was steadily rising: that of developed countries (TD) went
up from 19 to 39 percent, and of developing countries (TG) from 9 to 15 percent.

Within Soviet imports, the share of agricultural and primary products coming
from socialist countries fell conspicuously: almost to one-third (from 58 to 21 percent),
the decrease of this share in manufactures was only 24 percent. The non-socialist
countries’share grew at a corresponding rate. One of the most important factors of the

* The present article is based on the paper presented at the Congress of French-speaking Economists
held on May 27 through 29, 1985 in Budapest.

** The data base of the first two chapters relies on UN information of world trade flows by regions
and groups of commodities (published annually in March and May in the Monthly Bulletin of Statistics,
UN, New York)., which is stored at the Computing Centre of the Hungarian Academy of Sciences. The
indicators of trade intensity were calculated from these data. The indicators of French and Hungarian trade
were computed from the dollar figures of the UN Trade Statistics.
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Table 1
Distribution of imports by regions of origin

Importing regions

Exporting
. Years SU* EE**
regions
PRIM MANUF T™W PRIM MANUF TW
TS 1960 57.98 81.03 71.63 72.38 7712 74.15
1970 39.18 69.70 59.95 67.94 71.47 69.88
1980 20.78 61.25 45.59 64.27 65.24 64.75
TD 1960 1971 18.53 19.01 18.86 21.82 19.97
1970 21.15 26.93 25.08 19.78 26.81 23.66
1980 43.10 36.86 39.27 21.02 33.36 27.24
TG 1960 2231 0.44 9.36 8.75 1.06 5.88
1970 39.67 3.38 14.98 12.29 173 6.46
1980 36.12 1.90 15.14 14.72 1.40 8.01

*SU = Soviet Union
** EE = Eastern Europe without the Soviet Union

changes was that which took place in the structure of food imports: as a consequence,
in the 1960s the developing countries’ share grew in the imports of primary products
(from 22 to 40 percent), and in the next decade the developed industrial countries’
share more than doubled (from 21 to 43 percent), while that of the socialist and of the
developing countries was decreasing.

In the Soviet imports of manufactures the share of socialist countries fell from
four- to three-fifths, while that of advanced industrial countries almost doubled (from
19 to 37 percent). The imports of manufactures from the developing countries
remained at a very low level. It is striking, that while in the 1960s they rose from 0.4 to
3.4 percent, in the next decade they fell to 1.9 percent, i.e. almost by a half. It is worth
contrasting to it that, within the manufactures imported by developed countries, the
share of developing countries was 19 percent in 1980, i.e. tenfold of the above-
mentioned figure.

In the imports of Eastern-European countries the change observed in Soviet
imports also took place, yet to a smaller extent: the share of socialist countries fell from
74 to 65 percent in twenty years (within it, imports from the Soviet Union only slightly:
from 41 to 39 percent), while that of the developed industrial countries rose from 20 to
27 percent. The change was comparatively more intensive in manufactures, in which
the share of developed industrial countries increased from 22 to above 33 percent.
Where this change is the most intensive is, however, not with machines: on the
contrary, there it is the slightest (the share of developed countries grew from 21 to 24
percent). With chemical products the change meant a rise from 36 to 64 percent in
twenty years and with goods of the light industry from 18 to 39 percent. The share of
developing countries in the imports of manufactures is very low there, too; however,
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neither the increase of the 1960s, nor the decrease of the 1970s were so strong as in the
case of the Soviet Union.

It will be instructive to examine also the composition by main groups of
commodities of the imports of the Soviet Union and of the other European socialist
countries, as well as its changes (Table 2). The Soviet Union buys much more
manufactures, and at an increasing rate, from the socialist countries than from the
developed industrial countries (82 percent in 1980, as against 58 percent). Behind this
fact lie the high food imports, the greater part of which came from the developing
countries in 1970, and later the share of the imports from the developed countries grew
fast.

Table 2
Distribution of imports by main groups of commodities (percent)

Importing regions

Exporting regions Years SU EE
PRIM MANUF PRIM MANUF
TS 1960 23 67 61 39
1970 21 79 44 56
1980 18 82 49 51
TD 1960 42 58 59 41
1970 27 73 37 63
1980 42 58 38 62
SU 1960 70 30
1970 57 43
1980 67 33
EE 1960 25 75 42 58
1970 19 81 25 16
1980 16 84 20 80

Although the share of manufactures in Eastern European imports from the
developed countries greatly increased (from 41 percent in 1960 to 62 percent by 1980),
it remained far below the share in their mutual trade, which rose from 58 to 80 percent
in twenty years. The latter increase was the result of the growing share of machinery
trade (growing from 33 to 55 percent), since the share of the goods of the chemical and
light industry remained invariably at 25 percent of their imports. To the 55 percent
share of machinery imports of the Eastern European countries among themselves in
1980, it may be worth contrasting that in their North-American imports machinery
only had a 13 percent share, in their West European imports it was 31 percent, and in
their imports from Japan 41 percent.
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The export pattern

Table 3 shows the distribution by major regions of the exports of the Soviet
Union and of the other East European countries, featuring total trade and the two
main groups of commodities, similarly to the table of imports.

The major structural transformation in Soviet imports also took place in
exports: in twenty years, the Eastern European countries’share fell sharply, while that
of the developed and developing countries was growing, though to a somewhat lesser
extent than on the import side. The decrease in the share of the Eastern European
countries is of a larger scale in Soviet raw material exports, than in that of
manufactures. As against this, the share of manufactures was growing faster on the
markets of the developing countries, than on those of developed countries. To this we
may add that while in Soviet exports to the developed industrial countries manu-
factures only amounted to 14 percent in 1980, in the exports to Eastern Europe they
reached 36 percent, and on the markets of the developing countries 58 percent.

Table 3
Distribution of exports by regions

(percent)

Exporting regions

Importing Years su EE
regions
PRIM  MANUF TW  PRIM  MANUF ™
TS 1960  68.27 84.67 7407 6165 80.95 73.65
1970 6110 62.25 6161  46.98 7759 67.97
1980 4503 57.47 4880 3849 71.44 61.98
™ 1960 2659 6.10 1934 3419 1114 19.86
1970  29.64 13.76 263 47.12 1401 24.42
1980  46.99 17.23 3798 5007 17.13 2659
TG 1960 5.14 9.23 6.59 4.16 701 6.49
1970 9.25 23.98 15.76 5.90 8.40 77
1980 7.98 2530 1323 11.44 11.42 11.43

The largest item of Soviet exports to the advanced industrial countries are fuels.
In 1980 they reached 71 percent, and in 1982 already 78 percent of total exports. Beside
the growth of volumes, a significant role was played in this by the two oil price
explosions. Itisworth noting thatin 1960 as well as in 1970, fuels only amounted to 28
percent of Soviet exports to the developed countries. Structural transformation in this
field is further demonstrated by the fact that while in 1960 the bulk (69 percent) of all
exported fuels was delivered to the Eastern European countries, in 1980 more than half
(54 percent) was directed to the developed, 7 percent to the developing countries, and
only 39 percent remained for the Eastern European countries.
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The second largest group of goods in Soviet exports is made up of machinery: in
1980 it amounted to 2 percent of total exports. 61 percent of this, however, was bought
by the Eastern European and 29 percent by the developing countries.

Structural change is of a much lesser scale in the Eastern European countries’
exports than in the case of the Soviet Union: exports to the developed countries grew
from 20 to 27 percent between 1960 and 1980, and not to 38 percent, as in Soviet
exports. The difference is especially striking in view of the two major groups of goods:
in agrarian and raw material exports the advanced countries’ share rose from 34 to 50
percent, while in manufactures the same share grew from 11 to only 17 percent in
twenty years and is not higher than in the case of the Soviet Union. It is another
striking fact that while 25 percent of the Soviet exports of manufactures go to the
developing world, this is only 11 percent in the case of Eastern European exports of
manufactures.

On examining the primary products in a more detailed commodity breakdown,
it can be observed that the developed countries’ share in agricultural products did not
grow in twenty years, but decreased in the commodity pattern of Eastern European
exports: from 43 to 38 percent, while it grew from 24 to 71 percent in fuels. Their share
in manufactures is very low (on average 17 percent in 1980) because, though it reaches
30 percent in chemical and light industry products, it is only 9 percent in machinery,
while the latter has a much greater weight in total exports. The share of machinery
exports to developed countries is not only very low but did not grow to any
considerable extent, in twenty years, either: it was only 7 percent in 1960.

Table 4 shows the distribution of exports by major groups of commodities. The
extent and growth of the share of manufactures in the Eastern European countries’
trade among themselves and with the Soviet Union are conspicuous (see: the lower six
rows of Table 2). The greater part of Eastern European exports still consists of
agricultural goods and raw materials, though the share of manufactures shows a

Table 4
Distribution of exports by major groups o f commodities
(percent)
Exporting regions
Importing areas Years SU EE
PRIM MANUF PRIM MANUF
TS 1960 60 40 32 68
1970 55 45 22 78
1980 64 36 18 82
TD 1960 89 un 65 35
1970 73 27 61 39
1980 86 14 54 46
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rising tendency. As for the latter, the exports of chemical and light industry products
grew faster than machinery exports.

The change in the commodity pattern of Soviet exports was strongly influenced
by the oil price explosion since, as it has been mentioned, this commodity has an
extremely large weight in the total exports. This is the reason why the growing
tendency of the share of manufactures stopped after 1970 and the weight of raw
materials has increased.

As it is to be seen in Table 2, the share of manufactures was rising extremely high
(80784 percent in 1980) in the trade of Eastern European countries among themselves
and with the Soviet Union. Within it, the trade in machinery was dominating, rising in
itselfto 56-58 percent of the total exports to this area in 1980. This share is higher than,
for example, in the Western European countries’ exports to the developed countries,
where manufactures had a 68 percent share in 1980, and machinery a 31 percent one.

Impacts of trade policies on East-West trade

The trade policy impacts in East-West trade, often motivated by political
factors, can be approached by several methods. Within the limited framework of the
present article, we shall analyse the question from a usually neglected aspect, that of
trade intensities, this offering the advantage of rendering the trade policy impacts and
their change over time measurable.

The indicators of trade intensity are used in examining the structure of trade
flows between countries or regions, in an effort to find out in which way historical,
political and cultural factors influence these flows, or their change over time. (1,2, 3,4,
5, 6, 7) In the course of calculating the indicator, the actual flow is compared to a
fictitious, “normal” flow which would develop between the two countries if it were not
influenced by the above-mentioned factors summarily called trade policy impacts. It is
assumed that the share of this hypothetical “normal” flow in world trade would be
equal to the share of the exporting region’s exports in world trade multiplied by the
importing region’s share: (xj./x..) (X.j/x..). Where xj. denotes the total exports of
region i, X.j the total imports of region j and x .. total world trade.

Thus, the indicator of trade intensity is:

o = X.jIX- = *ijX- e
i (XX (XX ALX]

where x* denotes i country’s exports to j country. (The indicator can of course, be
similarly calculated for each commodity group.)

If trade policy factors (discrimination, integration, colonial past, cultural
relations), geographical distance* or quality problems have no particular impact on

* Geographical distance is, ofcourse, no trade policy factor, though it strongly influences the size of
the intensity indicator. But it does not change in time; therefore, the change over time of intensity indicates
changes that have occurred in the other factors.
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the trade between two countries or regions, the indicator will take a value about one. If,
however, such factors restrict trade, the value of delta will be less than one, and in the
opposite case, higher than one. According to the indicators of intensity, a system of
flows would be of “normal” size, if importing regions accord the same treatment to all
exporting regions, i.e. they buy up the same share from the supply of each region.

In fact, the value of the coefficients often deviates from one, since importers give
preference to the products of certain regions, and therefore buy less from other
countries.* It is these deviations that enable measurement of the trade intensities
which show, of course, the results ofa wide range of effects. Yet they make it possible to
define, how many times greater or smaller each bilateral trade flow is than what could
be expected on the basis of the assumed “normal” case.

Table 5 shows trade intensity indicators for total trade and for the two major
commodity groups in East-West trade.

In the 1960s the Soviet export intensity on the developed countries’ markets was
ofa low level and did not change to any considerable extent, while in the next decade it
rose remarkably. The change was mainly due to the oil price explosion and to the
growth of fuel exports to Western Europe; a part was played in it, however, by the
economic policy effect of the political détente. It is a remarkable fact that the export
intensity of fuels (SITC 3) supplied to Western Europe rose from 0.66 in 1960 to only
0.70 by 1970, but reached 1.10 in 1975 and 1.24 in 1980. Accordingly, the fuel import
intensity of Western Europe decreased in relation to North America, Africa, Latin
America and even to the Middle East. The higher intensity of the Soviet total trade was
primarily due to fuel and other raw material exports. This is, of course, also related to
the fact that 86 percent of exports to the developed economies consisted of primary
products in 1980.

The intensity of Soviet imports from the developed industrial countries grew
considerably too, primarily in corn and raw materials, but also in manufactures. In the
case of the Soviet Union, two fundamental factors played a role in the rising trade
intensity: first, political détente gave an impetus to import intensity already in the
1960s, second, the improving terms of trade, primarily because of rising oil prices,
enabled quite a considerable growth of imports as well as a redirection of a great part
of trade towards the developed industrial countries.

The Eastern European countries’ trade intensity indicators with the developed
countries were growing at a more even, while also at a much lower rate than those of
the Soviet Union: from 0.30 in 1960 to 0.39-0.43 in 1980. Their trade intensity with
Western Europe has, of course, always been higher, owing not only to geographical
proximity and stronger cultural and information ties, but also to political factors.
However, improvement was slight in the period under investigation: indicators rose
from 0.41-0.44 in 1960 to 0.54-0.55 by 1980. In other words, the policy factors

* One advantageous property of these indicators is that their weighted average gives one for exports
as well as for imports.

9* Acta Oeconomica 35, /985
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Exporting
region

su
su
TD
WE
EE
EE
TD
WE

SuU
SuU
TD
WE
EE
EE
TD
WE

SuU
SuU
TD
WE
EE
EE
TD
WE

*SITC: 0-4
** SITC: 5-8

hampering trade still keep it at halfofits “normal” level, even though a rise ofabout 10
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Importing
region

TD
WE
SU
SU
TD
WE
EE
EE

TD
WE
SU
su
TD
WE
EE
EE

TD
WE
SuU
SuU
TD
WE
EE
EE

1960

0.28
0.39
0.27
0.38
0.31
0.44
0.30

Table 5
Trade intensity indicators
Total trade
1965 1970
0.29 0.31
0.38 0.39
0.29 0.34
0.33 0.43
0.32 0.34
0.44 0.49
0.32 0.33
0.46 0.48

0.41

Agricultural goods and

raw materials*

0.36 0.37 0.39
0.49 0.46 0.46
0.36 0.41 0.36
0.53 0.37 0.43
0.48 0.53 0.63
0.69 0.74 0.89
0.36 0.36 0.36
0.51 0.54 0.51
Manufactures**
0.10 0.15 0.19
0.13 0.21 0.28
0.21 0.23 0.31
0.30 0.29 0.40
0.19 0.19 0.21
0.27 0.26 0.29
0.26 0.30 0.32
0.39 0.44 0.47

percent took place in this field in twenty years.

The changes in the intensity indicators show strikingly that it is in agricultural
products and raw materials where the Eastern European countries’ export results
showed a considerable improvement; the relevant indicators rose almost to the
“normal” intensity level by 1980 (the transport costs of overseas trade keep these
transport-intensive products below the “normal” level of intensity). The intensities of
manufacture exports to the developed countries stayed at a rather low level, in spite of
a considerable rise: from 0.19 of 1960 they rose to 0.26 by 1980. The protectionist and
discriminatory trade policy measures of the developed countries obviously played a
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1975

0.44
0.59
0.56
0.61
0.37
0.52
0.46
0.64

0.54
0.76
0.79
0.74
0.65
0.96
0.50
0.67

0.21
0.29
0.44
0.53
0.25
0.34
0.43
0.61

1980

0.54
0.77
0.60
0.67
0.39
0.54
0.43
0.55

0.64
0.96
0.96
0.88
0.70
1.06
0.50
0.55

0.26
0.34
0.44
0.56
0.26
0.34
041
0.57

1982

0.53
0.80
0.61
0.65
0.39
0.57
0.31
0.43
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role in this, but the poor quality of certain manufactured goods of the socialist
countries, the low flexibility of their production and the backwardness of their
marketing methods may have played an even greater one. It cannot be read from the
intensity indicators, to what extent these two factors impeded trade, or what
contributed more to the increase of intensity: reduced discrimination or improved
quality. As much can be read from them, however, that there still are important tasks
to be solved and to what extent both trade restricting factors can be reduced.

As for the trade in manufactures with the developed countries, it is not only
export intensity that is low, but also import intensity, though the latter was not only of
a higher level, but was rising at a higher rate, too. In spite of the improvement, the
developed countries sold almost 60 percent less manufactured goods to Eastern
Europe in 1980, than they would have sold without the trade political barriers; the
value of exports thus missed can be estimated at S33,6 thousand million.* To assume a
trade of “normal” intensity in manufactures with the developed countries should not
be considered over-optimistic since the average intensity of the developing countries
rose on these markets to 0.93 already in 1980, what is more, it reached 2.51 in Japanese
imports and 1.85 in North American imports.

Table 6
Intensity indicators of trade in manufactures in 1980

Light
Exporting Importing Chemical products industry products Machinery
region region (S1TC 5) (sITC (SITC7)
6+8-67-68)
EE TD 0.48 0.42 0.15
EE WE 0.58 0.49 0.20
TD EE 0.74 0.52 0.29
WE EE 0.98 0.66 0.43

Remarkable differences can be found, however, in the intensity of East-West
trade in manufactures, if the different groups of products are taken separately into
account (see Table 6). Trade is most intensive, in both directions, in chemical products,
followed by light industrial products, and the intensity of trade in machinery is
strikingly low. The machinery export intensity of the Eastern European countries only
attains a halfor a third of the export intensity of chemical or light industrial products.
It would be hard to separate the trade restricting effects of discrimination and of the

* This value can probably be only accepted as a lower limit of estimation since assuming an
unchanged total trade volume, it only takes into account the effect of a market redistribution. The
elimination of the trade barriers could, however, exert quite a considerable impact on the growth of total
trade.
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quality factors, we are hardly wrong, however, in assuming that the latter are the
primary cause of those differences. It is surprising how much the Eastern European
machine import intensity lags behind the intensity of other manufactures (that of
chemical articles already rose to a “normal” level by 1980), as well as behind that of the
agrarian products and of raw materials. The average intensity of the developed
countries’ exports of machinery is much reduced towards Eastern Europe by the two
large machinery exporting regions: North America and Japan (0.07 and 0.09 in 1980).
The export indicator of Western Europe is also low (0.43), the lowest of all the groups
of products. One can hardly allege that this, too, resulted from poor quality. The
American machinery exports were certainly quite strongly restrained by the various
and lately tightened discriminatory and embargo measures, though these had little
affected West European exports up to the 1980s (this is one reason why the two
indicators are so widely different). The other reason is the socialist countries’ highly
intensive machinery trade among themselves, i.e. from their preference for trading
with each other. For example, it isa characteristic fact that in 1980 the machinery trade
intensity indicator ofthe Eastern European countries with the Soviet Union was above
10 in both directions, and the intensity of machinery trade among themselves was 6.6.
This means that among themselves they trade 6,6 half times and with the Soviet Union
10 times as much machinery as corresponds to the “normal” case.

Changes in the intensity of Franco-Hungarian trade

If the effect of trade policies is examined for large regions and major groups of
commodities, as it has been done, a lot of contrary effects are levelled out through
aggregation, details get blurred, and measurement shows less conspicuous effects than
if more detailed examinations were carried out. Let us therefore examine, in this
chapter as an example, the influence on Franco-Hungarian trade exerted by the many
kinds of factors summarily called in the foregoing trade policy effects.

Table 7 shows the trade intensity indicators between the two countries* in 1975
and 1982 according to the one-digit SITC commodity groups. Trade intensity between
France and Hungary is very low: trade between the two countries only attained 25-32
percent of the value of “normal” flows in 1975, though the intensity shows a rising
tendency: in 1982 the indicators reached 31-44 percent. Comparing this with the
figures of Table 6, the intensity of Franco-Hungarian trade was far below the average
of trade between Eastern and Western Europe (0.55 in 1980). The intensity of French
exports to Hungary is remarkably, i.e. by 30-40 percent higher than that of the flow in
the opposite direction, suggesting that trade policy obstacles to French exports are

*In this Table and in the following ones, countries are denoted by their initials as used on cars.
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Table 7
Franco-Hungarian trade intensity indicators by commodity groups

Exportin Importin Commodity group Percentage weight
P . 9 copuntr 9 ITC 1975 1984 of the group

country y classification) in total trade in 1982

F H total trade 032 044 100.0

H F 0-9) 025 031 100.0

F H agricultural 032 0.18 4.2

H F goods(0+1) 055 041 281

F H raw materials 035 0.38 3.9

H F 2+4) 0.34 0.62 9.7

F H chemical products 0.62 0.63 33.3

H F (5) 0.24 0.27 10.2

F H light industry 0.24 0.33 20.8

H F articles (6+ 8) 0.14 0.38 29.5

F H machinery 0.26 0.45 36.7

H F @ 0.02 0.06 51

Note: trade in fuels (SITC 3) was insignificant.
Source of data: Commodity Trade Statistics, UN, New York, 1975 and 1982.

slighter on the Hungarian market than those Hungarian exports must struggle with on
the French market. It may well be, of course, that the difference is not in the obstacles,
but in the push the exporters exert, i.e. in the method and success of their marketing
efforts, in other words, in that the French export “push” is stronger than that of the
Hungarian one.

Also the percentage weight in 1982 of each group of products is shown for
information in the last column of Table 7. This shows that 91 percent of French exports
consist of manufactures, in the intensity of which there are considerable differences.
The chemical products, making up one third of French exports, are of the highest
export intensity (above 0.60), showing no change during the period under
examination. The export intensity of French machines and light industry products was
much lower (0.25) in 1975, while it showed remarkable improvement in the ensuing
seven years: it rose to 0.45 with machines and to 0.33 with products of the light
industry. The weight of materials is negligible, yet it is striking that the intensity of
agrarian products sank from the average level much below it (to 0.18) by 1982.

The composition of Hungarian exports to France is, of course, much different
from that of trade in the opposite direction: the share of primary products amounts to
38 percent. Agrarian products and raw materials showed constantly a much higher
export intensity than manufactures while the intensity of agrarian products decreased
between 1972 and 1982, that of raw materials increased and reached a relatively high
level (0.62). Among manufactures, the export intensity of chemical products stayed
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almost unchanged at a low level, while the intensity of light industrial exports rose
from a very low level to well above the average.

The extremely low level of the intensity of Hungarian machinery exports to
France deserves special attention: in 1975 total Hungarian exports amounted to 25
percent of the value of the “normal” flow, while the machinery exports only reached 2
percent of what could be expected without the restricting effect of trade policy factors.
In other words, the trade hindering effect was ten times stronger in the case of
machinery, than in the average of Hungarian exports. Though by 1982 the intensity
indicator had grown to threefold (0.06), Hungarian machinery exports still were five
times as strongly restrained on the French market, than the average of Hungarian
exports, and seven times stronger than French machinery exports to Hungary (0.45).
It is, however, not only relative to the other items of Hungarian exports that the
intensity of Hungarian machinery exports is extremely low, but also in comparison
with the Eastern European countries’ machinery exports to Western Europe, as it can
be seen in Table 6 (0.20 in 1980).

For properly evaluating the intensity of Franco Hungarian trade, it is worth
examinining both countries' trade relations with their other partners. This is shown in
Tables 8 and 9. In comparing the intensity of Franco Hungarian trade with the
intensity of French trade with other socialist countries, it turns out that in 1975 the
intensity of trade with Hungary was higher than that with Czechoslovakia, while it was
far below that with Romania and the Soviet Union. By 1982 the situation had
changed: the intensity of French exports on the Hungarian market considerably
increased, while it lowered on the Romanian and Soviet markets so that the intensity of
trade with Hungary grew higher. As for French imports, the situation was different:
Romania could maintain its relatively high export intensity, and the Soviet Union even
increased it on the French market. Thus the Hungarian export intensity stayed below
that of the above-mentioned two countries, while it surpassed that of Czechoslovak
exports, which even decreased in the period under examination.

France’s trade intensity with the FRG is comparatively high, and shows a rising
tendency with Great Britain-a natural consequence of the preferential Common
Market relations. The intensity of Hungaro-FRG and Hungaro-Italian trade is much
higher than that of Franco-Hungarian trade. It is remarkable that the intensity of the
West German exports surpassed the “normal” level on the Hungarian market in 1982
(1.16). On the other hand, the intensity of British-Hungarian trade lags far behind that
of Franco-Hungarian trade, especially in regard of Hungarian exports. In all this, of
course, geographical distance as well as historical and cultural traditions play a role,
but further also the fact that the FRG and Italy have no such “protected” markets as
France has in its former and actual colonies. This is seen in the case of the selected three
African countries: the intensity indicators of French trade with Algeria, Morocco and
Tunesia are extremely high (between 2.6 and 6.08), i.e. a multiple of what could be
expected under “normal” conditions, and the intensity of these flows show no
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Table 8

French trade intensity indicators with selected countries

Exporting
country

E
CS
E
RO
E
SuU
E
D
E
GB
E
Dz
E
MA
E
TN

Note: DZ indicates Algeria, MA Morocco and TN Tunesia.

Importing
country

CS
E
RO
E
SU
E
D
E
GB
E
Dz
E
MA
E
TN
E

1975

0.28
0.17
0.56
0.53
0.52
0.38
195
184
107
0.96
5.35
2.60
5.28
4.18
6.08
2.93

Intensity indicators

1982

0.14
0.12
0.31
0.52
0.40
0.52
174
175
133
115
3.94
4.33
5.16
4.67
5.85
3.14
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Source of data: Commodity Trade Statistics, UN, New York, 1975 and 1982. Yearbook of International

Trade Statistics, UN New York, 1975 and 1982.

Table 9

Hungarian trade intensity indicators with selected countries

Exporting
country

H
CS

> rz~T0x@x8x

Source of data: see Table 8.

Importing
country

CS

9] w0
I>rxyyr-xoxzFT

Intensity indicators

1975

7.54
6.48
4.00
5.74
9.17
9.17
0.62
0.69
0.79
0.73
0.16
0.35
2.18
4.33

1982

6.62
4.44
2.93
3.07
7.92
6.23
0.86
1.16
0.73
0.68
0.17
0.38
3.54
5.18
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decreasing tendencies. It is thus natural that less French supply and demand is “left”
for other countries, and it is no wonder that intensity indicators are lower there.

Hungary’s trade intensity with the other socialist countries isextremely high, one
might say, to a forced extent, though a decreasing tendency may also be observed.*
The intensity of trade with the Soviet Union is particularly high, and that of trade with
Romania iscomparatively low, motivated by economic, and by noneconomic factors.
It is worth calling attention to the singularly high intensity of Austro-Hungarian
trade; in East-West economic relations there is hardly any other market with such
intensity, and it is still rising. In 1982, for example, the intensity of Austro-Hungarian
trade surpassed that of Hungaro-Romanian trade quite considerably, in both
directions. This is, of course, not to be explained by geographical distance, since both
countries are neighbours of Hungary.

This is a good example for that, beyond historical traditions, the Austrian
neutrality and good-neighbourly policy can really give stimulus to the development of
trade between two countries with different economic and social systems.

The extremely great differences in the trade intensities as presented above must
give an idea of the significance of the curbing and stimulating effects of trade policy
instruments in bilateral relations. They also make it clear, what opportunities might
open up for the development of trade, if artificially created impediments were
gradually eliminated. Hungary is obviously not a big market for France, and the
French market is only one of the big markets towards which the growth of Hungarian
exports may be directed. It nevertheless gives food for thought that if, apart from any
trade stimulating effects, bilateral trade between the two countries had risen to the
“normal” level in 1982, it would have allowed A250 million more French, and S380
million more Hungarian exports.

Summary and conclusions

Let us briefly sum up the main statements we made by relying on an examination
of the changes in the structure and intensity of East-West trade.

1 In the twenty years between 1960 and 1980 the European socialist countries’
trade turned “outwards” to a considerable extent: the share of the developed and
developing countries nearly doubled in their trade.

2. The change was more conspicuous in the exports and imports of the Soviet
Union, than in those of the other Eastern European countries. One of the reasons was
that the Soviet Union earned a considerable additional income through the two sudden
rises in oil prices, so that it could largely increase its corn and machinery imports from
the advanced countries.

3. The East European countries were faced with grave difficulties in consequence
ofthe worsening terms oftrade and, since they were only slowly adapting themselves to
the new conditions, and the reform movements aimed at increasing efficiency halted,

* For the “normalization” tendency of intensity indicators, its causes and the counteracting factors,
see [6].
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they opted for grave indebtedness-though with considerable differences by
countries-rather than to reduce consumption. And, because this coincided with
economic recession in the developed industrial countries, they could redirect mainly
agrarian products and raw materials in their export structure, while their trade in
manufactures and machinery was in most part transacted among themselves.

4. The examination of trade intensity demonstrates that political factors
hampering East-West trade have a strong influence. The volume of trade is about half
ofwhat it could be without the artificial constraints. In the 1960s, trade intensity hardly
changed, in the 1970s it grew at a higher rate, especially in the case of the Soviet Union
and in the trade with Western Europe.

5. The socialist countries could increase the intensity of their exports mainly in
primary products: the intensity of Soviet oil exports to the West European market rose
above the “normal” level after 1975, and the other Eastern European countries could
also raise their raw material exports to Western Europe to near the “normal” level.
Among primary products it is only the agrarian products that are hit by trade policy
restriction to any considerable extent.

6. The socialist countries’ export intensity in manufactures is very low on the
developed countries’ markets. Our methods of analysis do not allow us to separate the
role played in this by Western protectionism and discrimination from that played by
the poor quality and backwardness of the products of the exporters, and by the
deficiencies of their marketing methods. All these factors together are responsible for
the fact that the exports of manufactured goods to the developed market economies
only amount to a quarter of what could be sold without such hampering effects.

7. There also are trade policy obstacles to the exports of Western manufactures
to the socialist markets. In this respect it is not quality, or marketing methods that
hinder trade but, on the one hand, low revenues from Western exports, the lack of
convertibility, and the demand constraint because of import restrictions on the part of
the socialist countries-and, on the other hand, the open or concealed efforts at
imposing embargo on advanced technologies, on the part of the Western countries.

8. Franco-Hungarian trade intensity stays far below the average trade intensity
between Western and Eastern Europe. In the bilateral trade, the obstacles to French
exports seem to be smaller than those that hinder Hungarian exports. The intensity of
French machinery exports could increase at a high rate, while the intensity of
Hungarian exports could show a considerable increase only in raw materials and light
industrial products. The intensity of Hungarian machinery exports to France is
extremely low, not only in comparison with other groups of products, but also relative
to the average machinery exports of the Eastern European countries to Western
Europe.

9. The intensity of Franco-Hungarian trade takes about a middle position in
comparison with France’s trade intensity with the other socialist countries. The
intensity of French exports has been growing, however, in recent years at a higher rate
on the Hungarian market than in other socialist countries’imports. The comparatively
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low intensity of French trade with Eastern Europe is partly a consequence of a highly
intensive trade transacted with the Common Market countries, and partly of the
especially high intensity of trade with past and present French colonies.

10. Hungarian trade intensity with the other socialist countries, especially with
the Soviet Union is “exaggeratedly” high, though a “normalization” tendency can be
observed. Trade intensity with the FRG and Italy-traditional partners of
Hungary-rose to nearly the “normal” level, and grew very high with neighbouring
neutral Austria.

Summing up the conclusions of our analysis, we can say that, though a structural
transformation of East-West trade started as a consequence of the “détente”, barriers
to trade decreased considerably, this could increase trade rather unevenly, making use
of only a relatively small part of the opportunities and advantages. It is to be feared
that in the 1980s renewed political estrangement, worsening credit conditions and
rising protectionist tendencies might stop or slow down the trends towards
improvement in East-West trade, and lengthen or even increase the losses arising from
seclusion.
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U3MEHEHWA CTPYKTYPbl N NUHTEHCUBHOCTWK
TOPIroBJ/1n BOCTOK-3AMA/L

A. HALb
CTaTbs HanucaHa Ha OCHOBe JOK/aja, MPeAcTaB/IeHHOr0 Ha cocTosBLLIelca B ByfanewuTe 27-29 mas
1985 1. KOH(hepeHLUUN (HpaHKoA3bIYHLIX 3KOHOMUCTOB. B nepBoii uacTu cOCTOALLe U3 Tpex pasfenos

cTaTby aBTOP B CBOGOAHOW hopMe NoKa3biBaeT M3MeHeHWe CTPYKTYPbl UMMOPTa M 3KCNopTa eBPonecKmnx
coumannMcTUyecknx ctpaH B nepuog 1960-1980 rr., obpallas oco60e BHMMaHWe Ha 060pOT C pa3BUTbIMU
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KanuTanMcTUyecKMMu cTpaHamu. Bo BTOpOM pasfene [AenaeTcsi MOMbITKA KOMWYECTBEHHOW OLEHKW
3(hheKTOB TOProBOI NONNTUKM B TOProBbIX CBA3AX BOCTOK-3anag 3a TOT e nepuog. BTpeTbeid yacTn aToT
MeTO/ KO/IMYECTBEHHOMO aHanmn3a NpuMmeHseTcs K (hpaHLy3CKO-BeHrepckum cBsssaM B 1975 n 1982 rr. B
uTore aBTOp MOAYEPKMBAET, YTO BO3AECTBME MONUTUYECKUX (DAKTOPOB, MeLIaoLWwmx 060poTy Mexay
BocTokom 1 3anafom, BecbMa cubHO. OH OTMeYaeT: ecTb OCHOBaHWUSA onacarbes, 4To B 80-€ rofjbl HOBOE
NOANTNYECKOE MOXO0N0AaHNe, YCUNeHWe MPOTEKLUMOHUCTCKUX TEHAEHUWA OCTaHOBUT WM 3aMefnuT
paHee ynyJluasLuMecs TeHAeHUMN Toprosan BocTok-3anag,.
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REVIEWS

THE EXPLOITATION OF LICENCES AND ECONOMIC
POLICY IN HUNGARY

J. NYERS—T. SZATMARI

The amount of money spent on foreign technical knowhow was dynamically
growing in Hungary till the late seventies, an increasing number of companies availed
themselves of the opportunity offered by purchasing licences. There was a growing
interest in this promising form of international economic relations on the part of both
the economic leadership and companies as well as technical experts. This was manifest
in the growing frequency of licence purchases. Several studies have been made in
Hungary in recent years about the trend of licence purchases, exploring the methods
and experiences of developments carried out in different segments of the economy and
the policy-making process concerning engineering and intellectual products. The
findings of the different partial studies were summarized in a synthetic treatise [1] by
the National Committee for Technological Development (OMFB) in which the role
and results of the use of foreign licences in the Hungarian economy are reviwed. This
paper, based on the said extensive studies, is intended to present the relationship
between the turnover of licences and economic policy.

International experience

The flow of technology between countries became significant subsequent to the
industrial revolution and especially in the second half of the 19th and at the beginning
of the 20th centuries. Its forms showed increasing variety and colourfulness with the
entering of industrial espionage on the stage included. International trade in licences in
today’s sense, however, could hardly be mentioned until the period between the two
world wars and the purchasing of licences was rather only a sporadic phenomenon
even in the 1920s and 1930s.

International trade in licences was surging in the early 1960s, and its growth rate
did not abate in the past two decades. During the last 20 years the international
turnover of licences expanded to about 18 fold, at an average rate of 15 percent per
year. This growth rate is substantially higher than the rate of expansion of
international trade in this same period.

The distribution of the international licence turnover by economic regions and
countries practically did not change in the past three decades and the “points of
condensation” formed at the early sixties still exist.
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The main characteristic of the geographic distribution of licence turnover is tnai
exports are extraordinarily concentrated. 90-95 percent of licence exports is
transacted by seven or eight countries. The dominating role falls to the USA, with two-
thirds of total exports. Its export is about ten times its import. The balances of two
further countries show a surplus: Great Britain, though actually this is also due to the
activity of affiliates of North American concerns, and Switzerland, a country which,
owing to its tax system advantageous for licence sellers, is the centre of the European
licence trade of several foreign countries, mostly the USA, being a sort of a
“marshalling yard” for the marketing of licences of advanced countries. The balance
oflicences of the Netherlands is near to equilibrium and shows in some years a surplus,
practically for similar reasons.

More than 80 percent of the licence turnover is transacted among the advanced
industrial countries. The share of the socialist countries in licence imports is 4-6
percent and of the developing countries 8-10 percent. The turnover of licences
between socialist countries, and their exports to advanced or developing countries are
in the range of 1 percent, while between the developing countries such turnover
practically does not exist.

In the last one and a halfor two decades it has been another characteristic feature
of the international trade in licences that the so-called internal, intra-concern licence
turnover has become determinant. About four-fifths of US licence sales consist of sales
through which the American companies transfer technical knowhow, usually against
charges, to their affiliates or to other companies belonging to their respective spheres of
interest.

The world’s licence import is not as concentrated as its export, though it is
apparent also here that the 9 or 10 most advanced countries share among themselves
about 60 percent of the licences put into international circulation. Analysing the
breakdown of licence turnover of the advanced industrial countries it is found that the
sectoral distribution of their imports is usually somewhat less concentrated than that
oftheir exports. Among these countries a kind of specialization has also developed, the
spectrum of their offer is narrower than that of their demand, indicating where the
“nodal points” of development, representing the top level, can be found in their
economic structures.

The share of the socialist countries, possessing about 30-40 percent of the
R&D potential of the world, is not in harmony with their economic potential and
technical-scientific standards nor with their need for advanced technologies and the
latest technical solutions either in the imports or in the exports of licences.

This is obviously owing to the fact that, because of the autarkic ideas that had
dominated for a long time in the economic development concepts and, consequently,
also in technological research and development, they joined in the international
turnover of licences rather late and in a procrastinated manner. That is, the driving and
coercive forces which produced a powerful interest of the advanced industrial
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countries’companies in purchasing licences and in marketing the achievements of their
own development, did not and still do not assert themselves sufficiently.

The development of licence turnover in
Hungary

The role of using foreign licences is the most significant in the industrial sectors
in Hungary. More than three-quarters of all licences are adopted in this sphere.
Concerning the costs of purchasing licences, the share of the industry is in the range of
95 percent.

The proportion of foreign licence purchase costs in technological development
inputs has increased at a relatively high rate in the last one and a half decades. Between
1969 and 1972, 4 to 6 percent of the total technological development expenditure was
spent on purchasing licences; since 1973 this share amounted to 7 to 10 percent, with
some fluctuation. The share of these inputs peaked in the late seventies, in 1979,
followed by a gradual decrease till 1981, a rise again in 1982-83, and a slight decrease
in 1984. In the last three years the share of spendings on licence charges has been
between 7.3 to 8.7 percent and its amount was near 1030 million Forints in 1983.

Table 1
Technological development inputs and purchasing costs
of foreign licences in industry

Sum spent from this
on purchasing licences

Y . .
ear fund spent (million Ft) in percentage
million Ft of the technological

development fund

1970 3,334.3 129.6 3.9
1971 3,816.6 220.1 5.8
1972 4.122.5 253.0 6.2
1973 4,487.9 417.9 9.3
1974 4.859.1 428.1 8.8
1975 5,299.1 398.6 ¢ 75
1976 6,272.7 564.3 9.0
1977 7,125.8 611.0 8.6
1978 8,163.1 732.4 9.0
1979 8.663.1 862.1 10.0
1980 8,850.1 755.0 8.5
1981 10.200.5 641.0 6.3
1982 11,1243 919.6 8.3
1983 11.834.6 1029.3 8.7
1984 12.456.6 913.3 7.3

Source: Balance-sheet data of the Ministry of Finance, Department of Control.
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Licence turnover in Hungary was in 1980 5,9 times the 1970 licence import and
8.5 times the licence export, so its growth rate was much higher in the seventies, than
the average growth rate of the international licence turnover.

The intensity of licence turnover is most frequently measured by the share of
licence inputs represented in R&D costs, or by its share relative to GDP or to the for-
eign trade turnover. Comparing such data of Hungary with those of a few advanced
industrial countries it seems that, despite the fast development, Hungary’s lag is still
considerable. In the case of countries similar to ours, from the point of view of
population and other conditions, the values of these indicators are multiples of the
values for Hungary. The Hungarian licence import is small, especially if compared to
the high R&D inputs. It is questionable, however, how much the amount of R&D
inputs is internationally comparable owing to differences in the interpretation of
turnover and in computational methods. The share of Hungarian licence purchases
relative to the GDP which may be compared with a higher degree of methodological
safety, is much more favourable by international comparison and the lag is
substantially smaller than if estimated on the basis of the former indicator.

The licence purchases of Hungarian companies are dominated by imports from
non-rouble areas, the share of the advanced industrial countries ranging between 81 to
96 percent. According to the number of licences bought, the share of the advanced
industrial countries was smaller relative to the breakdown of inputs and represented
56—82 percent per annum. Two-thirds of the technical knowhow originating from the
non-rouble area were bought from 6 Western countries, and the Federal Republic of
Germany has the biggest share in the Hungarian licence imports.

The licences originating from the socialist countries represent a smaller share
from the points of view of both value and number. From the CMEA countries, the
most important licence partners of the Hungarian industrial companies are mainly
enterprises of the German Democratic Republic and the Soviet Union.

The licence purchases are sectorally rather concentrated. The majority of foreign
technical knowledge, i.e., 60-85 percent is used by research-intensive and fast
developing engineering and chemical companies. In these two sectors the spectrum of
manufactured products is extremely broad, the technologies employed are intricate,
and their development has been greatly promoted by the import of intellectual
products. The purchases of metallurgy, the light and food industries amounted to a
relatively small percentage of the total licence import.

In 1976, from the total licence costs of the industry, 68.2 percent emerged in the
engineering industry. In the period between 1976-1981 the share of the chemical
industry showed extremely dynamic growth and also the share of the light and food
industries increased in the costs of licence purchases. Thus the outstanding share of the
engineering industry decreased, while the share of the chemical, light and food
industries increased. The licence purchase costs of the engineering industry were in
1982 higher than, and in 1983 still as high as, the extraordinarily high 1976 values of
68.5 percent, resp., 64.8 percent shares, and thus the weight of the chemical and food
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Table 2
Distribution of costs spent on buying licences*

In the year
Branch of in industry

1976 1979 1980 1981 1982 1983
Metallurgy 10.6 3.7 9.9 74 5.2 3.0
Engineering industry 68.2 59.0 59.0 42.6 68.5 64.8
Building materials industry 71 2.8 2.7 13 0.5 0.4
Chemical industry 6.4 26.2 19.2 29.3 15.2 17
Light industry 3.0 3.8 2.7 11.0 6.1 16.0
Food industry 3.6 41 3.9 5.7 2.8 2.7
Other industries 11 0.4 2.6 2.7 17 14
Total industries 100.0 100.0 100.0 100.0 100.0 100.0

* On the basis of the single and continuous costs of licences purchased in the given year and in previous
years.

industries diminished within the total. In 1983 the licence purchases of light industrial
companies showed a striking increase, their inputs amounted to 16 percent of the total
of industrial licence fees.

The use of foreign licences and knowhow is still limited in the Hungarian
industry, and restricted to relatively few companies or fields of production. In 1983, 14
percent of business units belonging to the industry employed foreign technical
knowhow backed up with contracts. Between 1976 and 1979 the number of companies
adopting licences increased nearly one and a half times. However, from 1979 to 1981 a
decline followed in this respect, then in the last three years the sphere of companies
using licences has increased again.

The number of licences used in production increased faster than the sphere of
companies using licences: in 1976 the average number of licences per one company was
2.2, in 1983 3.0. With respect to the number of licences used the roles of the engineering
industry and of the chemical industry also were dominating between 1976 and 1983. In
the period examined the number of products manufactured under licences doubled,
and the number of kinds of products increased from 340 kinds in 1976 to 780 till 1983.
This growth exceeded the expansion of the number of licences used in production.

The price receipts from products manufactured on the basis of foreign technical
knowhow were relatively modest, amounting in 1981 and 1982 to about 5 percent and
in 1983 to 6 percent of total sales. In the approximately 60 billion forints of yearly price
receipts the biggest share was attained by the chemical industry, with about 38 percent
in the past three years, and not the engineering industry as in the previous years. In the
chemical industry the sales price receipts from products manufactured under licence
(henceforth: license products) grew to almost three-fold between 1976 and 1983, while
in the engineering industry their level was practically stable.

In the socialist industry (state-owned firms and cooperatives) almost 97 percent
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Table 3
Sales data ofproducts manufactured under licence in the industry

Sales of products manufactured under licence

distribution share in total sales
Sector
1976 1981 1983 1976 1981 1983
(percent)

Metallurgy 3.2 132 123 12 7.4 8.3
Engineering industry 63.0 335 35.0 8.9 7.2 9.2
Chemical industry 24.2 36.1 37.8 5.8 8.7 11.0
Light industry 35 8.9 8.2 0.8 31 38
Food industry 51 55 3.4 10 15 11
Other industrial sectors 10 2.8 3.3 0.5 0.9 11
Industry, total 100.0 100.0 100.0 3.7 4.9 5.9

of the price receipts from licence products came from those manufactured under
licences purchased from Western countries and 3.5 percent were attributable to the use
of technical knowhow originating from the socialist countries. (For a realistic
evaluation of the data it has to be taken into account that most of the licences
originating from the socialist countries are technological licences, consequently the
range of the manufactured products is more difficult to define, furthermore, also that
the use of technical knowhow obtained from the socialist countries is not shown in the
licence statistics in every case.)

In the price receipts of licence products the share of export sales was high in the
whole period under study, ranging between 36 and 37 percent, except for the slightly
smaller rate of 31—33 percent in the years 1980—81. The high share of external sales
resulted from the exportability of the relevant products ofengineering companies. The
share ofexport sales in the price receipts of these companies was in the range of45 to 52
percent.

In the export sales markets of licence products a remarkable shift occured in the
secongl halfofthe seventies. While in the mid-seventies the dominating trend of export
was sales on the rouble market (representing a share of 8.6 percent in 1977), from 1977
to 1981 the non-rouble export of licence products increased steadily and dynamically.
This favourable trend somewhat halted in 1982, owing to growing difficulties in
external markets, but in 1983 it went on and the share of non-rouble export was again
67.9 percent. In the years between 1977 and 1983, export accounted in convertible
currencies tripled and the export for roubles of products manufactured with foreign
technical knowhow decreased to about the half. In 1983 half or two thirds of the export
of licence products consisted of non-rouble sales in nearly every sector analysed. (In
the engineering industry this share was 57 percent, and in metallurgy and the light
industry more than 90 percent.)
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Table 4
Exportability of licence products

Share of exports Share of non-rouble exports
in the price receipts from in the export price receipts
Sector products manufactured from products manufactured

under licence under licence
1977 1981 1983 1977 1981 1983
Metallurgy 9.2 136 181 81.4 96.5 92.3
Engineering industry 46.0 52.0 51.3 134 68.4 57.1
Chemical industry 28.7 29.6 36.8 22.8 65.2 731
Light industry 37.9 26.6 334 68.5 85.1 90.1
Food industry 0.3 55 2.7 0.0 66.3 51.9
Other industrial sectors 25.6 113 119 72.9 92.4 80.4
Industry in total 37.9 329 37.3 184 70.3 67.9

In the non-rouble exports of licence products turned out by the industry the
share of deliveries to the Western licence sellers (product buy-back) is relatively high.
In 1982 this amounted to 25.9 percent. The use ofthe marketing network of the partner
is particularly significant in the food industry (for here 100 percent of the non-rouble
export of licence products is delivered to the partner), in the light industry (48.5
percent) and in the engineering industry (33.9 percent).

The time required for the effective use of licences is in Hungary extremely long by
international comparison, and this has an adverse influence upon the exportability of
the manufactured products and also on the price that can be attained. In the 1970s
there was no appreciable change in the time needed for the domestic introduction of
licences.

The transfer of new technological knowhow in the form of licence cannot take
place but at best in 2—5 years, another 3—4 years elapse between the selection of the
licence and its actually utilization, thus increasing the time of closing up to 5—9 years
even in the cases of the most advanced findings of foreign research. Under the
conditions of accelerated technical progress such a delay can damage the profitability
of licence-based, originally promising, developments badly. Slow implementation is
also detrimental because the production time of licence products has become shorter as
against the early seventies.

Correlations between the purchasing of licences
and economic development

Like the majority of the socialist countries, Hungary was rather late in joining
the international trade in technical-intellectual products because the flow of technical
information and the development of licence relations emerged very slowly between the
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CMEA countries. The most essential factor in this was that the so-called Sofia price
principle, the free of charge transfer of scientific results and technical documentations,
limited the interest of member countries in the exchange of research results.

Owing to the ccld war atmosphere and the well-known political tensions, East-
West commercial and economic relations began to develop one decade later, in the
early sixties. The adaptation of licences originating from the advanced Western
countries developed in a spontaneous manner, such transactions were sporadic, and
with respect to content they meant the transfer of the technical documentation of some
products and production processes. In the contemporary wording, these were so-called
“pure licences”, i.e., the foreign partner generally did not cooperate in providing the
conditions of production. The adaptation of the purchased technical knowhow often
failed, partly because buyers had not assessed realistically the absorptive capacities,
and partly because the technical specifications alone did not provide sufficient
information and financial-technical basis for organizing the industrial production.
Moreover, in that period the legal backgrounds and means of the transfer of foreign
licences were more or less unknown.

Licences originating from advanced Western countries were used in Hungary in
a broader sphere as from the late sixties. The purchasing of foreign technical knowhow
became significant in 1968—71 and its use was surging in 1970—72.

The more and more extensive deepening of the cooperation process among the
CMEA countries greatly promoted the buying of licences. In the socialist countries the
said period of time about coincided with the depletion of reserves of extensive
economic development and the accentuation of efficiency requirements. For solving
the problem substantial changes were required in the old foreign trading practice and
this necessitated a wider participation of the different countries in the international
division of labour. In that period the economic development strategy was formulated
in Hungary on the basis of intra-CMEA cooperation. On the grounds of specialization
agreements, grand central development programmes were drawn up which had
powerful influence on the positions of the companies concerned, and even on entire
industries.

The majority of products introduced in the framework of socialist cooperation
were based on technical knowhow purchased from advanced western countries. Along
with the expansion of East-West economic relations a spectacular technological
development was launched through licence purchases in some sectors and products as
against the previous technical standards of the Hungarian industry, and export
capacity to the rouble market increased in the areas affected by the central
development projects considerably.

At the same time the central development projects based on specialization and
cooperation and supported by inter-state agreements provided the participating
companies with the means necessary for achieving the objectives aimed at. Owing to
the centralized nature of decision-making and provision of resources, joining the
projects promised big volumes and safe marketing, and enterprise development
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without running any risk. This was enhanced by the fact that in this period price
stability was typical in cooperations established with the CMEA countries. Under the
influence of the said conditions international relations served as solid supports of the
concerned companies’ medium and long-term development plans.

In addition to the considerable developments oriented towards socialist export,
most Hungarian companies were decisively interested in the early seventies in
satisfying the domestic demands. The “traditions” of the previous stage, the conserved
monopoly positions, the strengthening responsibility for domestic supply and the lack
of coercion toward competition and innovation did not inspire many companies to
avail themselves of the benefit of foreign licences. Adaptations of licences took place
mostly in cases when, owing to the obsolescence of products, profitability decreased or
ceased and the business units were trying to improve their position by introducing new
products.

In this period there were only a few instances of any significant sale in Western
markets of licence products originating from abroad. This opportunity was actually
only availed of by small and medium companies that were not affected by the
specialization and cooperation agreements, or which did not have to accept
responsibility for domestic supply of their own assortment of products, and which had
the capacities whereby to exploit the prosperity in the western markets of the early
seventies.

In the sphere of big companies the Western export of products manufactured as
a result of domestic research work or under foreign licence was relatively insignificant.
Owing to the profitability of socialist exports and domestic sales the companies were
namely not interested, in spite of special incentives, in expanding the Western exports
that involved more risk. Where export was still made, it was mainly for the purpose of
balancing the convertible currencies spent.

The Western licence deals transacted between 1973 and 1975 were motivated on
the Hungarian side mostly by import substitution. Purchases were shifted from basic
commodity groups and technologies to the background industries of priority projects.
In this field the direct outcome of the adaptation of licences was not so spectacular, the
impact of developments showed mainly in an increased exportability of the end
product or in a diminishing Western import content that was initially relatively high.
The foreign relations assisting the development of preceding phases had been based
mainly on enterprise initiatives, and in the case of the priority projects such
developments were, as a rule, powerfully encouraged by the manufacturers of end
products.

It has been another trend typical since 1973 and asserting itself even today,
irrespective of the fluctuations in investments, that the companies propose to introduce
such foreign licences as are suitable for helping the development of certain partial
processes, elimination of production bottlenecks, improvement of the quality of units
built in the end products. The licences and organizational knowhow affecting certain
parts, measuring instruments and test equipment usually involved little investment
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costs and represented an insignificant proportion in the price receipts of the business
units. Such licence adaptations had in most cases a beneficial influence upon enterprise
business; however, owing to their nature, they did not contribute much to the
technological development of the adaptors or to the promotion of international
competitivity.

The development of the Hungarian economy in the second half of the 1970s may
be considered as the initial stage of a correction of the development path. The
readjustment process started in the middle of the decade with a powerful modification
of the set of conditions. The explosive increase of raw material and energy prices as
from 1973 affected the Hungarian economy adversely through losses in terms of trade
and a worsening of foreign trade balance problems. From 1976 on the requirement of
halting the unfavourable trends and enhancing Western export capacity has been cast
a more and more important role.

The majority of companies carrying out development projects oriented towards
socialist exports and selling most of their products at home were in the mid-seventies
unprepared for a change in the directions and proportions of sales, for the correction of
the path, and for business management under more and more rigorous competitive
conditions. Influenced by the economic development objectives formulated already in
the beginning of the 1970s, the Hungarian enterprises were, namely, interested in a
powerful increase of the volume of output, in exploiting the economies of scale,
connected with central development projects, and with specialized CMEA coopera-
tions. However, the initial ample opportunities for expanding the volume of production
conserved the technical standards of products and technologies in many fields. To
exploit the economies of scale, the companies participating in CMEA cooperations
were prompted to allocate their available investment funds primarily to provide
conditions for production in big batches and this pushed the steady updating of
products to the background. This impact was amplified because the recognition of
higher technical standards in prices met with obstacles. Moreover, it frequently
happened that the partner representing the weakest link from the point of view of up-
to-dateness determined the technical standards of the products manufactured in
common, and thereby also the endeavours at further developing the products were
obstructed. Consequently, the products manufactured in the most significant
cooperations were turned out in almost unchanged form during the long partnership.

Under the influence of the said factors the CMEA specializations and
cooperations, of which many were built from the technical point of view on a Western
licence, failed in several fields to guarantee a satisfactory acceleration of technological
development and the achievement of the targeted dimensions of production.

Since 1976 substantial changes have taken place in the system of objectives and
conditions of the allocation of central development funds. This may be illustrated by
the fact that in the fifth five-year plan period (1976—80) nearly half of the investment
credits—that play an important role among the central means of development—was
directed toward increased production of commodities, exportable against convertible
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currencies, while in the previous plan period only a fifth of the credits allocated to
enterprise investments has been distributed on the basis of bids to expand Western
exports.

The economic control agencies tried to achieve the boosting of commodities also
competitive in the Western market and improvement of the external economic
equilibrium through a development that was slower than in the previous five-year plan
period yet was still dynamic and powerful. This dynamic expansion was served by the
credit line created in 1976, the so-called 45 billion forint credit for increased production
of commodities exportable against convertible currencies. In a considerable part of
developments financed from this source, its use was coupled with the purchasing of
Western licences.

In the engineering industry that benefited the most from the export credit, four-
fifths of the companies belonging to the sector and raising investment credit between
1976 and 1978 also signed licence and cooperation contracts with Western companies
for the sake of backing up their export developments from the technical and marketing
points of view.

However, the expansion of manufacturing old traditional products or of
updated versions of such products by manufacturing companies did not produce any
export offensive in view of the postulates ofa dynamic export expansion. Aslong as the
primary motive for buying licences was to satisfy the domestic demands for quality and
assortment and to establish capacities for the purpose of socialist exports, the
adaptation of foreign technical know-how provided favourable conditions for
achieving these objectives. However, the economical expansion of Western export on
the basis of licences requires the provision of several other factors and a favourable
turn in conditions, such as better sales conditions in external markets, investments
carried out quickly and in a systemic approach, or in the case of licences applied on an
existing production basis, prompt introduction of the products, flexible and
dependable relations between manufacturing companies, proper organization inside
the company, civilized work, and local further development of the foreign licences. In
the second half of the 1970s the majority of companies using licences could not but
partly, or often absolutely not, provide these conditions.

The December 1978 resolution of the Hungarian Socialist Workers’ Party
Central Committee put into the centre of economic activity the improving of the
external economic equilibrium and, in that context, ofthe balance non-rouble trade, as
well as the curbing of the growth of debts payable in convertible currencies. The
resolution also determined the instruments to be used, namely, the curbing of domestic
use, as well as a slow-rate increase of imports and a fast-rate increase of exports.

Since 1979 the said conditions have determined enterprise developments. The
curbing of domestic use and the limited sales quotas in the rouble markets practically
confined the ground the companies could gain in markets in principle to that attainable
through the expansion of exports to the non-rouble area. However, an opportunity to
increase Western exports could have only been exploited through accelerating the
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innovation processes, therein by increasing foreign licence purchases, elimination of
production bottlenecks having come about in the course of previous developments,
and through flexible adjustment to market requirements. However, no progress was
made in translating the results of research work into practice, on the contrary, the
process of product updating and replacement slowed down even more in the economy.
The robust decrease in the number of foreign licences purchased in the allocations for
that purpose in the two years after 1979 contributed to the stagnation of the technical
standards of products turned out by the Hungarian companies. In this period there
were substantial changes in the external conditions of licence transactions. Under the
impact economic recession and the deterioration in political tensions the export
opportunities of licence products became more difficult in the non-rouble markets and
the problems related to the buy-back of products (turned out under licence) the
western partners became worse, constraining the scope of manoeuvring of the
Hungarian companies with respect to purchasing licences.

As a result of the dwindling enterprise development funds, preference has been
given in recent years mainly to purchasing licences for which the investment projects
involved could be realized by measures in the company’s own sphere of authority, that
is, such as could be adapted to the existing machine park or implemented by some
modest use of the company’s own development fund. To this was added the endeavour
of the business organizations to manufacture licence products “free” from productive
imports in order to preserve national economic liquidity. The licence-based
developments where a big volume of import for convertible currency is required for
production are often suppressed and are hard to purchase.

Owing to the governmental expectations towards the expansion of the volume of
exports, the companies try to enhance the increase of foreign exchange receipts in the
short run. It is a subordinate aspect in their activities that the licences should
favourably influence the general technological progress of the respective company also
in the long run, and should contribute to concentrating their productive assets to the
desirable degree. Naturally, the adapting of licences contributes, even in such
circumstances, to the satisfaction of domestic demands and to reducing shortages. At
the same time, however, the competitivity of the Hungarian companies decreases in
both external market regions and their lag behind the pioneering ones and the rivals
increases.

The aggregate data on the introduction of licences show that the time required
for the local adaptation of foreign technical knowhow is less advantageous than in
capitalist countries on similar level of development. Several factors have led to the slow
implementation of developments. The procrastination of decisions on approval and
development is very frequently one of the reasons.

Among the powerful interventions of the state supervisory and fiscal authorities,
especially harmful are the implications of those that give preference to the versions
requiring the least inputs, as well as of those that insist by all means on exports for
convertible currency and on the buy-back commitment of the seller of the licence. On
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the enterprise level though it is possible to estimate the volume of input factors and of
the external sales of licence products, efficiency still is often relegated to the
background among the criteria of decision-making.

The practice that became established in the first half of the 1980s often makes it
impossible to let the licence sellers compete and to let the business units select their
most suitable and most advantageous licence seller. Profitability is thus almost
inevitably marred and this results in the multiplication of pseudo-cooperations
circumventing the import of licences and goods; and companies are driven towards
simpler forms of cooperation (such as job work). Over and above this, judgement is
extremely capricious, requirements are changing, and approvals are a matter of
bargaining rather than of definite criteria. The “threshold value” of approving
propositons to purchase a licence basically depends on the company’s conformity with
expectations formulated by the state administration, or power relations of companies,
and so on.

Business policy reduced to the short term because of the need to preserve
solvency has also marked the decision process of licence purchases. After 1979
adaptations of licences that produce quick returns with the smallest input (of foreign
exchange) and result in immediate buy-back have been given preference. A priority of
foreign trade considerations enforced in this manner is likely to do more and graver
harms to technical progress than in other spheres of business.

The main tasks of the licence policy

The recession of the external market in the first half of the eighties has had
unfavourable impact also from the point of view of the marketing opportunities of
Hungarian manufacturing companies. The marketing of mediocre products has
become more and more limited or entailed price sacrifices causing terms oftrade losses.
Under such circumstances the economical expansion of external sales requires
considerable efforts from the Hungarian business units, to be achieved in the first place
by introducing and spreading products with a higher intellectual labour content. The
quick utilization and further development of technical knowhow purchased from
abroad is an essential resource of improving the technical culture. Our reserves are
significant in this field as well.

In the past years of this decade relatively few manufacturers could comply with
the higher requirements. It is generally typical that no fundamental change took place
in the incentive conditions of the Hungarian research base in this period.

Concerted development of several fields of economic control and management is
necessary in the interest of changing the several-year-old unfavourable processes in
buying and using licences, for increasing the performance of the business units and, in
this context, for making better use of the opportunities offered by the purchasing of
foreign technical knowhow. The problems cropping up in carrying out the licence*
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transactions cannot, namely, be solved by some concrete economic political decision
(the central resolutions concerning promotion of the turnover of licences of this kind)
or by the extension of special regulatory instruments affecting licence purchases (such
as increasing the bonus fund on licence imports, or the introduction of profit tax
facilities for research institutes.) This has been unambiguously proven by the practice
of recent years.

Technological development is decisively an enterprise task, an activity
subordinated to business policy and, indirectly, to market impacts. Its implementation
and intensity are hinged upon the incentives and coercions of the companies. The task
of the state is to determine the main lines of technical progress and to facilitate their
implementation. The usually isolated single actions that directly affect the technolog-
ical development of companies (such as centrally launched programs and special
incentives) cannot but produce limited results when the entire functioning of the
economy does not work in this same direction, they do not give sufficient impetus to the
acceleration of technical progress.

In the course of the further development of the system of economic control and
management it must be attained that the control authorities of the state should not
interfere with given development actions (that is, for example, with individual
decisions in the course of approving, licence purchases) but they sould exercise indirect
control through the general regulation of the terms of business management on the one
hand, and limited number of interventions in the spontaneous processes of the market
on the other hand. The modified role of the state’s control authorities could be
described as follows: instead of the presently prevailing function mostly consisting in
approving and directing, their function should be dominated by assistance,
preparation and supporting of the carrying out of enterprise aspirations.

The development opportunities of business units will increase as a result of
broader technical and market information and with a higher degree of company
freedom of decision. An opportunity will be offered for much more extensive
comparison and confrontation of enterprise development objectives, and their
respective versions regarding implementation, than at present, and in this framework
up-to-date (e.g. computerized) methods of decision preparation and decision-taking,
pondering many considerations, can be applied.

Endeavours must be made in the course of updating the system of control to
simplify the chain of decisions on the adaptation of foreign licences, to render the
decision criteria of different authorities more concerted in the process of allocating
funds, and to make the procedure of the transaction more flexible. It must also be
endeavoured to establish a system of decision-making where the purchasing of a
licence remains in the technological and development category, i.€., it should form an
alternative to domestic R&D, and should not be degraded into a mere foreign trading
transaction merely because the licence is imported from abroad.
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A NEW PERIODICAL OF ECONOMICS:
FORUM FOR PLANNING

Is the practice of planning in our days able to offer effective help to economic
policy? The question is formulated by many people in the precarious world of our
days and put by one of the studies in the new economic quarterly, Forumfor Planning.
By calling the new periodical into life, its founder, the National Planning Office
demonstrates that it is aware of the weight of this question, and of the urgency of the
task on the agenda, i.e. to renew planning on the levels of the national economy, the
councils and the enterprises.

The periodical intends to promote this lengthy learning process of social
dimension by providing a forum for the related theoretical and methodological
scientific discussions, and an opportunity for the confrontation of views.

The first issue of the new periodical was also compiled in the spirit of such
considerations, consciously taking the blame in each case for publishing concepts and
opinions which are still in the state of maturing or which might be questionable.

The views and informations formulated in studies dealing with problems of the
true plan alternatives and the so-called growth-rate alternatives, experience gained
through the nationwide discussion of the draft medium-term plan, or the possibilities
of planning energetics and the trends in the development of agriculture, are all directly
linked to the daily tasks of planners in the various sectors of the national economy. The
periodical, however,—as it seems at least from the first issue—intends to achieve much
higher objectives, wishes to be built on broader foundations. An article in the column
Economy andsociety for instance, written by L&szId Antal, discusses the role of money
and monetary policy in creating and preserving economic equilibrium and in
dynamizing the economy; it points out, among other things, that to eliminate the
factors restricting the requlatory role of money is a condition of the success of the
attempt to dynamize the economy. Another study of the same column—the author
being Ivan Illés,—<calls attention to some structural changes occurring in the last few
years and which, though hidden behind an economic policy casting lime-light on
equilibrium, will determine the scope of movement of the Hungarian economy even in
the long run.*

* This paper will be published in English in the next issue of Acta Oeconomica. Ed. note
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The subject of three papers published in the column “Workshop” of the
periodical is the centre ofinterests in enterprise management. The authors, among them
Séandor Kopatsy, unanimously challenge the opinion according to which a recon-
ciliation of interests between society, enterprises and individuals can be solved, under
the present circumstances, by profit-orientation. Experience and studies so far have
proved precisely that the interests of the smaller or larger communities are decisively
short-term ones. The situation could be changed by making them interested in wealth
(in augmenting fixed capital) and the authors describe possible methodologies in order
to create the necessary conditions.

In the column “Micro-world” of Forum for Planning senior economic experts of
six industrial enterprises express their opinion on competitiveness of their company in
foreign markets and on the profitability of their exports. A characteristic and
instructive picture evolves from the answers, supporting the opinion that in the long
run the solution of balance of trade problems can only be expected from well-
considered, coordinated programs, based on strategic considerations, instead of
earlier “fire-fighting” emergency measures.

Some of the main subjects of the column called “Panorama” dealing with issues
ofthe world economy are: theoretical foundations of the economic reform evolving in
China; lessons of the reformatory economic measures intertwined with a restrictive
economic policy in Yugoslavia; and experience of stimulating technological
development in the Soviet Union. In addition, several reviews on books and
periodicals are published.

NEWS ABOUT THE HUNGARIAN
ECONOMIC SCIENCE

The 145th General Assembly of the Hungarian Academy of Sciences
(6.5.1985-10.5.1985) has elected corresponding members Katalin Falus-Szikra
and Mihdly Simai ordinary members of the Academy. Rébert Hoch, doctor of eco-
nomic sciences, Deputy Director of the Institute of Economics, has been elected
corresponding member of the Academy. He has achieved considerable results in the
research of national economic planning, price policy and living standard policy.
Mihdly Simai is chairman of the editorial board of this periodical while Rébert Hoch
has been its member ever since its foundation.

Academician Ivan Berend T., internationally renowned scholar of economic
history has been elected new Chairman of the Academy. This election is a recognition
of the increased role of social sciences, since ever since 1949 the chairman of the
Academy had been elected from among the representatives of the natural or applied
sciences, social sciences had always been represented by the vice chairman. At this
General Assembly Academician Jozsef Ujfalussy, musicologist, has been elected
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deputy chairman to represent social and classical sciences. Academician Jozsef Bognar
has been elected member of the Presidium.

Laszlé Kapolyi, Minister of Industry and Andras Prékopa, mathematical
statistician have also been elected ordinary members of the Academy.

The General Assembly recommended the Council of Ministers to appoint present
acting Secretary General Istvan Lang Secretary General of the Hungarian Academy of
Sciences for the next five years. A similar recommendation has been made in respect of
Kalman Kulcsar who will continue to be Deputy Secretary General for social sciences.
The Council of Ministers have approved the recommendations.

The Department for Economics and Law of the Hungarian Academy of Sciences
has elected the new Committee for Economics.

Chairman: Rezs6 Nyers

Vice-chairmen: Robert Hoch, Janos Hoos, Antal Matyas

Secretary: Tamas Foldi

Members: Laszl6 Antal, Maria Augusztinovics, LaszId Ballai, lvan Bélyacz, lvan
Berend, Lé&szl6 Csaba, Csaba Cséki, Emese Egetd, Péter Erdés, Tibor Erdds, Katalin
Falus-Szikra, Ott6 Gadd, Béla Kadar, Ernd Kemenes, Jend Koltay, Janos Komai,
Ferenc Kozma, LaszIl6 Lang, Aladar Nagy, Andras Nagy, Tamas Nagy, Vera Nyitrai,
Géabor Oblath, Tibor Palankai, Attila So6s K., J6zsef Szabo, Kalman Szabho, Katalin
Szabd, Laszld Szanuely, Tamas Szentes, Marton Tardos, Tamas Toth, Erné Zalai.

The Economic Commitee have reelected the Editorial Board of Acta Oeconomica
in the following composition:

Chairman: Mihaly Simai

Members: Maria Augusztinovics, Tamas Beck, Andras Brédy, Csaba Csaki, Béla
Csikds-Nagy, Péter Erdds, Tibor Erdés, Ferenc Fekete, Istvan Hetényi, Rébert Hoch,
Janos Hoos, Istvan Huszar, Béla Kadar, Janos Komai, Ferenc Kozma, Andras Nagy,
Vera Nyitrai, Zoltdn Roman, Matyas Timar

Editor: Taméas Foldi

Csaba Csaki, new member of the Editorial Board has been appointed the new
Rector of the Karl Marx University of Economics, Budapest.

Janos Kornai has been appointed Professor of Economics at Harvard University.
By a joint appointment he will share his time between Harvard University and the
Institute of Economics, Budapest.

Béla Csikos-Nagy, member of the Hungarian Academy of Sciences, has been
elected doctor honoris causa of Vienna University.
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VOSZKA, E.. Erdek és kdlcsdnés fiiggdség.
Atszervezési tapasztalatok (Interest and interde-

pendence. Experience of reorganizations).
Kozgazdasagi és Jogi Kiadd. Budapest 1984.
275 p.

While some events are recalled and quoted in
Hungary all over again, other stories concerning the
present or the future become victims of a collective
forgetfulness. Eva Voszka selected one of that
"sunken-into-oblivion" kind of events of the
recent economic and industrial history for the
subject of her treatise and study, namely, the
industrial reorganization in the years 1962 to 1964.
The number of state industrial companies was then
reduced from 1286 to 863 and that of industrial
cooperatives from 1089 to 882 in two years. The
effects of rapid centralization are still felt after more
than 20 years: the enlarged big companies es-
tablished at that time in large numbers certainly do
not make matters easy for those who wish to give
impetus to market competition.

But why this collective forgetfulness, what is
the reason why the book of Eva Voszka is the first
systematic treatise on this extremely significant
event?

The analysis relying on expert and broad-
scale research based on archives, numerous inter-
views and a thorough mastery of the contemporary
economic literature (limited to the industry super-
vised by the Ministry of Metallurgy and Engineer-
ing) shows that one of the reasons of forgetting was
the failure of the operation.

Great expectations were attached to enter-
prise amalgamations decided on the highest level.
Eva Voszka gives the following summary of the
advantages the drafters were expecting (pp. 28—
29): “The increased size of business organizations

11

will, firstly, bring technical-technological ad-
vantages because a big unit concentrates and
implements investments, research work, product
and production development more rationally, and
the profitability of production will also be enhanced
because costs can be reduced by the division of
production lines, through elimination of parallel
production, production in big batches, and a bet-
ter utilization of fixed assets which accompanies
the increase of enterprise size. On the other hand,
the standard of management will be improved on
the level of production units, this can be achieved
through the concentration of administration, finan-
cial and commercial tasks."

However, the technical advantages did not
show up after the reorganizations: “the process of
production itself did not change appreciably, and
the productive organization of factory units was not
usually altered. Specialized workshops could be set
up only in a few fields, rather in auxiliary or
peripheral areas." (p. 77). The improvement of
productivity measured by lower inputs and higher
efficiency also failed to come about. Through
reorganizations, “as against the objectives, the
disadvantageous processes could not be halted and
reversed, and conditions which could have resulted
in any remarkable improvement of business effi-
ciency were not provided either during the reor-
ganization or in the following years till 1967”. (p.
141) Nor did the role of the Ministry change much:
“lobbying” remained one of its functions. After the
reorganization, just like before it, "the Ministry of
Metallurgy and Engineering openly stood up in the
interest of certain companies also at higher forums
and undertook a role in formulating decisions to
suit them." (p. 220).

Failure, however, seems to be only part of the
reason of forgetting. The analysis of Eva Voszka
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focusing on the interests of the actors also shows
that the painfulness of facing facts, the always
unpleasant experience of even a temporary shatter-
ing of some beliefs and illusions was an explanatory
factor of no less importance. To put it more
accurately: the idea that there is actually no limit to
intervene in the economy and that the trans-
formation of an organization is only a matter of
decision, is still common in Hungary, and not only
among the actors of the reorganization still active
but also among the new generation of bureaucrats.
This belief in the actual “‘excessive power” of the
centres of economic control (or that of company
centres) was the source of the new wave of
centralization in the seventies, just as it is now the
source of splitting up some firms, or of the so-called
“manual” guidance of relations between
enterprises.

For those stricken (or blessed?) with this
inclination to interfere—we know that they are not
few—it is awkward to recall or to think about the
story which Eva Voszka presents in thorough
detail—not only because of the failure but also
because almost nothing happened in'a manner as the
intervenors of the time had planned. Even the start
was not in accordance with the notion of unlimited
interference for even the actual date of beginning
concentrations cannot be established. Enterprises
had been amalgamated (tentatively or only out of
routine) as early as in 1959-60, but the grand
operation of amalgamations evolved in 1962-63.
Neither the results after the tentative mergers nor
the initial results of similar operations carried out at
about that time in the other socialist countries were
too promising. However, this was not the main
reason for the slow setting up of the organization
directing the mergers and of its most cautious initial
activity.

It is an important discovery of Eva Voszka
that here, the apparatus of the Ministry of
Metallurgy and Engineering deployed a wait-and-
see policy, a favourite weapon of asserting interests
of lower strata in hierarchical organizations: “till
1962 it is not quite clear how much their function—
their sphere of authority relative to other control-
ling authorities exercised mainly over the
enterprises—changed. It was only ascertained after
coordination through several years, and confirmed
by the party and state decisions passed in 1962 in
conclusion of these negotiations, that the Ministries
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need not be afraid from changes that might be
disadvantageous from their point of view. Then,
and only then, they unambiguously took the side of
the concept of reorganization and headed the
process of implementation.” (p.55)

In its recommendations the Ministry en-
deavoured to develop forms of control and super-
visory power that were the most suitable for itself:
“four of the Deputy Ministers will directly supervise
the business organizations. Each leader can be in
charge of 12 to 14 units in a depth required by the
system of control. Therefore, in the field covered by
the Ministry of Metallurgy and Engineering no
more than 40 to 50 organizations subordinated to
direct ministerial control may function.” (p. 79).

While the Ministry of Metallurgy and
Engineering reverted to stonewalling methods to
impede the inclination to interfere on higher levels
of economic control, the enterprises—as against the
Ministry—hoped to neutralize the interferences that
were disadvantageous from their point of view
partly through interpretation of decisions, and
partly through the counter-actions of other elements
in the power system. Consequently, more and more
authorities, e.g. regional party organizations and
councils, participated in the interpretation of reor-
ganization tasks, and thus more than once also in
conveying the interests of companies belonging to
them.

It was even more important that the Ministry
interpreted the reorganization decision as one
aimed first of all at the creation of *‘casy-to-control™
big enterprises. On the other hand the already
existing medium-level control organizations, the
industrial directorates, were trying to save their
power. On the other hand the companies felt the
decisions stipulate the setting up of looser forms of
control and especially of trusts. “From the in-
tentions of industrial directorates and enterprises
the endeavour to. . .safeguard unity and to prevent
detachment were of the same direction. This ran
counter to the idea of the Ministry to set up several
specialized companies.” (pp. 94-95).

The resistance and the ‘“‘interpretation
strategy” of enterprises and industrial authorities
proved to be effective: a significant number of
industrial directorates continued to carry on their
activities also after the reorganization, while “the
concepts of the Ministry were modified”.

The branch Ministry did not give up its ideas
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easily. Through quick and secret preparation—
excluding those affected—and by carrying out the
reorganization as a campaign it managed to break
the resistance of many companies. On the other
hand many production units originally planned to
become specialized small companies were also
merged in the big organizations. The reason was:
““to prevent precedents: if a few small companies
were allowed to survive, that could serve as a basis
of reference also for others™. (p. 130).

Eva Voszka also points out that the resistance
of lower levels had to be acknowledged and
recognized not only by the sectoral Ministry. A
similar power contest also took place between the
new enterprise centres and the factory units. The
managers of the new or enlarged enterprises—also
not free from planning interference—tried to set up
homogeneous organizations, *‘real big enterprises ™.
in which the production units would only be cast the
role of implementation. On the other hand the
factory units “‘emphasized their detachment and
organizational integrity” and they “tried to prevent
any powerful internal centralization of spheres of
authory.” (p. 149). They sought and often found
supporters for their concepts in the Ministry or in
the area’s party organizations. Their reasoning was
centered on the negative implications of excessive
centralization. The latter “‘originated chiefly in the
loss of direct relations with suppliers and buyers. . .
as a rule, a centralized agency cannot have the
necessary insight into the new big company nor is
their actual professional knowledge sufficient for
taking decision on matters of substance.” (p. 165).

The author calls attention here to a very
effective element of the strategy of plants, namely
formal acceptance, “which disguised not inactivity
but confrontation.” (p. 167).

Resistance proved to be successful also on this
level. After a while “managers of big enterprises
usually did not insist on breaking up the or-
ganization of factory units. However, by doing so
they actually relinquished the production-technical
objective of the reorganization, the implementation
of actual concentration, and they conserved the
basis of resistance.” (p. 168).

It is one of the most important lessons of the
book by Eva Voszka that the interests of the
controlled ones must be reckoned with on the higher
levels of any reorganization. The lower levels are
capable of neutralizing the disadvantageous effects
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of the interference by a variety of methods. It is not
rare meanwhile that the influence of the
supporters—in our case of the area’s party
organizations—increases. Of course this does not
imply that the story transmitted by Voszka suggests
the zealous administrators to keep passive ob-
servance. Eva Voszka, as a reporting and analysing
economist and historian, only notes the hazards of
brutal interference. Nothing else but social move-
ments can force the holders of power to use different
methods of exercising power, e.g. self-control or a
division of power guaranteed by democratic
institutions.

M. LAKI

CSILLAG, .—LENGYEL, L.: Vallalkozas, dllam,
tarsadalom  (Enterprise, state, society).
Ko6zgazdasagi és Jogi Kiado, Budapest 1985. 252 p.

The book examines, from the aspect of
enterprises, the behaviour of state and society in the
treatment of enterprises, the nature of enterprises,
the enterprising activity and the accompanying
organizational framework. The authors do not
examine all the changes taking place in the course of
history, but try only to grasp the most important
“model points™. In selecting them, two important
considerations played a role. First, to investigate the
most important periods of economic history, and
second, to analyse forms of government and social
systems of peripheral importance, yet interesting for
Hungary because of their nature and apt for
drawing some conclusions. It is the principal
thought of the book that a functioning market is
necessary for enterprises and that the system of
enterprises is to a large extent determined by
changes in the market mechanism, and by the
interventions of state and social organizations.
Therefore, the optimum form of enterprises is not
independent of space and time: they cannot be
grasped as an organizational construction inde-
pendent of the historical medium.

The first chapter of the book discusses the
early bourgeois development in England. It is
highly instructive to study the process of England’s
internal development even apart from historical
considerations. It is, namely, to be stressed, in
agreement with the authors, that the British efforts
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to create an efficient economy promoted the spread-
ing of enterprises and the clearing away of obstacles
in the way of commodity production. It has to be
admitted, too, that the market creating activity of
British foreign policy—including the protection of
domestic markets, as well as the acquisition of
export market and commercial rights—was an
important factor in speeding up development. The
third supporting pillar of English development—the
great power position and its perspectives—is dem-
onstrated by the fact that it was the other
bourgeois state (Holland) that had to suffer the
most serious losses because of British foreign policy,
while its remaining perspectives may be attritubed
to an almost unlimited support of British foreign
policy conceptions.

The second part bears the title: “From
factory to holding company (the dual nature of the
capitalist enterprise)*. In this part the organization
of actual production and of value production in
general is discussed. It derives from the dual nature
of the capitalist enterprise that these functions can
separate. Certain organizations grow into a hull of
the process of value production, while others rather
represent an intricate framework of production.

The organizational forms of the capital
market are only slightly connected to the natural
reality of the invested capital, and are rather
embodiments of appropriation of the surplus value
produced. The authors link the development of this
dual character to the Kondratief-cycles connected
to the intensive methods of capital accumulation
and to the most important technical results. As
capital concentration progresses, different types of
enterprise will be prevailing. It is to be noted,
however, that none of the types is exclusive in any of
the periods.

The new types of enterprise are the results of
overcoming the difficulties in the way of capital
accumulation, and there is a group among the new
organizations breaking away from the natural
forms of capital investment to an increasing extent
and becoming the embodiment of the process of
capital self-realization.

As frameworks of the process of production,
organizations reduce the amount of labour neces-
sary for making a certain product by using an
increasing amount of fixed capital. Since, however,
the existing technical-technological optimum sets a
limit to direct capital concentration in production,
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and the given market organization is unable to
absorb the huge masses of products, organizational
innovation is shifting towards dominating and
shortening the process of realization, that is, of
trade.

In the third chapter the authors discuss the
Italian economic organization between the two
World Wars. They analyse the conflicts caused by
the duality of a pluralistic economic organization
and an authoritarian political system. A politi-
cal mechanism wishing to maintain individual
enterprise and recognizing a certain sphere of auth-
ority of the market, while also wishing to regulate
enterprise and market will necessarily be compelled
to operate a comprehensive political-economic
management and intervention system. According to
the hypothesis, the corporative form represents the
organizational and institutional solution in which
agreement is possible between the two parties with
opposing interests, with the state’s impartial and
balancing attitude. The Italian corporative state
and corporate enterprise was the first experiment of
directing several types of enterprise organizations
authoritatively. Mussolini’s version of the corpo-
rative system had to solve several problems arising
one after the other in the course of the functioning
of the established system. Various strivings, spring-
ing from the very nature of the system, had to be
kept under control. It had to be achieved that the
central interventions deriving from the expansion
drive of the corporate forms of management,
regulation, and market control and from a multi-
tude of emergency measures (economic crisis and
wars) should not lead to some kind of “planning”
corporation. It was another central question in
which way to integrate the traditional and the new
organizations so that the state monopolistic cor-
porate intervention could be duly asserted, and in
which way the party and the state could set limits to
the growing power of the corporate technocracies
and their leaders.

In the final account, in a system determining
prices, wages, and credits forcing contracts made in
physical terms, **. . .subsistence production is sub-
stituted for trade. Instead of price, labour becomes
the centre of economic life, and use value replaces
the production of value. Thus the economy will seek
the best organmization of production, quantitatively
and qualitatively, from the aspect of meeting the
needs of both the individual and the
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community. . .”—says
quoted by the author.

One of the most interesting chapters of the
book analyses a relatively neglected field of soci-
ological research. It is entitled “Russian traditions
and Soviet-Russian experiments before war-time
communism”. The chapter is an adaptation of
Gyorgy Lukacs’s idea in proving that **. . .there is
no continuum without moments of discontinuity,
and not one moment of discontinuity does unam-
biguously break continuity.” It is examined, in
which way pre-revolution and pre-war Russian
political-economic conditions affected the institu-
tional system established after the revolution.

It was a characteristic feature of pre-war
Russian economy on the way to capitalist develop-
ment that enterprises and economic bodies were less
dependent on the market than on the Tsarist state.
Large-scale industry could not assert its superiority
over other sectors on the market and in commodity
exchange; enterprises were surrounded with
privileges and guaranteed markets. Thus in Russia
capital was based on the maximum exploitation of
peasant labour, while, on the other hand, for lack of
competition, it was practically incapable of improv-
ing productivity.

The way of growth of Russian economy was
expansion to ever larger fields, of the mostly
“imported”, more advanced methods of production
and economic management.

Thus, beyond the exclusion of market effects,
and state subsidies, granted to the big industries,
another characteristic feature of the economy was
its dependence on foreign capital (and technical-
technological\know-how).

After the revolution, the financial basis of the
dictatorship of the proletariat was ensured through
the system of the workers’ control. It was the
necessity of rendering the monetary processes easy
to survey that led to the merger of all the banks into
a central one. Neither the workers’ control, nor the
placing under state control amounted to nationali-
zation of private property.

The idea of the workers’ control is a formula
of political realism in Lenin’s work which is a proof
that, in fact, Lenin was hesitating as for the
practicability and efficiency of state (administrative)
enterprise management.

The ensuing chapter of the book centres
attention on the development of the Yugoslav
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system of self-management, analysing the debates
accompanying the further development of this
system, as well as the reform propositions and
reforms elaborated and carried into effect, concern-
ing its development and amendment. The reader is
acquainted with the organizational aspects of the
self-management system, the ways of handling
conflicting interests, and the changes in enterprise
sizes. The questions of property and income,
considered to be of primary importance from the
aspect of ideology, are treated separately.
Employees in the work organizations are not wage
workers but associated producers, having not only a
right of say and control, but also a proprietary right
of disposing of the capital equipment. In the
Yugoslav interpretation, however, this does not
amount to say, that either the primary organization
of the associated labour, or the participating
workers become owners of the capital equipment.
Therefore, in the final account, social property has
no subject.

The primary organization of associated
labour is a peculiar unit of the Yugoslav economic
and political life. What does this concept exactly
mean? Itis 1) the basic unit of work organization; 2)
the basic unit in the representation of interests of
self-management, 3) a basic unit in planning; 4)
sending delegates to the local commune; 5) the basic
organizational unit of party and the trade union; 6)
an independent legal entity.

In the following, the authors prove their
proposition according to which the Yugoslav
system is a commodity producing and market
economy, while it differs from the capitalist system
in the functioning of its market. The elements of
self-management, though deeply rooted in the
Yugoslav economy, have not become organic nor
comprehensive.

The closing, and perhaps most interesting,
chapter of the book presents the beginnings of small
enterprises (ventures) in Hungary. It is a point of
interest that the authors are not merely researchers,
but they were active participants in the theoretical
debates preparing the grounds for small enterprise,
and later also in carrying the idea into effect. This,
however, did not hinder them in discussing the
matter through an objective approach, concentrat-
ing on the essential motives and events of the
process.

For scientific investigation and economic
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management the actual beginnings may be reckoned
from the time when the necessity of a more active
presence on the world market made the problems of
the background industry acute. The lack of an
adequate background industry was attributed,
among other things, to the primitive state of
specialization and the defects in the network of
producers supplying parts, components, etc. In view
of the world market demands, and the need for
development of the background industry, innova-
tion came to the foreground, and, to stimulate it,
the necessary environmental conditions had to be
created. The conceptions according to which the
stimulation of the background industry was a
condition of accelerating the innovation processes
set the aim that budget resources should not be used
for end-product manufacturing and for founding
large-scale establishments, but for the creation of
small organizations serving the manufacture of end-
products. However, because of the already allocated
resources, the development of the background
industry could not be included in the delayed wave
of the central development projects, and fur-
thermore it was pointed out in certain analyses that
this could be achieved even without a centralization
of the state resources. The background industry can,
without difficulty, be based on the autonomous
activity and enterprise of private individuals or
collectives: the only thing needed thereto was the
elimination of the hampering factors.

The spreading of small ventures was further
promoted by the relatively wide scope of the second
economy. Additional work voluntarily undertaken
in order to improve or maintain the living standards
came to the centre of attention, while it became
clear, too, that the majority of activities listed under
second economy were in fact some kind of useful
work.

The first important step exploiting enterpre-
neurial autonomy in Hungary was taken in retail
trade. The substance of the new conceptions of the
late 1970s was to try to combine the private
entrepreneur’s flexibility with state property. This
conception was based on the form of commission
retail trade existing in the GDR. By that time, Tibor
Liska’s conception of “socialist undertaking” had
also become known. Thus a contractual form of
operation based on the entrepreneur’s partial
autonomy, and the enterprise’s capital equipment
was created. This was a new development in
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organizational forms as well as in those of owner-
ship. Earlier, there had been economic partherships
based on the combination of state and cooperative
property, and specialized agricultural groups on
that of cooperative and private property. Now also
state property and private property were combined,
and thus the economy has become plural in respect
of forms of organization and ownership (though not
in respect of proportions).

In the last years, small enterprise has spread in
Hungary to an extent that allows us to draw a few
conclusions from practical experience.

The problem has remained that most small
enterpreneurs do not take any substantial financial
risk.

This is mainly caused by a general uncertainty
as to whether small enterprise is indeed a lasting and
stable element of the economic policy. Further,
parallel to the spreading of small enterprise, the
necessity to maintain the country’s solvency has led
to a set of resource-limiting and administrative
measures, badly prejudicial also to the institutional
system and base of small enterprises.

On the whole, the statement can be made of
the present situation that small enterprises con-
tribute in the Hungarian economy to the demolition
of monopoly situations. They promote competition
and flexibility on the market, as well as the
formation of flexible organizations prepared to run
risks; and it is hoped that they can help in driving
back the administrative forms of central economic
control and management. At the same time, cor-
ruption and abuse, the lack of expertise, social
differences in wealth and living standards are
highlighted, forecasting a thorough transformation
in the traditional system of values.

GY. KIRALY

HOHMANN, H.-H—VOGEL, H. (Hrsg.):
Osteuropas Wirtschaftsprobleme und die Ost-West
Beziehungen. Nomos Verlagsgesellschaft, Baden-
Baden 1984. 308 p.

The book in which well-known West German,
American, English, French and Austrian experts of
studies on East Europe investigate how the oppor-
tunities of and prospects for East-West political and
economic relations are affected by the growing
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economic difficulties of the CMEA countries in the
early 1980s, appeared as the 14th volume in a series
published by the “Bundesinstitut fiir Ostwissen-
schaftliche und Internationale Studien”, Cologne,
FRG. Being a compendium of papers, it is only right
that the authors should develop diverse standpoints
as regards both concepts and conclusions. However,
they all share the conviction that it is not in the
interest of the West European countries that
economic tensions should grow into a crisis in the
other part of the continent, further that the con-
frontational policy of the Reagan Administration,
based on the belief that, by its adding to the
domestic economic difficulties, it can shortly bring
about the collapse of the social systems of the Soviet
Union and the other CMEA countries, rests on a
serious miscalculation. All the authors emphasize
that the practice followed by the present US
Government and also by some other analysts, that
consider CMEA as a monolithic block
(“Ostblock’’) and neglect the substantial differences
determining the specific situation of each country, is
unjustified. Thus, it is hardly a surprise if economic
restrictions mostly afflict not those intended to be
punished: as Hardt, Vogel, Bornstein and Schroder
prove it in detail, the main burden of the commer-
cial, credit and other restrictions has been so far
borne by the small countries of Eastern Europe.
Obviously, the same applies to the reverse: it is
Eastern Europe that is to profit more from détente.
This is inevitable as, owing to their size, these are the
countries that are far more dependent on the
international division of labour. When adhering to
their commitment to promote East-West economic
relations despite the American pressure West-
European traders and banks as well as the govern-
ments supporting them, do so not in order to do the
East European countries a favour but because they
pursue their own interests and assert their political
opportunities.

The authors of the volume wish to advise the
governments of the NATO countries in the question
“What the West can do”. They demonstrate in
detail the hopelessness of the policy of sanctions,
moreover that the confrontational line is based on
false assumptions. In addition, it is particularly
interesting for the East European reader that even
while maintaining absolute loyalty to the NATO,
what is more, while proving it meticulously and with
obligatory exercises, how incredibly multi-coloured
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a system of arguments bears evidence to the fact that
neither West European, nor the realistically formu-
lated American interests can be asserted by a
military and ideological polarization of the great
powers or by reviving cold-war mentality. While
they are right in repeatedly emphasizing that in
recent years the elbow room of the small countries
has expanded in Eastern Europe, they also demon-
strate with good reason that both the individual
Western countries and their community can only
slightly influence the political and economic trans-
formations within the CMEA countries, the latter
being primarily a function of the domestic factors.
Precisely on this account, it does not imply an anti-
Soviet tendency if Western business quarters and
governments consciously take into consideration
the differences between the situation and en-
deavours of the particular CMEA countries. Asit is
known, the multiple variants of development paths
within CMEA is appreciated, what is more,
positively supported also in the Soviet Union.* This
is the reason for our accepting the introductory
remarks of the editors, Vogel and Hohmann, that
such a differentiated *“Ostpolitik™ is not (cannot) be
aimed at undermining the EE countries’ alliance
with the Soviet Union, as it would follow from the
American cold-war concepts, rather it is the West
European self-interest proper that induces such a
division of labour between Eastern and Western
Europe, which grows increasingly independent
from the great power relations. Of course, it is also
true that the main hindrance to an expansion of
trade and financial relations is primarily the poor
export performance of the CMEA countries rooted
chiefly in structural factors, as it is strongly em-
phasized by Hanson, Schroder and Betkenhagen.
The policies of governments stimulating or restrict-
ing trade can therefore only slightly and indirectly
broaden or reduce the common field of interests
stemming from the system of interfirm relations and
from the real economic conditions.

The book is divided into three main parts:
analysis of the economic situation, review of the
political consequences following from it and an
assessment of the Western governments’ opportun-
ities. The Soviet economic situation is investigated

*See e.g.: O. T. Bogomolov: Soglasovanie
ekonomicheskikh interesov i politiki pri sotsializme.
Kommunist, 10. 1985.
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by Héhmann, that of the small East European
countries by Levcik, Poland by Zaleski, and in-
tegration policy by Betkenhagen. The central idea of
Hohmann's analysis, focusing somewhat too much
on occasional short-term processes, is that the
significant slowdown in the Soviet growth rate
between 1979—1981 cannot fully be attributed to
the long-term systemic and institutional factors, as
it has had several concrete, non-recurrent reasons.
By eliminating them, the growth rate can be restored
to a level higher than the deepest point was in the
1979—1981 period, even under unchanged manage-
ment methods. Improvements can though un-
doubtedly be carried out even in the framework of
the prevailing mechanism, performance figures of
1984—1985 already indicate that an acceleration
may not develop automatically.

Levcik traces back the East European
economic tensions to structural reasons, to the
world-economic recession—which in the meantime
ceased to exist—and to import restrictions. He was
right in predicting that following the 1982 low, a
cyclical upswing was to take place in the East
European countries, even though its substance
might be as controversial as the authors’ qualifying
the situation in the CMEA as a crisis.* The
suggestion on page 54 according to which the East
European countries might even seriously consider
suspension of their debt repayments is also ques-
tionable. Following the Latin American debtors’
conference of August 1985, held by countries being
in a far stronger bargaining position than ourselves,
this has become more obvious than ever. He is right,
however, that although the improvement of great
power relations is a favourable development, it does
not directly help in overcoming the problems of the
region. It is also true that without radical changes in
the economic mechanism it is impossible to
overcome the factor-intensive character of
economic growth in the CMEA states.

In his lengthly study Zaleski presents the
critical analyses of Polish economists and his views
on the limits to reorienting Polish foreign trade
towards the CMEA. He points out with good

*The view of the editors expounded in the
introduction seems more convincing: since the
decline of the national product does not entail a
substantial schock of the economic system, one can
rather speak of growing economic tensions than
about a crisis with an apocalyptic overtone.
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reason that the Polish crisis only affected the
economies of the other CMEA countries indirectly,
mainly by its secondary effects deriving from
insolvency.

Betkenhagen's paper on integration policy
sets out from the fact that in the decade of the
détente the world market share of the CMEA
countries continued to decrease, despite the signifi-
cant gains of the Soviet Union from development of
the terms of trade. Thus, the objective of the
economic policy of the détente period to integrate
the CMEA countries into the world economy closer
than in the 1960s, failed to materialize. This is
primarily to be explained by problems of the CMEA
countries’ export structure and their following low
competitiveness on the international markets which
seem to remain determinant factors also for the
1980s. Conditions for East-West trade are thus
unfavourable. Demand for primary products repre-
senting 90 percent of Soviet exports to the West
declines, worldwide oversupply cuts down prices,
whereas the room for manoeouvre by the East
European countries is from the outset constrained
by the lasting excess supply of the mass products
they offer for sale in the West as well as, by the
effects of spillover side-effects of their import
restrictions of the 80’s and by the necessity to service
the Rouble debts. Discussing with A. Kdves* he
restates his earlier conviction that the Soviet market
will unavoidably gain further ground in the total
trade of the East-European countries, even if at the
expense of convertible-currency trade. However, he
does not challenge the arguments of Koves in
merits, so that, apart from my own, slightly different
concerns, that are not to be detailed here,** the
procedure of substituting the discussion of the
contrasting view for repeating one’s own standpoint
might hardly be seen as extremely convincing. On
the other side, his arguments against the views
qualifying the dependence of Western Europe on
Eastern imports as exaggerated and against the
detrimental discrimination of CMEA countries in
the EEC deserve serious attention.

The most controversial is, of course, the
content of the second part, which discusses the

* Koves, A.: Turning inwards or turning
outwards? Acta Oeconomica, Vol. 26. Nos 1-2
(1981).

**Csaba, L.: CMEA in a changing World.
Osteuropa Wirtschaft, 4. 1985.
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political relations of the CMEA member countries.
The differences between East and West in ideology,
terminology and approach are much too well
known to be repeated. It might be more interesting
to focus on some of those conclusions that seem
acceptable for the East European point of view,
from among the analyses written in a conceptually
different political approach. The paper of Schneider
examines how the economic tensions affected the
internal politics in the GDR, Poland and the Soviet
Union. Even though relying on somewhat poor
(mainly secondary) sources the author still arrives at
the right conclusion that Solidarity gradually ceased
to be a trade union since the resolution of its
congress came to question basic principles of the
political system as well as those of foreign and
security policy. In what seems to be an implicit
discussion of fashionable doctrines of the US
political science scene he indirectly shows that the
Polish political tensions are rooted in the peculiar-
ities of that country so that nothing would justify
their spillover to the neighbouring countries. On the
contrary, the American author, Bialer describes the
Polish crisis as typical. In his view it only differs
from the tensions in other socialist countries in
quantitative and formal terms. (It is a pity that the
debate of the two authors did not become explicit, in
spite of the fact that the authors of the volume could
directly discuss the earlier versions of their chapters
at a conference.) This slightly contradicts Bialer’s—
in my opinion right—conclusion drawn from his
analysis of empriical processes, that the Hungarian
types of solution could actually not be transplanted
either into the Polish or into the Soviet
environment.

Berner’s paper analyses the economic dif-
ficulties of the region from the small CMEA
countries policy point of view. Similarly to
Betkenhagen and Bialer, Berner takes it for granted
that the intra-CMEA division of labour is one-
sidedly disadvantageous to the Soviet Union,
although this is doubted by American and Austrian
experts in the volume itself, in addition to Hungar-
ian and Soviet authors, on the basis of strong
evidences. It is misleading to assume causal re-
lations instead of temporal succession between
political détente and the falling tide of East Euro-
pean reforms. At the same time it is correctly set
forth (see p. 178) that the coming to the fore of
national interests in the early eighties did not at all
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weaken the bilateral relations of the East European
countries with the Soviet Union, on the contrary,
these connections have strengthened in the period in
question.

The third part deals with economic strategy
alternatives of Western countries towards Eastern
Europe. The director of the Cologne institute, Vogel
and the head of the Congressional Research Service
of the United States, Hardt see by and large similar
opportunities and offer recommendations showing
identical directions. This—and the whole volume—
demonstrates that the “front lines” develop not so
much in accordance with the contrasts in nationa!
but much more with those in professional
approaches. The views overwhelmed by security pol-
icy and ideological considerations may be collect-
ed around the slogan *‘as much security as possible
coupled with as little trade as is unavoidable”. In
contrast, the arguments based on the predominance
of the economic approach may be concentrated in
the formula “maximum cooperation on a par with
satisfactory levels of security”. Only the military
judgement considers trade to be a political weapon
and the gain of one party as the immediate loss of
the other. The theory of international trade, how-
ever, has always held it for obvious that no one will
enter a business deal unless he expects profit from it,
moreover it is hardly feasible to establish a trans-
action unless the other party also does find it
profitable for himself. The more insignificant the
trade, the more it is apt to be considered a political
instrument and vice versa,—this is the main reason
why, as a rule, East-West trade is being judged from
differing perspectives on the two sides of the Atlan-
tic ocean.

The American and the West German authors
draw up three kinds of strategies based on different
arguments and in differing structures: detrimental
discrimination, free-market neutrality, and the
Helsinki or trade promoting alternative. The con-
tents of the particular alternatives and the reasons
for advocating them are only too obvious, so it is in
fact worthwhile only to deal with the difference
between the Helsinki and the free-trade solutions.
The free-trade alternative would by and large
exclude the usual credit guarantees and preferences,
for the financing of both agricultural or industrial
trade as well as of structural changes. West Euro-
pean foreign trade—except for the FRG—is per-
meated by state dirigisme to such an extent, points
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out Hardt, that it is finally irrealistic to expect the
abstaining of governments from these segments of
international commerce (their absence may also be
strongly restrictive). The alternative of Vogel called
*“‘conditional cooperation” somewhat differs from
this, since the readiness of the Western governments
to cooperate is linked in it to concrete ad-hoc
political conditions. In analysing the experience of
the Carter Administration he points out (pp. 200—
201): the tactics of the stick and the carrot relies on
highly subjective judgement and may very easily
become a practice of proliferating punitive
measures, i.e., may change into total confrontation.
Only an atmosphere of general cooperation and not
that of calling to account is able to develop an
understanding with the countries of the Warsaw
Treaty, suggests the West German analyst. And
Hardt calls attention to the fact that the 1983
version of the American Trade Act includes at-
tempts at the application of extra-territorial rights,
the chances of implementing them are, however,
rather slight, especially in lack of willingness in
Western Europe to cooperate.

Then three studies raise the question of
cooperation versus confrontation: in the field of
trade the American Bornstein, in that of technology
the British Hanson and in finances the West
German Schroder. Bornstein expounds that
Western imports of machinery and technology to
the CMEA countries are just a small portion within
their total domestic use, what is more, East-West
trade mainly consists of parts, components, semi-
products, i.e., of non-technology-intensive goods.
Hence, it is misleading to assume that it is by
stopping the West-East flow of machinery and
technology to the CMEA countries that could
significantly slow down their economic growth.
Hanson, in addition to several important and
interesing trains of thought, emphasizes that im-
pacts of technology are embodied only in the long
run, state control over technology flows is thus by
definition unsuitable for sanctioning short-term
political measures. It is entirely groundless to
identify advanced technologies with militarily sen-
sitive ones, since high technology in the Western
countries is mostly independent of its military
applications. Finally, since it is unfeasible to control
exports in a transparent manner, selective embargo-
ing does not work, while for a total embargo the
parallel meeting of so many conditions is required

Acta Oeconomica 35, 1985

BOOK REVIEWS

that cannot be achieved without changes that would
affect basic institutions of the Western economic
order and alliance. Dealing with the limits of using
credits for embargo purposes Schroder discusses
this idea in detail, accompanying it with the
comment that certain actions taken by the
American banks may force the banking institutions
of Western Europe to take “‘solidarity” measures,
quite apart from the government policies. As the
Soviet Union cannot be forced to anything by
blackmailing, thus the cost of such a course of
actions would be shared by the West European
banks and the population of Eastern Europe, since
the American banks have only placed a fraction of
their credits into Eastern Europe. According to the
lesson of the 1970s regional risk—assessment has to
be abandoned and the creditworthiness of each and
every country has got to be evaluated case to case,
individually.

In the last chapter the then consul-general of
the FRG in Los Angeles, Joetze, dwells on East-
West political relations. As he says, if, according to
current concepts in the USA, East-West trade were
narrowed down to the “oil for corn” formula this
would entirely squeeze the West-European export-
ers of manufactures out of the market. Owing to its
prevailing concepts on the German question, the
FRG opposes any steps which would weaken the
economy of the GDR, but she also does not see how
greater European stability and peace could be
brought about by weakening other countries of the
CMEA either. It should be a generally accepted
premise that neither domestic economic troubles,
nor external political pressure can undermine the
political establishment of the CMEA countries: the
Western world must follow a policy based on this
recognition and extend loans based on economic
considerations. It should also be realized that East-
West trade and credit relations cannot be used as a
political lever either according to the logics of
détente (by changes through trade) or to that of
economic warfare (by way of total refusals). It is
profits rather than political beverage that justifies
East-West economic intercourse.

This volume of numerous thought-provoking
and also of controversial ideas bears the imprint of a
tendency of resisting that line of allout ideological
confrontation which has started to dominate gov-
ernmental quarters of the United States since 1980.
It confronts a multi-layer cool and factual reasoning
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to the fashionable streotypes. Built on simple, but
false premises, developed on equally simple and
mostly emotional grounds, that are thus apt to sell
well in mass media it is remarkable, that even its
authors of conservative conviction caution against
those concrete political measures that are prompted
immediately by American messianism. One
wonders why this important book was not im-
mediately published in English. Its East European
reader gets better acquainted with the hard struggle
‘waged by the realist forces in the other part of our
continent and also in the USA for preserving the
economic and political achievements of the process
of détente. And in this they can count on Hungary
as a partner.

L. CSABA

Harmonisierung der Wirtschaftspolitik in Osteuropa.
Herausgegeben von Heinrich Machowski. Verlag-
Arno Spitz, Berlin, 1985. 86 S. (Osteuropafor-
schung. Schriftenreihe der Deutschen Gesellschaft
fur Osteuropakunde. Band 16.)

Die von bekannten deutschsprachigen
Experten aus der Bundesrepublik West-Berlin und
Osterreich  verfassten  Beitriige, die einer
wissenschaftlichen Tagung zugrunde lagen und im
Sammelband enthalten sind, entstanden
iiberwiegend gegen Ende 1983, als einerseits die Ost-
West-Beziehungen schon seit ldngerer Zeit
beeintrichtigende sicherheitspolitische Debatte im
Westen, und ganz spezifisch in der Bundesrepublik
ihren AbschluB fand, andererseits, die veranderten
Rahmenbedingungen die wirtschaftspolitischen
Tendenzen und auch die Entscheidungsprozesse im
europdischen RGW-Raum erheblich zu
beeinflussen begannen. Probleme, Schwierigkeiten,
interne Widerspriiche, aber auch latente und
mobilisierbare Ressourcen wurden erst deutlich, als
eine linger anhaltende Periode des raschen
quantitativen Wirtschaftswachstums auch in
diesem Teil Europas abgeklungen war. In dieser
Situation — so kommt es wenigstens in der
Forschungstatigkeit zum Ausdruck — kann man
frither verdeckte Zusammenhiénge aufzeigen, neue
Verhaltensmechanismen erkennen und nicht zuletzt
auf einige, bisher wenig ausgearbeitete theoretische
Aspekte der sozialistischen Entwicklung und der
RGW-Zusammenarbeit aufmerksam machen.
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Im einleitenden Beitrag betont Otto Wolff von
Amerongen die Notwendigkeit, die Ost-West-
Wirtschaftsbeziehungen wieder einmal nach
wirtschaftlichen Kriterien zu beurteilen. Dies
bedeutet einerseits das Auseinanderhalten
wirtschaftlicher Interessen der Bundesrepublik im
Ost-West-Handel und politische Loyalitat
gegenitber den USA, andererseits aber auch die
Trennung wirtschaftlicher und politischer Motive
hinsichtlich der europdischen RGW-Lander.
In den letzten 15 Jahren hat der Ost-West-
Handel drei Entwicklungsphasen durchlaufen:
die kreitfinanzierte Expansionsphase, die Konso-
lidierungsphase und schlieBlich die Stagna-
tionsphase. Trotz unterschiedlicher Hauptten-
denzen gab es wihrend aller dieser Perioden
zwei Sonderbewegungen, die sich mehr oder
weniger verselbstindigen konnten: der kon-
tinuierlich wachsende sowjetische Anteil am
Ost-West-Handel und die auBenwirtschaftliche
Offnung der DDR, iiberwiegend im innerdeutschen
Handel. Die zukiinftige Dynamisierung der
Handelsbeziehungen hingt teils davon ab, ob die
Sowjetunion ihre Exportstuktur diversifizieren
kann (was in der Tat entsprechende binnen-
wirtschaftliche Schritte voraussetzt), teils da-
von, daB sich die kleineren europdischen RGW-
Lander in verstirktem MaBe an der groBangeleg-
ten Energie- und Rohstoffprojekten zwischen der
Sowjetunion und Westeropa beteiligen konnen.

Hermann Clement behandelt die Planungs-
zusammenarbeit und Entwicklung des RGW-
Intrablockhandels in den 80er Jahren. Die bis-
herigen Erfahrungen zeigen, daB die praktizierte
Form der Planungskoordination nicht in der
Lage ist, den RGW-Wirtschaften dynamische,
strukturmodernisierende Impul  zu vermitteln.
Sie wirkt, im Gegenteil, primadr konservierend.
.,Ahnlich wie bei der EG zeigt sich auch im RGW,
daB eine Zusammenfiihrung oder Vereinheitlichung
der Koordinationstechniken noch nicht dazu
ausreicht, die Dynamik der Volkswirtschaften in
den Integrationsriumen in dem erwiinschten und
moglichem MaBe zu beschleunigen. Vielfach erfolgt
eine Koordination auf dem niedrigsten
konsensfahigen Niveau. Erst eine Harmonisierung
der nationalen Wirtschaftspolitiken erméglicht die
volle Ausschopfung der Integrationsvorteile. (S.
20—21) Die Spezialisierungsabkommen beziehen
sich einerseits auf den groBen sowjetischen
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Absatzmarkt, was schon in sich selbst zu
strukturellen Parallelititen der kleineren
europaischen RGW-Linder fiihrt. Andererseits
konzentrieren sich diese Abkommen auf
Enderzeugnisse. In der 80er Jahren wird sich der
Anteil der spezialisierten Produkte erhohen:
Preisrelationsverschiebungen und erhohte
Lieferungen an die UdSSR sind als wichtigste
Griinde dafir angegeben. Trotz dieser Entwicklung
und angesichts der nicht immer giinstigen
Erfahrungen in gemeinsamen Investitionen wird
jedoch die Warenstruktur des Intra-RGW-Handels
nur maBig modifiziert.

In seinem Beitrag ,,Verrechnungssystem und
Hartwihrungehandel im RGW® behandelt
Gerhard Fink aus Wien, die Auswirkungen des
RGW-Preisbildungsprinzips auf bestimmte
Produkte und einige Linder. Uberall, auch dort, wo
ein einheitlicher Wechselkurs fir die Umrechnung
der AuBenhandelspreise in Binnenwihrung
festgelegt wurde, wirkt eine Vielfalt von
Abschopfungen und Stiitzungen, die eigentlich
einer Art multipler Wechselkurse gleichzusetzen
sind. Der weiterhin starre Bilateralismus und die
veriinderten auBenwirtschaftlichen Bedingungen,
wie binnenwirtschaftliche Notwendigkeiten haben
gegen Mitte der 70er Jahre zu Verrechnungen in
harten Wihrungen gefiihrt. Der Autor geht hier auf
den polnischen, ruminischen und ungarischen
Hartwihrungshandel im RGW im Zeitraum 1976—
1983 ein.

Die Produktionsspezialisierung, ein wichti-
ger Bereich der GRW-Zusammenarbeit wird
am Beispiel der DDR untersucht. Heinrich Ma-
chowski stellt fest, daB die DDR der wichtigste Lie-
ferant des RGW an spezialisierten und
Kooperationsprodukten ist, wihrend die
Sowjetunion fast zwei Drittel dieser Produkte
aufnimmt. Der Handel mit spezialisierten und

Kooperationsgﬁlern hat sich unter den Kkleine-
ren curopdischen RGW-Lindern nur un-

terdurchschnittlich entwickelt, wobei nur die
ruminischen und tschechoslowakischen

Lieferungen in die DDR, bzw. die ungarischen
Lieferungen in die CSSR einen nennenswerten
Umfang erreicht hatten. Im Handel der erwihnten
Giiter haben alle kleinen RGW-Linder
Uberschiisse, wihrend die Sowjetunion ein
erhebliches Defizit registriert. Nach der statistischen
Erfassung der entsprechenden DDR-Angaben
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skizziert der Verfasser die Perspektiven der
internationalen Spezialisierung im RGW. Die
auBerordentlich rasche Zunahme der DDR-
Lieferungen von spezialisierten Produkten in der
ersten Halfte der 70er Jahre legt die Hypothese
nahe, daB es sich hier vor allem um die Um-
lenkung traditioneller Exportguter in
..Spezialisierungskanile** handelte, und nicht neue
Exportkapazititen erschlossen worden sind.
Einerseits kann man zwar dadurch einen
bestimmten handelsschaffenden Effekt erwarten
(Produktonsausweitung auf der einen und
Produktionsverzicht auf der anderen Seite),
andererseits sind aber diese Abkommen wenig
durch juristische Vereinbarungen untermauert. Die
eigentliche Garantie liegt im ,,politischen** Bereich,
die sicher nicht vernachlassigt werden darf.
Gleichzeitig muB man aber davon ausgehen, daB
diese politische Ebene die sonst ,,normalen*
Wirtschaftsgeschéfte beeinflusst, und umgekehrt,
normale wirtschaftliche Handlungen leicht auf die
politische Ebene tibertragen werden und die letztere
belasten konnen. Vielleicht die  wichtigste
Feststellung besteht darin, daB die Spezialisierungs-
und Kooperationsabkommen nicht das Ergebnis
einer internationalen Industrieplanung sind. ,,Im
Gegenteil: Sie haben die historisch gewachsenen
Produktionsstrukturen in den Gemeinschaftsldn-
dern endgiiltig und damit auch verpflichtend festge-
schrieben. Produktionseinstellungen... haben
kaum stattgefunden.* (S. 50.)

Horst Brezinski behandelt die Wandlungen in
den Organisationsformen des RGW, mit
besonderer Beriicksichtigung der internationalen
okonomischen Organisationen. Diese brauchen
eine mehrjahrige Aufbauphase, so daB sich die
Vorteile erst nach mehreren Jahren bemerkbar
machen konnen. Im Jahre 1960 gab es 5, zehn Jahre
spiater 21, 1982 schon 51 solche internationale
Organisationen, von denen fast 60% in der
Industrie arbeiteten. Die neuen Formen der
Zusammenarbeit konnten die erwarteten Impulse
nicht auslosen, weil die Fragen der monetiren
Bezichungen im RGW weiterhin ungeldst sind.
Aber auch die Unterschiede in den nationalen
Planungs- und Leitungssystemen haben zu dieser
ungeniigenden  Entwicklung beigetragen. Die
Effektivitit der  Organisationsformen  und
-mechanismen im RGW sind am anfang der 80er
Jahre wieder stdrker in den Vordergrund gestellt
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worden:  weltwirtschaftliche
RGW-interne

Verénderungen,
wirtschaftliche und  andere
Schwierigkeiten, technologische Entwicklungen
formulieren groBere Anforderungen an den
Integrationsmechanismus. Die letzten Versuche
und Erfahrungen von fast zwei Jahrzehnten haben
deutlich gemacht, daR institutionelle Wandlungen
in sich, ohne die Verbindung mit ad&quaten
Integrationsinstrumenten  nicht die erhofften
positiven Ergebnisse hervorbringen kénnen. In der
gegenwadrtigen Lage findet man zwar auf der
einen Seite eine erhdhte Notwendigkeit der
Zusammenarbeit, wahrend auf der anderen
weiterhin unterschiedliche Interessenlagen und
Ausgangspositionen zu verzeichnen sind — ganz zu
schweigen vom schwierigen Problem der Kontrolle
der Funktionsweise der Organisation.

Im abschlieBenden Kapitel analysiert Erich
Klinkmdller die politischen und wirtschaftlichen
Bedingungen der Zusammenarbeit im RGW. Er
versucht auf folgende Fragen eine Antwort zu
geben: unter welchen allgemeinen politischen und
O6konomischen Rahmenbedingungen vollzieht sich
die wirtschaftliche Zusammenarbeit; wie ist die
letztere an der Jahreswende 1983—1984 zu
beurteilen; was fir Verdnderungen sind kurz- und
mittelfristig wahrscheinlich? Fur das Grundpro-
blem betrachtet der Autor die Abweichung des
internen verwaltungswirtschaftlichen Koordina-

tionssystems des RGW von dem auf Weltmarkt-
preise gestutzten Koordinationssystem. Daraus
zieht er den SchluB, dal’ dieser Dualismus nur durch
die Umwandlung des RGW in eine ,,(iberstaatliche
Planungsbehérde” aufhebbar sei. Gleich danach
distanziert er sich aber von dieser kategorischen
Behauptung und stellt mit Recht fest, daR eine
marktwirtschaftliche Koordination auch innerhalb
des RGW vorhanden ist, wie verwaltungswirt-
schaftliche Koordinierungselemente auch fir die
westlichen Wirtschaften charakteristisch sind. Die
Untersuchung der gegenwartigen Lage der einzel-
nen RGW-Lander ergibt ein ziemlich unterschiedli-
ches Bild. Aus den bisherigen Erfahrungen und den
gegebenen Ausgangspositionen leitet der Verfasser
die Feststellung ab, dall man kurz- und mittelfristig
mit dem Fortbestand der bekannten Probleme und
dem Festhalten an vertrauten Ldsungen rechnen
sollte, was weitere Reformen (Ungarn), oder neue
Ansdtze (DDR—BRD) nicht ausschlieB. Neue
Einsichten und dementsprechend neue Impulse
seien — wenigstens in dieser Projektion — erst in
den 90er Jahren zu erwarten. Werden diese die
bereits in Gang gesetzten Anpassungsprozesse —
mit allen ihrer positiven und negativen Nebenwir-
kungen — berucksichtigen? Und wenn schon, in
was flr einem weltwirtschaftlichen Rahmen kénnen
die Entwicklungen des nachsten Jahrzehnts einge-
bettet werden?

A. INOTAI
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“Food Economics” is a macroeconomic textbook for undergraduate
and graduate students specializing in agricultural economics, for
agricultural economists working in agrobusiness, for students of the
economic principles and practices of the European socialist countries, and
for all those who are interested in socialist agriculture.

The book is an up-to-date synthesis of Marxist and neoclassical views
and is based on the author’s own research and on Hungarian and foreign
achievements in this field. Owing to conclusions drawn from actual
research, the views expressed by the author often differ from those which
are generally accepted in agricultural economics taught in socialist
countries.

The book deals with the production, planning and financing of
production and with marketing. It characterizes the mainstream of
Hungarian agricultural development comparing it with world agriculture.
It stresses the importance ofa better incentive system in agriculture and of
a more decentralized management system, connected with greater
responsibility for farms’capital- including land - and for its productivity.

The title of the book: “Food Economics” indicates that while it covers
largely agricultural economics, it also deals with food supply and demand,
with processing and marketing, hence includes most of the economic
problems of food production.

The book contains a large reference list covering Hungarian and world
literature.
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The authors give an overall picture of the development of the
Hungarian food economy and production during the past decades. The
Hungarian economy is presented in a complex way, fitted into the entire
system of the national economy. Surveying several decades, it reveals and
analyses the main trends of agrarian development and outlines perspective
for the eighties.

The readers will get acquainted with the agrarian development and the
most important changes in Hungarian society and economy. They can
study landownership and leasehold relations, fixed and current asset
management, the labour situation and development of efficiency. The
book presents an abundant illustration of the interbranch structure in the
food economy and the development of the main branches. It deals with
joint ventures and it treats enterprise partnerships established in the past
decade, evaluating the characteristics of the operation.

The readers will also have a true picture of the economic management
system — credit policy, enterprise financing, profit regulation, wage
system and wage policy — of the food economy.

The book will be of interest not only for European readers but also for
those in the Third World.
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The book provides basic knowledge about the development, spatial
location and territorial relations of the Hungarian national economy, as
well as about the questions of regional development. The subject is set out
partly in general chapters (population, industry, agriculture, etc.), partly
in chapters ofa regional character (economic-planning regions) illustrated
with a number of cartograms. In addition, the volume contains a selected
bibliography of the most important literature of Hungary’s economic
geography.

The authors do not follow the usual method of traditional descriptive
geography, and in presenting the spatial relation system they give priority
to the question of “how” and “why exactly there” over the “where”
question of descriptive geography. To make it easier to read, the work
contains relatively few place names and statistical data. Instead, it
includes about seventy diagrams and cartograms to illustrate its
statements.

The aim of the book is to disclose the spatial distribution and
interactions of the productive forces of the economy by making use of the
latest research findings in economic geography and the related sciences.
On the basis of research it presents an up-to-date picture of the spatial
location of the individual sectors of the Hungarian economy, ofchanges in
the territorial division of labour, the functioning of regional policy, as well
as of the participation of the Hungarian economy in the international
division of labour.

Besides surveying the spatial structure of the economy, the work also
outlines the experiences of regional planning already gained in practice. It
also covers themes such as the urbanization process, the industrialization
of the industrially underdeveloped territories, the question of developing
marginal agrarian areas, the territorial division, and economic region-
alization of Hungary.

The main chapters are concluded with a selected bibliography of the
most important literature.
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In deutscher Sprache. 1985. 185 Seiten, 17 x 25 cm
Gebunden 814.00/DM 39,—/£ 10.00
ISBN 963 05 3617 X

Die Konferenz in Debrecen hat zwei Themenkreise zum Gegenstand:

1) GroRgrundbesitz und Bauernwirtschaft
2) Entwicklung der Produktivkrafte im 19.—20. Jahrhundert.

Die Studien befassen sich mit einer Griindlichkeit mit den Problemen der
beiden Lander, die mit diesen Themenkreisen verbunden sind. Der Band
gibt daher den Forschern der Wirtschafts- und Gesellschaftsgeschichte
und im neuzeitlichen Teil jenen der Wirtschaftswissenschaft sowie
anderen, an diesen Themen interessierten Fachleuten eine gute Richt-
schnur. Eine besondere Wichtigkeit verleiht dem Band die Tatsache, daR
die Studien die beiden Wege der Verwirklichung der Entwicklung in
Ostdeutschland und in Ungarn in internationalen Zusammenhéngen und
weitldufig gestellte Fragen beantwortend, beziehungsweise die Antworte
suchend zu beleuchten trachten.
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Economic systems

— mathematical models 18
Economic theory, theories, Theory, theories
— business cycles i
— consumption 9
— economic development 1
— human capital 1
— interest rates i
— investments 5
— investment cycles 9
— labour value 10
— market 6,7
— money 1
— shortage 4,6,7,8
— socialist economy 4,6, 7,8
— socialist enterprise 3,74

— value 10
Economic work community see VGMK (H.)
Economic workteam see VGMK (H.)

Economics (H.)

— agriculture 68
Economy
— mathematical models 18

Economy (H.)

— and foreign trade 13, 89
— economic growth 28
— equilibrium 13, 28
— input-output analysis, tables 13
— institutional system 12, 31, 34, 46
— mathematical models 13
— plan, planning 12, 24, 31, 32, 34

— system of management and control see
System of management and control
Education (H.)

— policy 39
EEC see European Economic Community
Efficiency

— CMEA countries 103
Efficiency (H.)

— and economic regulators 19

— and employment policy 38

— and energy demand and supply 103

— enterprise level 19, 76, 81
Embargo

— East-West trade 97

Employment, Employment policy, Employment
structure
— developing countries 104
— India 104
see also Labourforce, Unemployment
Employment, Employment policy. Employment
structure (H.)

— and economic efficiency K]
— and economic growth K]
— and economic policy 23
— and productivity 38
— and second (secondary) economy 38

— social mobility
see also Labourforce
Energy policy, Energy demand and supply
— and CMEA cooperation 103
— CMEA countries 101, 103
Energy policy, Energy demand and supply (H.)

38, 39

— and economic policy 103
— and foreign economic relations 103
Engineering industry (H.) 57

Enterprise Business Partnership see VGMK (H.)
Enterprises

— investments 7
Enterprises (H.)
— agriculture 60
— and banking system 33, 46, 48, 80
— and competition 30, 56, 75
— and economic regulators 6, 19, 24, 30, 31,
33, 34, 35, 48, 56,
73, 80, 82, 83
— and socialist industrialization 82
— and system of management and
control 33, 76, 81
— centralization 83
— concentration 56, 76, 83
— efficiency 19, 76, 81
— income regulation 3, 15, 25, 31, 35, 48, 78
— inventory formation 19
— investments 3, 5, 33, 48
— large 78, 83, 86
— management, managers 3,14,19,24

25, 30, 31, 34, 35, 43, 46,
52, 73, 76, 80, 81, 82, 83
— market relations 30, 56, 82
— mathematical models 3
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— medium-sized 83
— organization 30, 33, 35, 71, 76, 77, 83
— plan, planning 79, 81, 82, 83
— productivity 19

— profit, profitability 3, 14, 76, 78, 80, 81

— small-scale 30, 69, 71, 73, 83
— subsidies 25, 48
— taxation 25, 48

— wage regulation 35, 52, 69, 71
see also Industrial enterprises

Entrepreneur, entrepreneurship (H.)

— agricultural cooperatives 60

— small-scale industry 69,72, 73

— socialist 74
Equilibrium

— budgetary 25, 26

European Common Market see European Economic
Community, EEC

European Economic Community, EEC 91
Exchange rates (H.)

— and foreign trade 27, 88
— and price policy 88
— policy 88
see also Foreign exchange regulation
Export see Foreign . .de
Export policy (H.) 29
Export production (H.)
— large enterprises 86

Farm economics see Agricultural economics
Farming cooperatives see Agricultural cooperatives
Finances, financial policy (H.)

— and balance of payments 48
— economic regulators 48
— system 26, 46
see also Monetary policy, Monetary system
Finland 96
Fiscal policy (H.) 48

see also Taxation
Five-Year Plan, 1981-1985 (H.)

— economic growth 28
Five-Year Plan, 1986-1990 (H.) 35
— balance of payments 32
— economic growth rate 28, 31, 32
— economic regulators 31, 32
— food economy 32
— foreign trade 32
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— investments 28
Fixed assets (H.) 40, 80
— and investments 40

— growth rate

see also Capital
Fixed capital see Fixed assets
Food consumption (H.)

— and prices
Food economy (H.)

— and foreign trade

— price policy

— relations between enterprises

64
59

see also Agriculture, Agricultural cooperatives,

Food industry
Food industry (H.) 57
— organizational system 61
see also Food economy 26
Foreign debt policy (H.) 26
Foreign economic policy (H.) 84
— and international monetary system 94
— export orientation 29
Foreign economic relations (H.) 21, 26
— and economic growth 28, 31
— and economic policy 9%
— and energy policy 103
— and industrial policy 55
— and structural change 28, 87
— licences 90
— with CMEA countries 28, 30, 103
— with market economies 22, 28, 30
~—'with Soviet Union 22,103
Foreign exchange rates see Exchange rates
Foreign exchange regulation (H.) 88
Foreign trade
— and agriculture 16
— Austria 95
— bilateralism 96
— CMEA countries 16, 100
— commodity pattern 96
— Finland 96
— France 97
— Soviet Union 95, 96
Foreign trade (H.)
— and agriculture 59, 63, 64, 66
— and competition 56
— and economic growth 85
— and economic growth rate 32
— and economic policy 85, 89
— and economy 13, 89
— and exchange rates 27,88
— and industry 57, 86
— and large enterprises 86
— and price policy 13, 21, 48, 88
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— and world market 29, 66, 85, 88, 89
— economic regulators 27, 89
— Five-Year Plan, 1986-1990 32
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— international comparison 85
— mathematical models 89
— terms of trade 57, 88
— with CMEA countries 57,66
— with France 97
— with market economies 97

see also Export, Import, Balance of trade
Forum for Planning (a quarterly of the Hungarian

Planning Board)
France
— foreign trade
GMK (H.)
Goldmann, J.
Gonczi, lvan
Grain production
— CMEA countries
Household plot farming (H.)
Housing (H.)
— and income policy
— and social policy
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— shortage
Human capital
— and investment
— theories
— valuation
Hungarian Socialist Workers’ Party
IMF see International Monetary Fund
Import policy
— CMEA countries
Import policy (H.)
— and CMEA cooperations
— licences

Income level (H.)
— and consumption

Income policy (H.)
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— and distribution of income
— redistribution of income

Income regulation (H.)
— and enterprise management
—and living standards
— and state budget
— and wage differences
— enterprise
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69, 73
105
107
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61, 62, 65

49
49
49
49
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24

101
90
90
50
53

3,52, 53
49

25, 35, 52
23, 53

25

52

15,31, 36,48,78

— mathematical models

— social benefits

— subsidies

— wages
Indebtedness see International monetary
India

Industrial cooperation (H.)
— with market economies

Industrial development (H.)
— and industrial policy
Industrial enterprises (H.)
— business strategy
— differentation
see also Enterprise
Industrial organization (H.)
— concentration
— large enterprise
— medium-sized enterprises
— small-scale enterprises see also
GMK, PJT, VGMK
Industrial policy (H.)
— and economic structure
— and foreign economic relations
— and industrial development
see also Industry
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52
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36
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104

84

57
55

76, 82
78

56, 83
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77, 83
69, 71, 73
74, 77, 83

55, 57
55
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Industrialization see Industrial development

Industry, industrial (H.)

— and economic policy

— and foreign trade

— capital intensity

— centralization, decentralization

— concentration

— history

— inter-firm relations

— organization structure

— price policy

— production pattern

— property rights

— structural change

— system of management and control

— technical progress
Inflation (H.)

— and economic growth

— and price policy
Infrastructure

— international comparison
Infrastructure (H.)

— and living standard policy

— international comparison

54, 55, 83
57, 86
15, 57
77, 83

83
42
56
77
43
15, 54
82
54, 57
55
42

44, 45
36,44

70

53
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— and labour force
— and technical progress
Input-output analysis, tables (H.)
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investments
price models
— prices
Inter-firms relations (H.)
— agriculture
Interest rate
— and economic development
International comparison
— cluster analysis
— consumption pattern
— Czechoslovakia
— infrastructure
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— mathematical models
International comparison (H.)
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— cluster analysis
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— economic development
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productivity
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International Monetary Fund
see also International monetary system
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— and CMEA countries
— and developing countries
— and international liquidity
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— history
Intrapreneurship see VGMK (H.)
Intraregional trade
— European Economic Community
Inventory formation (H.)
— and economic regulators
— enterprise management
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Investment
— and business cycles 1
— and consumption 9
— and rate of interest 2
— and savings 2
— central planning 9
— cycles 2,9
— Czechoslovakia 102
—enterprise level 7
— human capital 1
— socialist countries 9

Investment (H.) 102
— allocation 15, 23
— and balance of payments 5
— and capital intensity 40
— and economic growth 40, 41
— and economic policy 28, 41
— and economic regulators 5, 15, 27, 33
— and fixed assets 40
— and structural policy, structural change 41
— cycles 2,40
— decision making 4
— enterprise level 3,5 33
— Five-Year Plan, 1986-1990 28
— infrastructure 70
— international comparison 40
— mathematical models 3 15
— planning 2
— policy 23, 40, 41
see also Investment policy (H.)

Investment companies (H.)
— and reallocation of capital 72
— and savings 72
— and small-scale industry 72

Investment policy (H.) 40, 41
see also Investment

Joint ventures (H.)
— with Western firms 84

Keynes, J. M.
— economic theory of n

Know-how (H.)
— import policy 20

Labour force, labour force structure
— and investments 9
— shortages 9
— see also Employment

Labour force, labour force structure (H.)
— and education policy 39
— and productivity of labour 39
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— and technical progress 39
— industry 73
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— labour mobility 38, 39
see also Employment
Labour intensity (H.)

— agriculture 60
Labour shortage (H.) 38
Labour value 10
Large enterprises (H.) 78, 83

— and foreign trade 86

— monopolies 37
Liberalization

— East-West trade 97
Licences, licence policy (H.)

— import policy 90

— industry 90
Living standards, living standard policy (H.) 28

— and income policy 53

— and infrastructure 53

— and price level of consumer goods 53

— and price policy 44

Long-term decision making (H.)
— structural change 55
Macroeconomic models

— CMEA countries 100

— shortages 4
Management, managers (H.) 19, 76
Market

— and planning 6, 7
Market (H.)

— and plan, planning 12, 23, 30, 82
Market economies

— consumption pattern 17

— economic relations with CMEA

countries 93, 101

— international comparison 17
Market relations (H.)

— between enterprises 56,82

— consumer industries 75
Marx, Karl

— Capital 10

— economic theory of 10, 1

— theory of value 10
Materials (H.)

— wholesale trade 14
Material-technical supply (H.)

— agriculture 59,63

see also Wholesale trade

Mathematical and statistical methods (H.)

— consumption 75
— enterprise management 19
— foreign trade 88
— price policy 88
— second (secondary) economy 75
Mathematical models
— agricultural economics 16
—economic systems 18
— thermodynamics 18
see also Macroeconomic models
Mathematical models (H.)
— consumption 14
— economy 13
— enterprise 3, 14
— investment 3
— price policy 13 14
— shortages 14
see also Macroeconomic models
Meat production
— CMEA countries 16
Medium-sized enterprise (H.) 83
Monetary policy (H.)
— and economic growth 45
— and inflation 45
Monetary reserves
— developing countries 92
Monetary system (H.) 46
see also Finances, financial policy
Monopoly
— and socialist economy 37
Monopoly (H.)
— and system of management and control 37
— large enterprise 37
National income (H.)
— and productivity 58
Occupational structure see Employment
OECD countries see Market economies
Opinion research (H.) 51
Organizational structure (H.)
— enterprise i
— industry 77, 83
Organizational system (H.)
— agricultural cooperatives 60
— agriculture 61, 62
— food industry 61

Ownership relations see Property rights
Pattern of consumption see Consumption
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Plan, planning
— and market
— directive
— India
— investment
— socialist countries
Plan, planning (H.)
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— and economic regulators
— and market
— and monopolies
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— directive
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— history
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— investment
— methods
Political economy
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Price models (H.)
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— and taxes
— and world market
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9
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2
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50
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43, 64, 66
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43

43, 48

13, 88
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21, 48, 88
36, 44, 75
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43, 64, 66
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— consumer goods 43
— economic regulators 31, 33, 34, 36, 48
— food economy 64
— history 43
— industry 43
— materials 14
— mathematical models 13, 14, 15, 88
— services 75
Price system
— CMEA cooperation 98, 99, 101
Private artisans (H.)
— small-scale industry 72,75
Production structure, production pattern (H.)
— industry 54
see also Economic structure
Productivity (H.)
— and economic development level 58
— and economic growth 58
— and economic regulators 19
— and employment structure 38
— and labour force 39
— and national income 58
— enterprise level 19
— history 58
— international comparison 58
Profit, profitability (H.)
— enterprise 3, 76, 78, 80, 81
Property rights (H.) 72
— enterprises 80
— industry 82
Protectionism
— and East-West trade 93
Reallocation of capital (H.) 80
— and banking system 47, 72
— and bonds 47
— and investment companies 72
— and savings 72
— and small-scale industry 72
Redistribution of income (H.)
— housing 49

Rents see Housing

Research Institute of Agrarian Economics (H.) 68

Savings

— and cycles

— and investments

— and rate of interest
Savings (H.)

— and investment companies
Scientific-technical  revolution
progress

2
2
2

72
see  Technical
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SDR (Special Drawing Rights)
— international monetary system 92

Second (secondary) economy (H.) 38, 75
Sectoral analysis (H.)
— industry 15
Services, service industries (H.)
— and second (secondary) economy 75
— small-scale industries 75
Shortages
— labour force 9
— macroeconomic models 4
— socialist economy 4,6,7,8
— theories 4,6,7,8
Shortages (H.)
— and consumption 14, 51
— housing 49
— mathematical models 14
— opinion research 51
Small enterprise, small-scale industry (H.) 83
— agriculture 62
— and credit policy 72
— and economic policy 30, 69, 72, 74
— and reallocation of capital 72
— and wage regulation 69, 71, 73
— entrepreneurship 72, 74, 75
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Social benefits (H.) 52
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— and economic policy 38
Sacial policy (H.) 52
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Socialist countries 9

see also CMEA countries, Socialist economy
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— and monopolies 37
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— theories 4,6, 8
— directive planning 6

see also CME/T countries, Economy, Socialist
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Socialist industrialization see Industrial development
Soviet Union

— and CMEA cooperation 101
— and East-West economic relations 95, 96
— bilateralism 96

— economic relations with CMEA

countries 98, 99, 101
— economic relations with Hungary 22
— foreign trade 95,96

Specialized unit of industrial/service
cooperative see Consumers’ cooperatives (H.)

State budget (H.) 46
— and income regulation 25
— and price level 44
— deficit 26
— equilibrium 25, 26
— subsidies 25

State farms and combines (H.) 61, 63
— industrial production 67
— wages 67

see also Agriculture, Food economy
Statistical indicators (H.)
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Stock building see Inventory formation
Structural change

— and system of management and control 100

— CMEA countries 100
— Czechoslovakia 102
Structural change (H.)
— and capital intensity 57
— and central development programs 54
— and economic regulators 27,32, 35
— and foreign economic relations 85, 87, 102
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— industry 54, 55, 57
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see also Economic structure
Structural policy (H.) 57
— and investments 41
— and world economy 27
see also Economic structure
Subsidies (H.)
— agriculture 64, 66
— and price policy 43, 64, 66
— enterprise 25, 48
— income regulation 25
Surplus value 10
System of management and control
— and structural change 100
— CMEA countries 100

System of management and control (H.)21, 22, 23
24, 28, 29, 30, 31, 32,

34, 35, 36, 46, 79, 80, 82, 87, 89

63, 65

34, 37, 76, 81
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— and enterprise management



22 SUBJECT INDEX
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regulation (H.), Plan, Planning (H.)

Taxation (H.) 31
— enterprise 36, 48
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— CMEA cooperation 98

Technical progress (H.)
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— and licences 90
— and system of management and control 42
— history 42
— industry 42
— international comparison 42

Technology policy (H.) 42
— licences 90

Technology transfer (H.)

— licences 90

Terms of trade
— CMEA countries 100
— Czechoslovakia 102

Terms of trade (H.) 21, 28, 88, 102
Tertiary sector see Services, service industries
Transfer of technology see Technology transfer
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— CMEA cooperation 99
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— capitalism n

— developing countries 104
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Valuation of human capital

— methods 1

Venturing see Entrepreneur
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— small-scale industry
Wage regulation (H.)
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52, 69, 71, 73, 74
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— income policy 36, 52
— small-scale industry 69, 71, 73
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— income regulation 52
— state farms 67
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Wilcsek, Jend 106
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— and CMEA cooperation 101
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— and developing countries 92
— and international liquidity 92

— effects on Hungary 23, 27, 85, 87, 89
World market, world trade
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