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EDITORIAL

To publish a selection of papers presented at the conference on “World Economic
Environment and the Hungarian Economy” organized by the Institute of Economic and
Market Research was topical for two reasons. The Institute itself was thirty years old in
1987. In the past decades it has acquired good reputation both at home and abroad. The
conference itself was one of the most significant scientific events in Hungarian economics
of the year 1987. Owing to wide interest in the question how the Hungarian economy can
cope with the present unfavourable situation as regards foreign and domestic equilibrium,
the subject of the conference was in the limelight. The opportunity given by the
conference prompted several well-known economists as well as many of the younger
generation to present valuable contributions to the unavoidable reorientation in both
foreign and domestic economic policies of the country, what becomes more urgent day
by day. These contributions try to push public and economic thinking forward in the
direction of the necessary radical changes. The papers speak for their merits themselves.

1 Acta Oeconomica 39, 1988
Akadémiai Kiadd, Budapest
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THE EXTERNAL ECONOMIC ENVIRONMENT AND PROGRAMME
OF STABILIZATION IN HUNGARY
(Thoughts After the Preparation of a Forecast)

A. KOVES

The paper reviews certain findings of a longer-term forecasting project commissioned by
the National Planning Office and made by the Institute for Economic and Market Research.
Particular attention is paid to the international economic relations which are highly important
for Hungary’s programme of evolvement, above all to the characteristics of the CMEA
environment of the country.

Commissioned by the National Planning Office, a major research team of the
Institute for Economic and Market Research —in which a number of research divisions
were involved — prepared a long-term forecast for the world economy within the
framework of preparations for the economy-wide plan for the period until 2005. In this
paper | wish to present some of the conclusions drawn in the course of this work which
involve urgent tasks, equally important both for research and ecomic policy.*

Expected growth in the world economy

In general, the world economic environment we envisage for the next 20 years is
one in which the very slow economic growth experienced during the recent ten years or
S0 is going to continue. The average annual rate of growth is likely to be between 2—3.5
percent in the developed countries and between 3.5—5 percent in the developing
countries. As for the first —presently foreseeable — stage of the forecast period, the
growth rate of the developed countries is most likely to be in the range of 2—3 percent,
while that of the developing world will probably remain below 4 percent. There is little
ground for assuming a long-lasting and significant difference in growth rates between the
major regions of developed market economies. The economic growth overseas will only
be slightly faster than the average in Western Europe (Japan: 2.5—4 percent, USA:
2.0—3.5 percent; Western Europe: 2—3 percent). Much bigger differences may be ex-
pected in the economic growth of the developing world. The newly —and more newly —
industrialized countries of the Far East could show an average annual growth of around
6—7 percent, or even more in the next 8—10 years; in India and China, rates of 4—5

*On major features of the forecast, especially the interpretation of the change of world
economic era, the expected dynamics and geographical structure of demand, the problem of relative
prices of natural resources or raw materials and manufactured goods, and the consequences of the debt
crisis, see [1]

1 Acta Oeconomica 39, 1988
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4 A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME

percent and 5—6 percent can be envisaged, respectively. Due to these circumstances the
role in the world economy of the world’s two most populated countries will increase
dramatically, thus making it necessary to revalue the importance of relations with them.
In the Western Hemisphere economic growth will be about 2.5—3.5 percent in Latin
America. In the Middle East and Northern Africa an annual growth of 1—2 percent seems
to be feasible (although in the medium run further decline cannot be excluded either),
while in Equatorial Africa any speed-up in growth can only be expected in the second
half of the forecast period —provided that (as we assume in the forecast) after a possible
democratic consolidation of the political situation in South Africa, relations with the
South African economy help to dynamize the development of these countries.

All this provides only modest possibilities for the increase of international trade;
nevertheless, a 3—4 percent, or even somewhat faster, expansion in the volume of
world trade seems to be sustainable, even in the longer run.

Despite the moderate growth rates, we do not believe that the world economy will
stagnate or change slowly and that the adjustment difficulties of the Hungarian economy
will primarily be due to such features. On the contrary, in production and demand —or,
from another approach: in the structures of supply of exports and demand for imports —
we have to reckon with rapid, radical, and —in terms of physical composition —largely
unforeseeable changes. These will create a substantially new situation and set new
requirements for all participants of the world economy —including Hungary.

The least certainty in our forecast is connected with the expected economic
development of the socialist countries. This is because, while the economy of several
CMEA countries shows signs of stagnation, it is gradually being recognized that in order
to halt the tendency of stagnation substantial changes in economic policy and radical
reforms are needed. However, the implementation of radical reforms takes time (their
outcome is by no means obvious), and the materialization of the positive effects of
restructuring on growth could extend to a major part of the forecast period. Consequent-
ly, the economic growth of the CMEA countries will, at best, just reach the average
growth rate of OECD countries. Yet this is possible only if, as a result of the consistent
implementation of reforms, their growth speeds up during the 1990s. In the worst
possible case their growth rate will be around that at present, which —as is also pointed
out in the Soviet economic and statistical literature [2] means hardly any real growth.
The publications mentioned also emphasize that — with special regard to the deep
structural changes under way in the world economy —the key problem is not the rate,
but the content, of growth.

Limitations and uncertainties of the forecast
Very much can be known —or at least justly assumed —about the expected
tendencies and implications of structural change. We believe, for instance, that in the
developed industrial countries —where the service sector has already become the biggest

sector of the economy —this process will continue. It will be accompanied first of all by

Acta Oeconomica 39, 1988



A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME 5

further significant qualitative changes within the service sector: owing to the continuous
development of information technologies, the scope and proportion of services embody-
ing the most developed production-related technology will rapidly increase*. This has
vast bearings on qualitative changes in the demand for labour, on education and voca-
tional training, and, among other things, on world trade as well. This is one of the main
reasons why, within the trade of merchandise, the weight of manufactured goods is
increasing to the detriment of raw materials —and also the reason why, within interna-
tional trade in a broad sense, the trade in services tend to overwhelm that o f merchandise.

As for the other side of the process, further significant changes can be expected in
the manufacturing sector of the developed countries: while productions will increase,
employment — first of all in the category of blue-collar workers —will dramatically
decline. This process, in fact, is one of the primary explanations for the structural —i.e.
non-cyclical — unemployment prevailing in the developed countries —a very slow
reduction of which is envisaged from the present 8 percent level.

Beyond the general tendencies of structural changes, however, the prediction has
serious limitations. For instance, we can tell neither the leading or lagging sectors in world
industry nor the most or less dynamically developing countries in the coming 20 years.
The former would have direct implications for industrial policy, while the latter would
influence trade policy —however, both should eventually affect the overall approach of
economic policies.

In industrial policy, for instance, a study of the contemporary technological
endeavours, sectoral priorities, and policy instruments of the leading developed countries
— which, of course, would be highly informative —should not be coupled with an
idea that those features, in their specific forms, can be examples to be followed
by a future Hungarian development policy. This is because, quite apart from what
we think about the contemporary technological endeavours of the governments of
developed countries, it is fairly probable that a part of the sectors and activities
considered as worth promoting today will belong to those lagging by the time we will
have developed and acquired them —or at least that, by then, the markets will have
become saturated and highly competitive, and thus no place will have been left for
newcomers. The reason why we have to strongly emphasize this fact is that the belated
imitation and top-priority given to technological development and restructuring endeav-
ours —within the framework of one-sided, merely CMEA-oriented production and trade
policies —have so far been the prime factors responsible for the weak export performance
in the world market of the Hungarian manufacturing industry.** It is to be feared that
now, with the slogan of modernization, such development conceptions will be formulated
which will most probably not change the situation in the future, either.

*This process is thoroughly analyzed in [3].
**A detailed analysis of this problem is given in Béla Greskovits's article [4] published in this
issue.

Acta Oeconomica 39, 1988



6 A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME

Trade policy considerations of today should inevitably reckon with the implications
of the fact that in the world economy, according to all indications, the forging ahead of
the Asian-Pacific area, to the detriment of the Atlantic-Western European region, will
continue. Though any fast and radical relocation of Hungary’s selling and buying markets
seems unrealistic, it is also important to bear in mind that the countries and regions which
are leading now are not necessarily the ones that will be leading 20 years from now. On
the contrary, the countries which today are developing at the fastest pace and are most
able to improve their positions in the international division of labour will, in our view,
also encounter critical situations in the course of their further development. The solution
of these situations will depend on the then existing circumstances and their own policy
choices.

A good example of such a critical situation is that of Japan today. It is still not
clear whether the unprecedented deceleration of growth of the Japanese economy in 1986
was a non-recurrent slip or —with the constraints of the export-led growth pursued so far
becoming apparent —whether it was in fact a modification of the trends of its long-term
growth. This depends on a lot of factors which are in connection, on the one hand, with
Japan’s new role in the world economy as the world’s greatest capital exporter —and the
concomitant domestic implications of this role; on the other hand, it depends on factors,
concerning the continuous modernization of Japanese society and, connected with this,
whether the replacement or completion of the traditional system of values by that of the
Western civilization will influence the performance of the economy. The development of
the newly industrialized countries might be influenced by many kinds of changes in the
world economy as well as by the way they react to these developments. How are they
affected, for instance, by the change of Japan’s world economic role? How are they
affected by the presumably increasing competition of India and China? How can they
cope with the effect stemming from the fact that, in the developed countries, continuing
modernization and automatization reduce the share of labour costs within overall produc-
tion costs —the presumable result being that the countries concerned will lose some of
the competitive advantages arising from the availability of relatively cheap labour?

Economic development and institutional changes

The developed countries responded to the changed conditions of economic develop-
ment since the mid-1970s by substantially transforming their institutional systems and
economic mechanisms. Analyzing these processes from the point of view of Hungary,
both the fact and the direction of these transformations are remarkable.

As regards the fact itself, the severe shocks of the 1970s —which may now seem
mild only in the context of the present Hungarian economic situation —everywhere led
to the recognition —at the political level —that in order to cope with the new situation
at a time of sharp international competition, it would be necessary to revise deeply
rooted institutions, socio-economic mechanisms, economic policy conceptions and other
instruments developed in the post-war period.

Acta Oeconomica 39, 1988



A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME 7

As for the direction of changes, the revisions in question were aimed primarily at
the extent, directions and expedient methods of state intervention. The significant points
in this context comprise the revision of state industrial policy, the reduction of the
limitations set by the welfare state (through the fiscal redistribution of a dynamically
increasing part of national income*, on enterprise, the orientation towards efficiency, the
increase of international competitiveness, the easing of rules controlling enterprise activ-
ities (so-called deregulation), the transfer of state companies into private ownership
(Jre/privatization), and the liberalization, involved by the reduction and elimination of
constraints on foreign exchange transactions and on capital flows. In sum, the direct role
of the state or the relative weight of the state and the budget in the process of economic
development and the redistribution of incomes has been diminishing, while there has been
a simultaneous increase of the role of monetary policy. All this does not mean that the
state has withdrawn from the sphere of the economy, but rather that its role has shifted
in the direction of establishing more favourable conditions for the market and competi-
tion, as well as of promoting orientation towards performance —in fact, in the direction
where the presence of the state is really positive and indispensable.

It is not easy to answer the question concerning where the limits of this process lie.
For the time being, there is no sign that this development which has gradually been
getting stronger since the turn of the decade —will be interrupted. On the contrary, it
seems that it is expanding into more and more areas. There are, of course, tendencies of
the opposite direction as well, among which one of the most important and spectacular —
the strengthening of protectionism —will be separately discussed in this paper.

It is obvious that this revision of economic policy and institutions also has serious
constraints. The constraints lie, among other things, in interests effectively attached to
direct state intervention, in the long-term impacts of the state intervention applied so far,
and furthermore, in the fact that the elimination of welfare institutions will ultimately
not promote but rather diminish orientation towards efficiency. These points suggest that
the best way forward involves rather the rationalization of welfare institutions.

The degree this process of revision will reach in the coming years and decades is
difficult to foretell. It cannot be excluded either that in the longer run it will slow down
or even change direction. This possibility, however, by no means weakens the strength ot
our earlier conclusion that the revision of the economic role of the state as well as of the
institutional system and economic mechanism currently under way in the developed
countries is a relevant response to the past 10—15 years’ world economic and domestic
difficulties and tensions. This fact makes it likely that the institutional system of the
developed economies will change continuously in the future as well.

*The share of state expenditure within the GDP of the OECD countries rose from 30 to 37
percent between 1960 and 1970, and to 47 percent in 1980. At the same time the share of social
expenditure within total state expenditure increased from 50 to 59 percent.

(Source: OECD, Social expenditure 1960-1990. Problems of growth and control. Paris 1985 -
Annex C.)
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8 A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME

Integration versus isolation in the world economy:
on the problem of protectionism

The question concerning the condition of the system of international trade (or in a
broader sense: of international economic relations) at the very end of the millenium is
one of the most captious questions facing forecast-makers: it often happens that their
judgement of different variants of world economic development primarily depends on the
estimated future extension of (currently spreading) protectionism.

It would be illusory to expect any breakthrough towards free trade; nevertheless, as
the most likely variant, the spreading of protectionism will be less enough to prevent
world trade from growing at a modest but palpable rate —probably somewhat exceeding
the growth rate of production.

Given a world economy with a number of uncertainties, the motives for
protectionist measures will continue to be present for governments. As long as the
tremendous international financial imbalances exist or are reproduced, as long as in the
OECD countries unemployment is not substantially reduced and important sectors or
product groups are “sensitive” (i.e. seriously endangered by external competition in the
foreseeable future), protection will remain on the agenda, and we shall often hear about
newer and newer limitations, mutual retortions and “trade wars”.

We believe, however, that the increasing integration and interdependence present in
the world economy will also help to maintain and strengthen anti-protectionist tenden-
cies, too. Not that international interdependence excludes interstate trade conflicts. On
the contrary: the more “global” the world economy, the more conflicts of interest arise
in international economic relations —and a part of them takes the form of interstate
conflicts as well. The international financial system which functions today also has
important elements of a protectionist and isolationist character. In our opinion, neverthe-
less, the fact of interdependence (in relations between the OECD countries) and the fact
and recognition of dependence on global developments (in the leading OECD countries)
have an anti-protectionist effect. The former may lead to the recognition by governments
that, in response to their possible protectionist measures, their partners are forced (and
also able) to take counter-measures. This suggests that, eventually, the positive results to
be expected of protectionist measures will be negligible. The counter-measures, in turn,
may promote the adoption of an external economic policy which sets out not only from
the direct and short-term interests of the country concerned, but also from more indirect
and longer-term interests. These could be attached to a smoother functioning of the
world economy as well as to a more stable economic development of the partner
countries.

Of course, it would be illusory only to set hopes on the sound discretion and
enlightenment of governments and decision-makers. In the case of strong domestic
pressures these kinds of considerations can hardly be enough to ward off protectionist
reflexes. What is more important is that international interdependence also means that it
is more and more difficult to reduce national economic interests to market-protecting
interests. Such a reduction will become difficult because of the opposition on behalf of

Acta Oeconomica 39, 1988



A.KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME 9

increasingly significant groups, who are in some way interested in the external sector, i.e.
exporters, importers, consumers of imports, foreign investors, banks with foreign inter-
ests. This can happen even if, for reasons which are analyzed in the relevant literature, the
protectionist interests get more easily organized and enforced than those opposed to
them.

Finally, some of the earlier mentioned developments of the world economy may
also have an anti-protectionist effect. Neo-protectionism in the OECD countries was
mainly called forth by the intention to provide defence against the market offensive of
Japan and the newly industrialized countries, as well as by the fact that the existing
mechanisms of adjustment could only make the necessary restructuring possible over a
longer period of time. The hot Japanese-American debates hint at the survival, or
remaining tension, of these problems. However, in some of the “sensitive” sectors
(though by no means everywhere), such transformations have been carried out in the
recent decade which may reduce the necessity of administrative protection in the areas
concerned. True, it is also the experience of recent years that, simultaneously with the
economic and technological progress of the partner countries, ever more sectors are
becoming “sensitive” — and may become sensitive in the future as well. In our view,
nevertheless, the palpable changes in economic structure — the increasing dominance of
high-technology services, the decreasing role 'of labour costs as a factor influencing
competitiveness in the manufacturing industry — may tend to reduva internal pro-
tectionist pressures in the OECD region.

The world economic forecast and crisis scenarios

As the most probable variant, for the coming longer period we envisaged an, in any
case, moderate rate of growth in the world economy. It seems obvious that the develop-
ment will not be even, but will be interrupted by lesser or greater setbacks. Of course, it
cannot be excluded either that a serious crisis may shake the world economy which might
cause similar or even greater shocks in the economy of some countries or country groups
than the oil price explosions or the 1982 debt crisis, and which could possibly retard
international economic development for a long time.

As for the scenario we considered the most probable, the presumable range of
fluctuations in the rate of growth is also estimated to be relatively small. This is justified
by experiences in the recent period, the tendencies of structural changes, and the analysis
of long-term trends of demand and supply.

Nevertheless, our forecast, stemming from the nature of the problem, includes very
diverse elements of uncertainty. In the world economy of the next 20 years there may
also be serious shocks, including ones, which may considerably alter the system of
conditions for the external economy, for the participants. It will be difficult for them to
adjust to these processes, but they might be followed by new changes and developments,
which will not only press for, but also offer an opportunity of adjustment. They could
affect the economies of individual countries and country groups primarily through the
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10 A. KOVES: EXTERNAL ENVIRONMENT AND STABILIZATION PROGRAMME

sphere of international finance. We believe, however, that these shocks — besides strength-
ening adjustment mechanisms (which, in spite of every difference, difficulty and incon-
sistency, are the most characteristic endeavour of economic policies virtually all over the
world) — will not interrupt the trend of world economic development, growth and
restructuring.

We have not made an attempt to predict the nature of, and reason for, the potential
shocks. The difficulties of this kind of forecast are suggested not only by the fact that the
world economic shocks of the past 15 years were hardly predictable. Even the processes
themselves could be foreseen and were actually anticipated by the analysts, the con-
sequences were considerably different from those that had been generally expected. Take,
for example, the case of the fall in oil prices in December, 1985. Here, instead of the
expected positive nature of the overall effects, the world economic situation became
more complicated.

As a result of the drop in oil prices, one thing has become more obvious than
before: that the economic situation and prosperity of the developed industrial countries
are highly dependent on the effective demand of the developing world. If the latter
stagnates or declines because of the absence of funds to finance the increase of imports,
this becomes a serious obstacle to economic growth in the developed countries as well.
This phenomenon is not entirely new: since 1973, none of the shocks of the world
economy has emerged or been solved as an internal affair of the developed region. Rather,
all of them have become settled in the framework of the relations between the developed
and developing countries (or between certain groups of the developing world, e.g. oil
exporters and debtors), reestablishing the relations (of power) among them and mutually
compelling them to adjust to the new situation. It is fairly likely that in this respect the
situation will not change — despite the fact that the shift of world economic power
relations in favour of the developing countries during the 1970s went into reverse in the
1980s. Also, according to our forecast, the relative position of the OECD region will
continue to gain strength in the future, too.

Two conclusions can be drawn from the discussion so far:

a) During the past decade the shocks of the world economy have affected the
countries and country groups differently, depending on their specific conditions. Every
realignment had both winners and losers. Nevertheless, the fact that a country or country
group is always among the losers cannot be explained solely by its unfavourable natural,
developmental, or structural conditions and endowments. Rather, it is explained by the
fact that, due to the country’s isolation from the mainstream of the world economy, the
adjustment mechanisms of the economy are extremely weak.* This explains why the
positions of Eastern Europe — including Hungary — deteriorated to a relatively greater
extent than those of both the developed and developing countries.

*Or — as Gdbor Oblath emphasized in the dispute over the forecast — the other way round: if,
for inherent reasons (the given mechanism and institutional system of the economy, the position and
scope of manoeuvring of enterprises, etc.) the economy is unable to adjust, then every change in the
external environment will call forth reflexes of isolation. These, in turn, will further strengthen the
inability to adjust. It will be more and more difficult to break this vicious circle.
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b) In a fairly uncertain world economic environment, less and less security and
higher and higher costs may be involved by preparations for such developments. Yet these
comprise changes and shocks which, even if not to be excluded, cannot be considered
likely either; they may emerge, but will not necessarily last long. The reason why we
emphasize this consideration here is not because the really dramatic world economic
shocks are usually not foreseeable. It is because in the world of today we simply cannot
see any other possibility of long-term growth, and of preventing the technical-structural
gap from increasing and living standards from falling, that is, of avoiding the expected or
unexpected unfavourable developments of our environment and their serious or dis-
astrous consequences, other than the establishment of the mentioned adjustment me-
chanisms. These include the strengthening the openness of the economy, the increasing
role of the market and competition, and the adoption of an effective export-oriented
economic policy.

The Soviet reform and economic outlook

After decades of rigidity and stagnation, such changes have occurred in the
approach and endeavours of Soviet politics and economic policy, the significance of
which is as yet inappreciable. Some of the features of these changes are, for instance, a
more realistic appraisal of the country’s own economic performance, the recognition that
the current economic problems have their roots in the political practice and the
underlying theory of half a century ago, and the adoption of the idea that the system of
traditional directive planning (having existed for half a century and having been identified
as the adequate economic system of socialism) is not simply to be “improved” but
radically reformed.

Any long-lasting and significant improvement of Soviet economic performance,
however, requires further reforms and changes of such portent that the measures already
taken and decided upon, will later appear as no more than the very first steps. This is
because, on the one hand, a radical economic reform —as is well known from the
Hungarian experiences —is not completed with the elimination of directives, the replace-
ment of the rationing of the means of production by trade relations, the transformation
of the price system, and declarations concerning enterprise autonomy, self-financing and
self-management. All these only constitute the beginning of the reform process. Moreo-
ver, our available information suggests that even the reform conception does not contain
these principles in a consistent way. In most cases the compulsory (physical and value)
targets of output are to be replaced by likewise compulsory state orders, even if
non-directive elements (interfirm supply contracts) are also to be included in the system.
On the other hand, it seems that the economic reform process could be advanced by
further substantial reforms in such fields as ideology, foreign policy, or, rather, the entire
conception of attitudes towards the external environment. The economic reform should
also comprise a radical revision of the agricultural system. This would undoubtedly be a
long and painful process.
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Apart from all these considerations, there has been no sign either that the intended
economic reform could be implemented within a short period of time, or that it could
result in early economic success. On the contrary: the Soviet leadership is giving more and
more signs that it finds the situation more difficult — and the prevailing problems more
complicated — than it predicted when it decided upon the reform. As Mikhail Gorbachev
pointed out at the Central Committee of the CPSU meeting in June, 1987, “... the
changes carried out so far are not substantial or comprehensive. We still have not been
successful in eliminating the mechanism of retardation and replacing it with the me-
chanism of acceleration.”[5]

We must also add that in certain areas, which are of primary importance from the
point of view of Soviet economic performance, no consistent steps have been experienced
during the course of the reform endeavours. In our opinion, for instance, in the
cooperation of the CMEA the interests of Soviet economic development would be best
served by a market-type development or, more precisely, by the transformation of
cooperation in this direction. So far, however, Soviet efforts — culminating in 1986 and
1987 — have represented other tendencies: the main direction in the development of
cooperation has been a stronger coordination between economic policies through some
kind of common planning — an idea which up until now has always ended in failure. Even
though important steps were taken in the management and organizational system of the
external sector in 1987 (which Gorbachev referred to in his above-cited speech as aiming
at strengthening the participation of the Soviet Union in the international division of
labour,[6])in the meantime the approach to trade relations with the non-socialist world
has not been revised. Moreover, insofar as there was change, it tended to support an
anti-import attitude.

The motives of this attitude, on the one hand, can easily be understood. Owing to
the fall of oil prices in international markets, the convertible currency revenues of the
Soviet Union have dropped by some one-third within two years. This makes the reduction
of imports — probably not only in the short run — inevitable. This is so also because the
Soviet indebtedness vis-z-vis the West — however unnoticed — is rapidly increasing,*
although this increase still does not have excessively hard constraints in the short run.
Too often, however, it is not this consideration which is referred to as an explanation; the
cut of imports is deemed justified not because of the shortage of funds, but because of
certain economic and political risks involved in the increase of imports. This approach, in
turn, carries the danger that economic policy and economic practice will continue to
follow the conceptions of a kind of self-sufficiency, independence from the world
economy or “invulnerability”. Furthermore, as has already happened in Soviet history,
the necessary non-recurrent import restriction urged by the deterioration of the external
balance can easily become a lasting policy. Following this development path in a world
economic environment such as the one described above would make illusory the achieve-
ment of those far-reaching goals which the Soviet leadership has set itself.

*According to OECD estimates, from the end of 1984 to the end of 1986 gross debt rose from
22 to 36 billion US dollars, while net debt rose from 11 to 24 billion US dollars. (Source:

Developments in East-West financial relations in 1986 and medium-term prospects. In: OECD
Financial Market Trends, February 1987. p. 21.)
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Economic relations within the CMEA

As long as there is no substantial change in the developments discussed above
concerning the Soviet economy and economic policy, the minor CMEA economies will be
exposed to effects which will continue to make their adjustment to the world economy
difficult and complicated.

On the one hand, as long as Soviet economic and technological development — and
economic policy in general — remain inward-looking, the most essential problem of these
economies will remain unchanged. That is to say, they will have to conduct one-third to
two-fifths of their foreign trade with a market in which the qualitative and structural
features, the quality of demand, the mechanism of relations — consequently, the internal
regulation of these relations, too — are absolutely different from those that characterize
the world market. In that case, it would be unrealistic to expect changes in CMEA
cooperation which could palpably alter this situation. As a result of the deepening
contradiction between the ever tighter and ever ambitious economic goals and the weak
economic performance, for the Soviet Union the importance of the CMEA cooperation
tends to narrow down to the possibility of channelling additional resources into the
development of the Soviet economy. The recent Soviet initiatives (joint enterprises, direct
intra-firm relations, the Comprehensive Programme) unambiguously show this tendency.

On the other hand, in contrast with the increasing demand for imports, we do not
see any possibility of a marked increase in Soviet export potential in the foreseeable
future (at least as long as the economic reform does not bring positive results). This
argument, which is valid both for traditional Soviet exports to the CMEA countries and
for any other exports of a different structure which meet the import demands of the
partner countries, must be strongly emphasized. Since the mid-1970s the economic
managements of the CMEA countries, including that of Hungary, have systematically
overestimated the possibilities of Soviet imports; they have deemed the imports con-
tracted in the framework of trade agreements based on collated plans as stable even when
there were indications of their unstability; and they have pretended to be surprised when
the Soviet partner has curtailed the supply of highly important commodities. In our
opinion, it is true even of contemporary Hungarian economic policy that it reckons with
higher-than-realistic import targets for the current five-year-plan period.

Our argument, that in the near future there is no way to considerably increase
imports from the Soviet Union in a structure consistent with the Hungarian demand, does
not necessarily mean that there is no such group of commodities from which imports can
be augmented. We believe that such commodities do exist, and it is an important task of
the trade policy to find and make the most of them; otherwise it will be impossible to
avoid a drop of imports. Nevertheless, to consider an increase of the volume of Soviet
imports (or, in general, of rouble imports) as a basic economic policy objective is a serious
mistake which can easily lead to maladjustment.

What makes these considerations particularly topical is the fact that, in contrast
with the tendency of the past 15 years, the terms of trade of the minor CMEA countries,
vis-a-vis the Soviet Union, are about to start improving. In the bilateral clearing trade
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within the CMEA, a country can only take advantage of the improvement in terms of
trade if it increases the volume of its exports more slowly than that of its imports. If the
volume of imports is to stagnate, then only the reduction of the export volume makes it
possible to exploit these advantages. The three areas of Hungarian—Soviet trade where we
deem this kind of reduction possible and important are as follows:

— participation in investment projects in the Soviet Union:

— the least efficient exports;

— those fields where the Soviet partner suggests a decrease of Hungarian exports.

To our knowledge, this problem arises not only in Hungary, but, even more
pronouncedly, also in other CMEA countries. The decisive argument of those who, even
in these circumstances, urge a further increase of the export volume to the Soviet Union
is that the productive capacities working for Soviet exports cannot be switched over to
other markets. Indeed, they are considered as the most important, most up-to-date, and
most expensive capacities of these economies. An additional argument is the risk of losing
the Soviet markets. Finally, it can often be heard, too, that in the 1990s the tendency of
oil price movements may change, and in the case of higher oil prices the compensation for
Soviet oil supplies will require the increase of their export volume as well.

The latter two arguments can be refuted relatively easily. With the present level of
Soviet convertible currency reserves, there is no opportunity whatsoever for the Soviet
Union to replace the manufacturing supplies of the CMEA countries by imports from the
West. As for the oil prices, they can increase of course, but — as has been pointed out —
the price increase, in any case, has serious constraints. At the same time, it is not very
likely that in the future such differences will evolve between the conditions of purchase
within the CMEA and in the world market in favour of the former as was experienced in
the late 1970s and early 1980s. Moreover, it is not certain that Soviet supplies of oil and
other raw materials can be maintained at their present levels, quite apart from compensa-
tion. Among other things, this also suggests that it would be a blunder to base the
development conception of trade with the Soviet Union on the assumption or require-
ment that the level of Soviet oil and raw material supplies need to be and can be
maintained. In general, the survival of a situation in which the essential question of
CMEA cooperation (and of cooperation with the Soviet Union) is the supply of raw
materials and energy — to which the entire structure of industrial development and
foreign trade is subordinated — might in itself paralyze the adjustment to the world
economy and the closing up to international tendencies.

The first argument mentioned is obviously very strong. In fact, this constitutes one
of the basic problems in the economic policy of the European CMEA countries. It is
indisputable that the vast majority of productive capacities now working for Soviet
export can — if at all — be switched over to convertible exports only with great efforts
and considerable additional costs. (It is, of course, also true that the convertible import
content of exports to the Soviet Union is increasing despite all contrary objectives and
programmes — not only in Hungary, but in other CMEA countries as well.) Nevertheless,
whatever short-term difficulties and losses emerge in consequence of a possible reduction
of the volume of exports to the Soviet Union, the other option is that within a couple of
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years the problem becomes even more serious, and such reduction will be even more
indispensable from the point of view of national economic equilibrium —while it will be
even more difficult, too.

We do not foster illusions concerning the possibilities of switching over to new
export markets. On the contrary, we think that this switch-over is extremely difficult.
This is why we believe that very little can be realized in the way of improving the
convertible export performance of the Hungarian economy (one of the basic goals of
Hungarian economic policy) if attempts are made to encourage, modernize, and re-
structure convertible exports in such a way that at the same time exports to the CMEA
region remain untouched. In other words, convertible exports can only increase steadily if
there are such changes in both the economic policy and economic mechanism which
modify the conditions of exports to the convertible currency area and to the Soviet
Union ut the same time. Without taking steps to deal with trade with the Soviet Union,
there is, and there will be no money, no pressure, no interest and no inclination for the
implementation of this objective.

The minor CMEA countries and East-West
economic relations

As for the minor CMEA countries, it is well known that they have common or very
similar difficulties not only in trade relations with the Soviet Union, but also in those
with the Western economies. Another common feature is their considerable indebtedness
—even if there are differences in magnitude —and the related fact that their efforts to
restore external equilibrium are still on the agenda —as they were at the turn of this
decade.

The improvement of the international financial position of the CMEA countries,
stemming partly from the success of export-encouraging and import-restricting policies,
and partly from the appreciation of the US dollar, came to an end —moreover, reversed
—in 1985 and 1986. Consequently, the medium-term prospects are not favourable.*

It seems that a further increase of indebtedness can only be halted at the expense of
an increasing isolation from, and lag behind, world development. This would be in the
framework of a harshly restrictive living standards policy —that is if the internal political
situation permitted such an option. This is true even if the increase of indebtedness does
not necessarily involve modernization in these countries which relies on foreign financial
resources.

In the present situation the emergence of (repeated) serious liquidity problems
cannot be excluded either. These would further diminish Hungary’s chance to participate
in international trends.

*In the course of discussing East-West financial relations | will rely heavily on the study of
Veronika Pasztori, prepared in the framework of the forecasting project.
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The new tendencies of international capital markets, however, offer a lot of
connecting possibilities for the CMEA countries if they dare to seize the advantages. The
expansion of liberalization and deregulation, as well as the appearance of new and
aggressive capital exporters exempt from prejudices and excessive precaution — first of
all, Japan — may open new perspectives for the CMEA countries as well. This would be so
at least as long as the manifestation of a possible economic, social or political crisis does
not cross business relations.

Despite their difficult external economic situation, the key problem in the case of
the CMEA countries is the realization of additional capital imports with the simultaneous
management of outstanding debts. This is a necessary precondition for economic develop-
ment and for halting the tendency of falling behind. The development of direct financial
(credit and capital) relations with Western firms might promote the increase of exports
and contribute to the maintenance of the creditworthiness of CMEA countries which, at
the moment is jeopardized. As for the direct investment of foreign capital, its acceleration
is necessary not only because the possibilities of having access to foreign loan-capital seem
to be much more limited than before, but also because the experiences of the past 15
years show that the borrowing policy was unable to play that positive role in the
promotion of adjustment processes and in the development of export orientation which
was expected of it.

It is obvious that direct foreign investment cannot, even in the most favourable
circumstances, meet the total demand for capital import. But, according to experiences,
wherever direct foreign investment gains national economic importance, this situation
increases other possibilities of importing capital from abroad, too. In addition, the
settlement of foreign firms could also be an important factor in improving domestic
market conditions, strengthening competition among domestic producers and breaking
the monopolistic positions of large domestic firms.

On the basis of what has been presented so far, we cannot have positive expecta-
tions towards the development of East-West trade — at least within the foreseeable future.
Nothing justifies the assumption that just because of the aforementioned liquidity
problems trade will not be further repressed in the remainder of this decade and in the
early 1990s.

It is difficult to predict the farther perspectives. The perspectives of East-West trade
will be entirely different if the reform process in the socialist countries speeds up or if it
gets stuck, or if the response of the West to the reforms is positive or, on the contrary,
uncooperative.

The debate about whether Western political considerations make it desirable to
develop trade relations with the East, especially with regard to the promotion of the
technological development of the socialist economies as well as the financing of trade
from Western financial resources, has been going on ever since 1917. In the framework of
this paper we do not have the opportunity to characterize the arguments of the advocates
and opponents of such trade, and thus we cannot assess their strength. It is necessary to
note, however, that no uniform Western standpoint has been formulated as a result of the
debates of the recent past. On the contrary, the opinions of the American, Western
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European and Japanese governments have been considerably at variance. On the other
hand, an anti-trade attitude became dominant — primarily in the United States — after
1974—1975, and this was in close connection with a changed judgement of international
political events or, more precisely, of Soviet behaviour. Inasmuch as the notion gained
strength that Soviet internal and external political actions were deviating from the spirit
of the US-Soviet and international agreements made in the early 1970s, efforts were made
to strengthen and modernize embargo policies as well as to ban inter-governmental credit
provision to the Soviet Union. However, as a third, parallel tendency, we must also note
that, along with the strengthening of strong, well-represented interests attached to trade
with the Soviet Union, the Soviet Union was itself able to succeed in some of its
endeavours despite the unfavourable political climate. A good example of this is the
American grain export to the Soviet Union. This had been subject to partial embargo at
the turn of the decade; yet, one or two years later — in spite of the obvius increase of
Soviet dependence on the importing of grain — the existing domestic situation urged the
United States to become less strict and only to demand that the Soviets be ready to
purchase as much American grain as possible.

The facts discussed above have several implications. One is that the political
environment of East-West trade is likely to vary and it will also be far from ideal for trade
relations in the future. Nevertheless, a Soviet foreign policy which is able to achieve
progress in the way of arriving at agreements on essential international problems will
probably call forth a positive response on the part of Western trade policy behaviour, too.
One of the impacts of such a development would be that the American standpoint would
have less influence on that of Western Europe and Japan — and Western Europe will
certainly be more interested than the United States in the maintenance of Eastern trade
in the coming decades. On the other hand, the opinions favouring trade relations could
also gain strength in the United States. It is very important, however, that the main
development of economic relations make the business circles of Western countries
interested in involving larger and more important areas of activity in trade with the East.
This is because the circles involved in such trade could become the primary advocates of
the fight against trade restrictions. The preconditions of this, of course, are the steady
and significant growth of trade as well as the development of new — already mentioned —
forms of economic relations.

We must emphasize, however, that the perspectives of East-West economic relations
depend above all else on the CMEA countries. A considerable part of the present
difficulties stem from the fact that the CMEA countries — partly because of Western
restrictions, partly owing to their own decisions related to political and ideological
considerations, and partly as the logical consequence of the postwar political division of
the world — have precluded themselves, and have been precluded, from those institutions
and mechanisms which are of great importance today for the development of the
international division of labour as well as the closing-up of certain countries and regions.
European CMEA countries collectively rejected participation in international financial
institutions (IMF, World Bank) for a long time (even now there are only three members —
Hungary, Poland and Romania). Most CMEA countries joined the GATT relatively late
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(even now not all of them are members*). Also the CMEA countries did not recognize the
European Economic Community, even though this body could make agreements with
virtually all important and less important countries and country groups of the world in
the essential questions of trade relations. These factors led to apparent trade and financial
disadvantages. The main problem was, however, that isolation from, and non-participa-
tion in, the system (as well as the show of “non-conformity™) discouraged a considerable
number of the CMEA’s potential partners and limited the possibilities of developing
relations with them.

Similarly, until recently the CMEA countries avoided the multinational division of
labour. So far only some of them —and then only with strong restrictions — have
permitted the import of equity capital as well as the establishment of joint ventures on
their own territories. Meanwhile, it was exactly in the given period that many developing
and industrializing countries were able to increase their chances of closing-up through
attracting foreign investments. As a result, the CMEA countries were hardly affected by
the wave of redeploment and relocation and they proved to be practically unable to cope
with the export offensive of the newly industrialized countries.

Hungarian economic policy and the world economic forecast

When analyzing the long-term perspectives of Hungary’s world economic environ-
ment, Hungary’s current economic performance and its international appraisal must not
be left out of consideration. For a long time Hungarian economic policy could take it for
granted that in the West its appraisal was relatively favourable, while in the East it had to
face a more or less open and unambiguous distrust.

The situation has changed. With the development of Soviet reform endeavours, it is
no longer necessary to interpret the Hungarian reform movement (and the features of
Hungarian economic policy which appear to deviate from those of other countries) as
something that automatically pushes Hungary into a defensive position vis-a-vis its
socialist partners. In a sense, the situation isjust the opposite: the Soviet Union and other
countries are expressively interested in the further development of the Hungarian reform
process —even if the specific content of this reform process is not the same as that in the
Soviet Union and elsewhere. On the other hand, however, the opinions about the
economic performance of Hungary are more and more negative, and this fact in itself
adversely influences the possibilities of improving the situation. The negative opinion is
based on the actual deterioration of Hungarian economic performance, as well as on the
view that so far the economic policy has not shown enough determination in pressing
ahead in a direction which will facilitate further development.

As a recent study of the OECD points out, — “Unlike other East European
countries, Hungary has made essentially no progress in reducing its debt burden in

*The Soviet Union has recently applied for observer status but this has been sharply opposed
by the United States.
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1981—1985. In 1986, the pattern of deterioration continued. By the end of 1986, debt
and debt-related indicators were already near or at their tolerable limits.” [7] Unlike in
1981, Hungary’s debt position in 1987 is probably worse than that of any other minor
CMEA country, except Poland.

What another study [8] considers as the biggest mistake of post-war Hungarian
economic policy is that after 1973 it did not draw the necessary conclusions from radical
changes in the world economic situation and it did not reduce the rate of growth. These
factors are cited as the reasons for the rapid accumulation of debt. Despite the severity of
this mistake, we must not ignore the fact that, in the course of the restrictive policy of
the 1980s, the situation continued to worsen. The essential objectives of restriction were
not achieved, and economic consolidation — after nearly 10 years —has still to be
realised. In addition, the implementation of such consolidation has to be carried out in
circumstances which are now more difficult than those that characterized the Hungarian
economy at the turn of the decade. We believe that the analysis of the causes which led to
this situation is an indispensable precondition for the foundations of evolvement, and
long-term progress. The obvious reasons for this are manifold.

The economic policy —in spite of several important partial measures —did not
undertake genuinely the task of strategic change even in the 1980s. Such action, due to
radical changes in both internal and external conditions, should have been inevitable. Yet
a contrary situation developed: the most important decisions and measures were born in
the spirit of continuity. More and more decisions were made which received no support
from either the political leadership or the government or the executive apparatus. In fact,
nobody considered them as really appropriate but, at most, as better-than-the-worst. The
adopted and enacted plans were not only not fulfilled (this in itself was not limited to the
1980s and Hungarian planning alone), but it must have been obvious for policy-makers
and planners, from the moment of the adoption of the plans, that they could not be
fulfilled. The plans were not on a realistic consideration of the economic situation and
the available possibilities; they depended mainly on political, rather than economic,
expectations, which the economic policy and the planning agencies could not, or did not
want to, definitely reject.

Thus the central economic management made efforts to facilitate the achievement
of macroeconomic goals primarily through an ever-changing and more and more con-
fusing regulation of enterprise activity. This, however, proved to be largely unproductive
and dysfuncitonal: it did not really hinder enterprise endeavours that jeopardized and
upset the macroeconomic (first of all, the external) equilibrium but, at the same time, it
set such requirements for the enterprise sector which prevented the structure of produc-
tion from changing in line with the declared objective of export orientation. The fact that
the gap between the actual and the officially declared functioning of the economy was
wider and wider disoriented all economic agents.

Recently, one opinion which has gained strength suggests that, as a necessary
precondition of further development, consumption and living standards have to be
significantly curbed in the coming years —that is, compared with the slow and gradual
deterioration which has been experienced for nearly a decade. Actually, this will probably
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be inevitable. However, a further cut in consumption will, in itself, solve none of the

problems which are responsible for the general decline of performance in the Hungarian

economy. On the contrary, if declining real wages and falling living standards cause a
withholding of performances, there will simply be a further obstacle to improving the

situation. We are convinced that —in spite of its considerable tardiness —the economic

policy still has reserves which can, and have to, be mobilized if it definitely aims at

consolidation. These reserves do not lie primarily in a modification of the proportion

between consumption and accumulation, but rather in a revision of economic policy.

While in Hungary an export-oriented development policy has been publicly declared,

what has actually been happening is just the opposite: a large part of the money which

could really serve export orientation has been invested in projects which contradict the

aims of export orientation. There are two blatant examples: On the one hand, the

development of the economy continues to concentrate on raw material-related industries

(investments in fuel, raw materials and basic material industries account for the majority

of industrial investments). This is unjustified from the point of view of both the world

economy and, particularly, the domestic conditions of these sectors. On the other hand,

as a closely related problem, reference should be made to those primarily energy-indus-
trial projects (implemented partly domestically, and partly in international cooperation),

upon which Hungarian economic policy has made final decisions in the last 2—3 years.

The directions of these investments make export-oriented development impossible, while

they do not make any progress towards the achievement of their declared objective —
that is, towards a more balanced situation in energy and raw material supply —either. We
believe that a revision of this policy is the only possibility of avoiding a radical fall of
living standards —otherwise, such a fall inevitably has to be undertaken by the Hungarian

economic policy.

The policies discussed above comprise the suggested revision of economic policy (or
development policy), yet by these we do not simply mean that instead of these
traditional priorities other sectors or other kinds of goals should be given preference in
the distribution of resources: and in no case could we agree with the idea that the new
priorities should be enforced with the same policy instruments as were used with the old
priorities. The revision of development policy also includes other types of institutions and
mechanisms, another type of relationship between the state and the enterprises, a
significant increase of the openness of the economy, as well as the development of market
relations. Perhaps the most important conclusions of the analysis of world economic
trends is that which suggests that a change in the economic conditions and economic
policy goals requires the transformation of the institutional system which came about in
earlier conditions and in the interest of former goals.

Although what concerns decisions for the near future, experience shows that the
realization or postponement of these decisions could largely determine the development
of the Hungarian economy for the next 15—20 years or even longer. Just as the economic
policy of the 1950s determined in many respects the economic development and the
structural and efficiency problems of the ensuing decades, and just as the absence of a
post-1973 economic policy revision can be made responsible for the rapid increase in
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indebtedness (from which a way out has still to be found), so Hungarian economic
development at the turn of the millenium will depend on whether a relevant economic
policy response is given to the contemporary problems.
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BHEWHE3KOHOMUMNYECKAA CPEJA
M MPOrPAMMA MOBOPOTA
(PasmblwneHns nocne pa3paboTKM NPOrHosa)

A. KEBELLU

Ha ocHoBaHMM pe3ynbTaToB JO/IFOCPOYHOr0 NPOrHO3a pasBUTUSi MMPOBOI 3KOHOMUKMW, NOATOTOB-
NEHHOTO VIHCTUTYTOM WCCMEAOBAHNSI KOHBIOHKTYPbl W pblHKA 151 [OCYAapCTBEHHOFO YNpaBneHus B
cTaTbe [eNalTcst HEKOTOPbIe BbIBOABI.

XO0TA MOXHO NPeAnofioKMTb NINLLb HEBLICOKWE TEMMbl POCTA MWUPOBOM 3KOHOMWKMW JAaxe Ha
[ONTOCPOYHBI NepUog, TPYAHOCTU NPUCNOCOBIEHNS BEHTePCKOW 3KOHOMUKM, BEPOSITHO, BYAYT CBS3aHbI B
NepByl0 O4Yepefb He C 3TUMM, a C TEMW ObICTPbIMWU W PajUKanbHbIMU, a B OTHOLUEHWW TOBapHON
CTPYKTYpbl B 6ONbLLUON CTENEHW HemMpeAcKasyeMbIMW U3MEHEHUSMUW, KOTOpPble NPOM30MAYT B CTPYKTYpe
NpPoOu3BOACTBA M NOTPEBEHNSA CIOBAMU, UHBIMW B MPEASIOKEHNIN IKCMOpTa 1 cnpoce Ha UMMopT. B Takoii
MWPOBOi 3KOHOMUKE, KOTOpPasi BO MHOTMX OTHOLLEHWSIX HeonpefeseHHa, HeT APYroi BO3MOXHOCTU
yAepXaTbCsl HA MMPOBOM PbIHKe, Kak CO3aH1e MexaHW3MOB NpUcnoco6ieHns 6narofapsi NOBbILEHUIO
3KOHOMMWYECKON OTKPBLITOCTY, YCUMEHMIO POSIN PbIHKA U KOHKYPEHLUW 1 NO-HACTOSILLLEMY OPUEHTUPOBAH-
HOI Ha 3KCNOPT 3KOHOMMYECKOV NONNTHKE. DTO 06LLee NONOXKEHUN 0COGEHHO CNPaBeAIUBO ANs BeHrpum n
Apyrux ctpaH BocTouHoii EBponbl. Begb cfiaya Hawux Mosuuuii Ha MUPOBOM PbIHKE 3a MOCMeAHUe
NATHaALATb NeT, 0TCTaBaHWe 0T Pa3BUTbIX U Pa3BMBAIOLLMXCA PErVOHOB B NEPBYIO ouepesb 06bSACHAETCS
UpesBblyaiiHo cNa6oli NPMCNOco6ASEMOCTbIO, CBSI3aHHOM C M30/IMPOBAHHOCTbLIO M U30MsILMel OT OCHOBbIX
MWPO3KOHOMMNYECKMX MPOLIECCOB.
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B CBS3W C OPUEHTMPOBAHHLIM Ha JIKCMOPT PasBUTMEM B CTaTbe paccMaTpUBAlOTCs BbIBOAbI,
KOTOPble MOXHO CAeNaTb M3 MpesnosiaraeMoro 3KOHOMUYeCKOro passuTus ctpaH C3B. PassepTbiBaHue
npouecca pedopm, B MepBylo ouepedb uayuiero B CoBeTckom Colo3e, B MepcnekT1Be MOXeT Co3aaThb
BO3MOXHOCTb [/l OCTAHOBKW OTCTYMMEHWS Ha MUPOBOM PpbiHKe. OAHAKO A0 TeX Mop HepeasbHO
paccUnTbLIBaTL Ha AUHAMU3ALMIO COTPYAHUYecTBA CIB, N MOHMMaHWE 3TOT0 A0/KHO HANTM OTpaXKeHWe 1
B Halleli 9KCMOPTHOM NonuTMKe. UTO KacaeTcsi 9KOHOMUUECKUX CBsA3el BocTok-3anag, To ANs CTpaH-
uneHoB C3B K/OYEBbIM BOMPOCOM SB/SETCS AOCTMXKEHME [06aBOYHOr0 MMMoOpTa KanuTana npu
OAHOBPEMEHHOM CHUXXEHUN UMEIOLLECs 3a[0/HKEHHOCTH.
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WHY DOES NOT IT WORK?

A. NAGY

Three major factors cause that Hungary does not make any (or only insufficient)
headway in improving efficiency, competitiveness and adjustment of the economy to world
market changes: 1.the long-standing protectionist seclusion of the country, 2.the highly
monopolized nature of the domestic market and 3. the fact that the interests of producers are
protected by the state against those of consumers. All this can be traced back to the conflict of
interest between producers and consumers, manifest in their attitude to competition. The
solution could be: increased openness of the economy, the extension of competition and the
creation of capital ownership organs interested in the efficient use of the social capital.

Why doesn’t Hungary make any headway (or only much slower than we would like)
in improving efficiency and competitiveness, in adjusting to the world market and in
shaping the structure of the economy? This is the situation despite the fact that
countless resolutions, quidelines, articles propagating these decisions and homolies have
been published. A great number of financial regulators have also been introduced just for
this reason moreover, these have been modified time and again. Who and what are to
blame for this state of affairs?

Obviously our investigation should commence by putting the time-honoured
question of the ancient Romans: cui prodest, or more precisely: cui non prodest? Whose
interests run counter to moving out of the present situation and progressing in the
direction of efficiency? If there is such a group, why can they assert their interests more
effectively than those in whose interest it would be to establish a more up-to-date, more
competitive economy capable of adjusting efficiently and quickly to changes in demand?

The causes of troubles have been pointed out by many observers and on many
occasions: excessive centralization, the survival (albeit in a refashioned form) of the
system of compulsory plan instructions, the insufficient independence and profit motiva-
tion of enterprises, lack and/or distortion of the market, considerable isolation from the
world market, a serious decline in the work morale, wastefulness and squandering —the
well-known and interminably repeated causes could be recited on and on. However, the
question, should be put in the following way: if the causes for the increasing backward-
ness of the Hungarian economy are so manifest, why isn’t something done in order to
achieve a change? What are the obstacles in they way of, and whose interests are
jeopardized by, the elimination of these welldefined “pathogens”? Why do we lament
only together with the patient instead of curing the disease?

This inertia and the cessation of, or only very slow movement of, progress is
regarded by many as a consequence of a rigid power pattern, and the striving of those in
power to maintain their domination, and their clinging to material benefits, or of their
outright incompetence. Others blame the laziness, the lack of will to learn and develop,
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even the amorality of the man in the street. Some people try to deflect the responsibility
of decision-makers and to derive internal troubles and difficulties from perceived
external disasters.

One of the major obstacles in the way of an efficient economy is obviously the
intention of the bureaurcacy to have a central grip on, and to control and supervise
everything. Since these centralizing efforts go hand in hand with a feeling of mistrust
towards lower-level organs and the enterprises — moreover, against the citizens as a whole
— they tend to restrain and even paralyze creativity, ingenious enterpreneurial skills and
flexible adjustment. Nevertheless, it cannot be maintained that the central organs are not
interested in an effective functioning of the economy, for even in the most highly
centralized organization it is in the interest of the dictator to employ the resources most
effectively for his own purposes.

It is often rumoured that “high above™ are the adherents of the reform” and more
effective economic management. Their efforts, however, are doomed to failure because of
the resistance of the middle functionaries and managers and the public administration.
Some experiences undoubtedly point to the fact that a number of correct principles of
the reform have got lost in the course of the elaboration and implementation of
regulations and decrees aimed at the carrying into effect just these principles. However, it
can hardly be believed that this stratum should be motivated in such a way as to impede a
competitive, efficient economic management. In any case, where could it find the power
to be able to frustrate consecutively the reform pursuits of the central bodies? I think
the troubles can be explained on the basis of the interests and conflicts of the conomic
and political organizations. In my opinion, resistance to change and progress is rooted
much deeper in socio-economic life and cannot be explained satisfactorily and acceptably
by superficial assumptions. There has to be a significant soical force whose interests run
strongly against the realization of the objectives of an efficient, competitive economic
management which can rapidly adjust itself to new conditions — what other reason could
there be for failing to realize these objectives?

[ don’t think, this clash of interests can be detected in the single-dimension
conditions of power relations, even if it is a well-known fact that both the power centre
and the organizations in the middle and lower levels of the hiearchy are highly structured.
Among them, too, there are all kinds of rivalries and bargaining. To explain this
phenomenon it seems necessary to introduce a further dimension of the conflicting
interests of producers and consumers.

Why do the interests of the producers and consumers clash? Consumers would like
to get up-to-date, high-quality products which meet their needs, as far as possible, and are
as cheap as possible. The producers, on the other hand, would like to sell their products
at the highest possible price, and if there is a chance, they would like to shake off the
nuisance of satisfying such requirements as diversification, assortment, quality and
modernity. This conflict is reflected most clearly in their standpoint on competition:
competition between productive and servicing companies is in the interest of the con-
sumers for it enchances their possibilities of choice and renders it possible for them to get
better, more suitable and cheaper goods. Moreover, producers are forced by competition
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to continuously develop technology, to improve their products and regularly to take into
account the changing requirements of the consumers. If they succeeded to get rid of
competitors, all this would become superfluous —or at least less urgent. No producing or
servicing enterprise favours competition, and all enterprises do their best to circumvent it.
As early as in the 18th century the maxim had been coined in Britain: “All men would be
monopolitsts if they could.”

In my view it is this very clash of interests which leads to the fact that “it doesn’t
work.” This is so despite all the good intentions, the setting of objectives and the
repeated promises. It is here that a significant and powerful social force can be detected
which is interested not in the development of competition but in seclusion and monopo-
lization. | think, the explanation telling us “why it doesn’t work” can be found in three
closely interrelated factors, which strengthen each other: l.the long-standing protec-
tionist seclusion of the country, 2.the highly monopolized nature of the domestic
market, and 3. the protection, by the state, of the interests of the producers against those
of the consumers. As a result of the interrelated character of these three factors,
economic policy and the development of the system of planning and management are
dominated by the interests of “minorities”. They have no interest whatsoever either in
opening up, in competition or in adequately meeting consumers’ needs. However, the
“majority” —interested in rapid progress —is unable to defend itself.

Before examining the above three factors one by one, it should be emphasized that
my assertions are by and large of a hypothetical nature; some of them can be perceived
by intuition or observation or by means of logic. Though only a few can be attested by
documentary evidence, | am sincerely convinced that they are valid. If | concentrate on
these three factors it does not mean that | do not regard the previously disclosed errors of
the economic policy and the system of planning and management as unimportant. In fact
| believe that they call for amplification from the point of view of the issues to be
discussed.

Hungary’s protectionist seclusion

Official statements try to present Hungary as a highly open country integrated with
the world economy. All economic difficulties, or at least the greater part of them, are
attributed to the seclusion and protectionism of other countries and their discriminative
policy against Hungary. In the course of the debate on openness [20, 17, 24] several of us
have pointed out the well-known, though generally hushed-up fact, that the Hungarian
economy is qualitatively or from the point of view of trade policy extremely closed
especially if this is measured by the ease with which frontiers can be crossed by goods,
capital, people and all kinds of skills and informations. | have summed up my views as
follows: “We can hardly be wrong in considering the contrast between the high degree of
quantitative openness and the similarly high degree of qualitative closeness as one of the
gravest problems o f the Hungarian conomy. ”([20] p. 221.)

The protectionist seclusion of Hungary has historical traditions of long-standing,
but this could be also stated in the reverse: integration with the world economy, and
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liberal, free-trade ideas and practices have almost no tradition whatsoever in Hungary.
Under the influence of German economic nationalism Hungarian industrial development
was of an introverted, import-substituting character even before World War I. However, at
that time this was directed towards an Austro-Hungarian Monarchy-size domestic market
which rendered production in most fields efficient. The Hungarian economy, narrowed
down by the Trianon treaty of 1919, lost a considerable part of its markets. Although it
would have been of vital interest to develop economic integration with the neighbouring
countries, i.e. to engage in a policy of “openness”, this was prevented by the nationalist
fanaticism of that time. Instead of this, the ambitions to reconquer the “territories
annexed by the neighbouring countries” and at the same time, the dread of the possibility
that the countries of the Little Entente would “encircle” Hungary, led the country
towards an introverted, uneconomical, import-substituting form of industrialization. This
was oriented towards a narrow domestic market, while at the same time the modern-
ization of agriculture was impeded by the system of latifundia burdened by feudal
constraints. Some results were undoubtedly achieved by adjusting to the new situation
and there were some firms which switched over to an export oriented business policy and
achieved outstanding successes both in technological development and in widening their
markets even under conditions of keen international competition. Yet despite this,
industrial development was very slow and the distribution of incomes exorbitantly
disproportionate, thus resulting in great social tensions. Little wonder that under such
circumstances, following the serious shocks of the Great Depression, significant leading
groups of the Hungarian economy tried to find a way out by militarization of the
economy, by joining nazi Germany and fascist Italy and by the so-called “Grossraum”
economy of world conquest —as promised by those powers.

Following the collapse and devastation after defeat in World War 11, at the time of
reconstruction the idea concerning the “economic cooperation of the nations along the
Danube” and the economic integration of South East Europe was put on the agenda once
more and seemed to have been revived. It was hoped at the time that chauvinistic
conflicts stirred up prior to and during the war could be done away with by the people’s
democratic transformation which was headed by the Left. It was hoped this would bring
about a vast market which could become the foundation of a meaningful international
division of labour and economic progress. The idea of South East European economic
integration, in all probability, preceded that of the integration of Western Europe, but —
in spite of this —unfortunately it could not be carried into effect since it ran counter to
Stalin’s plans. Following communist take-over and the sharpening of Cold War tension it
became obligatory to imitate the economic policy of the Soviet Union. This meant
seclusion from the capitalist world and a general policy of increasing the pace of an
introverted, import-substituting industrialization. [6] Such a policy might have been
justified (though probably not absolutely necessary) in the case of the Soviet Union,
encircled as it was by hostile countries. It had been forced into a war, and thus into
autarky and reliance on own resources. The development of all branches of its industry
were based on ample raw material resources and a huge domestic market, and they were
also affected by the loss of importance of foreign trade. The copying of all this, however,
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proved to be a serious error in the post-war era in the small countries of Eastern
Europe, whose economies had been devastated by the war. These countries have
still not recovered from the grave consequences of that policy. The division of la-
bour, and integration among the CMEA countries, were made extremely difficult
by the highly centralized stateowned economic system within the national frameworks.
At the same time, the consequences of the system compulsory plan instructions and
the neglect of rentability made both enterprises and authorities uninterested in the
exploitation of advantages resulting from trade. All this was not counter-balanced by the
establishment of the CMEA, because by this system all member countries became closley
attached to the Soviet Union.* Also, by means of its arbitrary specialization, it induced
relatively intensive trade among the member countries which, however, was not based on
world-market competitiveness, technological achievments and up-to-date standards.[16]

It is worthwhile recalling the events of the recent (or not so recent) past because it
can thus be understood that the tutors of the present-day decision-makers of economic
policy (moreover, of economists in general) and even the professors of their tutors had
lived in a world dominated by a protectionist way of thinking and practice. Although
they had learned about and taught on, the theories of comparative costs and the
advantages to be derived from foreign trade, for the majority of them these ideas had
meant some kind of abstract, artifical theses devoid of reality. Thy felt —and still feel,
with good reason —that these theories had and have nothing, or little to do with our
world and practice.

Much has changed since the fifties: as early as 1954 critical remarks were published
on the neglect of advantages resulting from foreign trade, and there also appeared the idea
of the efficiency related to foreign trade. This was followed by a wave of comprehensive
criticism on the Stalinist system of plan instructions, which resulted in the realization
that the whole system of planning and economic management was in dire need of
fundamental reform. The seclusion of the Hungarian economy from the world market
was significantly eased by the new system of control and management introduced in
1968. Thus an end was brought to the total separation of production and foreign trade.
As a result, the information of producers regarding developments in world markets was
enhanced considerably, Nevertheless, twenty years have not been sufficient to carry into
effect the principles of the liberalization of trade which had been set as the original
objective. A great number of resolutions have been passed, measures taken and articles
published on the enhancement of the efficiency of foreign trade. Nevertheless, capitalist
imports have been regarded as an unavoidable evil and the objective of exports has
remained the covering of import needs. The concept that foreign trade benefits if
uneconomical production is substituted by imports and only economically produced
goods should be exported is still regarded as a ridiculously heretic or even naive view by
many decision-makers. This has been the fault not only of the trend of “reversal to the
old” following a few successful years after 1968, but also of the stabilization programme

*This is termed “one-core East European region” by Ferenc Kozma. ([13] p. 144).
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launched in the early eighties in order to put a halt to the indebtedness which started in
the wake of the above trend.

Halting and withdrawing the reform process and reducing openness got a strong
impetus when, following the price explosion in the world market, the Hungarian
economic policy-makers unfortunately regarded seclusion and CMEA orientation as the
manifestation of the superiority of socialism, i.e. they imagined that such a policy would
be able to “defend” the Hungarian economy against the relative price changes. Even
worse, they were able to pursue such a policy for quite a long time and therefore neither
producers nor consumers adapted themselves to the new price and demand relations in
the world market. This resulted in immense and long-lasting losses in the terms of trade,
as well as in the failure to implement structural changes in production and consumption.*
If the original principles of the reform (i.e. that foreign trade prices have a direct effect)
had been introduced this would not have occurred and —similarly to other countries
flexibly adapting themselves to market changes —the terms of trade losses would have
been much smaller and would have lasted for a shorter time. If, in the second half of the
seventies, world market price changes had asserted themselves on the domestic market
and enterprises had operated on the basis of profit-orientation, there would not have been
such an important increase in consumption and investments. These increases resulted in a
high rate of Hungarian indebtedness. The majority of enterprises would have not been in
a position either to increase wages or to raise investment credits and many of them would
have faced a serious financial crises (as happened in many other countries). This, however,
would have necessitated a structural change and a technological and market regeneration
which pointed towards a real solution. The changing of the structure of production would
have caused many difficulties and demanded the acceptance of considerable social
sacrifices in the second half of the seventies. However, these would have been less than
those of today, moreover they would have been more tolerable, owing to the political
stability of that time.

Instead of this, Hungarian economic policy-makers chose the course of maintaining
an unchanged economic structure and simultaneously stepping up an enforced increase of
consumption and investments. These quite naturally, could be financed only by foreign
loans and these increased by leaps and bounds.** Tme, they were supported in this policy
by the unreasonable, abundant money offers of Western bankers who, irrespective of
what these loans were assigned to, regarded them as good investment. The unchanged
structure of production and industrial development oriented to CMEA markets naturally
did not enable the rapidly increasing imports from capitalist countries to be covered by
exports. When, at the end of this path, Hungarian debts became increasingly oppressive
during the late seventies, the bringing to a halt of the process of indebtedness and the

*The CMEA orientation could be realized “only” in the investment policy determining the
structure of production and exports. It failed, however, to materialize in imports since the possibilities
of the CMEA countries were greatly overestimated in that respect.

**This is termed by Zsuzsa Bekker (5] “the path of passive drawing in of resources”, i.e. when
foreign loans are used not tor structural regeneration but in order to postpone such restructuring, (p.
186)
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restoration of the equilibrium of the balance of payments was declared to be the chief
objective. Of course, halting indebtedness is absolutely necessary, but setting it as the
major objective is a grave error since only the improvement of efficiency can be the
genuine target. This alone can provide a firm basis for balancing and developing the
economy. If, instead of this, external equilibrium becomes the objective, the economy
will unavoidably be pushed in the direction of deteriorating efficiency and seclusion, i.e.
it will be plunged into a downwardly spiralling whirlpool.

Yet there has not been any major structural change, opening-up, adjustment to
the world market, and enhancement of the independence and of the profit-motivation of
the enterprieses. Instead exports have been radically stepped up, imports have been
restricted, investments throttled and the forint, the national currency, has been re-
valued.* The protectionist seclusion of Hungary was increased by this policy in two ways:
enforced exports tend to result in backing up unprofitable, uneconomical exports —thus
further deteriorating the structure of production instead of improving it by adjustment to
changes in the world market. Administrative, and therefore necessarily arbitrary, restric-
tion of imports not only causes difficulties in production and exports (thereby increasing
shortages) but stimulates any kind of import-substituting production, however un-
economical it should be, i.e. it further deteriorates the structure of production.** The
insistence on the expansion of exports and the granting of various preferences and
subsidies hides the policy of import substitution but makes it look as if export orienta-
tion was being pursued. However, it suffices to cast a single glance at the development of
industrial investments to show what stupendous sums are spent on objectives such as the
Jamburg gas pipeline, the B&s-Nagymaros hydroelectric system and primary production.
It also shows how little remains for updating the manufacturing industries and thus
rendering them competitive in the world market.*** If —as mentioned above —the
enforced substituting of imports with domestic production is also taken into account, it
becomes obvious that Hungarian economic policy has not become open and export-

at was Béla Balassa ([2] pp. 29-31) who first pointed out that subsequent to 1978 -
contrary to the official statements - the forint had been revalued and not devalued. This was shown
by adjusting the currency-basket, used for measuring, according to the market composition of
Hungarian trade.

**The rapid growth of material and semi-finished goods imports from Western countries
seemingly contradicts the development policy based on import substitution. Actually, however, the
restriction of imports and import substitution at any price usually happens paralell with the squander-
ing of imports on agrand scale. By the allocation of imports and the lack of price and profit sensibility
enterprises are stimulated to attain as high an import allocation as possible and to defend their
“rights” thus secured. Consequently a situation aries in which there often occurs both superfluous
imports and unprofitable, import-substituting production.

***In the words of Andras Koves: “Hungary —like all other CMEA countries —is characterized
by the fact that imports for development from the capitalist countries generally do not serve the aim
of export-oriented development sufficiently, but are still part of import-substituting on a CMEA
(sometimes on a national) scale.” Imports from capitalist countries aim first of all at the development
of engineering and the chemical industry. “However, the development of these branches of industry
has been realized mainly as part of the plan to improve qualitatively and quantitatively the supply of
the CMEA region. Thus, in Hungary for example the central development programmes for engineering
(public vehicle programme, computer programme) have not defined the stepping up of exports to the
West as a requirement and are aimed exclusively at the increase of domestic supply and exports to the
CMEA region.” ([16] p. 124))
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oriented, but has remained oi an Iniroverrea LMfcA-orientea nature, isolated from the
world economy. “Opening” does not mean that a country exports anthing which can be
sold but that all profitable export possibilities are grasped. On the other hand, imports are
substituted by domestic production only if it is profitable, while domestic production is
gradually terminated if it cannot be made cheaper than imports. Naturally this demands
an export-oriented development policy, the concentration of investment funds with the
aim of developing profitable exports, and the withdrawal of capital from deficit export
ventures or import substituting activities.

The protraction of an introverted protectionist policy and the missing of the chance
for opening was a serious error, not only because a distorted production and trade
structure became ossified, but because growth was also slowed down and subsequently
brought to a stop. This made it impossible for Hungarian export capacity to avoid lagging
behind the increase of import demand and eventually prevented the preservation of living
standards. It was an error also because, meanwhile, the world changed a lot: the world
market for industrial products —and particularly of the most up-to-date ones —has
increased rapidly. Of the small nations, the only successful ones were those which were
able to integrate into this process by specializing their production and marketing their
goods all over the world. The global character of raw material sources, the production and
the distribution of technological' knowledge on a global scale, the internationalization of
the division of labour in more and more areas and in increasing depth of the production
process, the expansion of the world market, the international flow of capital, informa-
tion, scientific and technological knowledge and experts — all these are processes
expanding irresistibly despite fluctuations in the world of business and the protectionist
set-backs of certain periods. It may even be added that in spite of the rapid progress of
globalization and internationalization, these processes are in many respect only at the
start of their course and such tendencies will, in all probability, gain further ground.
Therefore the lag of a small country like Hungary - falling behind the developed
industrial centres because of its protectionist isolation as regards the most dynamical
sectors of industry —is much more significant than fifty years ago. If this policy is
continued it is to be feared that the situation will be much worse twenty years from
today.

However, if this policy of protectionist isolation seems to be obviously unreason-
able and disadvantageous and is doing so much harm, then who is profiting by it, in
whose interest is it and how is it able to survive?

The monopolization of the Hungarian economy

Naturally, seclusion has many causes and these start with ideological-political
schools of thought which want to defend Hungarian economic and cultural life against
capitalist influences. They scent subversive intentions and hostile activities behind any
Western relations. Then there are defeatist views which regard becoming competititve on
the world market as hopeless and wish to mitigate the increasing exposure of Hungary by
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introversion and the restriction of foreign relations.* Opening towards the world has been
impeded considerably by the fact that in the selection those working in the foreign trade
organizations and missions of Hungary and also those sent abroad on official or business
trips (and this is much the same today) attention has been given to the viewpoints, of
political reliability and vigilance of the personnel. Foreign trade know-how, command of
languages and technical competence have been considered secondary factors.**

In my opinion the ideological, political and “vigilance” aspects are by no means
negligible factors in the development of isolationist attitudes. Nevertheless economic
interests, often almost indiscernible and overshadowed by them, are probably at least as
important as those — although they are mentioned less frequently. Thus it would be a
mistake to assume that isolation from Western markets in enforced solely from above
against the will of the enterprises; the situation is often just the reverse: Hungarian
enterprises, too, fight for and achieve or maintain protection in their own interest against
import competition. | think | am not mistaken in attaching great importance to the
interests of producers who want to eliminate the judgement of the world market and
regard such interests as the core of an introverted isolationist policy. It is no wonder:
efforts to restrict, and if possible to eliminate, competition have as long a history as the
market and competition themselves. It is the natural attitude of the productive and
servicing enterprises —and this should not be held against them and cannot be changed —
to strive to get rid of their rivals. If they are unable to achieve this, they try to come to an
agreement instead of competing with them. Producers can be but forced to compete, but
nowadays this is proving to be a difficult and not very successful task anywhere in the
world. A necessary, but by no means adequate, condition of this is the legal prohibition
of any restrictions of competition whatsoever —i.e. the guaranteeing of free “entry” and
“exit” in various economic activities, the interdiction of collusions, market allocations,
price agreements and distribution of production lines etc. among corporations. It is a
well-known fact that such laws do not wholly guarantee the free functioning of markets.
In this respect, too, everything depends on the enforcement of the laws. Of course, if the
establishment of monopolies and the elimination of competition have not been prohib-
ited but, on the contrary, organized, pressed for and guaranteed by menas of decrees by
the state itself, it involves much graver consequences.

The reasons are known but, to may mind, it is still not adequately clear why the
monopolization of production and sales has reached unprecedented dimensions in the
socialist countries [31, 27, 18, 19]. It is argued by many experts that this form of
economic organization suits exactly the purposes of the system of a hiearchically
organized power structure with compulsory plan instructions. This is because central

*According to Ferenc Kozma Hungary’s balance of the “rent on capital and brain” in her trade
with the capitalist world shows a deficit ([14] p. 47.) and “while socialism has a minority position in
the world economic pattem this will result in an outsider’s position for us. As long as our technol-
ogical development, organizational standards and discipline lag behind those by whom we are regarded
as small enterpreneurs, our status as outsiders gives them an opportunity to exert pressure on us.”
(1151 p. 45))

**The specific character of Hungarian foreign trade companies by which security aspects and
the absolute conformity with central directives have been put into the fore (while the aspect of
efficiency has been played down even to a greater extent than at civil productive enterpriese) was
termed “the superiority” of these enterprises by Istvan Salgé [25]r
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management finds it easier if its instructions have fewer “adressees”, and it can also be
justifield by the rationality of the economy of scale. There was so much talk about the
“superiority of socialist big enterprises” that apparently the disadvantages of the monopo-
lies had been quite forgotten, as if such drawbacks existed only under capitalism.
However, these “big enterprises” (which are often organizationally merged enterprise
conglomerates) have, as a rule, not proved their superiority in the course of competition,
have not produced better, more and cheaper goods (thus superseding smaller producing
and servicing enterprises by means of evolution); they were called into life by Party
directives and state measures and merger campaigns organized from above. In the course
of this process of monopolization, political and public administrative bodies have become
closely intertwined with the newly established managements of big enterprises (quite
frequently somebody who is a deputy minister today becomes a general manager
tomorrow or vice versa). Therefore, it is difficult to estimate the extent to which this
phenomenon has been due to the interests of the centralized power structure, to the
“megalomania” and “imperialism” of the unbounded ambitions of the managements of
the big companies or to the strong desire to get rid of competition. It can be stated with
certainty that there has been no serious resistance, on the part of big enterprises, to merg-
ers: in the same way the disintegration of big enterprises has not been supported
strongly either. Thus, there is no significant, organized, social force which is interested
in decentralization and in calling into life and/or developing competition.

Striving to shun the judgement of the market is the natural attitude of the technical
staff of enterprises all over the world including those who want to introduce the most
up-to-date technological procedures. It is much easier to be modern if one doesn’t have to
think about the price of modernity or to contemplate whether this would be recovered in
the price of the product. Of course, along with this, it is much easier to conserve obsolete
technologies and not to develop either production or products if there is no competitor in
sight. Therefore, it is to be feared that the “increased appreciation” of the technical
intelligentsia, so often declared nowadays (and actually needed very much, indeed),
would in itself not render Hungarian products competitive.

Socialist monopolistic ambitions were not motivated by earning monopoly rent
since profit-related interest hardly functioned at all. Even if it functioned in a small way,
the possibilities for price and profit increases were highly restricted. The interest in
eliminating competition tends to be very strong even if there is no profit-related interest.
The conditions and the characteristics of the economy of shortage were in great detail
and from many angles described by Jdnos Kornai [10]. Obviously, under the conditions
of an economy of shortage and in a sellers’ market, where the producers are in a position
of superiority, this interest manifests itself to an even greater extent, and thus the
position of the producers is further strengthened. Having eliminated competition, the
consumers’ needs and changes in demand can be disregarded more than ever, technologi-
cal development can be left out of consideration, the pressure of the market decreases,
the intensity of work and discipline can be loosened, and quality can deteriorate.
However, the productive enterprise is often compelled to put up with these conditions
because competition has not been eliminated solely by it, but by its suppliers as well. As a
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buyer, the enterprise also becomes exposed and is obliged to tolerate the inferior quality
of materials and semi-finished goods as well as their uneven delivery. This is because it
cannot approach anybody else on the monopolized market. The elimination of competi-
tion and shortage spreads to the labour market as well: management cannot take a
resolute stand in dealing with the workers, it has to put up with a drop in productivity,
intensity and discipline, and it also has to accept the production of sub-standard goods —
if its does not want to risk losing its workers.

The attitude of the worker, however, is also understandable since he reasons
economically. If he feels his job to be cumbersome and does not derive any pleasure from
it, but at the same time he has not to fear being sacked because of the prevailing shortage
of labour, then he can have only three aims: to get the highest possible wages, to work
the shortest hours possible and to exert as little effort, and physical and mental energy as
possible. If his working hours are fixed and cannot be shortened, if his wages do not or
only to a very small degree depend on performance, then he has no other choice but to
minimize his input and reduce the work-intensity; consequently, the quality of his work
deteriorates. This can be restricted by traditional decency, honour of the trade and
exacting demands towards himself. However, practice unfortunate clearly indicates the -
effect and the duration of the above factors. Naturally the worker’s attitude changes
immediately as soon as his employment and/or wages become dependent on working
hours and performance as can be observed in the second economy.

Striving for a monopolistic position is often justified by being seen as a defence
against the suppliers as a result of shortage. The position of the enterprise as a buyer
is also strengthened by the elimination of competition: as a major or single buyer it can
face its suppliers more effectively than if its strength was spent in competition. This
argument seems watertight as regards the secluded domestic market of a highly monopo-
lized economy of shortage, but it does not hold up when productive or foreign trade
companies brandish the same argument in defence of their monopolistic positions in the
export trade, in order to maintain the prohibition of export competition. As a matter of
fact, Hungary has virtually no export product which has reached a monopolistic position
on the world market and, therefore, Hungarian export goods inevitably have to compete
with similar or substitute products. Thus the prohibition of export competition does not
strengthen Hungarian positions abroad, it simply ensures that the domestic conditions for
producers and sellers are rendered more comfortable.

Naturally producers are also buyers, and as such they would like to buy raw
materials, equipment, and component parts on a market based on competition, from
those who offer the most adequate goods at the lowest price. While every monopolist
defends his own market against competition, he regards as desirable to eliminate monopo-
lies, to introduce free competition and to liberalize imports in all other areas. (Why it is
the producers’ interests, rather than those of the buyers, which assert themselves in
practice — this will be discussed in the following chapter.)

With the majority of products, the elimination of competition — a reasonable and
instinctive endeavour of all producers — becomes possible only on closed domestic
markets. For this very reason the policy of protectionist seclusion and the “defence’” of

3 Acta Oeconomica 39, 1988



34 A. NAGY: WHY DOES NOT IT WORK?

the domestic market are deeply rooted in the interests of productive and trading
enterprises, irrespective of whether they operate under the conditions of a system of
compulsory plan instruction or a market economy, or within the bounds of a transitional
system between the two. The system of compulsory plan instructions (destined to
eliminate commodity-relations, money and market) was of course par excellence suited
for the elimination of competition and the rendering of almost complete monopolization.
However, it would not have been able to bring it to “perfection” if it had not coincided
with the well-founded interests of the productive enterprises. Naturally it is not only the
productive enterprises but also the trading and servicing firms which try to eliminate
competition and to achieve a monopoly position: it should not come to light that others
can buy or sell under more favourable conditions or can offer better services at a lower
price. Yet while the exporting enterprise does its very best to hinder others in exporting
the same product, it would like to be able to choose among the rivalling producers. The
importing enterprise, too, would be in favour of triggering off competition on the
domestic market but would not like to share import rights with others.

Every enterprise tries to present the maintainance of its own monopolistic position
as “national interest”, and to this end companies more often than not get the support of
the sectoral ministries and other authorities. Unfortunately, while emphatically asserting
“the interests of the national economy” the basic truth often gets lost: it is only the
interests of the consumers i.e. the freedom of competition, opening towards the world
which could represent the true interests of the nation. It is this alone that would
guarantee the acquisition of high-quality products in abundant quantity and at a rela-
tively low price, and also ensure that resources flow to enterprises where competitive
production can be extended.

The efforts of the enterprises —in the course of the reform process —to gain
greater independence, to get rid of the direction of “higher” organs and their practice of
interference in major and minor matters alike, and the apparent discontent of the
enterprises at being veritably hamstrung, have deceived many people and made them
believer that they were adherents of a free market economy and competition. Nothing
could be more off the target: actually the enterprises would like to get rid of the
“bullying” by the authorities in order to strengthen their monopolistic positions. It has
never entered their minds to voluntarily resign their right of being protected by the state
against competition particularly against import competition.

Everybody deplores and condemns the tendency of chronic indebtedness, the
insufficiencies of export performance and the necessary restrictions of imports. Conse-
quently, the extremely strong interests of all producers in setting themselves against the
influx and competition of imported goods have become blurred. Instead of complaining
they ought to be grateful that, owing to the monopolization and to the low efficiency of
the Hungarian economy, the consumers have generally no possibility to choose between
domestic and imported goods. If they did have a choice it might compel Hungarian
enterprises to work in amore disciplined and efficient way, and to turn out higher-quality
products based on a more developed technology.
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Who should be protected by the state?

The elimination of competition and the establishment of monopolistic positions is
obviously in the interest of the producers, and it is similarly evident — only less
well-known or stressed — that market competition is at least as much in the interest of
the consumers. The abolition of the economy of shortage is considered desirable, and it is
a coveted aim to bring about an abundance of goods, and a buyers’ market instead of a
sellers’ market — yet this is feasible only by means of competition and opening up
towards the world market. In economies isolated from import competition it is often
attempted, quite in vain, to break up big enterprises; this alone cannot bring about
market relations since it is soon realized by enterprises producing or marketing similar
products that collusion is more advantageous for them. Thus they prefer to agree on
prices and the partition of the market, rather than compete in the field of prices, quality
and delivery and risk being alarmed at the prospect of losing buyers to a competitor.

It is a natural concomitant of the division of labour that there are always less
producers of one article or another than consumers: everybody wears shoes but relatively
few produce them. How is it possible that in spite of this, the minority can assert its will
and interests such that in the sphere of the economy, too, the majority is dominated by
the minority? Where the market is cut off from foreign competition and monopolies can
rule, the interests of the productive minority dominate, and the more spheres in which
these prevail the more valid this statement proves to be. In Hungary this is the case is
many fields today, even if the reform has brought quite a few improvements in this field,
too.

The theory of Mancur Olson* long ago supplied the answer to the question which
asked why smaller organizations can assert their interests more successfully than bigger
ones: “The larger the number of individuals or firms that would benefit from a collective
good, the smaller the share of the gains from action in the group interest that will accrue
to the individual or firm that undertakes the action. Thus, in the absence of selective
incentives, the incentive for group action diminishes as group size increases, so that large
groups are less able to act in their common interest than small ones.” (See: [23] p. 31) If
such a disproportion prevails between smaller and bigger groups and organizations, as
regards the interest and even more the successfulness of their fight to assert their
interests, then it cannot be expected that some kind of optimum solution should be
produced as a result of the free bargaining among the organizations representing various
interests in the distribution of either resources or incomes. “Some groups such as
consumers, taxpayers, the unemployed and the poor do not have either the selective
incentivies or the small numbers needed to organize, so they would be left out of
bargaining”, writes Olson. “It would include choosing policies that, though inefficient for
the society as a whole, were advantageous for the organized groups because the costs of
the policies would fall disproportionately on the unorganized.” ([23] p. 37)

*See: [22]and [23]. Olson’s theory could be reviewed here only in a very abbreviated and
incomplete form.
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It follows that it is worthwhile for the interest groups to cut out a larger “slice” of
the “pie” of the gross national product even if by doing so they reduce or even diminish
the growth rate of the GNP. When monopolistic organizations succeed in achieving
greater profits by eliminating competition, by means of higher prices, by tax allowances
or by maintaining activities which could not survive in case of competition, both the
distribution of resources and the pattern of consumption is distorted to such an extent
that the gross national product is either reduced or its growth rate slowed down. ([23] p.
42) This is made possible for them because the consumers of the other parts of the “pie”
are not organized sufficiently to be able to defend the interests of the majority and of the
national economy.

On examining protectionist seclusion and the high degree of monopolization, it
turns out that in Hungary a strong influence is exerted on the public industrial and trade
policy by the various interest-protecting organizations, big firms, and trusts — the
situation is similar in agriculture, too, as regards the state farms and the big cooperative
farms. As a result, certain big enterprises and cooperatives are in a position to attain
special subsidies, credits, protective tariffs, import-stops, wage and tax allowances from
branch ministries, the Planning Board or the Ministry of Finance. This often implies that
what is put at the disposal of firms of poor efficiency is taken away from those operating
profitably* and thus, the efficiency of the economy as a whole diminishes: some are
allotted more than they were entitled to receive and meanwhile everybody gets less than
would otherwise be possible. However, more is involved than this much criticized though
invariably functioning harmful practice: as a rule the more or less we 1torganized interests
of the producers are dominant in public economic policy, whereas the practically
unorganized interests of the consumers, taxpayers and citizens are pushed into the
background. Sometimes even ideologies are fabricated to substantiate such policies by
contrasting the socialist “society of the producers” with the capitalist “consumers’
society” as if meeting the consumers’needs on the highest possible level, a “basic law” of
socialism which has been repeated over and over again, had not in fact been taught for
ages.

The obvious counter-argument is that the consumers’ interests, too, are protected
by the state. Thus under the conditions of the economy of shortage the restriction of
price increases is in the interest of the consumers, so are a great number of the means of
quality control and so is the “supply obligation” of some big firms, i.e. it is their
responsibility to ensure that no major shortage of basic goods should ensue. Authorities
have to take a great number of such measures because if the dominant monopolistic

*The redistributive influence of budgetary curtailment and allowances affecting enterprise
profits are analysed in detail by Komai and Matits [12]. They stress as one of the most characteristic
features of this system the compensation of losses and the drawing away of big profits (p. 180.). The
new turnover tax system holds out the hope that such redistribution will lessen. In the wake of the
enhanced interest taken by citizens in the activity of the Parliament, the question arises that this
cannot be regarded simply as fiscal-profit levelling. The question is put as follows: what will the voters
think of the practice of subsidizing enterprises in the red out of their (the tax payers’) money?
Wouldn’t it be possible to pay less taxes or to put the money towards the financing of worthier
objectives?
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organizations were able to enforce their interests without restraints within the framework
of a secluded shortage economy, this could result in economic anarchy: the consequences
would be rapid inflation, difficulties in the supply of basic goods and a seriously
unbalanced budget.

Yet, despite the fact that authorities are compelled to take many such measures, it
is the highly monopolized interests of the producers, namely the big companies, which
basically prevail in the economic policy of the state.* This is substantiated by the fact
that the state did not forbid or impede but, on the contrary, itself organized and
sometimes enforced mergers of firms and cooperatives, the establishment of monopolistic
organizations, and the elimination of competition even if such measures were not justified
by efficiency considerations. When the irrationality of this practice became obvious in
more and more fields, the administration started reluctantly and half-heartedly to break
up some big enterprises. However, collusions were not prohibited and thus there was no
need to engage in competition.** This is also borne out by the high level of protectionism
in trade policy, i.e. on the market of industrial finished products there is very little, and
in case of most products, no considerable import competition. Moreover, this is also
reflected by the fact that — as mentioned above — even if it were in the interest of the big
enterprises to be able to purchase high-quality raw materials, semi-finished products, and
investment goods cheaply on a market based on competition, in their quality as buyers
they belong to the “weak” majority and thus the interests of the “strong’ minority assert
themselves.

However, appearances are deceptive and therefore managers of big enterprises and
high officials of ministries, too, would certainly protest about an allegetion stating that
monopolies are protected by the state. It is not protection but exposure to the authorities
which is felt by the enterprises, whereas the state authorities might feel that they “resist
the pressure exerted by the enterprises” and are rigorous and exacting, since only a minor
part of the requirements of the enterprises are acceded to. This, however, does not
invalidate the basic fact that the elimination of competition represents an extremely high
degree of protection. A green-house means protection even if flowers wither away in it.
No wonder that amidst the raging storms of the world market those ones which are
withering (despite, or rather because of their protected situation) cannot hold their
ground. It is not to be wondered at either, that the less competitive and adaptable they
feel themselves to be, the louder they protest against the competition of imports.

*An aspect of this problem has been analyzed by Kornai [10], who describes the relationship of
the “paternalistic” state and its enterprises (pp. 561—568). A spectacular feature of this is — as termed
by the author — the “soft budget constraint” (pp. 306—309) and/ or “pumping” from the higher
authorities (p. 569).

**Even small ventures (moreover, the second economy) become beneficiaries of the monopo-
listic position and are able to sell somewhat better quality good than those turned out by big state
enterprises, or products more eagerly sought for and having a high profit margin. Nevertheless they are
obviously unable to oust the big companies by competition or to compel them to raise their
efficiency. In such cases even the increase in the number of enterprises cannot bring about real
competition thus the increase of social efficiency, and the position of the consumers, too, tends to
improve but modestly.
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Consumers are wronged seriously in two ways by the lack of competition, and
within that, by the lack of import-competition. First, as mentioned, with competition the
assortment of goods is increased and consumers are helped in their efforts to find the
most suitable products at the most reasonable prices. It is also advantageous for the
consumers if producers are compelled by competition to develop production technologies
and products, to improve quality, and to ensure that marketing organizations need to
search for and broaden consumers’ requirements. The lack of such direct advantages are
highly damaging to the interests of the consumers. Yet consumers suffer even more
disadvantages by the fact that, owing to the lack of competition, enterprises are not
forced to produce more efficiently, to turn out better quality products, and prevent
waste. Enterprises are not selected by competition according to their efficiency, and
neither bankruptcy, nor upswings, nor a new start are made possible under this system.
Thus the general increase of social productivity is retarded. A broadly-based system of
competition could lead to a twofold result: first, it could help consumers to spend their
incomes on better-quality, more up-to-date, lower priced goods; second, since competi-
tion increases the efficiency of the economy as a whole, incomes would rise at a faster
rate than they would (if at all) in a situation in which the monopolistic position of
producers and seclusion remained. These are exactly the two major complaints of the
consumers: often, even at a high price, they do not get what they need, and incidentally,
they have much less income than feasible. Both of these troubles could be put right only
by competition and opennes.

It is often stated these days by the authorities that wages cannot be raised and
consumption cannot be increased — moreover, it is said it ought to be considerably
reduced — because production is insufficient, and prior to increases in wages and in
consumption, productivity must be enhanced. However, this argument is deficient: social
productivity is low because, with the active assistance of the authorities and in the
interest of the producers, there has been established a highly monopolized domestic
market secluded from world market competition. It is precisely the elimination of the
factors required for enhancing performance that has kept the gross production of society
at a low level. The question arises whether it should not be pointed out to a greater
extent that these are the reasons why there have developed immense differences in
productivity and incomes between countries formerly at a similar level of development,
e.g. the two parts of Germany, or Czechoslovakia and France, or Austria and Hungary?
(Naturally this phenomenon also has a number of other causes, criticized from many
aspects in the literature of economics and politology.)

The extent to which economic policy is influenced by big enterprises and sectoral
lobbies has been highlighted and described by several authors [3, 7, 28, 1]. Moreover,
there are quite a few authors who regard the centralization of a socialist economy as
insufficient, meaning that the central authorities (Planning Board, Council of Ministers)
are often powerless in the face of the lobbies enforcing the interests of branches of
industries or monopolistic companies. The task of the central authorities has frequently
been restricted to seeking for compromises and the coordination of the demands of
all-powerful organizations representing particular interests. In my opinion the solution
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cannot be found, of course, by strengthening the central organs or by helping some
economic dictator to assume power but by radically changing the roles of the state
authorities.

If it is true that the producers’ and trading organizations have been from the outset
superior in strength to the majority —the consumers and users —then it seems obvious
that the authorities controlled by the political organs ought to take sides with the weaker
majority in the course of the process of democratization, and in helping the population
realise its interests. The public authorities should protect the interests of the consumers,
i.e. of competition and openness towards the world economy, whereas the producers
should take care of and defend themselves. This, of course, should not be interpreted as
an imperative “either —or”, but as a demand that the conscious and deliberate protection
of the consumers should get much more weight in public decision-making. It should also
be seen as the realization of the fact that it is the consumers who, as a rule, are afflicted
by the multifarious favours granted to the enterprises.

Such a change of roles by the authorities and an increased influence of consumers’
interests can be realized only if separate organizations are called into being with the task
of preserving, increasing and safeguarding the effective functioning of social capital.* The
capital owner’s functions ought not to be separated from the state authorities but such
organs should be established which would be able to exercise such funtions.** The low
efficiency of production and the various forms of wastage can be explained mainly by the
fact that capital has had no real owner. It is for this very reason that, despite rigorously
strict measures, “the protection of social property” is rather a shaky affair in Hungary,
and also, that almost nobody is interested in the most efficient operation of capital.

Although the state organs have not behaved like real owners, due to their almost
unlimited right of disposition over capital they have become intertwined with the
interests of the producers.*** Why should he, who exerts the owner’s functions of the
mans of production, protect the consumer against the producer? Thus, if this function is
not separated organizationally from the organs of state power it cannot be expected that
the interests of the consumers will be consistently protected by the latter. This, however,
is an unavoidable condition of democratization. Moreover, without such a separation of
tasks neither an efficient operation of capital nor the development of competition can be
realized. For this reason it is regarded by many of us as the key issue of progress in
Hungary.

The state should not organize and protect the monopoly organizations but should
prohibit their existence, and fight against all kinds of restriction on competition and
against market distortions, since this is in the interest of the consumers, i.e. the citizens.

*The question concerning the most adeguate form of ownership rights is a subject of debate
among Hungarian economists. See e.g. [4, 29, 30, 8, 26]. According to the preliminary results of this
debate it can be ascertained that it seems expendient to establish not one but more forms of exercising
ownership rights, yet it would demand longer experiences and testing before they could function in a
statisfactory way.

**|t was Janos Kiss who drew my attention to this distinction.

»e»According too Ferenc Donath “the reasons for the soft budget constraint of the enterprises
are rooted in the ownership function of the state” ([9] p. 189).
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Producing enterprises should be defended against foreign competition by protectionist
measures only under the most exceptional conditions and then only temporarily. Such
protection is due exclusively only to promising beginers and only as long as they have
not become competitive following a period of technological and market “running in”.
When weak, non-competitive producers are protected by the state —sometimes indefi-
nitely, the consumers are unable to defend themselves and are damaged by the retention
of production of low quality, obsolete technology and high costs.* Such protection, if as
extensive as in Hungary, lays an insupportable burden upon the budget and enforces the
repeated raising of foreign credits which, in turn, results in the reduction of civil
consumption, an increase in the pressure of taxation and a drastic cut in investments.
This, however, cannot be a permanent set of solutions, for it is only a postponement of
the treatment, and as such it aggravates the disease.

Those who do not want or think it impossible to reduce the intervention of state
organs into the management of enterprises often accuse the consistent adherents of the
reform that they demand “the withdrawal of the state from the economy”. Under the
present circumstances, in a modern economy where the state has to shoulder many tasks
of common concern, the voicing of such a demand would be not only illogical but
unfeasible as well, and therefore nothing of the like has been suggested by anybody.** The
debate is focused on the necessity of changing the economic role of the state. On the one
side there are those who do not wish any essential changes in that field, i.e. the adherents
of the theory “let us do the same but better”; on the other side are those who demand
substantial changes — suggesting, for instance, the creation of social capital owner
organizations, separated from the state authorities. Thus it is claimed that instead of a
detailed regulation of production, investment, material supply, wages, and instead of
informal interventions, the main economic task of the state organs should be the
protection of the consumers. This —wherever it is reasonable and efficient —is served
best by developing and sustaining competition. It should be driven home that the support
of the particular interests of unprofitable ventures is always to the detriment of other
activities and society as a whole. People should be made aware of the fact that the
veritable jungle of various prerogatives, special stimulations, protection against imports,
subsidies, tax exemptions, easy credit terms, and the impeding of the flow of capital and
labour impair the efficiency of social labour as a whole. While small collectives may profit
by these practices, all of us live much worse than we could live if all these privileges did
not exist.

Is all that has been said not an attempt to “square the circle”, to demand of the
state organs to protect the consumers instead of the producers, or more exactly: to

*The majority of society can decide, of course, to make sacrifices in order to maintain the
activities of certain non-competitive enterprises since this is considered justified for one reason or
another. Such a case could be for example the maintainance of a certain degree of agrarian
protectionism for the sake of self-sufficiency in food production or the protection of the farmers.
However, to make correct and voluntary decisions, it should be seen clearly in such cases how many
sacrificies are accepted (and by which strata of society) by means of buying at higher prices or by
paying higher taxes.

**See more details ([121] p. 8) and ([10] p. 565).
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significantly diminish in their decisions and measures the influence of the interests of the
producers and to increase those of the consumers? Do I not contradict quilelessly with
this demand Olson’s theory cited above, according to which small interest groups can
fight more successfully for advantages than big ones, particularly if the latter ones are not
even in the position to associate? How could the state be persuaded to behave and
function in a different way if it followed from the natural logic of things that the
anti-competitive attitude of producers’ interests coincided with the principles and
practice of centralized hierarchical power? These are “‘good questions’ because it is hard
to answer them, moreover we cannot be sure that our answers have been correct.

Howeover, it has become a generally accepted fact that the Hungarian economy has
got into an extremely grave and critical situation, and there is no possiblity whatsoever to
get out of, and recover from, this rock-bottom predicament by following the old trends.
Thus a change in policy and in the institutional framework is regarded today by many
people — “at the bottom™, ‘“high above” and even inbetween — as necessary and
unavoidable. This is a rare occasion, holding out some hope of changes which will not
only break-up some previous power and economic interest associations, ossified habits,
and friendly or corrupt personal relationships demanding and granting prerogatives, but
also bring changes in the public policy of protecting producers to the detriment of
consumers. However, I cannot predict whether this hope of mine is well-founded or not,
whether there will be comprehansion enough ‘“high above” and social pressure from
“below”” which could achieve such a turn round of attitudes.

It is an undeniable fact that the changes suggested: the development of competi-
tion, the reduction of protectionism, and the cutting of uneconomical production would
imply — particularly in the present situation of Hungary — considerable social commo-
tions. The vitality and viability of any system, however, depends on its capability to
effect changes of the necessary level and in time, to adjust itself to new conditions and to
tackle unavoidable conflicts inherent with such changes.

[ have drafted my statements in rather sharp terms but this does not mean that [ am
not aware of the fact that progress can be made only step by step in all these fields, i.e. in
eliminating the monopolies, developing competition, in the process of openness, import
liberalization, changes-in the roles of the state, protection of consumers’ interests and the
establishment of organs functioning as owners of capital. Yet I am greatly worried
because Hungary does not make any headway (or does so only to a very limited extent)
in these directions. Moreover, as a rule, even the objectives are not defined unambigiously
and thus it is difficult to see what we are driving at. It is first of all the clear definition of
strategic objectives which is needed in order that experts should be able to elaborate, in
full view of the public, the detailed policies required to achieve the tasks successfully.

Much is talked about the reforms but little is done, and this has resulted in the fact
that a considerable part of the population has identified worsening living conditions,
inflation, increasing tax burdens, and the restrictions of cultural and public health service
with the reforms. They do not realize that all these problems originate from the omission
of long-suggested and overdue reforms. If society were to support the reform, it ought to
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see that it serves its own interests, and demands not only sacrifices from the people but
holds out the promise of a significant improvement of its living standards as well. Thus the
state would protect society not less but in a better and different way than before. If
society cannot be persuaded on this point, the anti-reformist forces will continue to gain
allies from the public, for their efforts to frustrate the changes suggested.

Progress is also impeded by very strong economic interests, and the reason why “it
doesn’t work” is neither simply the conservatism of bureaucrats jealously guarding their
power, nor their incompetence. Creating the conditions of a market, true competition
and opening-up have encountered extremely strong counter-interest and silent resistance.
Thus, it is no wonder that “it doesn’t work”. However, the question arises: how long is
this state of affairs tolerable?
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NMOYEMY HE MONYYAETCH?
A. HAllb

MoyeMy Mbl He ABWXeMCA Brepej MO MyTU ynydlleHWs 3PheKTUBHOCTK, MPUCNOco6/eHns K
MUPOBOMY PbIHKY, U3MEHEHUS CTPYKTYPbl HECMOTPS Ha TO, YTO Oblia NPUHATA Macca peLleHnii 06 3Tom 1
MHOT Ve X03ANCTBEHHbIE PErynsTopbl 6bl/M BBEfleHbI C 3TOM LIeNIbI0 M MHOXECTBO pa3 M3MeHeHbI? KakoBa
npuyMHa TOro, 4TO 3TO, MMEHHO TO, YTO Mbl C MO/IHbIM OCHOBAHWEM CYMTAEM CaMbIM BaXHbIM, He
nonyyaetca?

YiKe MHOrve 1 NpaBWIbHO yKasann Ha NPUUMHbI Heyjad, 0fHaKo cKa3aHHOe [0 CUX MOP HY>XHO
[ONONHUTL NPOTUBOMOMIOXKHOCTLIO MHTEPECOB MPOM3BOAMTENS U MOoTpebutens. lMoTpebuTenb xouet
nofly4nTb KaK MOXHO fyylle COOTBETCTBYIOLLYIO, KayeCTBEHHYIO, COBPEMEHHYIO MPOAYKUMIO MO Kak
MOXHO 60siee [ieLleBOiA LieHe. A NPOU3BOANTENb KaK pas Hao6opoT XoTen 6bl NPoAaTb CBOK NPOAYKLMIO
KaK MOXHO [OPOXe W — €eCN MOXHO — CTPeMuUTCcAa un3bexkaTb Y0BNeTBOPeHUs TpeboBaHWii K
acCOpTMMEHTY, KayecTBY W COBPEMEHHOCTM. OTO NpoTMBOpeyne Hambonee YeTKO MPOABASETCA B UX
OTHOLLUEHUN K KOHKYPEHLMW: KOHKYPeHUMS MNpeanpusaTuii cepbl MPOM3BOACTBA U YCAYyr B MHTepecax
noTpebuTens, B TO Xe BPEMS HW OUH NPOU3BOAWUTENb UK 06CAYXWBalOLLee NPeAnpusATUe He NO6UT
KOHKYPeHLUW B fenaeT u Aenaet Bce, 4TOObI ee n3bexaTb.

To, «no4vemy He MosiyyaeTca», UMeeT TPMW, TECHO CBSA3aHHble Mexay co6oli, ycunmeatolime apyr
apyra, npuynHbl: 1 faBHO MPOAO/XKAOLWasncs NPOTeKLMOHUCTCKAsA MU30AALMA CTPaHbl; 2. Ype3BblyaiiHo
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CWbHAsA MOHOMONM3AaUMS BHYTPEHHEro pbiHKa W 3. TO, 4TO TOCYAapCTBO 3aliMLiaeT WHTepechbl
NPON3BOAMTESIEN MO OTHOLLEHWIO K NOTPebrTensm. MepenneTeHne sTMX Tpex (HaKTopoB BefeT K TOMY, UTO
peLuatoLee 3HaueHNe B POPMUPOBAHNN IKOHOMUYECKOI NOAUTUKM 1 CUCTEMbI YTNPaB/eHNs U 3auHTepeco-
BaHHOCTU, UMEIOT MHTEPEChl TAKUX «MEHbLUMHCTB», KOTOPbIe He 3a1HTepecoBaHbl HA B OTKPbLITOCTYW, HA B
KOHKYPEHLIMWM, HW B XOPOLUEM YAOB/IETBOPEHUWM MOTpe6HOCTell noTpe6uTeneil. AHanM3 3TUX Tpex
(haKTOpOB MOKa3blBaeT, YTO HaLleMy JBVKEHWIO MeLlaloT BecbMa Cepbe3Hble, 3KOHOMMYECKME UHTepPeChI, 1
NPUYMHOIA TOT0, YTO «He MOy4YaeTCsA», ABNAIOTCA He MPOCTO KOHCEPBATU3M, XXe/laHue COXPaHUTb CBO
B/1aCTb U HEKOMMETEHTHOCTb GlopokpaToB. Co3faHunIo YC0BWI A1 PbIHKA, 418 NOAMHHOM KOHKYPEeHL MM
1 OTKPbITOCTW MeLlaloT BeCbMa CU/IbHAA KOHTP3aMHTepPecOBaHHOCTb U MOJTHa/IMBOE COMPOTUBIIEHNE.
PelueHne morno 6bl faTb TO, Y4TO6bI M0 Mepe pasBUTUA eMOKPaTUW BNACTV B MepBYto 04epedb BCe
6onblue 3awmuiany 6bl NOTPe6UTeNen ¢ NOMOLLLI0 Pa3sBUTUSA KOHKYPEHUMM WM NOBOpPOTa K MUPOBOMY
PbIHKY, & 3TO MOXEeT MPOM30ATK NN B TOM C/y4vae, ecnu 3ajady 3th(eKTUBHOIO MCNoib30BaHUSA
06LLeCTBEHHOr0 KanuTana 6yAeT nMopyyeHo OTAeNIeHHOM OT BAAcTW, 3aMHTePecOBaHHOW opraHusaumm.
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INTERNATIONAL COMPETITIVENESS AND IMPORTS
A. INOTAI

The study reveals a definite correlation between the international competitiveness and
the import structure of certain countries in a wide international context. In the last years the
import-restrictive behaviour has been replaced by a more liberal import-licensing system and a
sytem of means aiming at an overall improvement of import efficiency. A decrease in their
share in the world economy and especially on the world market of industrial goods and their
unsuccessful efforts to expand exports greatly depends on the import policy of the European
CMEA countries. The latter is obviously deeply rooted in the outwarn economic mechanism
and the autarkic and restrictive policies, increasing under unfavourable influences of world
economy.

Of the recent changes in global economic power relationships and in the interna-
tional division of labour, most attention has been given to - and deserved by —the
strengthening of the industrial division of labour and the enhanced activity of many
earlier less- or medium-developed countries. Numerous studies deal with the sudden
advance of developing countries and the increasing sophistication of their exports. That
is, they not only export more industrial products but also the exports themselves
comprise more and more complicated, highly processed engineering products. Both the
undeniable success of some countries in this field and the weak performance of others
(and last but not least the spectacular losing ground of the European CMEA countries)
have prompted many economists in Hungary and abroad alike to attempt to explore the
causes behind such varied performances. On the basis of their findings they have
suggested tentative solutions for economies which lag behind. Analyses have revealed
many causes of the competitiveness of manufactured exports; these include: economic
strategic approaches (export orientation), and surveys starting from the sales market side
(expansion of the international market-place, trade policy of the receiving countries).
However, there have also been analyses tracing back successes and failures to a few factors
(e.g. technological development, separation of the export sector from the economy as a
whole, and the exaggeration of the otherwise positive role of certain export promotion
measures). Again there are views (mainly in the latest literature on the subject) that
explain competitiveness not only by economic but also social and political factors, and by
a different scale of values.

While admitting that competitiveness is a multi-factor characteristic of any
economy [1], in this paper the author will concentrate on one of its specific relationships.
It will be examined if there is a relationship between manufactured exports and the
dynamics of imports of a given economy and if there is one, how close it is. This question
has not been raised for some time, either in the Hungarian or the international literature
on the subject. It has came to the forefront only in recent years, since many countries
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have frequently been forced to significantly reduce their imports. Thus a practical
economic policy put the basic question: how, if at all, can exports be increased while
imports are cut back? The question is all the more topical in Hungary, for there have
been complaints, from the very start of import restrictions, which stress that under such
circumstances it is impossible to boost exports (particularly against dollars); import
restrictions necessarily weaken the economy’s export potential and undermine its market
position.

This paper wants to throw light on two themes: firstly, the connection between the
competitiveness of exports of manufactures and imports will be highlighted through
international statistics and secondly, the major features of national import policies which
influence the competitiveness of industry will be outlined.

Exports of manufactures and imports

Beside European CMEA countries, we drew into the statistical analysis the NIC
(Newly Industrialized Countries) group that has 10 member nations, and a further eight
economies —the manufactured exports of whom, to OECD member countries, exceeded
US$ 650 million in 1985 (in fact, it was more than one billion for all but three countries).
We considered the SITC 5—8 categories as manufactured goods, except for SITC 68
(non-metallic minerals). We took into consideration trade with the OECD only. We did so
because (a) this offered a proper basis for comparison, (b) most manufactured exports
(and all the competitive ones) go to those markets, and (c) the positive impact of imports
affecting the competitiveness (in the forms of machines, equipment, technology) can be
best felt in the imports from the OECD countries.

Table 1 compares total manufactured and engineering exports and the respective
import items. All NIC countries increased their total exports, some of them to a very
large extent. The picture of developing countries in the second line is not particularly
uniform and as for most CMEA countries, they registered less dollar export revenues in
1985 than in 1980. There was only one developing country unable to increase its
manufactured exports, but most CMEA countries fell into this category. The situation is
even more telling in the engineering industry: here each and every CMEA country lagged
considerably behind its own performance back in 1980 — althought this was the field
which developed most dynamically in the first half of the decade and it was also here that
the growth of exports by developing countries was the strongest.

Yugoslavia performed much like the CMEA, as did Argentina, India and Morocco -
the latter being unable to get rid of import substitution. Elsewhere, in the Far East,
Brasil, Mexico, Israel and Tunisia engineering export outpaced the dynamics of their total
export of manufactures, and more than once even doubled between 1980 and 1985.
Highly varied growth paths are best shown by the figures of the first two lines: in five
years, developing countries increased their exports of manufactures by 57 percent, but
engineering exports by 106 percent, while the CMEA countries reached 81 and 64
percent, respectively, of their exports in 1980.
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Table 1
Changes in exports and imports between 1980 and 1985 a

Manu- Engi- Manu- Engi-
Total . Total .
factured neering factured neering
exports imports

changes between 1980 and 1985 (1980 = 100 percent)

South Korea 174 175 286 137 149 162
Taiwan 193 199 241 113 105 109
Hong-Kong 127 129 171 120 121 144
Singapore 136 166 183 107 115 112
Brasil 146 106 214 64 60 69
Mexico 158 222 273 82 83 89
India 124 112 96 132 140 151
Israel 126 139 241 126 126 141
Yugoslavia 120 134 106 75 74 65
Argentina 109 105 102 11 30 28
Malaysia 103 160 168 100 95 124
The Philippines 89 134 154 62 58 60
Thailand 114 171 340 98 101 112
Indonesia 82 304 61 73 72 67
Saudi Arabia 227 79 8l 79 74
Morocco 90 162 119 87 113 75
Tunisia 67 95 129 73 75 73
Pakistan 137 149 121 114 119
Hungary 93 80 76 86 86 93
Romania 101 102 65 37 38 30
Soviet Union 78 74 63 97 95 96
GDRb 111 100 87 60 67 62
Poland 71 60 46 48 54 48
Czechoslovakia 82 83 72 73 81 77
Bulgaria 72 81 38 114 114 154
European CMEA countries 88 81 64 80 82 81
Developing countries 83 157 206 90 89 91

abased on data of trade with the OECD
btrade with the FRG excluded
Source: OECD Trade by Commodities Series C.

The other key message of the table is that there was no synchronized movement
between manufactured exports and the total, and manufactured imports, respectively. In
other words: there were still possibilities for expanding the export of manufactures while
total imports were reduced or grew much slower than manufactured exports did. Of 18
developing countries, only seven raised their imports, one kept them at a stable level and
the others cut back by one or two thirds, or by 20 to 25 percent in most cases. Where
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there was a growth of imports, this was either accompanied by substantial exports
resulting in imports while improving the balance of trade — or else debt problems were
not that serious. In other words, the balance of payments did not call for import
restrictions. Although developing countries with the biggest debt burdens were forced to
cut back their imports, this did not set back their manufactured exports at all. Brazil’s
imports, for instance, fell by one third between 1980—1985 while its manufactured
exports more than doubled; Mexico’s imports declined 18 percent but its manufactured
exports grew 2.2 times and even Argentina, which over five years reduced its imports by
an unprecedented two thirds, managed to expand its manufactured exports by S percent
between 1980 and 1985.

Now what do we see in the CMEA? Their imports, with the exception of Bulgaria,
considerably fell and so did exports. What’s more, manufactured exports in the Soviet
Union and Hungary dropped more than total import did. In trade betwen Bulgaria and
the OECD, a 14 percent growth of imports was coupled with a 19 percent slump of
manufactured exports. The picture gets even clearer if we seek indexes like the import
dynamics of socialist countries compared with the developing ones: they are easy to find
for imports by the latter also dropped in most cases. Hungary’s imports from the OECD
declined just as much as Morocco’s but less than Mexico which compensated for the
dwindling of imports by raising its industrial exports 2.2 times; Morocco managed the
same by a margin of 62 percent. However, in Hungary, manufactured exports dropped by
20 percent. Bulgaria’s import growth of 20 percent equals that of Taiwan, but its
manufactured exports did not feel the benefits — they fell by 19 percent while Taiwan’s
doubled. The conclusion is obvious: even countries on a far lower level of industrial
development than the CMEA have been easily capable of boosting their exports of
manufactures while cutting back their imports. The gist of the problem is to find out
what the structure of imports was like and what pattern of production it supported. It is
evident that maintaining an outdated, non-competitive structure kept alive traditional and
similarly non-competitive import demands. However, their full or even nearly full satisfac-
tion cannot result in growing exports because such a situation supports a production
system which turns out uncompetitive products. Thus the solution lies in restructuring,
and the import policy must also be put at the service of this and not towards the upkeep
of loss-making production lines.

The obsolescence, depreciation and non-competitiveness of the import structure as
against the export structure can be best proved by the dynamics of engineering imports,
shown in the last line of the table. It is well-known that engineering imports are usually
the driving force behind the technical/structural development of an economy and it is
these imports that carry the promise of strengthening export potential and improving
competitiveness. Hence they enjoy a distinguished place among imports, particularly
when the balance of payments difficulties call for import restrictions. The question is:
what items should be sacrificed? The dynamics of the total imports of developing
countries fell, in most cases, far behind the dynamics of engineering imports. Of the NIC
countries, Yugoslavia and Argentina are the only exceptions, a fact that explains in part
the growing problems of both countries’ attempts to remain competitive. As for the Far
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East, the increase of engineering imports outpaced that of the total imports by 5 to 25
percent (here Taiwan is the only exception). Mexico and Brazil, countries applying the
strictest restrictions, could not avoid the decline of their engineering imports between
1980 and 1985, but the percentage proved to be 5 to 7 points less than that of the total
imports. In this respect CMEA countries are closer to the overall trend: their engineering
imports fell sizeably (except for Bulgaria), but not as much as their total imports did (the
exceptions are the Soviet Union and Bulgaria). The Hungarian data are, relatively
speaking, satisfactory (though many believe they are not): beside a 14 percent reduction
of the total imports, engineering imports only fell by 7 percent. Total figures also indicate
more or less uniform international tendencies: regarding the entity of socialist or
developing countries, there is virtually no difference between the dynamics of total
imports and engineering imports; as for NIC countries, it can be seen that the door opens
slightly in favour of engineering imports. This is a major element contributing to greater
competitiveness. However, another element can be found not so much in the dynamics of
imports but instead in the efficient application and use of imported goods, namely,
engineering exports facilitated by such imports. This is where the big difference is: a 19
percent reduction or engineering imports in me socialist countries was followed by a 36
percent drop in engineering exports, while in the developing countries 9 percent less
engineering imports were coupled by engineering exports soaring to a 106 percent
increase and in the NIC countries, the relevant percentages were 1 percent and 120
percent. Thus it is not the magnitude of input that is decisive but the transferring
potential of the economy using the input, the economic policy and the structures serving
this potential. (For the indexes see Table 2.)

Another basic problem, closely related to the economic policy applied, lies in the
widely varied share of engineering imports in the different totals. Table 3 shows the share
of engineering imports for selected countries between 1980 and 1985, as part of their
total imports from OECD countries. It seeks answers to two questions: first, what is the
usual share of engineering imports necessary for the success of a development policy and
secondly, how did import restrictions affect the share of engineering imports?

From the figures it is obvious that the machinery imports of developing countries
from the OECD are far greater than these of socialist countries. The Soviet Union’s
engineering imports equal those of Taiwan and lag far behind those of South Korea,
Singapore, and lag behind, by an even greater extent, those of Mexico or Saudi Arabia. Of
course, it is needless to stress the difference in development level and economic potential
between the Soviet Union and the latter countries. Engineering imports by small
European CMEA countries between 1980 and 1985 may be compared, at best, to the
lowest figures of Morocco or Tunisia; they account for about a half or two thirds of fairly
curtailed Argentina imports, less than half of those of Portugal, one third of those of
Greece and in some instances less than one-tenth of comparable imports by rapidly
developing Far Eastern and Latin American countries.*

*Engineering imports by these developing and European industrialized countries come mostly
from the OECD, while those of the CMEA countries come from within. However, the comparison
stands since machine trade within the CMEA, with a few exceptions, has not improved international

competitiveness (sometimes it works the other way round, i.e. it prevents production satisfying world
market requirements).
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Table 2
Specific (per unit) imports of industrial and engineering exports, 1980-19853
(1980 —100 percent)

Engineering Engineering Industrial Engineering
exportsb imports® exports'* exportse

total indus- total total engineering

trial exports imports imports imports
South Korea 1.63 1.18 1.28 1.77
Taiwan 1.21 0.96 1.76 2.21
Hong-Kong 1.33 1.20 1.08 1.19
Singapore 1.10 1.05 1.55 1.63
Brasil 1.04 1.08 3.22 3.10
Mexico 1.23 1.09 2.71 3.07
India 0.86 1.14 0.85 0.64
Israel 1.73 1.12 1.10 1.71
Yugoslavia 0.79 0.87 1.79 1.63
Argentina 0.97 0.90 3.39 3.64
Malaysia 1.05 1.24 1.60 1.35
The Philippines 1.15 0.97 2.16 2.57
Thailand 1.99 1.14 1.74 3.04
Indonesia 0.20 0.92 4.16 0.91
Saudi Arabia 0.35 0.91 2.80 1.07
Morocco 0.73 0.86 1.86 1.59
Tunisia 1.36 1.00 1.30 1.77
Pakistan 0.98 1.23
Hungary 0.95 1.08 0.93 0.82
Romania 0.64 0.81 2.76 2.17
Soviet Union 0.85 0.99 0.76 0.66
GDRe 0.87 1.03 1.67 1.40
Poland 0.77 1.00 1.25 0.96
Czechoslovakia 0.47 1.35 0.71 0.25
Bulgaria 0.47 1.35 0.71 0.25
European CMEA countries 0.79 1.01 1.01 0.79
Developing countries 131 1.01 1.74 2.26

abased on data of trade with the OECD

bfigures higher than 1 show a growth of engineering exports higher than that of the total
exports.

cfigures bigger than 1 show a growth of engineering imports higher than that of total imports.

dincrement of industrial and engineering exports projected to one unit of imports and engineer-
ing imports

etrade with the FRG excluded

Source: own calculations based on data from OECD Trade by Commodities, Series C.
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Table 3
Engineering imports from OECD countries

Million USD In percent of OECD imports

1975 1980 1985 1975 1980 1983 1985
South Korea 1760 4143 6719 36.6 33.9 38.0 40.0
Taiwan 1584 4718 5127 39.8 43.1 37.9 41.6
Hong-Kong 975 3776 5428 27.5 33.0 34.6 39.4
Singapore 2025 5479 6116 53.1 52.4 52.5 54.9
Brasil 3737 4557 3162 48.2 43.2 46.0 47.1
Mexico 3638 9653 8604 50.9 47.5 45.7 51.5
India 925 2109 3187 25.6 32.2 38.7 36.8
Israel 1151 1590 2239 38.4 34.6 46.7 38.8
Yugoslavia 2194 3524 2293 45.5 43.2 35.3 37.7
Argentina 810 4200 1181 34.7 55.5 39.0 49.7
Malaysia 1010 2710 3363 51.1 48.2 59.5 59.6
The Philippines 1228 2338 1404 48.7 47.4 53.0 46.0
Thailand 884 1879 2106 46.6 41.5 46.0 47.4
Indonesia 1901 3644 2438 47.8 49.5 50.8 45.4
Saudi-Arabia 2647 10884 8001 54.2 48.2 49.6 43.7
Morocco 693 980 736 40.2 33.2 35.2 28.5
Tunisia 452 894 651 41.2 32.0 38.8 31.9
Pakistan 564 1342 1591 40.1 49.1 46.8 48.1
Greece 1887 2833 2222 46.1 34.9 35.1 30.5
Ireland 897 2988 2915 28.2 30.9 30.7 32.7
Portugal 961 2539 1670 37.1 39.0 39.4 33.3
Spain 3304 6069 6729 36.2 36.9 38.9 40.2
Turkey 1796 1597 3295 53.6 42.9 48.7 51.0
Hungary 461 898 838 25.2 27.5 27.3 29.9
Romania 676 901 272 33.9 23.2 15.7 19.1
Soviet Union 4478 5388 5156 35.7 25.0 30.6 24.5
GDRa 332 538 333 29.3 21.6 30.9 22.4
Poland 2052 1806 873 37.3 27.9 20.8 27.9
Czechoslovakia 669 985 755 35.6 33.2 32.9 34.9
Bulgaria 491 437 671 44.7 27.2 38.9 36.6
European CMEA countries 9159 10953 8898 35.2 25.9 29.5 26.3
Developing countries 140500 127412 43.4 44.0
Latin-America 17344 34481 26810 46.8 45.9 43.5 47.2
Far East 37527 50695 39.7 45.1

atrade with the FRG excluded.
Source: author’s own calculations based on OECD Trade by Commodities, Series C, Exports.
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Such differences cannot be attributed solely to the problems of imports against
convertible currency of socialist countries (because this problem first emerged in 1975,
when there were no balance of payments problems), neither can they be justified by
arguing that these countries purchase the overwhelming part of their machinery from
within the CMEA. The basic difference is rooted in the economic policy applied, notably
the tendency of the existing structure to devour more and more imports to be paid in
convertible currency. This is why engineering imports as a part of total imports from the
OECD move around 25 percent, while elsewhere they range from 35 to 50 percent. Given
the fact the CMEA countries have been (were) able to satisfy most of their import
demands from within the socialist integration, they could have been expected to put
imports against dollars at the service of development policy and technical renewal.
However, what has actually happened is just the contrary.

Import restrictions since 1980 have practically failed to significantly affect the
share of engineering imports as a part of the total. Although some countries were unable
to avoid a slight but temporary setback in their volume of engineering imports (Mexico,
Brasil, Pakistan), by 1985 the above-mentioned index of engineering imports rose again
and soon rose to a level above that of 1975/80. One of the factors contributing to
competitiveness lay in the fact that they managed to increase the share (as part of total
imports) of development-geared imports even under hard circumstances. Between 1980
and 1985 this indicator rose in the Far Eastern countries less afflicted by financial
problems by 2.5 to 6 percentage points, but as much as 11.4 percentage points in
Malaysia and by some 4 percentage points in Latin American countries having the gravest
debt problems. CMEA countries show a mixed picture: it was precisely engineering
imports that fell victim to Romania’s harsh import restrictions (its 20 percent share of
engineering imports is unprecedented and jumps to the eyes from the table); the GDR
considerably curtailed its imports in this field; while Poland and the Soviet Union held
their place. Over the period, Bulgaria significantly increased the proportion of its
engineering imports, as did Czechoslovakia. Hungary also registered an increase, by 1.5 to
2.5 percentage points.*

The most blatant differences are found in the comparison of figures for engineering
imports by CMEA countries and by the debtridden Latin American countries:

— there is a ‘“historic” difference in the share of engineering imports from within
the total Latin America’s lead was over 10 percentage points as early as in 1975: while
machinery from OECD countries accounted for a third of all CMEA imports, its share was
nearly one half in Latin America;

— the share of engineering imports in the socialist countries dropped in the second
half of the 1970s by some 10 percentage points from what was already a low level, while
it maintained its share in Latin America. In the CMEA countries it is hard not to see the
consumption policy of the second half of the seventies when mainly consumer goods

*For details see: [2]. May I note at this point that Brasil’s machine imports rose 42 percent in
the first three quarters of 1986 as against the same period in 1985. The share of high-tech products
imported by the Far East countries from the US was 36.5 percent, which is 10 percent of all US
high-tech exports. See: [3].
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were imported, the delayed restructuring, the excessive stress on an extensive growth and
the large agrarian imports distorting the relative share of machinery imports;

—between 1980 and 1985 the, by then, urgent restrictions did not bite further into
the CMEA’s engineering imports, yet its very low proportion resulted in sizeable short-
falls in development. The much higher barriers in Latin America did not lead to the
crumbling of their historically large engineering imports. Moreover, between 1983 and
1985, when their share fell 3.2 percentage points in the CMEA, in Latin America it grew
3.7 percentage points and by 1985 had outgrown the level of 1975.

These differences were clearly the outcome of the economic and development
policy pursued in the early 1980s. They go far beyond their statistical meaning and have
considerably affected the scope of manoeuvring of the long-term economic policy and the
competitiveness of the Hungarian economy.* The Hungarian economy indeed suffers
from import limitations, but it would be even more painful to liberate imports in a
manner that would help prolong the old production pattern. The structure of imports
must be revamped but this can only be accomplished with a simultaneous restructuring of
the domestic production, so that the import demand of the Hungarian economy emerges
not in the losing branches but in those worth developing.

Some characteristic features of the import policy

Behind the afore-mentioned changes in competitiveness and the correlations of
industrial exports and development imports there are, of course, countries with widely
varying levels of development, historic heritages and economic systems. Yet even though
those differences are wide, there are two universal prerequisities for strengthening
competitiveness and using (for the latter these are indispensable) imports in a reasonable
and cost-efficient way: an exchange rate policy and the liberalization of imports.

It is easy to see that there can hardly be any export promotion with an overvalued
national currency. On the contrary: such rates will encourage imports even at times when
the preservation of the balance of payments already calls for export promotion and
import restriction —the latter by market instruments, such as exchange rates, i.e. making
imports dearer, and not by administrative measures. In fact, it is realistic for exchange
rates to be able to call lots of successful import substitution programmes into being which
cannot be instituted with an overvalued national currency (or can only be instituted with

*The cut-back of investments and machinery purchases after 1982 had a particularly adverse
impact on the Hungarian economy. At the same time, a significant volume of machinery was bought
from the West, but the ensuing capacities were good for nothing because they were not up to
international requirements. ‘The main difficulty .. . lies in our own activity: . . .we are “afraid” of
deciding against the, naturally wellmeaning, representatives of the “losers” of the selective develop-
ment policy (...), we do not dare to face unavoidable conflicts and difficulties entailed by their
solution.” 14].
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a large amount of uncertainty as to the returns).* The comparison of Far Eastern and
Latin American countries clearly shows that the difference in the two region’s global
competitiveness can, at least up until the early 1980s, be attributed to no small extent to
their different exchange rate policies. While the former were more or less able to set
realistic rates for their currencies, the national currencies of the latter remained, in most
cases, chronically overvalued —in spite of intermittent and substantial devaluations. It is
characteristic that in the Far Eastern countries the black market only paid 6.9 percent
more for one dollar than the official rate, while the same percentage was over 40 in Latin
American countries.**

Divergences between different efficient economic policies are not simply in the
affirmation or negation of a realistic exchange rate but in the measures chosen to achieve
and/or maintain it (i.e. intermittent devaluations in systems with fixed rates, planned and
continuous devaluations, free-floating rates).***

A frequent concern related to the implementation of realistic exchange rates is that
it does not facilitate the enforcement of a stabilization policy because repeated devalua-
tions perpetuate the pressure of (imported) inflation. This is true but the effects should
not be overestimated. Notably, only those imports that are competitive under the new
rates are made dearer by the devaluations (otherwise such imports could easily be
substituted for with domestic products). This is when it turns out that under the new
rate, some imports are not needed at all. On the other hand, previous import restrictions
are not likely to disappear at once, i.e. simultaneously with a change of the exchange rate
but they are more likely to be eased step-by-step. In other words, the slow clearance of
import channels may, in spite of more costly imports, ensure a certain gradualness.
Flowever, there is one thing which must be avoided. The exchange rate policy is an
instrument of export orientation and of making the economy more flexible —it is not to
serve an anti-inflation policy. It may cause considerable problems if, as happened several
times in the past, we try to attain certain economic goals by using inappropriate means.
In such a way we would not only be unable to reach the goal but also we would inject a
great many additional contradictions, tensions and rigidities into the economic processes.
The total social and economic costs of such contradictions would eventually be more

*It is not by chance that the extroverted Far Eastern countries, prompted by realistic foreign
exchange rates, substituted far more of their imports than did Latin America, a long-time vanguard of
import substitution. See [5].

**See [6]. The repeated successes of the Far East in 1986-87 cannot be separated from their
realistic exchange rate policy either: as the US dollar dropped, their national currencies, too, were
devalued against West European currencies, and also against the yen. Thus the region again gained a
competitive edge while managing to maintain its positions in the US market (and even expanding them
as against Japan). Between June 1985 and June 1987 South Korea devalued its currency against the
yen by 37, Thailand by 38, Singapore by 39, Malaysia by 43, Hong-Kong by 43 and the Philippines by
47 percent. See [7].

***The question has been amply dealt with by the international trade literature. In particular,
studies by the World Bank and the World Economic Institute of Kiel have elaborated the relevant
experiences in various countries. It should be noted that methods have been worked out for the
simultaneous implementation of realistic exchange rates and stabilization and several countries have
tried to use them, with varying degrees of success. See [8].
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expensive than the costs of solutions that the economic management refused at the very
beginning (because they seemed too costly) or did not dare introduce at all.

The use of exchange rates for the performance of functions alien to them can be
observed mainly in the practice of the European CMEA countries. Between 1981 and
1986 most countries under survey experienced significant devaluations, sometimes
dramatic, of their national currencies as against the US dollar. Yet Czechoslovakia, the
GDR and the Soviet Union countered these effects by revaluing the dollar rate of their
currencies. Romania left the dollar rate of its currency untouched. There is no denial of
the fact that sizeable differences in export performances may partly be due to differences
in exchange rate policies; but it is more than just this: the point is that the enforcement
of basically different economic policies also varied widely in the application (or non-
application) of the instrument treated here.

All in all it can be stated that:

— there is an obvious correlation between incorrect (ambigious) exchange rate
policies and a weak export potential; devaluation in itself did not prove to be a decisive
factor in relation to competitiveness, and this again indicates that an efficient economic
policy calls for the application of a wide array of other instruments as well;

— in some cases, even a dramatic fall of the value of money did not lead to a level
of economic disorganization such that it might have endangered the export potential;
moreover, it was sometimes exactly those countries carrying out the biggest devaluations
and experiencing the highest rates of inflation that excelled in increasing their industrial
exports.

Loosening the control of imports and gradual (or sometimes not so gradual)
liberalization of imports are other important means for stimulating an export-orientated
policy. Only at the first sight does it appear paradoxical that such trade policies should be
pursued by countries that are facing serious balance of trade problems. Here import
restrictions may seem to be the best remedy. However, in this case short-lived successes
are followed by the paralysation of potential export sectors; new, value-creating processes
have no access to imports while the long-established, inefficient commodity pattern of
imports is preserved. The practice of forced exports in socialist countries clearly shows
the pitfalls in that street (which is in fact a dead-end street).

Thus we have a case for the radical transformation of the former system of import
policy. Import limitation may of course, from time to time, be necessary and the volume
and magnitude of imports may be regulated even for longer periods. However, it cannot
be centrally ordained where to reduce or where and how much to increase. It is exactly
the reduced import resources that imperatively call for the best possible husbandry; and
this can be done if imports are gradually (or quickly) liberalized and an import competi-
tion, only limited by the amount spendable, is created.

The liberalization of imports (more precisely, an import policy put at the service of
the economy’s technical revival and the strengthening of the:value-creating process) is, as
in the case of changing economic strategies, not a matter of economic decisions but of the
outcome of political struggle.
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If this problem has been surmounted, then “technical” but actually essential
questions related to the liberalization of imports must be clarified, e.g. exchange rate
policy implications, the main tools of liberalization and the time-schedule of implementa-
tion.

Given a fixed rate of exchange, the liberalization of imports may reduce the
economy’s inclination to substitute imports because entering imports must compete with
less marketable domestic products. Also, such imports may help to lower prices because
they are cheaper than domestic products. However this only occurs if budgetary, social
and other considerations do not raise the domestic consumer price of cheaper imports to
the level of domestic products; this would have just the opposite effect. At the same time,
it fails to encourage exports, it has no impact on the capital and labour market nor does it
regroup the production factors towards exports. In other words, it may cause severe
ruptures in the balance of trade and payments of countries with non-convertible
currencies. Its impact on interest groups appears to be even more important: while the
liberalization of imports swells the number of those opposing that step (including those
whose interests are hurt by cheaper imports), no “other camp”, a potential supporter of
the import liberalization, can be formed simply because of the failure to strengthen the
export interests.

Therefore, tor many reasons, the kind of import liberalization that is connected to
changes in exchange rates (to devaluation) appears more efficient. On the one hand, it
boosts the interest in exports and on the other, it alleviates the fear of imports (imports
get costlier). In addition, it may result in continuous and controllable imports along with
a significant liberalization of imports (and gradually do devaluations let imports loose on
a previously protected home market).

A gradual strengthening of import competition may be accomplished by controlling
imports through quotas or customs tariffs. The literature deems the latter more effective
since the former comprise normative regulators while customs tariffs maintain (or
“smuggle” back) individual treatment, upkeep the significant differences in the measure
of protection of the various branches and conceal comparative advantages important for
competitiveness.*

The time horizon of liberalization is another key element in changing the import
system. One advantage of sudden and grand-scale liberalization may be that it shortens
the time span, precludes rearrangement (shock therapy) and leaves no one in doubt about
the policy determination of the economic management. In most cases, however, no such
quick opening is possible because neither the population nor many manufacturers on the
losing side can endure the shock therapy: the government’s determination would be
weakened by various views; and finally, a sudden liberalization can be successful only if it
includes the liberalization of the capital, money and labour markets as well. Therefore
this “package” can, in all likelihood, be introduced only step-by-step.

However, all these warn of two things: firstly, that import liberalization cannot be
an end in itself and cannot go its “own lonely way”. From the very beginning it must be

*The majority of countries apply tariffs and quotas.
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linked with changes introduced in other fields of the economy (exchange rate, capital
market, money market and labour market policies). Secondly, it is an indispensable
means of the export orientation which, in recent years, has even been used by those
countries (and not simply under pressure from the IMF or the World Bank) that found
themselves in a grave financial situation and had for decades pursued a highly pro-
tectionist trade policy.

Efforts by developing countries to liberalize their imports have been intensified in
recent years. During 1986 they introduced twice as many relief measures as restrictions,
while the proportion was fifty-fifty in industrialized Western countries.[9] Customs tariff
reductions became general, less import licences were required and in some cases the
system of import deposits was lifted. Most countries promote exports not only with
customs-free imports but also with expedite procedures, and in many cases with free
imports (registration but no licensing). Such a change of economic policy gets support
from two sides. Some countries have accumulated a sizeable surplus over the years and
they are trying to reduce this since the growth of their exports increasingly depends on
the supplies of the buying country(ies) as well. The prevention of protectionism, not
infrequently warding off political pressure, also calls for the use of such means (see the
Far East-US relationship). Again in other countries it was the strengthening of the export
potential that put this question on the agenda: as a result of a lid on imports, a pretty
large part of their capacities remained under-used; the technological gap increased and the
balance of payments was not improved in the medium run because the loss in exports
amounted to at least as much as imports “saved”. Centrally distributed import allocations
almost never reached the right place, while the long queues discouraged foreign capital,
and the commodity credits offered to numeruous countries could not be drawn on.

The liberalization of imports cannot take place without the liberalization of the
foreign exchange markets. Channels to finance efficient and competitive exports have
been established even in countries where the trade in foreign (freely-convertible) curren-
cies is closely controlled by the central banks. There are legally approved second markets
(sometimes with quite large surcharges) or the central bank gives foreign currencies for
imports to anyone paying a certain (15 to 25 percent) surchargege; from time to time
certain amounts of foreign currencies are set free and are open to tender. Exporters are
often allowed to keep a part of the foreign currency they have “produced”: they might
spend it on further purchases, i.e. they can remit it to their own account; they may
reduce their export-related expenses (such as advertising, services etc.) by convertible
imports necessary for such exports; or else they are given a special “certificate” that later
can be cashed in foreign currencies. A 100 percent delivery of foreign currencies earned
by exporters is nowadays a rare exception. The highly controversial attempt by Poland to
set up free a “foreign exchange market” can be considered as the first such experiment by
a socialist country.

Whatever solution the individual countries may choose, it is now obvious that, at a
given stage of economic development and with the priority of joining the international
division of labour, not only do central (monopolistic) foreign exchange control methods
not fit the array of instruments necessary to reach the desired goals, but they even work
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against them. This has been particularly conspicuous in recent Hungarian practice where
import restrictions and a strong central foreign exchange control have hampered proper
specialization. This is partly because imports increasingly went to companies handling the
biggest volumes of forced exports; the economic policy viewed such imports as “vital”.
The result was that exports earned less and less foreign currency and needed more and
more subsidies, while their import-intensity was rising. Exports produced with one unit of
imports meant an ever-growing burden for the economy. What is more, in some instances
it did not even cover the import expenses. On the other hand, one should not forget that
international specialization is a two-way road. All and every sector can join the interna-
tional division of labour only if growing exports are followed by growing imports. As it is,
some products can be turned out in much bigger quantities than demanded by the
domestic market, for in their case the country has comparative advantages. This applies
especially to the basic material and labour intensive branches, which are becoming
structurally outdated.

Experiences in the Far East indicate that over and above the simultaneous applica-
tion of the afore-mentioned instruments, many more prerequisites must be there to
accomplish a proper adjustment. These are: the existence of the money and capital
markets, the possibility of competitive basic material imports, a domestic tax system, and
the support of exports by small companies and the like. [10]

Some conclusions

1. The correlation between the competitiveness of manufactured exports and
imports lies basically in their structure and not in their magnitude. An import policy that
enabled a substantial restructuring of imports could render considerable support for
exports —so that exports could be increased with even less imports than before.

2. The economic-philosophical ordering principles of the “classic” import policy
have largely changed or are just about to change. Prohibitive- and restrictive attitudes
obeying short-term and short-sighted balance considerations have been widely replaced by
liberal import-licensing in all countries where imports serve as the basis for exports which
contain a sizeable amount of value added. This export potential cannot be separated from
the fact that the exporting company and/or branch needs to purchase raw and basic
materials, components, services, technologies and machinery from the most appropriate
sources in the global competition. The turnabout in economic philosophy can be
summarized by saying that, previously, competitiveness was thought to be created or
improved by establishing a domestic supply industry —nowadays it is the imports that
play that role. Such imports must not be prohibited or hampered —in fact, it is the other
way round: competing with imports, domestic suppliers for export branches may
flourish. Reverse thinking and action systems have, as experience shows, been unable to
create either competitiveness or an efficiently operating supply industry.

3. As for the increase of industrial competitiveness, the previously unambiguous
production and export promotion measures should be replaced by an extensive loosening
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of import restrictions, these restrictions being obstacles to competitiveness. However,
realistic exchange rates, the liberalization of imports and the abolishment of foreign
exchange monopolies (or their indirect practice), all promise results if they are employed
in a coordinated and parallel way and not separated from each other (in the latter case
further severe distortions may appear and discredit the otherwise correct measures).

4. No central interference in itself can improve the efficiency of imports. It goes
without saying that the scarce production factors should be used in the most efficient
manner and that precludes their central (redistribution. Only market conditions can
ensure that the scarce resources reach firms producing the biggest value added. On the
other hand, it is illusory to expect higher efficiency from the imports than from the
economy as a whole. It is not difficult to see that economies which generally use their
production factors in an inefficient way and are known to waste investment, labour,
energy and skills alike would not handle imports any differently. The amount of waste
and poor efficiency inherent in the functioning of the economy should be eliminated not
by central measures, no matter how well-intentioned they are, but by changing the
functioning of the system itself.

5. International experience indicates that there is a well-defined and in recent years
an increasingly close relationship between the import policies and export achievements
(competitiveness) of economies. Consequently, they can keep abreast of global competi-
tion if their import policy, being an important factor of competitiveness, is also adjusted
to the requirements of the period. Lacking this, even good initiatives will bring, at best,
only partial success, accompanied by growing distortions and serious tensions and
contradictions.
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MEXAYHAPOAHAA KOHKYPEHTOCIOCOBHOCTb
M NMTIOPT

A. NHOTAN

B pamKax LUMPOKOr0 MeXAyHapogHOro COMOCTaB/EHUSt B CTATbe MOKa3blBAeTCs, YTO Mexay
MeXAYHapOAHON KOHKYPEHTOCMOCOGHOCTBIO OT/AEeNbHbIX 3KOHOMUK M CTPYKTYPOI MX MMmopTa umeeT
MeCTO onpefesieHHass B3aMMOCBSA3b. B rocnefHee BpemMsi OrpaHUYeHVe MMMopTa BO MHOTUX C/ydvasx
cMeHMnock 601ee NbepanbHOl CUCTEMON paspeLleHnst UMNOPTa Y CUCTEMON PblYaroB, HanpaBAeHHbIX Ha
rno6anbHoe ynyuiieHve agheKTUBHOCTM UMMOPTA B KAUeCTBE HEeMocpeACcTBEHHOMO (hakTopa NPoV3BOACT-
Ba. YCM/IMBAlOLWAKCSA CAady nosnuuii B MUpoBoli 3KOHOMMKE eBporeiickux ctpaH C3B, a Takxe Heygada
MX MOMbITOK MOBbLICUTbL CBOM 3KCMOPT B 3HAUUTENbLHOM CTENeHW 3aBUCUT OT MPOBOAUMON NOMUTUKK B
061acT¥ MmnopTta. A MoC/edHsAs, OYeBUAHO, MMEET TY60KME KOPHWU B YCTAapeBLUEM X03SMCTBEHHOM

MexaHu3Me U B yCUIeHUWN B pesynbTaTte HeﬁﬂarOI'IpI/IﬂTHbIX MWPO3IKOHOMUNYECKNX BO3AeACTBUI aBTapKu-
YECKOro n peCcTpMKUMOHHOIO MblLLUNEHNA.
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CAN HUNGARY’S MONETARY POLICY SUCCED?

M. TARDOS

Discussing the possibilities and limitations of monetary policy in regard to market
management, the paper examines the particular features of Hungarian financial policy between
1968—1986. Reviewing the introduction of the two-tier banking system, the author seeks
answer to the question why and how long a substantial breakthrough cannot be expected in
spite of the changes.

The historic, and still traceable, basic principle of the socialist planned economy
was that within a reasonable time it would render the market and money superfluous.
These would be replaced by conscious and systematic guidance which would eventually
lead on to the age of man’s control over things.

Yet the world, and the views formed, have since been radically changed. It became
obvious that the priod following nationalizations, in which money had to stimulate the
plan fulfilment was not only marked by naivety but caused damage as well. Boosting
production had often become an end in itself and as such, it had not helped to satisfy
human needs; demand, including effective purchasing power, frequently remained un-
satisfied and there was nothing to effectively stop the waste of resources and the rapid
increase of costs. The imbalance of demand and supply also resulted in the decline of
creative spirits.

The ensuing situation soon made decision-makers realize that the role of money
could not be lessened. In its reform efforts, launched in 1954 and continued through
1956/57, the Hungarian economy set itself the political goal of strengthening commodity
and money conditions. Later on, in 1966/68, the concept of a regulated market economy
guided by a plan was declared. One proof of how substantially our way of thinking has
since changed is that the 1966 decison of the CC of the HSWP —a basic document of the
reform —dealt with the coordination of a planned central management with the active
role of the market and did not even mention the role of money as regulator of the eco-
nomy. This concept was also missing from the then delivered address by Rezsd Nyers
(then economic secretary of the CC HSWP), as well as from guidelines interpreting the
decision. [1,2]

The 1966 decision first and foremost stressed the organic unity of national
economic planning and the market. In this sense, it mentioned the growing importance of
economic competition, controlled by the state, between profit-orientated companies. It
added that “the socialist state would then ensure the implementation of national
economic plans —or in a wider sense, the central regulation of economic processes —not
simply by breaking down global plan figures but instead by exploiting possibilities
provided by commodity conditions (i.e. mainly by economic means)”.
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The decision then lists such economic means:

—rules of taxation:

—budget expenses;

—government control of wages and prices;

—setting foreign exchange rates (multipliers);

—the rules of foreign exchange management and export/import policy.

The decision also referred to an active credit policy with regard to the use of both
investment means and circulating assets. It is known that even the word “market” was
not frequently used during the implementation of the decision. The word was fully
avoided from statements formulating the goals of the economic policy after the repres-
sion of the “Prague Spring”. From 1972 onwards, affected by domestic and external con-
frontations, the practice of Hungary’s economic management moved even further away
from the acceptance or application of markets and the power of money-circulation. In
fact, the economic management wanted to employ money and prices, though under new
conditions, almost as did before 1968. Instead of using money for the Soviet-type manda-
tory planning which enabled the existence of economic accounting of companies (“khoz-
raschot”) it was used for indirect control. This meant there were to be three factors un-
derlying the use of money and prices. First, the functions of money: measure of value,
medium of circulation and accumulation were expected to make economic processes
easier to survey and reasonably calculable. Secondly, it considered money circulation and
the pricing system as vehicles serving the implementation of goals set by the plan, helping
the stabilization of the economy and allowing for the continuous growth of companies.
Finally, it was hoped that money circulation and the pricing system would, provided the
above-mentioned requirements (assumed to be in harmony) were actually met, make the
executives and employees of companies interested in the fulfilment of the plan in an ef-
fective way and avoid the appearance of particular conflicts.

The economic management of the 1970s allowed the fiscal and monetary system to
work smothly in a rather controversial manner. The regulation, as it was applied, resulted
in a fiscal and monetary practice different for various companies and groups of users. No
comprehensive market automatism came into being; companies were not integrated by
money circulation [26]. Thus the new economic mechanism in Hungary failed to give
birth to a market. Instead it turned into another version of the traditional Soviet system,
combining the utilization of money and the economic accounting of companies with in-
direct central planning [3]. In the 1970s by curbing decentralized decision rights as well
as market requirements the contradiction between the somehow market-oriented eco-
nomic mechanism of 1968 and the prevailing centralized and hierarchically organized
power structure was diminished *

*One sign of the Hungarian economy’s domestication was that in the Brezhnev era most of the
Soviet Union’s economic literature did not even consider Hungary’s move to abolish mandatory

planning as a substantial modification of the system [15].
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Nevertheless, the changes in economic management still had positive results. They
managed to eliminate some weak points of the traditional central planning. These
weaknesses were rooted in the inherent inconsistency of obligatory instructions and the
central distribution function of the material and commodity balances. [25] However, the
indirect planning system was unable to achieve a breakthrough in the adjustment to the
varying demands of users and in the economy of resources. Consequently, not only did
the expected improvement of efficiency not come about but, on top of it, the country
was not even able to meet the challenge of the deterioration of external market condi-
tions. The consequent difficulties reflected the fact that the reform thoughts of 1966/68
had improved efficiency only slightly. There was also a weakening of the resistance to the
temptation of attractive credit offers from the West, and this was about the only firm
expression of having broken away from the strict of central planning.

The period of economic restrictions

The tensions caused by adverse trends in the debt stock and the country’s balance
of payments, respectively, had at least two results by late 1978: on the one hand, the
existing practice of economic management had to be reviewed and new methods devised.
The government hoped that these would bring a turn for the better and also assure the
benevolence of the population and the creditors. On the other hand, the danger of
insolvency justified restrictive measures for cutting back incomes. However, the country’s
institutions were simply not prepared for the implementation of such measures. It was
because of this that the idea of a regulated market as opposed to indirect management
was raised once again.

Market economies based on the demand-oriented attitude of companies may avoid
insolvency by increasing exports, substituting imports, and reducing import demands by
cutting back the money supply. For a restrictive policy to properly improve the
economy’s adaptability and efficiency, many prerequisites must be met. The most
important of these are perhaps the following:

—it must be capable of regulating the aggregate demand by coordinating budget

and credit policy;

—it must create an effective exchange rate;

—it must make the companies sensitive to any movement of the money market;

—it must provide the possibility for prices to reflect the new requirements for the
restructuring of production; cost-effective or readily adapted new activities have to be
provided by money to cover their additional wage, material and import costs even when
money is scarce; free capital and credits must be available so that immediately after the
shut-down or bankruptcy of unsolvent companies their assets and manpower can be effec-
tively integrated into new companies;

—for persons dismissed because of restricted demand the protection of trade
unions and unemployment benefits must be given; also, those affected must be provided
with new options (change of workplace, setting up their own business etc.).
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The above points make it clear that neither in 1979, when the restrictive policy was
launched, nor in 1982 when, owing to the immediate danger of the country’s insolvency,
the demand for restrictions grew, was the country prepared to implement such a mone-
tary restriction. It was not simply that the wage and price system and the credit mecha-
nism were accustomed to bargaining, or that the cost-sensitivity of companies was low. It
was rather due to the facts that the legal status of firms, the rules for the association and
establishment of new companies, and the lack of a bankruptcy law did not make an effec-
tive monetary restriction possible either. The protection of employees and the scope of
their freedom of movement was not regulated in accordance. Thus it was no wonder that
in order to win the confidence of foreign banks, the government did only some rhetoric
praising toward markets a little attempt to dismantle a few big companies (which repre-
sented a form of administrative monopoly) and to encourage private enterprises. The
latter included market promotion and steps that were taken to drive small enterprises,
which had avoided taxation, within a legal framework.

Major tools of the eventually successful “staying afloat” were: import restriction,
individually applied administrative pressure (in order to boost performance), and export
promotion (which did not set efficiency requirements). The benefits of applying such
methods, along with the use of economic diplomacy (application for the IMF, World
Bank membership, etc.), were eventually attained. Let us add that it would have been
even better if, by the time we exploited the temporary results scored by using up stocks
and hastily mobilizing hidden reserves (i.e. by 1984), we had been able to enter a new
development path as promised. [5, 18, 21]

Failure of the new growth path

However, the package of new and market-oriented economic methods —as de-
manded by the circumstances and also promised by the government —was delayed. The
fear of radical change was well demonstrated by the formal debate on whether the re-
form’s reform or the implementation of principles already adopted in 1966 were necess-
ary. [8] Unfortunately, behind tactical issues of wording there were genuine problems.
The refusal to consider a radical turn towards the market was also shown by the fact that
the relevant complex proposal was adopted no earlier than April 1984. Even then this was
not as a CC decision but as a mere statement. The finally adopted package of pro-
grammes, containing quite a few inconsistencies, was further weakened in 1985 during its
introduction. It was widely declared that the seven lean years were over and a new
upswing had started.*

*To tell the truth, one cannot disregard the important factor (not that it provides an excuse for
the domestic political leaders) that the breakdown coincided with the post-Brezhnev period
(Andropov falling ill, Chernenko elected as secretary-general) in the Soviet Union and no doubt the
conservative tendencies made themselves felt in Hungary as well.
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For the purposes of this study, the weakness of the package is best indicated by its
soft points in the field of the changes in the property rights, i.e. the introduction of new
company forms and the development of the money market — in the latter case especially
by putting off the reform of the banking system until 1987.

Political leaders could clearly see that the institutional foundation of the autonomy
of companies had to be a key element of any change in the economic management.
Numerous experts sought and found answers to that question.

They wanted to give an “open” signal to a wide range of autonomous companies,
i.e. ones freed from the hierarchy of the administration [22]. All suggestions were based
on the common recognition that the owner, the genuine business subject, was missing
from a socialist economy. Workers and other employees did not develop owners’ mind —
not because they had petty bourgeois consciousness — but since their objective situation
was a far cry from the assumed owner’s position. After all, they did not possess the means
of production and could not help but sign up with state companies or cooperatives in
such a manner that, in exchange for their work performance, they could get an income
sufficient to live on.

Company managements aligned themselves with the state hierarchy and thus did
not represent owners either; they could see their company either from above (from the
ramifying viewpoints of government administration) or in a selfish managerial way. None
of the above-mentioned interest is suitable for business purposes.

Suggestions by the experts were geared to help create a great number of inde-
pendent economic units. In order to accomplish this, they proposed, besides spreading
self-management and private entrepreneurship forms, to set up state-owned property
centres and to organize corporative forms representing the interests of the state and the
employee alike. Through a maze of esoteric paths, and much to everybody’s surprise,
there arose a decision — suggested by no one — and this was that companies were to be
directed by company councils and general assembly. The logic of that decision may be
best approached by assuming that here, too, the method often applied by committees
prevailed. That is, to comply with requests advising more caution, passages of the text of
the proposal had been omitted so that it raised no more significant objections to the
changes from the side of the decision-makers. Yet the final form makes no one happy and
this applies not only to experts but presumably to company managers and employees as
well [27]. There are not enough experiences yet but I daresay that the new company
forms have only strenghtened the time-honoured attitude of Hungarian companies — in
other words instead of considering the increase of wages and incomes as a tool of cost-
efficient management, they use it to iron out conflicts within the company. Hence the
changes implemented failed to spur the responsibility and commitment of either manage-
ment or employees. Thus they did not set themselves goals which would preserve com-
pany assets, add to those assets, and improve the company’s future profit-making
potential.

As for financial changes, there has been something of a tug-of-war around the
banking system. Most experts agree that cutting back fiscal intervention and strengthen-
ing credit ties can be successful only if accompanied by the control or aggregate demand

5 Acta Oeconomica 39, 1988



66 M. TARDOS: CAN HUNGARY’S MONETARY POLICY SUCCEED?

and deregulating prices, wages and investments. To push back discriminative individual
processes, or to generalize what in Hungary is called “normativity”, is possible only if
solvent national economic demand is strictly limited —namely, if it is coordinated with
the economy’s performance and the special administrative restrictions are substantially
eased.

This would call for a banking system where a central bank, publicly controlled by
the Parliament, regulates the quantity of money and finances the budget, while commer-
cial banks, operating fully separated from the central one, are there to grant loans. Yet
this programme, too, has only been implemented partially and with much controversy.
The reform of the banking system was missing from the 1985 package.*

Rather than keeping the economy’s income-producing capacity within reasonable
limits by demand management, it hurt efficient companies by cutting or calling in credits,
along with a subsequent raising of interest rates. The result was that efficient companies
turned their backs on the banks and availed themselves of the latters” services only if
strictly necessary [21].

At the same time, the budget attempted to introduce new taxes and to centralize
company profits better than ever before. Unlike previously, it helped companies in
trouble mainly by reducing their taxes and to lesser extent by giving them subsidies [18].
Going on with exemptions was all the more necessary since the bankruptcy law was still
in the making.

At this point it is worth looking into the relationship of money emission and
inflation. The practice of money emission is not considered by the government to be a
tool determining management conditions. It is used —beside securing the survival of firms
—for restricting income. These two functions have to be harmonized with the combined
purchasing power of the state budget, the firms and citizens. They are determined by the
issue of money. (See Table 1.) The restrictive period of money emission was characterized
by the fact that the growth rate of the quantity of money did not attain the nominal
growth rate of the GNP. The acceleration of money circulation between 1980—1984 was
counterbalanced by the mutual indebtedness of firms (the so-called “queueing”). In the
period when economic activity was centrally stimulated, between 1985-1986, the
growth rate of the quantity of money exceeded the nominal growth of gross output. In
the same period the inter-firm credits diminished. The quantitative regulation of money is
moderated not only by the spontaneous flow of credit among enterprises, but also by the
fact that the purpose of credit-granting is to secure the survival of all firms, by making
incomes flow from the good firms to the loss-making ones. Thus, the regulation of the
quantity of money has aminimal role in stimulating economic activities.

The situation becomes even more confused because excess demand is not deter-
minative even for the rate of inflation. This is a consequence of the fact that only a small

*Bankers originally claimed (this is now cited only with regard to maintaining the monopoly of
foreign exchange management) that such changes would involve the risk that creditors would not like
the market-oriented measures; thus, quoting changes in the legal status of their debtors, they would
demand their money back atonce f28].
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1979
1980
1981
1982
1983
1984
1985
1986

GNP
thousand increment
million Ft  in percent

L648.9 6.5
1879.7 14.0
2032.1 9.2
2214.6 7.9
2367.3 6.9
2559.7 8.3
2695.0 5.1
2845.4 5.6

Money supply

thousand
million Ft

342.6

352.29
380.20
405.57
421.20
443.09
487.77
541.70

increment
in percent

8.3
10.7
7.9
6.7
3.9
5.2
10.1
11.1

Table 1
Export surplus

thousand
million Ft

-23.4
-15.6
- 8.2
+6.8
+17.1
+30.9
+21.4
-15.4

based on
GDP

5.6
5.1
5.1
5.8
5.0
6.3
6.0
3.6

Source: Central Statistical Office (CSO) and National Bank of Hungary statistical reports.

Price increases in percent

at state companies
and cooperatives

6.5
4.7
5.3
4.1
4.4
2.0

con-
sumption

8.9
9.1
4.6
6.9
7.3
8.3
7.0
53
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part of the measured price changes is a result of market processes (2—4 percent p.a.), and
the rest is the impact of central price measures. Thus, interestingly, the curbing of money
emission could be accompanied by accelerating inflation. At the same time, the running
away of credits, and within this of short-term credits, sometimes did not cause higher
inflation than planned. In fact, in 1986 the price rises were even moderated in conformity
with the political decisions. The faster growth of money supply than that of perfor-
mances caused instead of fast inflation an increasing shortage, a lagging export perfor-
mance and growing imports. Thus it contributed to the increase of indebtedness. This is
shown by a growing import surplus (if the rate of emission of money does not attain the
growth rate of GNP) and by a reduction of export (1986).

The “competitive” pricing system introduced in 1981 but contradicting market
requirements was abolished, yet bureaucratic “harmonization” of supply and demand by
so-called “free” prices remained in effect. It was only in the wage system where signi-
ficant liberalization took place. Restrictions were also eased by the fact that separately
administered and regulated company funds (reserve fund, investment fund, profit-sharing
fund etc.) were merged. All these methods have, however, failed. Companies frequently
used their growing freedom to implement unjustified wage increases. That led to a step-
by-step drive-back of central income control.

The result was an economy that is neither planned nor market [8]. Instructions have
though been replaced by expectations and discriminative financial incentives dropped, yet
the gap has not been filled by the compelling force of money and market. This explains
that in 1985/86 the economy’s productive performance diminished in every respect and,
combined with the deterioration of the terms of trade, this pushed the economy to the
brink of a crisis again, a drop in the agrarian prices, a narrowing purchasing market of raw
materials, shrinking export possibilities mainly in the oil dérivates and steel market, rising
requirements towards manufactured export products, etc. contributed to the slump too.

What can monetary control do?

In the foregoing it was said that before the introduction of a two-tier bank system,
the appropriate prerequisites of monetary control did not exist in Hungary. In such
situations, one must choose between individual discriminative methods, and/or a regula-
tion that does not raise hard requirements towards firms.

But is it reasonable to expect better results from monetary restrictions? Many
doubt it because some countries, mainly developing ones, with monetary instruments
more sophisticated than Hungary’s, cannot stop their indebtedness. Moreover, it is not
infrequently combined with a galloping inflation. Also, in most industrialized countries
successful monetary policies have had serious employment consequences and many blame
the monetary policy for just that.

I do not think such doubts can be fully set at rest. What is clear is that the
contested questions of monetary regulation in industrialized and developing countries are
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not identical with the ones now unsolved in Hungary. Both experts and scholars of
market economies virtually agree that it is money emission that must make solvent
demand not exceed the economy’s productive capacity. Also, it is obvious that the
money circulation must not be disrupted by discriminative interference, especially not in
such a way that incomes are siphoned off from efficient companies in order to keep
inefficient, loss-making ones afloat. Last but not least, everyone agrees that the move-
ment of money incomes among owners, companies and economic activities must be
influenced by prices, exchange and interest rates. The level and movement of these will
help to achieve a nationwide balance of demand and supply, and this includes individual

markets.
At present, those who demand a monetary regulation in Hungary [6] are not asking

for any more than it has already been agreed on by economists dealing with market
economies. Economists in Hungary, as well as in the West, are also aware that a money-
regulated economy not only cannot be controlled so precisely that the restructuring
avoids some frictional unemployment, but also, during slumps or set-backs, unemploy-
ment ensues against any wish. It also has to be admitted that economics has not said the
last word yet on the best methods of monetary policy, on the most reasonable combina-
tion of monetary and fiscal instruments, on the use of monetary instruments and on the
possibilities of an anti-cyclical policy [11]. All these, however, should not prevent us from
experimenting with the only efficient restriction we know —until we find a better one. In
relation to this we must learn from those countries, as well as from monetarist and neo-
and post-Keynesian economists and practical experts, who have studied experiences
collected in market economies over the past decades. We ourselves must also try to find
the solution best suitable for us.

Another group of Hungarian critics of the monetary policy has raised two ques-
tions: first, neither the “fine-tuning” (the “in” thing in the US of the 1960s) nor a
longer-term monetary control can be successful in the market economies [24]. Such
critics base their arguments on the theses of Kalecki [17] and Péter Erdds [12], respecti-
vely. Secondly, they spice their doubts with a conclusion drawn from a survey of the
attitude of socialist companies, namely, the principle of forced growth. The first state-
ment consists of two elements. Firstly, that in a monopolistic situation, big companies
generate their own incomes, thus the monetary policy cannot stop the outflow of money.
Secondly, that the supply of money cannot be properly controlled by the central bodies.
The second question of the critics relates to the companies” hunger for investment. This,
in their opinion, can only be stilled by capitalist entrepreneours [23].

These are important questions. It is true that the monetary and fiscal policy of
recent decades did not fulfil the hopes of the leading capitalist countries; as | have men-
tioned before, it proved unsuitable for a “stop-go” type of “fine-tuning” of economic
development. Also, it is true that no one has so far succeeded in controling the thirst of
socialist companies for investment.

Yet it is not quite clear what positive conclusions can be drawn from this. As it is,
recognizing the limits of human knowledge and social insensibility to market signals,
respectively, should not lead to full passivity. And if | accept the statement of the authors
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that they do not recommend a return to mandatory planning or even to a modified form
of it, I think that we should arrive at the only conclusion, i.e. an efficient market must be
created. This, considering our current knowledge, cannot be anything but to accept that
we cannot eliminate economic fluctuations, the economic regulation must focus on the
long-run trend accepting smaller fluctuations, just as is being done in the leading indus-
trialized countries by their pragmatic harmonization of monetary and fiscal policies. On
the other hand, efforts must be made to influence the socialist economy’s power and
institutional structure, that is, property rights so as to produce reasonable conditions for
efficient development.

For Hungary, the first means, just like in a capitalist economy, that the monetary
policy must be strengthened in order to be capable of enforcing the balance of money
supply and demand under any circumstances. It must also counteract excessive money
creation in the long run and accept that the handling of short-term problems, full
elimination of disturbances is beyond its capacity. In a socialist economy heading towards
markets the centralized structure of property rights should be replaced by a pluralized
one in which large number of market actors are fulfilling the role of owners. There is a
need to provide conditions for the appearance of a business actor, who is interested in
maintaining and adding to its personal or corporate assets. The difficult task of restructur-
ing socialist property goes beyond the subject-matter of this paper. However, as | have
said elsewhere, |think the problem is solvable and that even a partial solution is better
than nothing [27].

Hungary’s monetary policy after the elimination
of the monolithic banking system

After a lengthy tug-of-war, on January 1, 1987 a banking system, characteristic of
market economies, was established in Hungary. Market economies, requiring under their
laws the joint presence of competition and enterprise, expect their central banks to
control the money circulation and to finance the budget. At the same time, the
traditional tasks of a commercial bank (collection of deposits, granting credits, and run-
ning accounts) should be performed by competing banks separated from the central bank.
In this sense, in 1987 five big banks were granted licences to render a wide range of finan-
cial services [7, 13]. The only two differences - as against a situation justified under
market conditions —are relating to foreign exchange operations and banking transactions
on behalf of the population. The former activity remained a monopoly of the central
bank NBH (National Bank of Hungary), while the latter is dealt with by two organiza-
tions: OTP (National Savings Bank) and the cooperative savings banks.

Since June 1987 there has been a free choice of banks, and parallel bank rela-
tionships may also exist. Competition has been enabled because no banking institution
may refuse any company wishing to open an account and, except in a few special
instances, banks are not bound to grant credits and/or to take in deposits. Credit flow
among banks has been unlocked.
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The newly established banks are joint stock companies. Four percent of the
principal item of their respective balance sheets was allotted as stock capital by the
budget (see Annex). In addition, the banks increased their capital by issuing more shares.
Beside the budget, many big companies in Hungary nowadays hold a fair amount of bank
shares. According to the World Bank, the capital supply of banks is still low.

The Hungarian Credit Bank and the National Commercial and Credit Bank were
formed from the previous commercial and credit departments of the NBH respectively.
The Budapest Development and Credit Bank was established by merging a part of the
State Development Bank, the Budapest and the Pest Country Directorate of the NBH.
Over and above them, after some modification of their scope of activity, the Hungarian
Foreign Trade Bank Ltd. and the General Assets Trade Bank Ltd., too, are now operating
as fully licensed commercial banks. Both their clients and their organizational framework
come from the division of the NBH, the Budapest Credit Bank and the State Develop-
ment Bank, respectively.

Seven of the NBH’s former county directorates belong to the Hungarian Credit
Bank and ten to the National Commercial Credit Bank, respectively. Both banks have
branches in Debrecen. In the future, the NBH will have small offices in every county seat.
The Budapest Development and Credit Bank was formed from the Budapest Credit
Bank, six NBH branches and from the Budapest department and county branches of the
State Development Bank (the State Development Institute excluded).

The state as a shareholder is represented by the Ministry of Finance (holding the
majority of shares). As is usual with joint stock companies, the founders (i.e. sharehold-
ers) lay down the bye-laws of the Bank. The bank’s highest executive body is the General
Assembly, and this elects the Board of Directors that directs the day-to-day activities of
the bank, and the Board of Supervision that exercises general control over the bank’s
activity and consists of financial, accounting and legal experts.

From anotner part of the State Development Bank, the State Development Insti-
tute was formed in order to perform certain tasks of financing and to “pass on” the
expectations of the central structural policy to commercial banks. In so doing, the
institute will finance central investments, signing up commercial banks to arrange the
relevant financial transactions. Also, it may suggest the terms of granting subsidies and it
manages the budgetary financial funds of state guarantees. In addition to the five big
banks, the two organizations engaged in dealing with banking transactions for the
population and the State Development Institute, there are twelve more specialized
banking institutions, two of which are subsidiary banks. These banking institutions were
established as limited partnerships and are bound, while simultaneously modifying their
bye-laws, to be reorganized into limited liability companies by December 31, 1987. In
compliance with the intention of their founders, these are engaged in innovation activi-
ties, but would like to expand into all commercial banking activities. Also, there are two
joint venture banks: Citybank Budapest Co. Ltd. and UNIC-BANK Co. Ltd. They enjoy
the rights of extra-territoriality and as such, operate as off-shore banks.
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The principially unlimited money-creating capacity of the five commercial banks
empowered to keep accounts is controlled by the central bank. The array of control
instruments includes permanent and flexible means of interference. In principle, perma-
nent control instruments include the reserves of the central bank, stipulation of the
so-called monetary basis and the refinancing limitation of credits. The first concerns the
percentage of deposits placed at commercial banks which must be kept in cash, and also
the percentage of account money, placed at the central bank. The second refers to the
maximum amount of credits as controlled by the central bank through refinancing.

The operative, or flexible, instruments include interest-rate policy, refinancing over
and above the normative refinancing limit, the power to refuse to refinance, and securities
transactions. Such a wide range of instruments are essential in an advanced banking
system. However, the Hungarian is not like that yet.

In my view, it is too early now, in the second half of 1987, to evaluate and judge
the banking reform introduced earlier this year. The reform necessarily contained prag-
matic compromises as well. Evaluation is now all the more impossible, for the new system
has only allowed a free choice of bank since the middle of the year. Nevertheless,
numerous and often contradictory reports in the press and literature — as well as
discussions held with experts —prompt us to meditate on a few features of the new
system which seem to contradict some earlier ideas:

—Originally we assumed that while the abolished monolithic banking system was
unable to harmoniously regulate, solvent demand and supply, the central bank, together
with the network of commercial banks, would achieve this aim.

—We assumed that a profit-oriented system of commercial banks would be capable
of ceasing the ear-marked features of various monies and would set out to rearrange its
credit stock in such away as to give an impetus to efficient economic actions and results.
Pressure would be put on inefficient activities that, ultimately, would lead to cut-backs
and bankruptcies.

In effect, the first year of introduction did not cause such waves [9]. The money
supply of companies and their liquidity have improved in spite of the economy’s weak
overall and even weaker export performance. The volume of free money available to firms
and banks continues to exceed the value justified by the performance of the economy.
Experts agree that the support of poorly managed companies has not been stopped, and
there are no signs of an acceleration in the financing of innovative activités started earlier
by small banking isntitutions. The financing of fixed and circulating assets continues
through separate channels even after the change [30]. The instruments of enterprise in-
come regulation earmark the money to be spent on personal incomes even more strictly
than earlier [31].

Criticism condemning the lack of positive changes could be rejected as impatience if
we could see the results of the optimistic promises by leading experts managing the sys-
tem, or by the statistics. However, the fact is that along with cautious, and often apolo-
getic, statements from the side of government organs and the National Bank of Hungary,
respectively, the leaders of new banks report on the limitation of their own scope of

Acta Oeconomica 39, 1988



M. TARDOS: CAN HUNGARY’S MONETARY POLICY SUCCEED? 73

action and the statistical data are not promising either. Let us try to approach these con-
troversial facts, and even more ambigious statements, in a logical way in order to come to
some explanation.

Let us look first into the question of demand management. Smooth money
regulation is considerably hampered because the budget’s money-creating activity has not
been integrated into the banking system. As a result, the regulation of money handled by
banks must, unilaterally, be adjusted to the budget. With regard to the regulation of the
budget’s money-creating activity, debates in the Parliament have only brought slight and
insufficient changes. So, under the necessity of financing the likely deficit of the state,
the NBH is forced to restrict the credit granting facilities of commercial banks. Thus
efficient companies, too, have reason to fear that banks will be unable to continously
secure their temporary money requirements, or incomes will be drawn away from them in
some discriminative manner.

Another weak point of the monetary policy is the existing practice of refinancing.
Everybody agrees that the reorganization was preceded by alarge and unwarranted wave
of money-creation in late 1986. The NBH did not prevent its soon leaving officers from
hastily granting new credits to companies that they knew would become their clients in
their next job at a commercial bank. This change, although adverse for the national
economy, did not clash with at least two interests. Officers in their new positions at
commercial banks demonstrated their goodwill towards their partners without having to
accept the odium of their deeds. On the other hand, by early 1987 the central bank got
into a situation in which it felt justified to counter the excessive liquidity of firms and the
commercial banks; it could prove that it was still “master of the house”. In this spirit, the
central bank began the year with a radical restriction of the money supply. By means of
refinancing quotas it reduced the credit stock available for circulating assets, in two
phases, by a total of Ft 28 thousand million [9]. Under the new, and theoretically
market-oriented practice, the administrative measures of the central bank, which were
intended to reduce funds, in fact immediately triggered off the discontent of commercial
banks —both against the practice of refinancing and the guidelinés attempting to enforce
them. Hence the effect of the banking reform, which was expected to build up the
confidence of the business opportunities failed to materialize. Commercial banks com-
plained about the administrative restrictions of credit granting. Company managers, on
the other hand, continued to believe that the safety of their companies lay invariably in
keeping stocks of material and parts instead of holding liquid money deposits. Therefore
the majority of companies continue to minimize their ties with banks.

The system of business relationships maintained by commercial banks is not
reassuring either. In this respect, one must consider not only what | have mentioned
before (that is, that practically all long-term credits are decided upon by the state through
refinancing), but also that the profitability of banks is controlled by the general assembly
of shareholders, the Board of Directors and the Board of Supervision (the latter two being
elected by the shareholders). The owners of the bulk of the shares (the Ministry of Finance
have virtually not renounced their rights as founders (shareholders). However, the par-

lera Oeconomica 39, 1988



74 M. TARDOS: CAN HUNGARY’S MONETARY POLICY SUCCEED?

ticipation of their representatives in the institutions managing the banks is not business-
like, but of administrative nature. They only force a firm into bankruptcy if this is ra-
tional from every social point of view. Thus, the market viewpoints should be represented
by the other members of the Board, observing the requirement of the safe return of mo-
neys placed. The board of directors consists more or less of delegates of big companies
that have rounded out the banks’ capital stock, which had been provided by the Ministry
of Finance. It is worth knowing that quite a few companies, having subscribed to bank
shares, were indebted to the NHB just as they are now to its legal successor. The NBH
used to regularly revolve the whole or part of this debt, (i.e. on the day of maturity it
granted a new loan). Thus the main interest of shareholders lies not in a safe and profit-
able placing of bank credits but in upkeeping the practice of revolving credits. In such a
situation it is hard to imagine a board of directors that vigorously wants the management
to recall hopeless loans or, if necessary, to initiate bankruptcy proceedings. The profit
motive of commercial banks makes the situation even more complicated. In the course of
bankruptcy proceedings, by losing a part of the actually frozen debts due to them, banks
may be forced into the red. This is bad because, beside many other things, in such cases
the rules do not allow them to raise the nominal income of their employees. This makes it
easy to understand why bank managers, if asked about why they initiate bankruptcy pro-
ceedings in exceptional cases only, perfunctorily say that this is something they cannot
afford since two to three bankruptcy proceedings may easily ruin them [7].

Having listed the factors restraining the market behaviour of banks it is perhaps
superfluous to add that, in spite of all logical arguments, there are still two different
refinancing practices —one for fixed and another for circulating assets; also the refinanc-
ing of centrally preferred investment credits by the central bank (i.e. in some cases the
increase of frozen amounts) is automatic because of government decisions. In addition, it
should be mentioned that the calling in of credits and the initiation of bankruptcy
proceedings, even if in principle the economic management expects commercial banks to
do so, run into the savage and relentless opposition of the political bodies (the ministries
concerned, the county/town councils and the party committees). The confusion caused
by the only bankruptcy instituted since the reform of the banking system (the bank-
ruptcy of a big company, the Veszprém State Building Co. (VAEV), initiated by the
biggest commercial bank) is an example [29] of the inherent problems of the processes
involved.

Lessons and possibilities

A great number of lessons may be learnt from the above. For some, the uncertain
outcome of the bank reform confirmed their previous belief that to increase the
efficiency of socialism by market-oriented reforms is hopeless. Others claim that half-
hearted changes lead nowhere because money processes controlled in every detail from
above neutralize those changes. As | see it, both standpoints reflect important observa-
tions. It seems that a substantial change in the management system, and the success of the
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bank reform in particular, can be hoped for only if and when the political system accepts
the fact that the circulation of money is the key regulator of efficient economic
operations; and if and when it acknowledges that man is unable to master the circulation
of money without breaching the requirements of efficiency. This does not mean that the
regulation of money and the market, or the deliberate economic control by society are
unnecessary, nor does it mean that the government may let loose the reins. However,
aside from a direct regulation of public services, coordinating the volume of money with
the economy’s productive capacity and slightly correcting the monetary processes accord-
ing to state preferences is all that is necessary and possible. At the moment this is all that
the social power is capable of doing without causing considerable losses to the efficiency
of the market.

It seems that changes in 1968,1979 and 1985 —and even the bank reform of 1987
—have not increased the role of money to the extent justified by efficiency considera-
tions, and have failed to radically transform the status of the centre.

Hence, experiences indicate that doubts with regard to the creation of an efficient
socialist market are not unfounded. This runs, however, counter to a requirement arising
from the recent economic situation. As things are, this position has not improved
properly because the changes introduced have not been strong enough. The society has
had to pay dearly for the failure to transform the power structure and for the constant
undoing of reforms geared to creating a genuine market; if it goes on like this, the
inherent problems, a relative economic backlog and the deterioration of living standards
will only worsen.

Economic success calls for multiple changes. The prerequisites of an efficient
national economy involve a solution of the difficult task of central demand management,
coordination of the money supply with the utilization of resources and the adjustment of
the budget to the latter. This, however, can be accomplished only if the policy does not
hamper and enervate conflicts incident to the circulation of a controlled amount of
money; it must enable commercial banks and owners of companies to husband the assets
entrusted to them and in respect of which they are expected to draw the ensuing
management, and personal, conclusions; it must create a situation in which economic
units may acknowledge possible losses instead of being forced to drag along paper assets
like the new, efficiency-orientated commercial banks do in the case of frozen credits.
Another important prerequisite is that they should enjoy a much freer hand than they do
now in setting prices and wages in respect of the competition for solvent demand.

It is up to the government, controlled by the Parliament, to provide the precon-
ditions required for the success of a market-orientated reform. The solution has, however,
been stunted by further contradictions: firstly, by the fact that changes essential for
efficient money and market management, and implying a self-imposed limitation of
power by the government, have to be implemented in a one-party system which does not
provide really advantageous conditions for this; secondly, by the fact that the demand in
Hungary for further reforms has been raised at a time when the restructuring of the
system of economic management has already been on the agenda for 20 years or more —
and there have been no spectacular achievements. Also, it ought to be realized that
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Annex
The Banking system in Hungary from January 1, 1987

Central Bank
National Bank of Hungary

Commercial banks

Hungarian General Credit Bank
National Commercial and Credit Bank
Budapest Development and Credit Bank
Foreign Trade Bank of Hungary
General Banking and Trust Company

Banks for the population
National Savings Bank (OTP)
Savings Cooperatives

Development bank
State Development Institute

Initial Additionally
Form of sha.re subscrlbejd
capital share capital

property right

joint stock comp.

joint stock comp.
joint stock comp.
joint stock comp.
joint stock comp.
joint stock comp.

state owned
cooperative

state owned

10 000

8 900
7600
3500
3000
1000

1300

(mn Forints)

3000
2000
1500

Liabil-
ities

168 000
146 000
57 000

Number
of
clients

3200
2600
17 000
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- Small financial institutions

INTERINVEST Foreign Trade
Development Association
Innovation Bank of Construction Industry
TECHNOVA Industrial
Innovation Fund
AGRIT Agricultural Innovation Bank

Industrial Cooperative Development Bank
INVEST-BANK Financial Development Bank

General Venture Bank Inc.
INNOFINANCE General Innovation
Financial Institution
Small Venture Bank
Konsuminvest Cooperative Development Bank

Hungarian-Foreign joint banks

Central-European International Bank Inc.,
Budapest

Citybank, Budapest Inc.

Unie Bank Inc.

deposit comp.
(limited partnership)
joint stock comp.
deposit company
(limited partnership
deposit company
(limited partnership)
deposit company
(limited partnership)
deposit company
(limited partnership)
joint stock comp.

joint stock comp.
subsidiary of OTP
cooperative

joint stock comp.
joint stock comp.
joint stock comp.

2 170 4 000
744
424 888
610 2 000
300
690
2 200 6 245
500 650
673
405 1500
20mn $ 340 mn.
20 mn. ?
20 mn. ?
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equilibrium between aggregate demand and supply, the precondition for changes, can no
longer be achieved by reducing investment and through foreign credits, and that expenses
have to be covered, fully or partially, by curbing consumption. So the intention to create
an efficient market —tantamount to social stability and progress —has been confronted
not only with the conservatism of the central bureaucracy, but also with the primary and
short-term interests of citizens and certain social groups which are already restricted in
their ability to safeguard their political interests.

Anyhow, neither ajustified scepticism nor doubts can deter us from stressing again,
in possession of our experiences so far gained, the need for a socialist economy which is
ruled by money and the market —and that includes an efficient banking system.
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MOXET NN BblTb B BEHITPUW YCIMNELWHAA
MOHETAPHAA MONNTUNKA?

M. TAPAOLW

Ponb geHer B peasibHOM COLManvM3Me — BOMPEKN HALUUM NPEXHUM NpeACTaBNeHUAM — BecbMa
cyliecTBeHHa. Pedpopma 1968 r. elye 6onblue NoBbICUAA PONb feHer. B xofe pethopmbl 0Xuganu, 4To
6narofapsa ponu fAeHer Kak Mepbl CTOMMOCTM, UX (YHKUUW KaK CpefcTBa naartexa W HaKonneHus
IKOHOMUYECKMEe Mpouecchbl cTaHyT 6onee 0603pMMbIMM U LenecoobpasHo nnaHupyembiMn. C Apyrow
CTOPOHbI, Ha AeHEXHbIX 060POT M CUCTEMY LieH CMOTPENa Kak Ha UHCTPYMEHTbI, CyXXaLline OCTUXEHUIO
HaMeYeHHbIX MNaHOM 3KOHOMWYECKUX Leneli, KOoTopble CNOCOGCTBYIOT CTAbUNbHOITU X03ANCTBEHHON
[eaTeNbHOCTU, MOCTOAHHOMY POCTY MPeanpuATUA. W HaKoHel, Hafiesnchb, YTO NPU 3TUX, CHUMTABLUMXCA
cornacyembiMu, Lenax feHeXHbIX 060p0T 1 cucTema LeH 6e3 0C06bIX KOH(IMKTOB CNOCO6HbI caenatb
pyKoBoauTeneli n paboTHUKOB NPeANPUATUIA 3aUHTePecoBaHHbIMW B BbINOMIHEHUW MaHa 1 TpeboBaHWi
3h(heKTMBHOCTHN.

CraTba obpaljaeT BHMMaHMe Ha TO, YTO 3TOr0 PpeLleHWs HejoCTaTOYHO W 4TO BBeAeHMe
[BYXYpPOBHEBON 6aHKOBCKOW CUCTEMbI TaKXe He SABNSETCA rapaHTuel gns obecneyeHus feHbram
LecTBUTENbHO onpefenstoweli poan. Ycnosmem obecriedeHUss 3heKTUBHON X03AACTBEHHOW AesATeNb-
HOCTW ABNSAETCA Lar Bnepesj B TPYAHOW 3afaye LLeHTPasiM30BaHHOI0 peryimpoBaHuns 3apaboTHON nnaThbl,
npvBegeHne aMUCCUN AeHer B COOTBETCTBME C MCNOIb30BAHWEM PeCYpPCOB 1 61arogaps sToMy rapMoHum3a-
Lmsa 1 cocTossHMA GrogxkeTa. OfHAKO BCe 3TO MOXKET aThb pe3ynbTaThl MWL BTOM C/yyae, ecam NoaMTmka
He 6yAeT MellaTb, He byfeT HeliTpann3oBbiBaTb KOH(INKTbI, BbITEKaOLWMe U3 060poTa perynnpyemoro
KO/IMYecTBa JeHEr, eCn CMOXeT A06MTbCA, YTOObl KOMMepYecKme 6aHKN N COBCTBEHHUKN NpesnpuaTuil
OTBETCTBEHHO NOAXOAUNMN Obl K PeLLEHNAM B CBA3M C MOPYYEHHbIMU UM CPeACTBaMU U aenanm 6bl U3 3TOro
COOTBETCTBYIOLLME XO3AMCTBEHHbIE W /IMYHbIE BbIBOAbI, €C/IN rapaHTUPOBAHO TO, YTO XO3ANCTBEHHUKMU
NPUHUMAIOT K CBEEHUI0 BO3MOXHble MOTEPU U He NonajatoT B Takylo NI0BYLUKY, KOrAa BbIHYXAeHbl K
HOMWHaNbHOMY COXPaHeHM0 MOTEPAHHOM0 UMELLLCTBA, KaK 3TO AeNalT CerofHA faXke HOBble, OpPUEHTUPO-
BaHHble Ha 3(HEeKTUBHOCTbL KOMMepUeckne 6aHKN B Cnyyae 3aMOPOXEHHbIX KPeauToB. Henb3s Takxke
HefjoOoLEeHMBaTb M TO YC/I0BUE, YTO B KOHKYPEHLMN 3a NAaTexecrnocobHbIli cnpoc NpegnpusaTUs SO/MKHbI
MMeTb ropasfo 60MbLUY0 Yem ceilyac cBo60AY B ONpefenieHnn LeH 1 3apaboTKOB.
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EXCHANGE RATE POLICY IN THE REFORM PACKAGE
G. OBLATH

Neither experiences with Hungary’s exchange rate policy nor theoretical models appli-
cable for liberalized economies having hard currencies give real clues to the problem: what sort
of exchange rate policy should accompany a comprehensive reform package designed to change
the possibilities and typical behaviour of actors in the economy. In the trade policy sense,
Hungarian economy is a closed one and the reform is conditional upon the lifting of this
closedness and the liberalization of trade policies. In order to liberalize, the national currency
must be devalued; in order to discover more about the purpose, extent and terms of such a
process the experiences of developing countries which are trying to open up their economies are
highly useful.

The question as raised here slightly differs from the usual ones related to exchange
rate policies.* The usual question concerns other possible measures which could be
combined with exchange rate policy to make it successful, that is, with what further
elements should the programme package — which already includes a change in the
exchange rate - be supplemented.

The question | want to look into here is different; it goes as follows: what kind of
exchange rate policy, if at all, should be included in a reform package intended to change
the whole functioning of the economy and the opportunities and behaviour of its main
actors?

It is of course no accident that the question is being raised exactly in this form.
Lately, a group of economists published a proposal for a comprehensive reform of the
economy[l] and this included, among other things, the devaluation of the national
currency. This part of the proposal was sharply criticized!2].

Although I personally do not agree with this criticism, and basically | do agree with
the concept set forth in the study “Change and reform”, I still think that an exchange
rate policy consistent with the reform package raises many problems that deserve further
investigation. In this paper, | also want to touch upon some methodological problems
related to the question and to indicate that the treatment of this question has been
hindered by stereotyped schemes of reasoning connected with exchange rate policy. |
believe that we should get rid not only of clichés like “devaluation does not work here”
but also discard some rather mechanical application of analogies, models and concepts
borrowed from economies having convertible currencies which are much more liberalized
and open than ours.

*This paper deals with Hungarian exchange rate policy related only to hard currencies.

6 Acta Oeconomica 39, 19.88
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Experiences and patterns of reasoning

On the one hand, experiences related to past domestic exchange rate policies and to
effets of exchange rate changes (experiences which are, anyhow, difficult to interpret)
can in themselves not be relevant from the point of view of the question: what kind of
exchange rate policy should be pursued within the framework of a comprehensive reform
package. This is so because the package is meant to further genuine changes in the
functioning of the domestic economy, in the typical reactions of its actors and, through
all these, in micro- and macro-level performances. The significance and purpose of the
reform package is to change the economic environment influencing the behaviour of the
actors of the economy in such a way that their particular and mass reactions (triggered by
changes in exchange rates, beside many other things) be different from those of the past.
Therefore, our past experiences in general, and pretentious summary statements on the
ineffectiveness of devaluation in particular, carry no substantial message for an exchange
rate policy meant to be part of the reform package.

On the other hand, experiences related to open economies with convertible curren-
cies, along with the concepts and models elaborated for dealing with their relevant
problems and issues, are not suitable for handling the issues of an exchange rate policy
which is to be part of the domestic reform package.

We may put it even more bluntly: examples, models and analytical tools taken from
the experiences and problems of liberalized, open economies may, in some instances,
prevent an insight into the nature of dilemmas emerging in our system. They may even
divert attention from real problems to ones that are not necessarily important, but
display some characteristics similar to those found in liberal, open economies, and thus
can be approached by these analytical tools.

I have questions in mind like the one which considers whether after a devaluation,
the price ratio between competitive and non-competitive sectors change to the extent
thought necessary for the improvement of the trade balance;* or what price elasticities
are indicated by the relationship between relative changes in foreign trade prices
(measured in Forint) and domestic prices on the one hand, and the development of
exports and imports on the other. These questions are current in the formal (technical)
sense and can be answered in a straightforward manner. However, they often address
issues not really relevant and therefore the “correct” answers given to them tend to be
misleading.

But why? | think that in order to work out an exchange rate policy, which can be
included in the reform package, and to process our previous experience it will be much
more reasonable if we try to think of this question and not of the ones cited above.

The main reason why the aforementioned examples are misleading has its origin in
the same place as most of our economic troubles, those which force us to think of reform
packages. This common cause is the closed nature of the Hungarian economy in the trade
policy (or institutional) sense.**

*Wolfis one of the authors who formulate this question clearly[3).
**See more about thisin[4, 5, 6, 7, 8] .
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In a closed economy, the role of the exchange rate is fundamentally different from
that in an open economy; so are the effects of changes in and the level of the exchange
rate.

This statement, which will be proved and elaborated in the following, is very
significant when examining our past exchange rate policy. It is also important when
considering our previous experiences and when learning what sort of exchange rate policy
would fit best a reform package designed to change the operation of our economy. If our
economic troubles have been caused by the closed nature of the economy and if openness
could help to ease them, and further if the choice between maintaining closedness* and
introducing openness involves choices concerning the direction of the exchange rate
policy, then such a policy should be fit for a reform package that would contribute to
diminishing closedness and to gradually opening up our economy.

However, these statements are too general and abstract. To decide how to proceed,
our previous experiences, too, must obviously be processed. However, our experiences are
not a priori granted. Figures, facts and phenomena become what is usually termed
“experience” only after having been placed into some framework of analysis or reasoning.
Since it was not our country which invented the rate of exchange and exchange rate
policies, it is only natural that we first try to gather information. We are seeking to use
existing patterns of reasoning and problem-solving for clarifying our own position,
possibilities and tasks. Yet it matters a lot with what methods of analysis and concepts we
approach our past and our opportunities. It follows from the above that analytical tools
applied to closed economies —as well as analogies and reasoning patterns suitable for the
handling of efforts to open and liberalize the external economy —may help us order our
experiences, understand our problems and clarify our possibilities.

Closedness, openness and the rate of exchange

Neither fully open nor fully closed economies do exist. The “ideal” state of
openness would be embodied by an economy in which foreign transactions are governed
purely by the level of and changes in rates of exchange. Yet there are various degrees of
openness and they can, among other things, be characterized by the role the exchange
rate plays in the economy: it is decisive in very open economies but much less significant
in the very closed ones.

Closedness may be maintained by a wide range of instruments, mechanisms and/or
institutions; its manifestations, too, can be manifold.** Closedness always involves barriers
raised between domestic and foreign transactions but these barriers are not always

*Closedness is used here and henceforth in the sense of “the state of being closed”.

**| use the terms “closedness” and “inward looking trade and economic policies” as equivalents.
My comments on closed economies heavily rely on the thorough and concise analysis of the 1987
report of the World Bank on alternative foreign trade strategies and the various instruments of
economic policy implied by them [9].
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explicit or even intentional. It is certain that closed economies restrict their imports, yet
it seems that although exports in such countries are much more widely subsidized from
central resources than in open economies, the position of their exporters is in most cases
still worse.

As it is, companies in closed economies which want to produce for and sell in
foreign markets suffer from two kinds of disadvantage. First, in comparison with
domestic companies producing mainly for the protected home market; second, compared
to all foreign competitors who may operate under much freer trade and institutional
conditions, may choose their trade partners at their discretion, have access to cheaper
and/or better inputs and so on.

The authorities in closed economies seek to offset such disadvantages by granting
subsidies and supports to exporters. As a rule, however, these allowances and subsidies are
neither uniform nor stable. From time to time, as the trade balance requires, they become
more important and are expanded - only to be pushed back again later because of fiscal
considerations. Both the efficiency and rationality of such supports from central re-
sources is queried by the circumstance that, not infrequently, they are used to preserve
highly inefficient and loss-making activities.

Thus the manifestations of closedness are not confined to import restrictions;
subsidizing of exports might well be consistent with it. The explicit support of exports
and its implicit, or even unintentional, dispreference agree very well with each other. In
fact, under such circumstances, dispreference also originates from the method of fixing
the rate of exchange: the national currency may be kept on a permanently overvalued
level; this necessitates the maintenance of export subsidies but since mainly exporters
with a rather low efficiency have access to subsidies, companies capable of exporting with
relatively good costefficiency also suffer disadvantages on this account.

The attention with which exports and export subsidies are being considered here
might appear unduly great. Concerning closedness and its consequences, it is generally
thought that it manifests itself chiefly in the restriction of imports and that it strikes
potential importers. The simultaneous application of several methods promoting exports
may create the impression that in such systems exporters do not suffer any drawbacks
but on the contrary: they are very fortunate. However, this is not always so: extensive
subsidies to exports are frequently the surest sign of the unintentional dispreference of
exporters.

Also it follows from the extensive application of export support and import
restriction measures that in closed economies rates of exchange can exert an economic
influence only if combined or replaced by others. Various instruments of commercial
policy applied in addition to exchange rates may change together with, or irrespective of,
the exchange rate; these changes may be conflicting or working in the same direction”™ For
the purposes of economic analysis it is the net effect of changes that matters. Yet to
conduct such an analysis, one needs the proper concepts. One of them is the concept of
de facto rates* providing a general picture of the combined effect of the dejure rate and

*The literature dealing with trade policy and foreign exchange regimes of developing countries
calls the concept termed here “de facto rate”, the “effective exchange rate”. The reason why we use

Acta Oeconomica 39, 1988



G. OBLATH: EXCHANGE RATE POLICY 85

other instruments (restrictions and subsidies) influencing transactions between the
domestic and foreign markets, interpreted as surcharges. In any country, there are of
course just as many de facto rates as there are official instruments wedged in between the
external and home economies. Accordingly, there are de facto export and import rates of
exchange; their average (thus their divergence from the official rate and from each other)
as well as their disperson may be interpreted.

Several attempts have been made to quantify the de facto rates of developing
countries. Behind these attempts there was the assumption that the impact of all
instruments influencing transactions between the foreign and home economy must be
expressed in the divergence of domestic and world market prices and, therefore, it could
be expressed in some equivalent rates [9,11, 12]. However, the concept can be fairly well
used even without this assumption. Notably, the point is not so much exact quantitative
magnitude of the de facto rates, but rather that we be able to link the rate of exchange
with incentives and restrictions applied, ostensibly, independently of it. This gives a key
to the examination of relationships between closedness, the distance between de jure and
average de facto export and import rates of exchange and the dispersion of de facto rates
of exchange. The more closed an economy is, the more the average de facto rates of
exchange will deviate from the official ones and the more individual de facto rates will be
dispersed ([9] pp. 78—82). The empirical verification of this statement is naturally limited
by the circumstance that it is the most closed economies that employ the most sophisti-
cated barriers and incentives which are difficult to quantify. Yet if we interpret dispersion
in a wide sense —namely, in a not precisely quantifiable way but as one that provides a
picture of the frequency and impact of the various instruments applied —then the
previous statement certainly remains valid.

From the above one may derive conclusions appropriate for the method of
treatment of Hungary’s past experiences with exchange rate policies and for the exchange
rate policy to be pursued under the reform package.

First, let us have a look at the experiences.

Hungarian experiences

From the preceding sections it may have become clear why I think that experiences
gained from the changes in the Hungarian rates of exchange cannot be interpreted in
themselves; and what is the trouble with applying, to domestic conditions, models and
reasoning patterns that are apt for the treatment only of effects of changes in the rates of
exchange. Past modifications of the rates of exchange have not changed the basic
characteristics of Hungary’s foreign trade regulations, wherein de facto rates of exchange
largely differ from the official one and show a wide dispersion. There have always been
many instruments other than the rate of exchange in use; the decisions of firms on export

here a different terminology is that with the term “effective exchange rate change” we refer to the
weighted average change of the exchange rate of the national currency. (See, for instance,! 10].)
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and import have been strongly influenced by such instruments and by their changes — in
most cases, even more strongly than by the level of and changes in the rate of exchange.
These instruments, applied with the intention of either support or restriction, have often
changed together with the official adjustment of the exchange rate in opposite direction,
and on other occasions again independently of it.

Here I merely want to touch upon the question of whether the seemingly signifi-
cant measure of exchange rate changes, officially declared since 1982, has really been
sizeable — especially if we measure the nominal changes in a basket other than the one
used by the National Bank of Hungary and, on the other hand, if we compare changes in
the exchange rate of the Forint against the rate of the accelerated domestic, and in the
meantime slower foreign, inflation (in fact, frequently even declining prices).* Many
authors have arrived at the conclusion that the devaluations (measured in a basket other
than the official one, and corrected with the ratio between foreign and domestic infla-
tion) up until late 1986 were not significant. Moreover, certain calculations question the
official claim that devaluations took place at all.**

However, 1 do not want to dwell long on these, by no means uninteresting,
questions. I mention them because I am trying to draw attention to the fact that the
problems of interpretation — emerging with regard to the economic impact of official
exchange rate changes (re- and devaluations) — would still exist if we measured the
change in the exchange rate in a basket other than the official one and correct it with
various relative price indices. Unlike similar indices related to open economies, these
indices in Hungary have no economic meaning in themselves.*** As it is, changes in
exchange rates (real effective re- and devaluations) interpreted according to such indexes
are not certain to be perceived by the firms. Moreover, if, as usually happens, the
instruments of commercial policy supplementing the rate of exchange (and meant to
influence the importance and extent of exports and imports) change simultaneously with
the changes of exchange rates, then the firms will certainly sense something other than
the re- or devaluations computable with the indices in question. Thus the relative price
and income changes as between competitive and non-competitive sectors, or the price
behaviour of exporters and the development of their absolute and relative profitability
(i.e. things considered by models condensing the experiences of liberalized economies as a
function of exchange rates) all depend here on the development of de facto exchange
rates.

I wish to stress that these comments are not meant to suggest that, provided de
facto exchange rate changes are placed in the foreground of the analyses of past practice
(instead of changes in the de jure rates), then we might get a picture completely different
from the one obtained with the above controversial method. That is, the picture
concerning the price flexibility of Hungarian exports and imports would be no more

*This type of index is called a real-effective exchange rate index in the international literature.
(See e.g. [10].)
**See for instance (8, 13, 14].
***Thisis why I regard as highly disputable the analysis by Tarafds—Szabé of Hungary’s
exchange rate policy in the years between 1980 and 1984 [15].
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different than with the previously disputed method, nor would the impact of income
proportions between the competitive and non-competitive sectors on the balance of trade
- although this cannot be precluded.

I want to avoid such an impression because, as | have already mentioned, | very
much doubt that, under the present circumstances, these would be the questions of
importance. It is true that the existence, diversity and variability of the system of de
facto exchange rates do not simply influence the development of various price and
income ratios but, as manifestations and consequences of the economic closedness they
constrain companies (hence existing and potential exporters and importers) in responding
to changes in prices and incomes, as required by macro-economical efficiency, then the
really important questions are related to the consequences of the differentiated system of
de facto exchange rates. Also, they are related to the problem of whether the exchange
rate policy might play a role in winding up the adverse consequences and if it can, what
this role might be.

In Hungary, the strong differentiation of the system of de facto exchange rates has
had, much in accordance with experiences in other parts of the world, several unfavour-
able effects: the efficiency of export activities shows wide dispersion; export activities
with very low efficiency represent a large part of the exports and tend to persist, while
export activities of average efficiency have a relatively modest share in the exports.
Importers are getting a sort of rent; import substitution with low efficiency is being given
explicit or implicit support; the possibility of import purchase and the efficiency of its
use get separated. Powerful forces are working against the efficient use of resources and
for the withholding of performances; a part of the resources and efforts available for
productive goals are spent on rent-seeking and —from the macroeconomic aspect —
decidely unproductive activities or, in extreme cases, negative production. (Examples of
the latter include export activities with no or even negative foreign currency earnings —
something that may regularly happen to exporters with access to imports at the official
exchange rate and receiving high subsidies.)

Some of the adverse phenomena listed here are the direct result of the differentia-
tion of the system of de facto rates, and some others are the result of their variability.
Yet among the afore-mentioned phenomena there are some that are related to the
differentiation of the system of de facto exchange rates but are not solely or basically a
consequence of it.* The point in question is the substantial dispersion of the efficiency of
export activities, the important weight of activities with extremely low efficiency and the
prolonged existence of such activities. No doubt these are symptomatic not only of
exports or imports but, as Tarafas [2] correctly stresses it, of the entire economy as well.
In my view however, (as distinct from Tarafas’s) it does not follow that the reason for the
existence of the differentiated system of de facto exchange rates is the apriori rigidity of
the economic (and export) structure. The reason rather is that the maintainance of the
differentiated character and volatility of the de facto exchange rate system — which

*For these correlations see [5, 17, 18, 19, 9, 20]

Acta Oeconomica 39, 19.88



88 G. OBLATH: EXCHANGE RATE POLICY

hampers or expressly prevents structural changes - is consistent with the mechanism
regulating and institutional system which serves the maintenance of closedness and which
in general, and not just in the case of foreign trade, hinders economic adjustment and
structural change.

If, however, we try to think over the question about what role exchange rate policy
can play in winding up the consequences of the differentiation and volatility of the de
facto system of exchange rates, and what exchange rate policy should be included in a
programme package that seeks to change the economic environment to which the
differentiation and variability of de facto exchange rates are closely related, then
experiences of developing countries deciding to open up their economies offer a good
starting point.

Opening and exchange rate policy

It may sound strange, but | think that if we look through Hungarian eyes (i.e.
rather egoistically and keeping chiefly our own troubles in mind) at the confusion, in-
efficiency and economic irrationality reported on developing countries by many studies
that attribute all these to closedness and the differentiation and variability of the system
of de facto exchange rates, then we might have reason for a measure of guarded
optimism. Upon studying such studies we must realize that the economic troubles
and inefficiencies that mark our foreign trade are not specific Hungarian features; in
many respects, countries pursuing an inward-looking strategy and operating a correspond-
ing regulation and institutional system elsewhere in the world have been struggling with
similar difficulties.* These problems are therefore not the particular features of the
“resource and soft budget constrained” Eastern European economies but the typical
consequences of a kind of economic strategy, economic policy practice and the corre-
sponding institutional and regulation system. On the other hand, and this is from where
we can actually draw confidence and guarded optimism, there is an abundance of
empirical evidence proving that many closed economies have been able to open up, and
this has often been the source of their future success.** Of course, we are pleased that
others have succeeded, but for us it matters just as much how they managed to wind up
their closedness. According to the World Bank report already quoted “.. .the simple most
important factor providing the spur to trade liberalization has been crisis —either of the
country’s own making or imposed from outside. Its most common form has been an
economic stabilisation crisis springing from exessive budgetary and balance of payments
deficits and rising inflation” ([9], p. 108)

It is not self-evident and it may even appear as a paradox that it was just such crises
(primarily the aggrevating problems of the trade balance becoming more and more
unmanageable by customary methods) that gave the strongest impetus to economic
policy shifts geared to opening. But there is no contradiction here; the phenomenon is

*On the troubles, dgsfunctlons and losses similar to ours and already mentioned before, see
for instance {21, 22, 11,

**The relevant experlences are detailed by a World Bank study [9].
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logical from both social (political) and economic aspects. Although for the purposes of
this paper economic aspects are the most important, it is worth indicating that the
underlying causes of an obvious dysfunction of the system are preserved not by the law
of inertia alone; there are also groups with sizeable social bargaining powers interested in
them.*

Crises may upset the positions of such groups and, what is highly significant for the
assertion of the economic logic underlying the shift, it might also attack the schemes in
which the causes and nature of problems, such as that of the balance of payments, were
previously formulated as well as the possibilities for handling them.

From the viewpoint of economics, and from the viewpoint of our present subject,
exchange rate policy, the point is that prior to the growth of emergency situations into
balance-of-payments crises, huge amounts of money and subsidies had already been
injected into export-related activities; also, imports had been largely restricted.

In such situations the differentiation of de facto exchange rates and the variety of
its forms may reach an extent where it is tantamount to a caricature of the milder forms
of the system. One can witness a spectacular emergence of all dysfunctions, disorders and
illogicalities that have been, though less obviously, there before but they have merely
been revealed by neglected economic analyses. In cases like this the additional and
differentiated subsidy given to exports is increasingly ineffective. This is partly because
less exporters are willing to export without additional subsidies and allowances, and
partly because export activities are also physically restricted by the powerful and
unpredictable import cuts; it is also because the actors of the economy feel that the
system cannot function; sooner or later the national currency has to be devalued; exports
are postponed and import orders are brought forward.

All these will of course accelerate the coming of the crisis. But when it has already
happened, they facilitate and what is more, they force the critical rethinking of the
consequences of the differentiation and variability of the system of de facto exchange
rates.

Such situations may unsettle the positions of groups interested in maintaining the
existing economic policy and regulations, while they may also discredit reaction patterns
of economic policy previously considered as self-evident. This is when it may become
clear that occasional and individual allowances granted to exporters keep back the
exports instead of promoting them. The increasingly severe administrative control of
imports is unable to prevent the deterioration of the trade balance, while it becomes the
source of incalculable economic disturbances, difficulties, and uncertainties which also
make exports more difficult. This is when it might be recognised that the expansion of
efficient exports and the prevention of problems related to the external balance may only
be accomplished by genuine export orientation. It is then that it may become obvious
that it can be served not by occasional and individual export incentives meant to offset

*Qlson’s [23] book elaborates on this, and many other related and afore-mentioned problems
that can be only briefly mentioned here. On the theory of Olson and its relations to Hungarian
conditions see the article of A. Nagy [5].
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losses but by opening up and liberalization of imports; and only this can end the absolute
and relative disadvantages which hit relatively effective exporters and contribute to the
efficient promotion of exports. Once the concept, previously considered absurd, can
break through that says that the liberalization of imports does not necessarily weaken,
but instead may even improve the external balance, then the exchange rate policy, too,
may override the seemingly unsolvable, and anyway not genuine dilemma of considering
anti-inflationary objectives or the improvement of the external balance (slowing down its
deterioration) as its main task.

It has become clear that the termination of the dysfunctions of the differentiated
system of de facto exchange rates calls for the simplification and standardization of the
system of de facto exchange rates. Here the exchange rate policy plays a role; moreover,
under such circumstances this is where its actual role is.

Devaluation models worked out for convertible currencies provide no clues as to
how the exchange rate policy should play this role. As things are, under such circum-
stances the goal is not to change the relative prices between the competitive and
non-competitive sectors (or other specific price and income ratios manageable by such
models) but to achieve that losses of efficiency, disorders and irrationalities caused also
by the differentiation of the system of de facto exchange rates be discontinued, or at
least reduced.

On the other hand, the exchange rate policy cannot simply aim at “replacing” the
existing differentiated de facto exchange rates, i.e. all the available subsidies and limita-
tions, by the exchange rate. The reassessment of the exchange rate policy may be
triggerred by the recognition that the existing differentiated system of subsidies and
limitations functions poorly and causes damage. Thus this system need not, and luckily
cannot, be replaced by the exchange rate.

For the exchange rate policy to play a role fitting a reform programme which seeks
away out by opening up the economy, the concept of compensated devaluation* seem to
offer a basis.

These models offer methods for the treatment of the question regarding what
changes in exchange rates are called for by a substantial cut-back of restrictions on
imports and subsidies to exports. This is the relevant question if economic policy wants
to use exchange rates not as an instrument for influencing the external balance, but to
reduce the dispersion of the system of de facto exchange rates and to bring it nearer to
the dejure rates, i.e. to unify the de facto exchange rates.

Without going any deeper into alternative models and methods, | would like to
mention one common problem of these models. Namely, that conventional methods start
from the seemingly logical assumption that import restrictions are indeed capable of
restricting imports and export subsidies can indeed promote exports; consequently, their

*As fax as | know, this term was first used by the authors of a volume edited by Balassa. [11]
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lifting (or reduction) proportionally increases imports and reduces exports, respectively.
Methods trying to quantify the measure of devaluation meant to offset the presumed
deterioration of the balance of trade resulting from the lifting of restrictions and subsidies
are based on this assumption.

However, experiences (especially those related to pre-crises situations) indicate that
administrative import restrictions are not certain to restrict imports in general but they
will in all likelihood hamper exports. As for differentiated export subsidies, they more
often than not stifle exports instead of promoting them while tend to increase the de-
mand for imports.

There is no method of telling exactly how large a devaluation is needed to
accomplish the unification of the system of de facto exchange rates, essential for
openness. One thing is sure: the position and possibilities of relatively efficient exporters
not preferred by the old level of exchange rates, and the activities capable of using
imports efficiently must be improved. Losses ensuing from the differentiation of the
system of de facto exchange rates can hardly be reduced otherwise —to do so, a certain
devaluation of the national currency cannot be avoided. However, it is not certain but
rather, very much doubtful that such large a devaluation is needed that —assuming that
other factors remain unchanged —strives to counterbalance the presumed adverse balance
of trade effects of lifting the existing restrictions and subsidies.

To put it more bluntly and to keep our circumstances also in mind: it is more than
just doubtful that the necessary extent of the devaluation should be determined by the
consideration that with an unchanged export and import structure, all existing — or
known (but in most cases extremely inefficient) —potential exports be profitable under
the new exchange rate. This is so because the maintainance of the existing foreign trade
structure, —influenced, or rather, deformed also by the differentiated de facto exchange
rates —would imply impossibly large, just as senseless, as unrealisable devaluations. But it
is this that is not necessary at all.

I want to close this paper with two remarks. One comments on the other elements
as well as the whole of the programme package already containing the devaluation, and
the other on the circumstances of the introduction of the programme.

I did not dwell on the fundamental question of what else the package should
contain beside the sort exchange rate policy | tried to discuss in the foregoing. However, |
did not want to create the impression that | thought that devaluations in themselves
could solve anything. On the contrary, | believe that an exchange rate policy serving the
goals as outlined in the foregoing can be successful only if the package is consistent.
Namely, not only should the exchange rate policy be harmonized with the programme as
a whole but other elements of the package, too, should support the efforts to advance the
exchange rate policy. I could not, and in fact did not want to discuss other elements of
the package in this paper (like financial policy, policies aimed at increasing mobility of
factors of production); but concerning most of them 1 agree with the authors of “Change
and reform™ [1]-

The other closing comment is this: my treatment of the problems of economic
policy and exchange rate policy changes might give the impression that | thought that
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such programmes —meant to bring about opening up of the economy and a fundamental
change in exchange rate policy —could not be introduced without deep crises.

No, | did not want to suggest anything like that. On the contrary, | completely
agree with the report of the World Bank when it states: “history should not be taken as
presciption: countries that do not face such crises should grasp the opportunity for
reforms that stability offers”. ([9], p. 108)
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MECTO NMOTNTUKN BAJTIOTHbLIX KYPCOB
B MAKETE PE®OPM

. OBJIAT

Hu onbIT BeHrepcKoii MONNTUKM BaNlOTHbIX KypPCOB, HU TEOPETUYECKME MO ENN BaIIOTHBIX KYPCOB,
felicTBUTENbHbIE ANA NM6epPann30BaHHbIX U pacnonarawlx KOHBepTUPYeMoli BantoTo 3KOHOMUK He
MOFYT COOPUEHTMPOBAaTb B TOM, Kakas MOMMTMKA Ba/lOTHbIX KYPCOB AO/DKHA BXOAWTb B NakeT TakKuX
rnybokux pecopm, KOTOpble HanpaB/ieHbl HAa W3MEHEHWe BO3MOXHOCTEN XO03ANCTBEHHbIA CY6BLEKTOB U
XapaKTepHOro Ansi HUX noBefeHUsi. BeHrepckas 3KOHOMWKA B CMbIC/ie TOPFrOBOW MOMUTUKU SIBNSiETCA
3aMKHYTOIA; a pechopMa npegnonaraeT IMKBUAALNIO 3aMKHYTOCTM, Nnbepanmsalnio TOproBoi NoauTUKK.
Lns nn6epanusaunmn Heo6xoAMMas feBanbBaL s BHYTPeHHel Ba/toTbl; M B OTHOLLEHWW Lieneid, CTeneHn u
NpeAnocbINOK 3TOro MoAxoAsliMe Ans UCMOMb30BaHUS BbIBOAbl MPEACTABAAET OMbIT CTPEMALLUXCS K
BHELLIHEIKOHOMUYECKOW OTKPbLITOCTU Pa3BUBAIOLLUXCA CTPaH.
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WESTERN TECHNOLOGICAL POLICIES AND THE APPROACH OF
HUNGARIAN INDUSTRIAL POLICY

B. GRESKOVITS

The management of Hungarian industry attentively watches the trends of western
industrial development but experience shows that the foreign tendencies of development only
influence the ideals visualized by Hungarian industrial policy, not its practice. As well as
reviewing some tendencies appearing in the technological policies of the advanced countries,
this paper attempts to analyse whether or not the ideals of development influenced by western
examples are tailored for, and should be followed by, Hungary. The author arrives at the
conclusion that not only is the practice of Hungarian industrial policy untenable but also its
ideals for development are inadequate.

Hungarian industrial management, according to its conservative practice, regularly
misunderstands and selects improperly the western examples which form its vision of industrial
development. It exaggerates, one-sidedly and without criticism, the dirigent elements (or the
elements that can be interpreted as such) which can directly be built into the domestic way of
thinking. At the same time it takes no notice of the dangers inherent in such development. Also
it ignores western alternatives to the dirigent way of development and fails to recognise the
importance of the economic control mechanisms which are able to prevent or counterbalance
the mistaken decisions of the governments in the advanced market economies.

Present Hungarian industrial policy and
international experience

The analysis of trends of industrial policies in the advanced countries is made
important by the fact that, as experience shows, Hungarian industrial policymakers study
the international tendencies of industrial development. References to worldwide tend-
encies of industrial development often emerge in technical literature, in official declara-
tions and suggestions of industrial policy. What is more, they often occur in the
arguments surrounding the preparation of important decisions.

Let us mention a few examples:

In those concepts according to which the share of the R+D expenditures within the
GDP of Hungary ought to be increased, references are made to the technical and scientific
revolution going on in the world, and these are compared with Hungary’s backwardness.

When defining microelectronics and biotechnics as key sectors of R+D in the 6th
and 7th five-year plans, the major international trends of state subsidization were
considered as relevant factors.

Also, when the Hungarian interest in the “Comprehensive Programme of the
Scientific and Technical Progress of the CMEA Member Countries up to 2000” was
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formulated, one reason for becoming involved was the challenge of the big government
and regional research and technology programmes of the advanced countries.

An opinion which is currently gaining ground claims that the main task of
Hungarian industrial policy —following the examples of the western countries —is to
revise its earlier mistaken sectoral priorities. Thus it should —like the western countries —
concentrate on the selective development of “pioneering”, or “pulling” sectors.

Finally, certain institutions in the high-technology sectors of the leading western
countries (the industrial and scientific parks, the organizations for technology transfer,
the innovation banks and venture capital firms) and the observed government activities
for developing them, served as justifications for the domestic institutional innovations
which are destined to support the objectives of industrial policy.

This list of examples could be continued. Yet even the examples listed above
demonstrate that the areas where Hungarian industrial policy exhibits contact with
western processes are each connected with the positive side of structural changes, with
restructuring.

It is well-known, though, how alarming and deplorable the situation of Hungarian
industry is precisely in respect of successful adjustment, and how powerless Hungarian
industrial policy has proved to be so far from this point of view.

From all this one has to understand that in the declarations, requirements and
measures demonstrating harmony with the global tendencies, it is the “better face” of
Hungarian industrial policy which appears in the improvement ideal —yet this is by no
means the reality.

As regards the reality and praxis of Hungarian industrial policy, it follows a path
entirely different from that of the industrial policies of the market economies. It is a
policy of centralized capital investments and, over the past four decades, it has invariably
spent most of its human and financial resources on investments for the manufacture of
basic materials, semifinished products and energy. R+D programmes have been sub-
ordinated to the above-mentioned investment programmes and, in the last fifteen years
considerable sums have also been spent on structure-conserving subsidies granted to
lagging sectors.

When considering whether the described vision of ideals really relies on world-
tendencies which can and have to be followed by Hungary, all this has to be mentioned in
advance.

I think it is both desirable and justified to take these details into account. The
domestic initiatives arrived at by referring to the experience of internationl industrial
policies do not reflect the current actual situation of our industrial policy. However, they
still present some information about the type of future industry which is envisaged by
industrial management as providing an alternative to the present one. This raises the
question: do the political endeavours related to technology (hidden in the periphery of
Hungarian industrial policy) represent a promising vision, tailored to the actual opportu-
nities?

In order to get an answer let us first review the characteristics which can be
observed in the trends of industrial policies in the advanced capitalist countries.
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The trends of transformation and unification in the industrial
policies of the advanced capitalist countries

There are many signs showing that in the industrial policy trends of the advanced
capitalist countries —though there still are a lot of national differences —in the 1980s a
certain unification is taking place. This process is demonstrated by the following:

First of all state intervention is growing more uniform, and within it, so too is the
intellectual and mental environment influencing the potential patterns of intervention by
industrial policy. This type of environment is more suspicious and sceptical than it was
earlier in regard to state intervention, especially state intervention in its powerful forms.

A process running parallel with the decreasing legitimacy of state intervention is the
declining weight of the state budget which, after all, is the basis of such intervention.

Even within the reduced sphere of state intervention the subsidies for the sectors,
enterprises and activités struggling with structural difficulties are also diminishing —
though they still make the majority of the demands on the financial resources available
for the industrial policy.

Since, in the most of the advanced countries, the experiences gained from the
earlier paternalistic methods of treating the structural troubles were unfavourable, in
these areas of industrial policy more market-related methods are appearing. These require
stricter preliminary quarantees and heavier burdens have to be laid on the enterprises and
society.

In harmony with this, the positive side of the structural changes (i.e. the pushing
forward of the new, dynamic sectors, enterprises and activities, as well as the structure-
creating industrial policy connected with it) is gaining increasing worldwide attention.

Supporting the developing new structures and directing the processes of renewal
require methods, tools and institutions different from those used for the subsidization of
the traditional or lagging branches. Thus several new elements can be found in the means,
methods and institutions of industrial policy.

The typical trend towards the uniformity of industrial policies can be considered
the resultant of the afore-mentioned transformation processes; | wish to emphasize the
facts, reasons, potential consequences and lessons which can be drawn from these.

The essence of the tendency is that in the industrial policies of the advanced
countries technology and innovation are gaining increased significance. It seems to be a
permanent feature of development that R+D, innovation, the support and encouragement
of the transfer of technology, and the development, renewal and adoption of the
institutional system linked to them, are becoming more and more important elements in
the industrial policies of the leading industrial countries.

This is also demonstrated by the fact that, although in most of the developed
countries the restriction of support and the lessening of state intervention in enterprise
decisions are the issues of the day, the funds serving R+D and innovation are usually left
untouched. In fact, in some cases these funds are increased by decisions concerning
expenditures to be financed from the state budget.
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In the five big leading countries (the USA, Japan, the FRG, the UK and France —
which represent more than 90 percent of R+D inputs of the OECD area) research-
intensity — or the proportion of spendings on R+D in relation to the GDP, is both
uniformly and simultaneously on the increase in all of them, ever since the late seventies.
Thus the policy for technology, due to its growing significance, fits into the rising trend
of R+D-intensity in the advanced world. Although its methods and extent vary from
country to country —it is one of the major factors contributing to this ascending
tendency. (This can be assumed even if the technology policy of a given government does
not in every case and under any conditions lead to a growing research-intensity.)

The convergence of the national technology
and innovation policies

The fact that the national (or regional) technology policies themselves —despite the
many differences between them - show great likenesses* in respect of some of their
important characteristics, also underlines the tendency of convergence.

This similarity reveals itself in the following ways:

State financing of the R+D activities is not concentrated on the support of basic
research or on stimulating scientific work in general, but on financing R+D projects
closely related to the market. **

In the advanced capitalist countries state support of R+D greatly focuses on similar
objectives.

The state subsidies to R+D are alike not only in their distribution by objectives, for
great similarity can also be found in the activities and sub-sectors to which the technology
policy of the government is directed in the five leading countries.***

On the institutional side, an additional feature of the similarities in R+D state
priorities is that the most important groups of bodies authorized to dispose of the state
funds are almost of the same composition in each of the five leading countries. In many
cases even the rank order of the most important bodies is the same.****

When evaluating the similarity of R+D methods, priorities and institutions it is
important to avoid —especially in Hungary —two premature conclusions.

On the one hand, it would be an error to draw the conclusion that the widespread
praxis of financing projects closely linked to the market by similar state institutions and
according to similar priorities, indicates a world-wide tendency of extending state inter-
vention in R+D matters. The western agencies of R+D —in contrast to the East European
ones —even in relation to the financing of a definite project, very rarely give the
enterprises detailed instructions as to what, how, for what amounts, in collaboration or

*In this section | rely strongly on the study of Klodt [11] and the paper of Torék - Kollath
[181-
**Klodt [11] p. 36.
***|bid. pp. 33, 35 and 41.
****|pid. p. 21.
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jointly with whom they should carry on research and development. Also, it is even rarer
for agencies to tell enterprises on which market and for how much the resulting products
should be sold.

On the other hand the widespread financing of market-related projects which are
based on similar priorities, and the success of western R+D activities on the market do
not justify the conclusion that the western bureaucrats of technology have discovered an
infallible method of foreseeing future market successes and the task of their East-
European colleagues is merely to learn it from them. It is unlikely that the officials of
the ministries of research and technology in the advanced countries know any more than
their East-European colleagues whether or not a subsidized research programme will bring
about a market success in the future. For this reason they do not thrust their ideas on
their partners in the research institutes or enterprises. In fact, it is the reverse that can be
found. Since they consider successful programmes to be monuments of their careers,
there is a great temptation to “jump on the bandwagon”, i.e. to support the ideas of
enterprises or research institutes which would anyhow soon appear on the market —with
or without their support. [13]

The priorities of the technology policies in the advanced countries are further
unified by the concentrated and coordinated R+D programmes started in the particular
countries and regions (e.g. the programmes of the SDI, EUREKA, or MITI —which we
shall call in the following the “Big Programmes”). Although in regard to their size and
methods the Big Programmes embody technology development philosophies which are
different in many respects, each of them is (because of their excessive dimensions —
especially the American programme) suitable for dictating the pace in the technological
race and encouraging the initiation of novel and similar national or regional programmes
in the competing countries. Such programmes have demonstrative effects reaching
beyond the leading countries —what is more, even beyond the OECD area. In starting the
scientific-technical Big Programme of the CMEA countries, the birth of the American
programmes and, later on, of the EUREKA, obviously played a significant part.

While the technological policy, in its R+D programmes and methods, turns firstly to
the large enterprises (in terms of project financing, the orders of the Big Programmes and
the subsidies available to them are, in the majority of cases, granted to large enterprises),
from the point of view that it is also an innovation policy, it is oriented rather to the
small enterprises.

In the big western countries the technological policy can be characterized by the
similar endeavours which are found more or less in each on of them — namely,
endeavours that support and naturalize institutions where the dynamic development of
top-level technologies can be accomplished. [18]

Silicon Valley, the most spectacular agglomeration of top-level technology in the
world (and in the USA itself), exerted an impetus on, and is a model for, the efforts to be
carried out by innovation policies.

Several government endeavours were made, aimed at reproducing in the particular
countries or regions the specific system of conditions which was granted by Silicon Valley
to the enterprises settling in the valley. These conditions were high level ones and
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included a technological infrastructure, or at least some elements of it. This serves the
integration of the various factors necessary for implementing the highest levels of
technology. [16].

The afore-mentioned endeavours may have concentrated on the development or
support of already existing agglomerations. Nowadays, the results of such efforts are
evident in the regional technology complexes or development zones mushrooming
increasingly in the USA, the UK, Switzerland, the FRG and in other countries.

On the other hand, innovation policy has everywhere been anxious to create (by
state-financed infrastructural establishments, tax reliefs or other methods) potential focal
points, i.e. such groups of institutions which might be expected to radiate powers of
attraction which help to bring about agglomerations for top-level technological activities.
The results of such endeavours in several advanced countries of the world are shown in
the increasing number of scientific or technological parks. These provide for the
symbiosis of research institutes of universities (some of them in private or state owner-
ship) and enterprises intensely oriented towards technological development. The opportu-
nity to become a point of agglomeration is also hidden in another institutional solution -
nemely, spreading idea of creating so-called ‘founding centers” (Griinderzentren). In such
centres in the FRG new entrepreneurs usually new to business, can rent for themselves
—at a low cost —the minimum infrastructure needed for starting a business. This
includes such common services as a secretariat, an accounting organization and a
computer terminal. In addition to these, there are research laboratories for working out
their ideas and facilities for starting production. [7]

The revival of small-scale enterprises is also reflected in some institutions of the
current innovation-oriented industrial policies. Beside other reasons, this stems partly
from the recognition of the importance of innovations produced by the small-scale
enterprises and partly —very likely again from the American example — from the
outstanding role of small-scale enterprise in structural changes.

The government programmes which establish small enterprises, and organize R+D
and consultation for small firms, are proliferating in connection with this renaissance of
small ventures. [3, 13]

The technology-transfer networks of the advanced capitalist countries consist of
institutions founded by the state, by private entrepreneurs, or by a mixture of the two
and they also constitute an institution system intertwined with organizations of con-
sultancy centred on small-scale enterprise. [15]

Finally, the sphere of small ventures is also an active area for the spreading of
venture capital. This is so not only in America but also in Europe. The owners of this
capital, either private associations or other sources, are encouraged to be more active in
business by government tax relief policies. The institutional bases of small ventures are
becoming more multifarious by the association of venture capital with state operations or
with programmes involving state participation.
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The reasons for unification

Based on what has been said above it seems that in its ideals for industrial
development, Hungarian industrial policy, by referring to the global tendencies of
technological policies, identifies itself with processes of industrial policy actually existing
in the advanced capitalist countries.

Putting aside our doubt as to whether the observed global trends can at all be
followed, considering the constraints created by Hungary’s small dimensions, its low
economic performance capacity, and its situation of being closed off from the world
economy, let us now deal with the other aspect of the problem: in principle, are they to
be followed?

In principle, and very strictly only in principle, the examples of the most advanced
countries mean the more a reliable basis of reference to the Hungarian management of
industrial policy, the more it is true that the dynamism in technological policy is
motivated and characterized in those countries by the rational recognition, based on
government foresight, of the “requirements of internal economic development”, the
“objective progress and requirements of technological development”.

The doubt connected with this assumption is rather justified — even though it is not
quite accurate to call such an assumption nonsense.

What factors can explain the unifying and converging tendencies observable in the
industrial policies of the leading countries?

Among the potential explanations, those have to be considered which interpret the
phenomenon in question as a victory for the worldwide view of a new type of economic
government. The hypothesis which attributes considerable significance to the failure of
earlier, structure-conserving state intervention (and to disappointment caused by it) also
belongs to this category. There are also those hypotheses according to which the pushing
forward of technological policy is based on the recognition of specific concepts of
economic science. These see the current comparative advantages of the developed
countries as being hidden in the production and sales of R+D-intensive products; also,
state intervention seems to be most justified in the sphere of R+D activities because, in
accordance with the socialized returns of R+D, it will also socialize the costs of it.

Although there might be some truth in the explanations attached to the aforemen-
tioned hypotheses, when interpreting the pace and approach of the different techno-
logical policies, we must not forget the fact that technological policy is: politics.

In other words, in my opinion it is much more important to see that industrial
policy pursued as technological policy is placed very favourably in the internal power
field of politics. The forces which are developed in the advanced countries are of crucial
importance. Among other things, these include the international political and economic
factors, the domestic state organizations, the political parties and the different interest
groups.

Which political factors do, in fact (in contrast to other possibilities) make techno-
logical policy successful and shape its concrete particularities?
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a) Technological policy is suitable for ensuring that certain non-economic, military
and world political ambitions of the western governments — as well as their consciousness
of national responsibility — should take on concrete and legitimate forms and should be-
come extticably merged.

In this context let us consider three relationships.

By referring to national safety and to the practice of states competing in world
politics, it is easier to start Big Programmes of military significance. In other words,
political acceptance of such actions by national and international public opinion — which
otherwise might perhaps be sceptical about the usefulness of such actions — is achieved in
a relatively uncomplicated manner. [10]

Reference to subsidies granted by competitors everywhere allows the interpretation
of national and regional R+D subsidies as counter-subsidies (as retortion provoked by
initiatives of other countries). Also, it makes them acceptable by economic ideology even
in such fields as market-oriented R+D, where economic theory would rather suggest
self-restraint on part of the state.

Within the framework of technological policies the governments of the advanced
countries can follow national economic objectives. They are able to acquire a powerful
national economic position or weaken the positions of other countries in the world
market. And they can thus do so without pushing against the barriers of the international
agreements which define their scope of movement, e.g. those of GATT. [11]

b) An active technological policy is a government policy suitable for opposing the
industrial policies offered by other political parties.

It fits appropriately into the market-oriented economic ideologies of the conserv-
ative parties which at present govern in most of the leading advanced countries. Such a
policy means less intervention and more conformity to the market than, for example,
direct investment targeting. This contrasts with the concept of the “New Industrial
Policy”, currently emerging in several advanced countries as an oppositional tendency.
[17;8]

It is, at the same time, spectacular enough not to remove from the industrial policy
of the government its particular aspects and characteristics. By implementing some
elements of the industrial political endeavours of the opposition, a government can — to a
certain degree — take the wind out of the sails of the opposition.

c¢) Technological policy meets the needs of the government bureaucracy without
letting the fear of “central planning” and “dictatorial guidance of the economy” become
too loud.

d) Technological policy is flexible — it is able to suit the interest of strong
economic groups and various types of enterprises.

e) It is partly international relationships and partly reasons related to the political
and sociological operating mechanisms of the technological bureaucracy that determine
the typical parallel behaviour of bureaucracies. This produces the identities that can be
observed in the increasing technological policy activities of the state, in the R+D projects
of the Big Programmes, in research and in the industrial priorities of the national policies.
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In forecasting the unknown technological successes of the future, the technological
bureaucracy is uncertain. Therefore, when developing its own behaviour, priorities and
institutions of technological policy, it often examines not the future but the present. It
follows the examples of other countries with regard to the institutions successful for
development. Or it looks at the past, and supports those technologies, sectors or
enterprises which have already been proved to work. [21; 12]

To summarize the above: it has been found that the forging ahead of the techno-
logical policies in the advanced countries is dependent on a number of non-economic,
political and sociological factors.

Certain important facts related to the convergence of technological policies —
precisely those in which Hungarian development policy is trying to find its justification —
can be explained not by a definite system of objectives relying on conscious foresight but
often just the opposite: by the lack of central far-sightedness, i.e. by imitation that is the
result of limited foresight.

Along with the overlapping and parallel developments of technology policies, the
special literature already calls attention to some potential dangers. National technology
policies which attempt to imitate the main points of R+D and the methods of support,
could direct enterprises towards technologies and markets which are becoming over-
crowded. By doing so they may accelerate the formation of future crisis sectors which
would be characterized by over-investment and excess capacities. [13; 11]

Based on what has been said so far, it is doubtful whether the tendencies of
technology policy experienced in the advanced countries are confirmation of wise
foresight in industrial policy. The correct impression seems to be that the described
trends of industrial policy are not direct examples to befollowed by Hungary. Maybe, in
the innovatory institutions of the leading countries more elements can be found which
can offer direct lessons to Hungarian industry. Let us now study this possibility.

Is the convergence of industrial policies leading
towards uniform development paths?

Will the actual development paths of the leading countries grow more uniform in
the future, owing to the convergence of their industrial policies?

Is it a feasible assumption that the similar methods and uniform institutions of the
advanced western countries will direct development along the same path and towards
identical results?

As history bears witness to it, this would be both surprising and unusual.

By analysing the facts of the 19th-century European industrial revolution,
Gerschenkron arrived at the conclusion that there are various potential ways of catching
up with industrial rivals. The majority of the different ways follow from employing such
special institutional means which differ specifically from each other along the particular
development paths. [6]
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While in the industrial development of England in the 19th century the accumula-
tion of enterprise capital played the main part, in the western part of the European con-
tinent industrial development was pushed forward by banks specializing in financing
long-term investments. In East Europe this role was fulfilled by state institutions.

Without trying to apply Gerschenkron’s theory in its original form to the current
and future circumstances, it is worthwhile drawing attention to a lesson that might be
important in view of the present train of thought, i.e. the lesson that progress is, in
general, not a uniform process.

Even today industrial development proceeds along different paths, and these are
also specific from institutional aspects. Thus it is worth investigating the other side of the
problem connected with the possibilities of institutional adaptation.

How far can the specifically successful institutions of a given development path be
adjusted to circumstances different from those which helped them to unfold? Will the
weight, expansion possibilities and influence of the adopted institutions be the same in an
environment which is different from the original one?

To such questions there is no simple answer.

In the foregoing | emphasized the identities and the tendencies of the convergence
of the industrial development objectives and institutions of the leading western countries.
In the framework of the present paper | cannot undertake to estimate the perspectives
and the extent of the convergence which demonstrates the scope, the effects and the
success of adaptation. | am merely able to present a few examples showing the incidental
constraints on the possibilities of such adaptation.

The examples are related to the adaptation efforts of the innovatory institutes of
the United States in the FRG.

a) Enterprise network and state consulting network.

The enterprise network is the totality of all the institutes, persons and relationships
which take part in putting a technical innovation on the market.

This type of enterprise network has developed to a very high level in the gravitation
field of the agglomeration in Silicon Valley. This development was spontaneous and
basically without the support of the government. [16]

Where such a focus for agglomeration (which collects the various constituents of an
enterprise network into a single area) has not developed, it may be tried to replace it. The
technological, innovatory and enterprise centres established in the FRG can be considered
as such attempts. In these the state has tried to create the functions of the agglomeration
centres. Such institutions are striving to replace the spontaneous concentration of the
elements constituting an enterprise network.

As shown by experience, this experiment has not brought about a totally adequate
substitution.

A typical feature of any agglomeration of high technology is that, by a plentiful,
demonstrative and comparable offer of enterprise factors, it urges the entrepreneur to
obtain direct information, to make well-founded and highly responsible decisions, i.e. to
pursue afull-value enterprise function.
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However, if entrepreneurs — due to the lack of such a concentrated offer —
accelerate the gathering of the factors needed for realizing their plans by resorting to the
consultation centres which collect pertinent information, they unavoidably confer a
certain part of their enterprise functions to these intermediary organizations. [13]

This, on the one hand, will deter some entrepreneurs from making use of the
services of the intermediary organizations.

On the other hand —depending on the degree to which the consulting institution
actually becomes a partner in the enterprise, — external points of view will make
themselves felt in the undertaking, and the responsibility for the decisions made will be
shared by the intermediary institution (although it is actually unable to take real financial
and proprietary responsibility).

b) Two ways of enterprise development: by spontaneous agglomerations and by
state-owned “founding centres” (Griinderzentren).

It is well known that Silicon Valley demonstrated extraordinary dynamism in
inspiring the foundation of enterprises, and it became a medium of education for a
number of new enterprises.

The establishment centres and technology parks which were created with state
support in the FRG have tried to provide an appropriate educational environment.

However, with regard to the role of competition in encouraging enterprises, there is
a significant difference between the two types of education bases for enterprises, i.e.
between the spontaneous and the planned ones.

The new enterprises of Silicon Valley are brought up in a competition of over-
average intensity and this is enhanced by the unusually high regional concentration of
suppliers” and customers’ markets.

Entering into the establishment centres of the FRG, on the contrary, provides in
many cases exemption from competition. In other words new undertakings are in an
exceptional transitory position. [14] To create appropriate conditions costs money, a part
of which is government money. Since it is not the intention to charge new enterprises for
the, albeit limited, favourable conditions, the opportunities are not open to anyone.
Thus, the applicants are selected not by market competition but by an “admission
committee”, and the advantages gained by winning admittance are not granted because of
real results but at most because of a probable aptitude for making business.

The given examples represent narrow samples of experience. Yet they show that the
attempts to approximate the institutional bases of technological policy do not always
result in a true copy of the reality and contents of the original model. Thus Hungary
should learn that institutional simulations have their own limits, and success or failure on
the world market depend to a great extent on a successful compromise. This compromise
has to be brought about between the requirements of some growth path and the
possibilities of development created by the institutions conforming to the conditions of
the country taking this path or by those which can be developed from them.
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Summary of the conclusions and lessons for Hungary

1. The technological and economic development of the advanced capitalist
countries is not exclusively, not even primarily promoted by the industrial and technol-
ogy policy of the state, and the same can be said for its trends and characteristics. In the
market economies technical development and innovation are primarily enterprise issues,
i.e. factors of competitiveness. They could be carried on even if the state remained, for
any reason, inactive. In the capitalist countries this reduces the responsibility of the
bureaucracy for industrial policies. The economy can be kept on a successful path, or
directed towards it by the sensitivity to the competitive position existing on the market,
and by sensible enterprise decisions in response to the competitive position (even if state
bureaucracy has not foreseen, or has erroneously interpreted the possible technologies
and markets of the future). The mistaken decisions of the bureaucracy can be corrected
or counterbalanced by correct enterprise decisions.

2. The responsibility borne by the bureaucracy with regard to industrial and
technological policy is much greater in countries, like Hungary, where the development of
the economy and the determination of the development trends are, in the main,
centralized. Here the enterprises have little opportunity to correct the mistakes stemming
from the limited foresight of the bureaucracy. This is because means are granted to the
enterprises according to their significance —a significance they often are able to fight for
—within the central priorities. Hence, in the countries following centralized development
policies economic success requires the correct interpretation of global tendencies. Such a
realistic evaluation would be far more important than in the developed market economies
(at the same time it is even more difficult for them than for the latter).

3. Hungarian leadership —like the advanced capitalist countries —strives to increase
R+D-intensity. However, it is not absolutely sure that this can be done by the state, nor is
it clear that there is an unambiguous relationship between R+D-intensity and economic
performance. It is equally uncertain as to whether such a policy is appropriate for the
specific Hungarian case.

4. With its high-technology priorities for R+D, Hungary follows a trend which is
growing uniform in the technology policies of the most advanced countries. However, the
convergence in this area is not due to the far-sightedness of the state —on the contrary, it
is because of its limited character. What is more, this approach may result also —in
accordance with past experience —in exhausted or saturated markets. The enterprises of
those countries where research and development in high-technology areas are based on
budgets far greater than Hungary’s national income will be immersed in this situation.
This could occur even though they produce and use their products in economies which
are incomparably more flexible and competitive than our domestic one.

5. Hungary —like the most politically and militarily advanced capitalist countries —
has a Big Programme for technology, for it is part of the Comprehensive Programme for
the Scientific and Technical Progress of the CMEA Member Countries up to the year
2000
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6. In Hungary — as in the most advanced capitalist countries — there are innovation
banks which handle the central development funds in a decentralized form and distribute
them partly on the basis of business criteria. The existence of these is a positive, rather
than a negative phenomenon. Trouble is caused by the fact that the business criteria are
usually subordinate to the priorities of national technological development. In other
words these criteria are directly linked to central development programmes. Enterprises
have to satisfy the requirements of the CMEA market — where the results of techno-
logical development will most probably be sold — and this results in a selection which is
contrary to the viewpoints of technological development. Even the limited presence of
business criteria is only conditional; several important guarantees are missing from the
organization and mode of operation of the innovation banks, as well as from the
economic environment which could confirm them.

7. Another problem is that Hungarian development policy has attempted to finance
the most risky individual innovations (which promise the highest profit), by using the
venture capital of the small banks. However, this has been successful in only some of the
leading capitalist countries up to the present. Yet in Hungary there are no institutions —
simple competitive commercial banks — for financing the less risky innovations merely on
business considerations. Also, the venture capital activity itself cannot rely on a capital
market and enterprise background, although these would be indispensable for its opera-
tion. Hence, it is not worth asking whether venture capital is an appropriate means for
accelerating the innovation processes in Hungary, or it would be more appropriate to
search for other methods or institutions. (Perhaps other institutions and other methods
for other purposes.) Similar doubts can, however, be felt in respect of the most recent
institutional attempts, linked to the plans to set up innovative, technological and
industrial parks.

8. From the above points it can be seen that Hungarian industrial policy, where it is
not peripheral or provincial, identifies itself in its ideals with certain selected processes
and characteristics of the technology policies followed by leading countries — not with
the practice of other, dynamic or increasingly vitalized regions. This identification is at
the same time an over-identification. It seems that from the technological policies of the
most developed capitalist countries the trends of convergence and unification had and
still have the greatest influence on the idealistic image of Hungarian industrial develop-
ment. The impacts and conclusions that can be drawn from the specific motives, limits,
and accidental disadvantages of convergence have much less been considered. Despite the
fact that — as I mentioned earlier — this is not the greatest problem confronting
Hungarian industrial policy, the spectacular scenes of technology policy may have their
own unfavourable effect: they may cover up the development paths which offer more
realistic opportunities for catching up, as well as distract attention from the tasks
necessary for entering such paths.

9. If increasing the share of R+D-intensive products in production and trade really
belongs to the vision of the future of Hungarian industrial policy, this can also be made in
a less questionable way. This way has been shown to be successful in the world economy
and more suitable for small countries. In order to find this, it is by no means necessary to
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follow the unification tendencies of the technological policies of the leading advanced
countries. It is not these countries that should be watched. There are also other global
trends. One of the most important of these shows that the development of telecommuni-
cations has allowed for a separation of some areas of R+D from those of production in
certain R+D-intensive sectors. The examples of more than one of the higher level smaller
capitalist or developing countries show that production and export performances can be
achieved without the spectacular (albeit favourable) means of an “activist” technology
policy — even in R+D-intensive branches. Of course, such successes also have their
economic, political and institutional conditions: such as the legal and environmental
preconditions for direct foreign investment. In addition, there need to be educational and
training opportunities which are especially relevant for the R+D-intensive sectors.
National R+D activities must be grouped around and built on the sectors vitalized by
capital imports. The organizations for technology transfer, innovation and capital should
spread the results of these sectors far and wide in the economy. Above all, the enterprise
sphere must be in direct contact with the world market.
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TEXHOJIOTMYECKAA MONMNTUKA 3AMALA W B3rnAaabl
HA BEHIEPCKYIO NMPOMbBIWMEHHYIO MOAUTUKY

Bb. TPELLUKOBNY

PyKOBOAUTENN BEHTePCKOM MPOMbILLIEHHOCTW CAEAAT 3a 3anafHbIMU TeUYeHWsMU B 06/1acTu
pa3BUTHSE U MOAEPHM3ALMUM NPOMbILLNEHHOCTH, OAHAKO, KaK NOKa3biBaeT ONbIT, 3anajHble HarnpaeneHus
pa3BUTUA CO3LENCTBYIOT CKOpee Ha Ueasibl, @ He Ha NPaKTUKY BEHTePCKOW NPOMbILLEHHOW NONMTUKKN. B
CBSi3W C 0630pOM OTAE/IbHbIX TEHAEHUMIA TEXHOMOrMUECKON MOMIMTUKMA PasBUTbIX CTPaH B CTaTbe
paccmaTpuBaeTcs To, NOAXOAAT M OHW AN BEHIPUM, TO €CTb MOXHO /1N U HYXXHO /1N CNeoBaTh UAeaM
pasBUTUSA, MOACKA3bIBAEMbIM 3anafHbIMU MNpuMepamu. ABTOP MNPUXOAWUT K BbiBOAY, UTO He TO/bKO
NpaKTUKa BEHTepPCKO MPOMbILL/IEHHOW MOIMTUKM HECOCTOSITeNIbHA, HO U MAeW ee Pa3BUTUS TaKkKe He
MOTYT 6bITb pPeasn3oBaHbl.

PYKOBOACTBO BEHIepCKO MPOMbILLIEHHOCTLIO B COOTBETCTBMM CO CBOE KOHCEPBAaTMBHOW
NpaKTUKO/ CMCTEMATUYECKN NPEBPATHO TONIKYET M OT6MpaeT 3anajHble NPUMepbl, hOpMUpPYLOLLME ero
nien pasBUTUS NMPOMbILINEHHOCTU. HEKPUTUUHO M OAHOCTOPOHHE YCUIMBAKOTCS AMPEKTUBHbIE (UK Xe
TO/IKYeMble KaK TaKOBbI€) 3/1IeMEHTbI, KOTOPbIe MOTYT GbITh HEMOCPEACTBEHHO NePeHeceHbl B COBCTBEHHYIO
KOHLeNuuio. B To e BPeMs He 3aMevatoTCcsl HW OMacHOCTY AUPEKTUBM3MA B 06/1aCTW Pa3BUTHSA, KOTOpPbIe
MOXHO BUAETb W Ha 3anaje, HU 3anafHble aNbTepHATWBbI 3TOr0, HY BAaXHOCTb TeX MeXaHU3MOB
X03ACTBEHHOr0 KOHTPO/IS, KOTOPble B Pa3BUTbIX PbIHOYHbIX 3KOHOMUKAX MOTYT NPeaynpeauTb WM e
KOMMEHCMPOBAThb OLIMGOYHbIE FOCYAAPCTBEHHbIE PeLUeHVst B 06/1aCTV Pa3BUTHS.
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WILL THE INDUSTRIAL PYRAMID BE SET AFOOT?

The Development of Enterprise Size Structure in
Hungarian Industry in the 1980s

. SCHWEITZER

The developments in industrial organization have reflected the changes carried out
within the “industrial block” - the sphere of industrial authorities and large enterprise
management - as well as in its power relations vis-a-vis the financial authorities of the
government. The organizational decentralization of state industry had hardly begun in
1980—81 when it was interrupted. The dominance of large firms, i.e. the so-called “reversed
pyramid” of size distribution, has been maintained. Meanwhile the number of small coo-
peratives has increased. A series of new possibilities has opened for small ventures, bringing
substantial changes at the bottom of the size scale. The size distribution of firms has ultimately
become highly polarized, implying that in industry as a whole the proportion of medium-size
companies is very small.

Achieving a balanced size distribution requires the enforcement of a consistent financial
strictness towards large enterprises. It is expedient if this is coupled with the decomposition of
firms attached to restructuring and liquidation procedures. The financial strictness may also
lead to a considerable autonomy of units within the internal relations of large enterprises,
resulting in their becoming independent enterprises, in an economic sense. Providing an open
way for the growth of new small ventures would also improve size structure. Finally, the author
questions the view —widespread among reform economists, too —that the decentralized size
structure is needed for the sake of domestic competition. He points out that in a small country
like Hungary no genuine competition can exist without the gradual, but radical, liberalization
of imports - that is, without a strong import competition.

In my paper | will analyze the changes which have occurred in the size structure of
industrial firms since 1979. To put it in another way, | will examine how —as presented
in my book “Company size” —the reversed pyramid of enterprise size distribution has
been evolving. In this situation, unlike in market economies, large firms are dominant
while the number of small and medium-size companies is very low. [1]

Analyzing the figures would, in itself, not be too productive; it is indispensable to
deal with broader social and economic relationships as well. This is all the more necessary
because —as | pointed out earlier —the new situation created in company size structure
by amalgamations in 1963—1964 was accompanied by changes in the overall system of
industrial management: a structure of large firms was developed and an economic system
based on the supply-responsibility of these firms was established [2]. This system is
characterized by a consensus which has developed in formal connections between large
enterprises and the macroeconomic management.*

*The main features of the system are similarly described by Laszlo Antal [3] and Tamas Bauer
[41.
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Since | wrote the book | have obtained a better insight into the division of labour
among the main participants of the system based on supply-responsibility. An important
element of the system is the “industrial block”, that is, the circle of large firms and
branch ministries, which jointly elaborate development programmes and are in a
permanent bargaining relation with the government concerning the financing of these
programmes. The “industrial block” is able to support the suitability or, moreover, the
indispensableness of its plans by professional arguments, against which the argument of
the government can only be the shortage of financial resources or the deterioration of
equilibrium. Similarly, there is permanent bargaining between the “industrial block” and
the financial organizations on matters concerning subsidies and the rescue of firms which
happen to be in an unfavourable situation. The power relations in this circle keep on
changing. The arguments and reasoning of the government is significantly lessened with
the possibility of drawing on additional financial resources by borrowing from abroad.

The functioning of the system based on the supply-responsibility of large firms,
introduced in 1963—1964 [2] was only temporarily and not too heavily disturbed by the
1968 reform of the economic mechanism. Beginning with 1972 —after the “rearrange-
ment” —an informal and consensual system (between large enterprises and the govern-
ment) that got over changes in regulators started to evolve with full strength. The physical
approach in development programmes, being very typical of the “industrial block”,
offered no scope whatsoever for the effects of controlled market relations; also, many of
the competent managers of industry did not understand the concept aimed at the
increased role of market automatisms and considered the problems as soluble exclusively
through a further concentration of resources in line with the endeavours of the “indus-
trial block”.* Even in 1976—1977, when the economic situation of the country severely
worsened, the industrial management sought the solution by elaborating a conception of
cent  selection which relied on a pre-determined system of criteria, and would have
required, if it had been implemented, tremendous additional development resources. ([3],
p. 307)

However, in the summer of 1978 —under the impact of the accumulation of
economic difficulties and the threatening crisis —the situation changed. The top-level
political leadership rejected the conception of the “industrial block™, which was pressing
for a further concentration of resources, and decided on a strong financial restriction.
This turn of events, namely the top-level intervention in power relations, had an effect on
the industrial organization, too.

How has the industrial organization changed since 1979?

It is impossible to give a comprehensive answer to this question in the framework of
this study; on the other hand, this cannot be an excuse for simplifying the question. The
change has not had a definite trend: even in the given period there have been phases of

*Such proposals were presented in a summary of the sectoral proposals of ajoint study by the
National Planning Office and the Ministry of Finance, prepared in the programme “The appraisal of

the organizational system of industrial enterprises and the direction of its further development” in
April, 1976. (See Lé&szl6 Antal [3], p. 303)
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progress and setback, and different stages can be recognised. The movements have taken
place not only in enterprise organization; the organization of industry as a whole, and the
position and “actors” of the “industrial block™ have also changed.

I would emphasize two developments which unambiguously suggest the temporary
~ shaking of the position of the “industrial block” in the first half of the period under
consideration; one of them is the amalgamation of branch ministries, the other is the
setting up of a committee for studying the organization of large firms — with the aim of
bringing about their decomposition.

The amalgamation of the three (heavy industrial, light industrial, and metallurgical
and machine industrial) branch ministries was completed in 1981 with the pronounced
objective that the Ministry of Industry should not directly control enterprises. Its
character was intended to be near that of the functional ministries and, primarily, it was
to be the industrial adviser of the top-level economic management. At the beginning there
were actually hints suggesting this kind of change in function. In this way, the govern-
mental component of the “industrial block” fell out from the game for a while.
Consequently, the representation of the interests of large firms within the government
diminished and their position in bargaining for financial resources worsened.

In close correlation with this shift in power relations, for the first time in the
history of Hungarian central planning (apart from a short period in the late 1960s), the
tendency of organizational decentralization became dominant in state industry. The
decentralization was carried out by governmental measures. The process, however, was
very limited: some trusts were decomposed (with the member-companies being given
autonomy) and, furthermore, some units were detached from some large enterprises and
made independent. Some of the large firms threatened by decentralization “escaped
ahead”: taking advantage of legal possibilities, they re-established, as subsidiaries, some of
their units. This was to avoid their being detached later on.

In the final analysis, the increase in the number of companies suggests there were
much greater changes than in fact actually took place. It must also be taken into account
that a considerable number — some one-third — of the 350 new state enterprises stemmed
from the decomposition of two service companies (“AFIT”, specialized for repairs of
motor vehicles, and “GELKA” for repairs of radio, television and other home devices).

The enterprise decentralization was a government initiative, and, as soon as the
government pressure lessened, it faded away. It was the creation of enterprise councils
within the new system of enterprise management that marked the end of this process and
fully blocked the government-initiated organizational transformation of most state enter-
prises. This was because, ever since they had been introduced, any decision on the
modification of enterprise organization had been in the scope of authority of enterprise
councils.

It is probably not a misconception to attribute the relaxation, then cessation, of the
government pressure for decentralization to the circumstances in which the critical
external disequilibrium of the economy, culminating in 1982, (which also served as an
argument justifying the dominance and long-lasting maintenance of the “‘manual control”
of the economy in the policies of the government) considerably increased the role of large
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firms. The government believed that the large firms had those reserves — primarily
additional convertible exports —which could facilitate the escape from the difficult
situation.

The economic system has, at all times, remained a system based on supply-respon-
sibility, as well as on bargaining and consensus between the authorities and large firms.
The questions that affected the incomes of the major part of industry —that is, the rates
of taxes and subsidies as well as the development resources — have consistently been
decided upon in a bargaining procedure which favoured large enterprises [5]. Market
mechanisms have hardly functioned at all, and their influence has almost always been
confined to smaller firms which have —voluntarily or involuntarily —been squeezed out
from bargaining procedures with the authorities. The deficient functioning of market
mechanisms is also demonstrated by the fact that the modifications of the regulatory
system usually do not result in the desired outcomes.

With the practice of “manual control” becoming dominant, the bargaining relations
between the central authorities and large firms became open and contributed to the
consolidation of the positions of large enterprises. In this situation the Ministry of
Industry changed its character, too: its functional role weakened, and, once again, the
joint elaboration of sectoral development programmes with large firms became its main
profile. The unity of the two poles of the “industrial block” —the circle of large
enterprises and the central (ministry) management —has been re-established.

Meanwhile, however, the presumed “reserves” of large enterprises were exhausted,
and it turned out that the production structure of large firms did not facilitate an escape
from the increasingly severe economic situation. The acceleration of growth initiated by
the “industrial block”, after some success in the first stage, threatened to end in
catastrophe. It became obvious that the restrictive policy should be continued, and,
simultaneously, such changes should be made in the economy (and the society) which
could promote its adjustment to external markets, a substantial and continuous improve-
ment of economic efficiency, and the restoration of stable equilibrium conditions for the
national economy. The problem the government is now facing is whether it can achieve
this objective by introducing adequate conditions for a controlled market economy, i.e.
by an economic reform (accompanied by a social and political reform); or will it make,
once again, a hopeless attempt at overcoming the difficulties by maintaining the non-
market-type consensual system based on the supply-responsibility of large firms.

In the first case, in line with establishing conditions for a controlled market
economy, the issue of a government-initiated decentralization of large firms can be raised
again. There are indications, however, that the government is trying to find a solution
without doing that.
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An evolutionary way: the erosion of the structure
of large enterprises

The existing structure of large enterprises was developed as the result of a centrally
managed big industrial restructuring campaign in 1964. Since then the following question
has been raised frequently: is it feasible that, without a centrally managed “re-organiza-
tion” (decomposition and detachment) campaign, a size structure of industrial companies
is able to evolve which makes it possible to create the conditions for, and to operate, a
controlled market economy.* In my opinion, today this kind of transformation can also
take place in an evolutionary way, by continuing and amplifying the “erosion” of the
structure of large firms which is already under way.

What does the already proceeding erosion of the structure of large firms involve?
How has the reversed pyramid changed since 1979?

According to data of the respective yearbooks of the Central Statistical Office
(henceforth: CSO), the number of industrial state enterprises was 702 in 1979, and 1007
in 1986. During this period, the number of companies employing less than 100 workers —
i.e. small enterprises by accepted international standards —rose from 50 to 229; that of
medium-size enterprises (101-500 workers) from 190 to 281; while that of large
enterprises (over 500 workers) from 462 to 495. The increase in the number of large
enterprises can be traced back to the decomposition of trusts.

In respect of the circle of state enterprises, the size structure of industry has
substantially altered and a tendency of decentralization has been experienced —yet the
dominance of large firms remains unchanged. The shape of the reversed pyramid has
changed in the following way:

The number of industrial state firms by size categories
Size categories 1979 1986

Large firms 462 497
(over 500 workers)

Medium firms 190 281
(101-500 workers)

Small firms 50 229
(under 100 workers)

The biggest change has been experienced in the engineering industry: in this sector
the number of state enterprises, including subsidiaries, rose from 155 to 397, with a
major part of the increment falling to small and medium companies. (More than 100 of

*This issue was discussed in the framework of a “mini debate” arranged by Figyel6, in which
the participants were: Eva Voszka Gyo6rgy Matolcsy (March 26 and April 2, 1987), Ivan Schweitzer
(May 28, 1987), and Péter Vince (September 10, 1987).
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those stem from the decomposition of AFIT and GELKA). As a result, in this sector the
phenomenon of the reversed pyramid disappeared: in 1986, small firms represented 40
percent, medium firms 25.2 percent, and large firms 34.8 percent. The share of large
firms dropped from 76.8 percent in 1979 to 34.8 percent in 1986. Their number,
however, did not decrease, moreover, rose from 119 to 138 (due to trust decomposi-
tions).

Significant changes were carried out in the cooperative industry. As from January
1, 1982, small firms employing less than 100 workers were permitted — in both state and
cooperative industries — to operate, and keep a simplified accounting system. The impact
of this was not remarkable in state industry, but the number of small industrial
cooperatives considerably increased (according to data of the Control Department of the
Ministry of Finance, the respective figures are 79 in 1982, and 522 in 1986).*

According to CSO data, which comprise the number of small cooperatives as well,
in 1978 670 industrial cooperatives were in operation, while in 1986 there were 1107.
The number of industrial cooperatives with less than 100 workers was 90 in 1979, and
579 in 1986; the number of medium-size cooperatives (101—500 workers) dropped from
503 to 476**); and the number of “large cooperatives”, with more than 500 workers, fell
from 77 to 52.

Accordingly, an important role was played in the process of decentralization by the
establishment of small cooperatives. What was an even more significant element in the
expansion of the circle of small enterprises was the spread of — as they are commonly
called — “associations”. These comprise the new forms of small ventures which have been
developing since 1982. In 1986, 17 367 small ventures belonged to this circle, of which
12 313 were enterprise economic worteams (VGMK), 3 385 were private economic
partnerships (GMK), 1641 were specialized teams, and 28 were civil law associations
(PJT) and others.

Finally, the private artisans must also be taken into account, even though restrictive
regulations concerning the number of workers they can employ prevent them from having
an adequate role in production. The number of private artisans was 37 322 in 1979, and
this figure increased to 43 530 in 1986.

All in all, from the above figures we can draw the conclusion that the phenomenon
of a reversed pyramid in state industry has, on the whole, been maintained; in respect of
industry as a whole a special polarized size structure has developed: large state firms
constitute the upper pole, and small cooperatives, associations and private artisans
represent the lower one. This situation is somewhat similar to that in agriculture, where
the operation of large state farms and agricultural cooperatives is complemented by very
small (household) plots. It is just possible that the example of agricultural organization,
deemed as successful, also encouraged the authorities to urge industrial organization along
similar lines.

*Only a part of this increase represents the establishment of new cooperatives; several already
existing cooperatives were re-established as, or transformed their units into, small cooperatives.
**The decline in the number of medium-size cooperatives reflects a tendency towards the
establishment of small cooperatives.
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I would like to give utterance to some of my reservations concerning the develop-
ment of the polarized industrial size structure.

Regardless of the situation, in industry — and probably in agriculture, too — an
autonamous and irreplaceable role can be played by medium-size enterprises; that is why
their absence leads to the same functional disturbances and inefficiencies as the lack of
any other size category. Setting the pyramid of industrial firms afoot also presumes an
increase in the number of medium-size firms, i.e. those with 101500 workers. At the
salne time it is obvious that the surviving dominance of large firms in the circle of
industrial state enterprises constitutes the basis of the system based on supply-responsi-
bility. Also, the fact that in the circle of small firms there are almost exclusively non-state
small ventures, reduces their ability of interest assertion. This may lead to the defor-
mation of their position in the industrial structure. All this suggests that it is necessary,
on the one hand, to “emaciate’ a considerable part of the large industrial state enterprises
and, also, to establish further small and medium-size firms in state industry; on the other
hand, it is necessary to ensure the possibility of growth for small cooperatives and small
ventures.

At this point we can raise the summary question: what components can thus play a
role in the process of evolutionary elimination, or the gradual ‘“erosion”, of the structure
of large firms?

1.In state industry, the emaciation of large firms can be achieved through the
consistent enforcement of financial strictness, that is, through the abolition of subsidies.

This can only result in a more healthy size structure of enterprises — or in setting
the reversed pyramid in motion — if the financial rehabilitation and liquidation proce-
dures are consistently accompanied by the decomposition of the firms concerned, the
detachment of units, and the regrouping of their employees and assets (allowing for the
aspects of company size, too). The financial strictness and economic emergency may also
substantially increase the number of those firms which decide voluntarily to detach from,
give autonomy to, or sell some of their plants.

In the context of organizational changes, this would represent a shift from centrally
determined movements towards “organic” changes called forth by economic develop-
ments.

2. The emergence of new medium-size firms can primarily be expected in the wake
of the decompositions or detachments accompanying the financial rehabilitation or
liquidation of large companies. There is, however, still another possibility. This case
would arise if the financial strictness or the hardening of the budget constraint forces
large enterprises with an extensive network of plants to change their operation signifi-
cantly. The process, in the course of which the management of a large firm increases the
autonomy of plants (establishments) and transforms itself into a representative, coordi-
nating and capital-reallocating centre, could eventually reach a point, where these plants
— even without being formally changed — are regarded as independent firms. It would be
more appropriate, however, if the large companies could be transformed, also formally,
into trusts, concerns, holding companies, or other similar types of industrial organization.
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If their units were granted independence in market operations, they should be considered
as enterprises —in terms of both the content and, of course, the size structure.

There is a frequent and justifiable argument against the creation of this kind of
organization that — particularly if the structure of large firms and the system of
supply-responsibility are maintained —there is a danger of their becoming medium-level
managing authorities. These symptoms were also experienced in the state industry of
Western European countries, notably in the case of Spanish and lItalian state holding
companies (INI—HRD). This is an additional reason why their artificial and centrally
decided establishment would not be fortunate. However, it would be expedient if the
state could provide the possibility of transformation into trust, concern, or holding
company for those large firms which, under the increasing pressure of economic condi-
tions, recognize the rationale in the re-establishment of their internal organization.

3. Beyond the expansion of the circle of medium-size enterprise, there are several
other reasons why it would be in the interest of the national economy to provide the
possibility of growth for those ventures within the circle of small companies which are
able to create adequate conditions for such a development.

Small firms, small ventures and private enterprises play an important role in the
improvement of supply for the population. In addition, their role in filling up the gaps
stemming from the structure of large firms is often overemphasized, marking them not
only as the “producers of shortage goods”, but also as the “background industry”, i.e.
suppliers of parts, components, etc. In their present situation, however, this mission
cannot really be performed owing to the unfavourable conditions of their operation and,
in particular, to their technical backwardness. If there was a circle of small ventures,
which —on the basis of its results in business —had an opportunity to purchase high
technology, it would be capable not only of filling up gaps and acting as a “background
industry”, but also of achieving a significant development, specialization and world
market success in adequate production and service activities.

It is clear that the starting and speeding up of these processes require, in the first
instance, that the government treat enterprises of different sizes in a uniform way. There
also needs to be financial strictness, the elimination of subsidies, and the consistent
implementation of the inevitable rehabilitation and liquidation procedures. Furthermore,
the ultimate progress of the reversed pyramid necessitates the abolition of the system
based on supply-responsibility, as well as the establishment of a controlled market. This,
in turn, needs a consistent reform process.

Enterprise organization and competition

The basis of the system of supply-responsibility is the monopolistic large firm. In
1963—1964, during the period of the amalgamation campaign which resulted in giant
enterprises (at least, in the Hungarian context) the monopolistic position was an accepted
and, moreover, institutionalized characteristic of the economy. The “profile-master”
system flourished. In this system, through the central distribution and redistribution of
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the production of certain groups of commodities (the so-called “clearing of profiles™),
certain firms (“profile-masters™) took responsibility for the supply of certain products.
The central economic management delegated the right to determine the product pattern,
the trading relations, and minor investments necessary for the maintenance of activity
within the profile to the enterprises. The development plans were jointly elaborated by
the enterprises and the branch ministries (the “industrial block’). This system was
designed to eliminate competition from the economy. Surely, it was the interest assertion
of the new large firms which played the decisive role in this development, but I would
also emphasize the strength of ideology.

The system of supply-responsibility and the monopolistic large firms were devel-
oped in the belief — and this belief seems to persist unchanged in several representatives
of the “industrial block” even today — that competition is a disturbing element in the
economy. For these representatives the sound and efficient functioning of the economy is
basically a question of appropriate organization. To a certain extent, the rejection of the
role of competition can be traced back to the school studies of the majority of
present-day managers: in the simplified interpretation of Marxism which they were then
taught, competition was viewed as a source of anarchy as well as the cause of a great
wastage of economic resources. The idealized planning based on the assessment of needs,
which in their education represented the opposite of competition and the means for
solving all possible problems, became fairly soon — in the early 1950s — discredited in
practice. Later on, however, in opposition to the trends of economic reasoning, a certain
technical approach became dominant in the elaboration of industrial development con-
ceptions. This approach was inclined to attribute the emergence of economic problems
partly to low levels of technological development and partly to the poor organization of
production and trade. In this way of thinking the inefficiency of production is mostly the
consequence of poor organization, and not of the absence of an economic system pressing
for adjustment to the market.

In my opinion, the survival of this way of thinking is supported by the presence of
several weaknesses in the argumentation in favour of decentralization, as well as the
incomplete formulation of the conception of competition and a controlled market.

One of the frequently emphasized arguments supporting the decentralization of the
structure of large firms is that it can increase the number of economic agents present on
the market. This, in turn, is seen as a precondition for creating or animating domestic
competition. I would not consider this as a decisive argument for organizational de-
centralization. It is true that, in some sectors, competition among numerous small and
medium-size firms would in fact be desirable. Nevertheless, in the basic activities of most
industries it would be absolutely impractical to encourage the establishment of a great
number of such companies. This would probably not facilitate the creation of domestic
competition in a small country like Hungary. It is necessary to take into consideration the
fact that two or three firms functioning in a given area can, as an oligopoly, still virtually
eliminate real competition.

It is obvious that in the small domestic market of Hungary the number of
competitors necessary for real competition or market operation cannot — or, at least,
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should not —be reached in most areas. This fact is considered by industrial managers —
although not openly, since the open criticism of opinions is not customary —as an
important argument for questioning the rationality and operation of a controlled market
mechanism. A reply to these doubts can only be given by further developing the
conceptions of competition and market. In conclusion, | would like to make a comment
on this issue.

| believe that the achievement of the task of establishing a controlled market based
on real competition, and the solution of problems raised by the current economic
difficulties, can only be brought about in one way: by the economic opening-up of the
country —which means the elimination of protectionism and the gradual, but radical,
removal of barriers between domestic and external (“world”) markets.

Competition in Hungary should not only mean the competition of domestic firms.
Foreign companies should be allowed to operate in the country, and domestic producers
should, at first, become competitive, vis-a-vis these firms, in the domestic market. This
kind of opening-up presumes a definite conception and a consistent pattern of imple-
mentation by the central economic management. Above all, it requires a change in the
approach to openness and import competition. These days it is export orientation which
is usually underlined as a feature of the policy of opening-up. This is not inappropriate,
but not enough. If we only try to achieve the closing-up of the Hungarian economy by
attempts at export orientation, the success will remain just as fictitious as in the case of
baron Miinchhausen when he pulled himself out from the swamp by his own hands. The
example of several countries, which have achieved good results in their adjustment to the
world market, proves that it is feasible to open-up the economy through import liberaliza-
tion even in a very difficult economic situation or with serious desequilibrium. On the
other hand, the experience of many countries —including Hungary —shows that without
import liberalization in Hungary, too; their further elaboration, coupled with adequate
steps by the government, are badly needed. Switching over to the conditions of a
controlled market is a precondition for the actual solution of Hungary’s economic
problems; this, in turn, can only be made successful by the institutional opening-up of the
domestic economy. It needs to be effectively supported by regulators (particularly the
exchange rate) and controlled by the government (including their acceptance of import
competition). No reform package aiming at establishing this controlled market
mechanism can be comprehensive without plans for import liberalization. The competi-
tion of the world market should also be going on within the boundaries of the country.
This should ensure that the Hungarian enterprise organization is formed in the spirit of
adjustment to the world market in every respect —including the enterprise size structure.

The reason why we need more small and medium-size firms (that is, why we want
to set the reversed pyramid afoot) is —in my view —first of all not the creation of
conditions for domestic competition and the increase of the number of participants in the
domestic market. In my opinion, the industrial size structure in Hungary should change in
the direction of decentralization because in this way —in conformity with market
principles and, moreover, in the course of the adjustment process to the world market —a
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rational division of labour among enterprises could be achieved. The functions served by
the firms should be consistent with their size, and the activities which can better be
performed by small and medium-size companies should not be done by large firms.
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BCTAHET 1 MPOMBbIWNEHHAA NMMPAMUNOA HA OCHOBAHWE?
W. LUBEWLEP

VI3MeHeHWs, npowuclUefllne B OpraHu3aumMu MpOMbILLIEHHOCTY, OTpaxann W3MeHeHUsi, KOTopble
NPOU3OLLN BHYTPU «MPOMBbILLEHHOTO 6/10Ka», TO eCTb B KOMM/IEKCe yNpaB/ieHNs NPOMbILLIEHHOCTbIO U
PYKOBOACTBA KPYMHbIMU NPeAnpuATAAMMU, a TakXe B COOTHOLLUEHWW CUM MeXAy HUMU U opraHamu
(hMHaHCOBOro ynpasneHus. OpraHusauvoHHas AeLieHTpann3aLns B rocyAapcTBEHHOW MPOMBbILLIEHHOCTH
ocTaHOBMNAaCh, efjBa HayaBLUKCL. MpeBannpoBaHune KPYMHbIX NPeANPUATWiA, T.H. «NepeBepHyTas nupamu-
fa» B pasMepax NpeAnpusaTUiA ANA rocyfapcTBeHHbIX MPeanpusATuUiA coxpaHmnacb. KonnuectBo Menkux
KoOMepaTMBOB BO3POCN0. BO3HWK LieNblii psifi BO3MOXHOCTEN 418 HOBbIX MEIKUX NpeAnpuHUMaTeNbCTB,
OHU NPUBENY K3HAUYNTeNIbHbIM U3MEHEHWNAM B HUXKHEW YacTy LKabl pasMepoB NpeanpuaTuii. B koHeuHoM
uTore, pacnpefeneHune nNpegnpusATAA No pasmepam cTano BeCbMa NoASPU30BaHHbIM, UTO 03Ha4YaeT Takke
1 TO, YTO B MPOMbILLNIEHHOCTU B Lie/IOM fJONS CPeAHMX NPEANPUATUA BeCbMa HU3Ka.

Ana focTmxeHns cbanaHcMpoBaHHOTO pacnpegeneHNs pasmepoB Heob6xogMma nocnegoBaTenbHas
(hMHaHcoBasi CTPOroCTb, NPOBOAMMAA B OTHOLIEHUWN KPYMHbIX NPeAnpusaTUiA, KoTopyto Lenecoo6pasHo
coyeTaTb C pasyKpynHeHWeM NPeanpuATWiA B X04e NPOBeAEHUS CaHaLMMN 1 06bSBNEHNS HECOCTOSATE/IbHOC-
TN. ®UHAHCOBAA CTPOroCTb MOXET 1 BO BHYTPEHHEM X03ACTBOBaHUM KPYMHbIX NPeAnpUATAll NPUHYANTb
K 60NbLUON CTeMeHN camMoCTOATENIbHOCTY OTAe/bHbIX MOAPasfeneHunid, Korja oHW CTaHOBATCSA CaMOoCTosA-
TeNbHbIMU NPEANPUATUAMMN B 3KOHOMU .eCKOM CMbIC/le. B 3aKk/itoUyeHWe aBTOP CMOPUT C pacnpocTpaHeHHoM
1 CPefU 3KOHOMUCTOB-CTOPOHHVKOB PethopM TOUKOI 3peHUst 0 TOM, YTO fieLieHTpannM3oBaHHasa CTPyKTypa
pasmepoB MpeAnpuATUA Heob6xo[uMa B MHTepecax BHYTPeHHel KOHKypeHLun. OH NoAYepKuUBaeT; B TaKoii
ManieHbKOI cTpaHe, Kak BeHrpus, HacTosLwwas KOHKYPeHLMNA He MOXEeT BO3HUKHYTb Ge3 MocTeneHHo, Ho
pafmKanbHoO nnbepanusauun nmnopTa, 63 CUNbHOW UMMNOPTHON KOHKYPEHLUN.
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ENTERPRISE BEHAVIOUR IN THE 1980S: BELIEFS
AND REALITY
(Some Conclusions of Recent Case Studies)

K. LANYI

From enterprise case studies carried out in the eighties, in contrast to those written after
1968, it is impossible to obtain a coherent picture about the market behaviour of enterprises
and their business conduct. The bargaining of the companies with the centre (with government
agencies) became the focus of research. As the researchers began to examine exclusively the
hierarchic relationship between the state and the enterprises, the belief grew that the lack of
sensitivity to prices, exchange rates, and costs was characteristic of Hungarian enterprises.
Furthermore, production as an end in itself, continuous compulsion to grow and a non-
appeasable hunger for investment were also cited as typical characteristics. Setting out from the
behavioural patterns presented in a detailed case study and tentatively analysing the self-presen-
tations of 21 companies from 1985, the following findings were detected: some ensemble of
rules for successful market (business) behaviour was found in 14 of the 21 enterprises; also, a
coherent, elaborate system of rules was found in 7 out of the 14 companies. Among these rules
a few criteria for success, well-known from the international management literature, were also
found.

The case studies

In the economic research of the 1980s the renaissance of enterprise case studies has
been a striking phenomenon, both in Hungary and abroad. It is easy to understand why,
during the closing period of world economic recession, the success stories became
especially popular: a collection entitled “In search of excellence” was published in New
York in 1982 and it became a bestseller in the United States and in Europe [1]. The
survey forming the basis of the British equivalent of this book [2] was carried out with a
more extensive research apparatus. It looked for international comparison and typical
phenomena in a period when it was already evident that the domestic and international
market environment of the British companies had irreversibly changed in comparison to
that which the representatives of the new trends of economics had grasped in the 1960s.
These tendencies, such as the school of “industrial organization” [3], [4], or the
institutionally-minded description of the market structures which set out from the
concept of transaction costs [5], usually started not from enterprise or market case
studies or from other wide empirical surveys. They usually set out with some kind of idea
— based on rather obvious observations — and by applying this idea to well-known
theorems of equilibrium or disequilibrium economics, they presented their subject on a
considerably high level of abstraction. They left the verification of their arguments to
later empirical research. Even Olson, who caused the greatest sensation of recent years
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and who can be considered the father of a new stream of political or social economic
science, from the outset used models which, in his own wording, assumed background
experience to be well-known. Thus he simplified it in accordance with the requirements
of theory-forming [6], [7].

I only know of one Swedish school which —while starting from the practical
methods of marketing research — maintained its relationship with the market sphere
created by enterprises and consumers. It has also chosen this type of market concept as
the starting point of its theories. It collects worthwhile material from the painstaking
exploration of cases. Yet the school is not widely known because its publications only
rarely reach countries beyond the territory of the Swedish language [8], [9].

Local enterprise and field research is, however, progressing: the periodical Manage-
ment Case Studies (published by Elsevier) reached its 3rd volume in 1987 and in the same
year the European Association of Industrial Research, at its 14th conference in Madrid,
devoted a separate section to case studies. Most recently, a volume containing compara-
tive chapters has been published with the sponsorship of the World Bank (Tidrick —
Jiyuan, 1987). This is based on interviews carried out in 18 Chinese enterprises, and is the
collective work of Chinese, Western, and East-European economists.

What is the reason for this renaissance, for this so widely practiced return to the
bases of empiricism —more precisely, to elementary experience?

The fact that the empiricism embodied in the case studies (which can by no means
be used for deductive conclusions and in regard to induction also involves several
uncertainties) could recently enter into the foreground of research is most probably due
to the dissatisfaction with the state of economic science and with its scholars.

Last year, at the Vienna conference of the European Economic Association, E.
Malinvaud enumerated the facts which economic science had failed to explain in the
course of the last fifteen years emphasizing among them stagflation and the resulting
permanently high unemployment [10]. Herbert Simon, the Nobel prize winner, procla-
imed that economic science cultivated at a desk —or in an armchair —had come to an
end. His programme consisted of exactly the opposite of what we had become used to,
i.e. he says that empirical studies have to be used to verify or reject not the economic
theorems themselves, but the assumptions serving as their background [11].

In Hungary the situation is somewhat different. Following the 1968 reform, large
numbers of company and market studies were conducted in order to pinpoint, at the
places they were carried out, the organization of the inter-firm relations and the ways in
which the economic processes created by the system —the so-called ‘new economic
mechanism’ —were realized [12, 13, 14]. The company managers at that time were not as
reluctant to disclose their strategic objectives and to expound their business philosophy as
they are today. Therefore, the Hungarian economy was indeed a paradise for the writers
of case studies.

In Hungary, the revival of carrying out case studies also occurred in the eighties.
(See e.g. [15].) Interviewing the company managers and state executives became the most
widespread method of making studies (i.e. in-depth interviews). It is a very time-con-
suming method, and therefore it is no wonder that interviewers —mostly beginners in
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research —put only those questions to their partners, or made notes about only scuh
answers as were given to questions contained in the research plan issued by the institution
which ordered the study. The research plans necessarily made a selection among the
phenomena to be described and the basis of the selection often consisted of anumber of
assumptions —in lucky cases these assumptions about the topics which may belong to the
subject, in less lucky ones assumptions about things worth to be asked from the inter-
viewees. Thus, if the market behaviour of the companies was not a subject of the research
project in question —and as far as | know, it was in none of the cases —then at the most
only an incoherent picture of it might have been left to the interviewers. From this pic-
ture only some parts might have, by chance, been included in the finished product, i.e. in
the case study.

For the sake of being objective we must mention that the elements of market
behaviour are more blurred and more difficult to recognize in the specific Hungarian
market structure than they are in the western market economies. To identify them is
made even more difficult by the conventional language or phraseology often accepted by
both the interviewer and the interviewee —the background content of which only consists
of a number of beliefs.

The beliefs and the doubts about them

The above-mentioned beliefs are based on the following thesis: what has happened
since 1968 is merely that enterprises are no longer given mandatory plan directives, but
they are oriented towards the fulfilment of the central plans —not always successfully —
in the framework of a so-called indirect management system. According to these beliefs
the enterprise environment in its behaviour is homogenous, in so far as each firm lets
itself be guided by the regulators, and shows almost no interest in other companies: a
company either tries to evade the regulators or strikes bargains about them with the
central bodies. If so, then all other phenomena seem to be a result of this, including the
lack of sensitivity to prices, exchange rates and costs, the pursuit of production and
development for their own ends, the continuous pressure for growth, an insatiable hunger
for investment, a lack of interest in foreign markets, a lack of marketing activities, and
resistance to any economic policy which proclaims market competition and structural
adjustment. The arguments of many official reports and scientific studies begin with such
or similar clauses: “Since the market in Hungary is inoperative”. In fact, it would be
unjust to attach a list of sources to such a collection of banalities. (It would be important,
however, to reconstruct and trace back to its origin the system of concepts which is in
harmony precisely with these commonplace statements.)

It is necessary to make here two short remarks. First: serious researchers and
theoretical economists did not question the existence of a market or markets in
post-1968 Hungary. They did not question it even by giving priority to the concepts of
“double dependence” or “bureaucratic coordination”, or by using the metaphor “neither
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plan,... nor market” [16, 17]. Second: the 1968 reform changed at least three elements
of the functioning of the economy: it eliminated the system of mandatory plan
directives; it gave a free hand to the companies in choosing their partners both for
purchasing materials and selling their products; and it made the first steps towards
allowing the enterprises to decide on the use of their own financial resources (for
purchasing, for wages, and for accumulation). Many people emphasize only the first one
of these i.e. the abolition of the plan directives —whereas in fact these were only
elements of guidance; it was the second one which gave the possibility of really creating
markets; and the third one was destined to provide the opportunity for bringing about
rational economic management and the unity of the market —and, as we know, this has
been the least successful [18].

Therefore, if we examine how the state strives to guide its enterprises instead of
using public plan instructions, and how the enterprises respond to this, however great and
however accurate a mass of data we may obtain, it will not be appropriate for telling us
how the market operates and what the market behaviour of the companies which
constitute the market actually is.

It might take a form that can be imagined departing from the relationship between
the state and its enterprises. For example, the existence of the phenomena listed under
the title of beliefs has also been proved by numerous case studies. Contradictory ones
only appeared sporadically, some of them here and there, embedded in other spheres of
subjects (see e.g. [19]). Yet these were never given as a group of coherent characteristics
which could describe the market behaviour of companies. The basis of the doubts is,
however, linked not only to the methodology. Other sources of such doubts also exist:
e.g. the enterprise and market studies from the period between 1968—1971 (which | have
already mentioned); the macroeconomic studies of the eighties which —at least for the
given period —do not verify the assumptions about the overall triumphant growth drive
of enterprises, their investment hunger, or constant propensity to borrow; the results of
enterprise interviews and business surveys (see e.g. [20]); other recent research into the
powerful changes of the industrial structure in the present decade [21]; and the study
conducted by the Institute of Economic Planning encompassing the data of 76 enter-
prises. The latter indicates that in recent years, from among the enterprise objectives,
those of increasing profits have received a much higher order of priority. Also, among the
informative relationships of the enterprises the horizontal ones are more frequent
(measured by the number of visits) than the vertical ones [22, 23].

A research method: found, rather than selected

In the course of a quite different research project in the Jaszberényi H(tégépgyar
(Refrigerating Equipment Works of Jaszberény, to be referred to as LEHEL —a brand
name of it — from now on) —conducted in order to collect information about the
external market organization of a few companies during a not too deep acquaintance the
ensemble of enterprise endeavours (to be presented in the following) came quite clearly in
sight [24].
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Production and developmentfocusing on sales

In the company under question the chief production engineer reports not to the
technical manager, but to the commercial deputy general manager. The yearly, quarterly
and monthly production schedules drawn up by the factory units are based on the
delivery orders of the sales department, i.e. on their selection. This production programm-
ing is carried out on computers.

Development is in the main subject to the requirements of the exports to capitalist
markets, and it is based on purchased licences and on foreign cooperation; the design of
models partly relies on the demands of the customers and partly on watching the trends
of the foreign fashions. In technical development —which is not too rapid in this product
group —besides following the trends of styles, the change-over to energy-saving equip-
ment is dominant.

Cost-conscious economic management

The prices of refrigerators were everywhere rising at a rate slower than that of
inflation in the last two decades (in Hungary they were almost unchanged). In such a
saturated market the most important condition for maintaining competitiveness is cost
reduction.

When the licence for export activity was granted to the company, it radically
reduced the costs of forwarding (within them, those of freight). Then, (in fact, past few
years) standards were developed separately for each factory unit according to types of
costs. The fulfilment of these costs standards is regularly monitored and the financial
incentives of the leading staff of the factory units mostly depend on the reduction of the
costs.

The marketing activities are powerfully built into
the company organization

60 percent of the sales are exports. Most of the employees engaged in foreign trade
work in the headquarters at Jaszberény. They play a decisive part in drawing up the
production programmes. They are, in turn, expected to provide orders which assure a
uniform workload on the particular production units.

Good relations with the suppliers,
reliable customer services
A very wide range of import components are purchased by the company beyond its

own needs and these are made available for other enterprises. This is done in order to
assure unobjectionable services for equipment imported and built-in by the company. The
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leading principle is to develop the image of the company, in extending the retail shop
network of its own models, or in undertaking to deliver within a few weeks the
soda-water syphons in boxes designed by the customer. Similar attention is given to
supplying the repair and servicing organizations (and its own shops) with components of
domestic origin. To be able to achieve all this, good relations have to be maintained with
the suppliers.

The company is interested in scheduled deliveries —of course, also for cost reasons
- and it is able to organize its production and foreign-trade (forwarding) apparatus so as
to keep itself strictly to the delivery schedules agreed upon with the client. It is also able
to solve the regular exchange of used syphon cartridges with one of its partners in the
GDR.

Internal planning, accounting and an incentive
system, serving the enterprise objectives

The cost level and the profit strongly depend on the even loading of the capacities.
The production plans are drawn up in accordance with this requirement and the
incentives are linked to their fulfilment at the factory level.

The zeal of production, as we have seen, depends on the delivery orders collected
by the commercial departments. In order that the trading department can forward the
order to the factory units (or accept them from the clients) depending on costs or profits,
the products are moved within the enterprise at internal accounting prices, defined on the
basis of the rank of their contribution to enterprise returns. The employees of the
commercial departments gain their bonus on the basis of the difference between the sales
calculated at the accounting prices and the same calculated at selling prices. (It is worth
noting that this system is nowadays starting to spread in Western Europe, t00.) In
addition, those concerned with foreign trade are also interested in accelerating the
payment of the returns from sales. The question of how far the offers correspond to these
criteria is analysed by personal computers; the turnover, the development of the costs and
the economic results are measured on a monthly basis.

The LEHEL story is not a story of success. It only shows, as an example, that if, in
the course of collecting the material for an enterprise case study, we do not limit our
investigations forecefully to the vertical relationships of the company, we may get some
information about its market behaviour and economic management. The fact that in the
cited example characteristics emerged which are diametrically in contrast to those listed in
the first part of this study is mere chance. To be objective, it should be mentioned that in
1986, in the framework of the same study (what is more, even in another study) samples
of contrary examples were also found (e.g. a foreign trade company not searching for the
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clients but preferring that the customer make the initial step; a large nation-wide
company which, operating in a comfortably growing market beside comfortably rising
subsidies, was only concerned about the problem of not letting its factories become
independent and yet was almost unconcerned about its costs).

Such examples gave me the idea that for the time being, and rather as an
experiment, I should search for a group of constituents of efficient business behaviour
similar to those found in the case of LEHEL. Such a search could possibly comprise a
comparable series of finished enterprise presentations or case studies serving for other
purposes (i.e. at least excluding the preconceptions of the researcher). The presentations
of 22 company managers, which were given as successful examples of the then actual
economic policy (revitalization) at a theoretical conference in 1985 seemed to meet this
requirement [25]. The sample seemed appropriate because the criteria of selection were
such that they neither excluded, nor made it unavoidable that the speakers should touch
upon the rules of market behaviour and business philosophy adopted or considered
desirable by their companies. Namely, the organizers of the meeting formulated the main
characteristics of a type of company behaviour conforming to an economic policy aimed
at vitalization as follows: the increase of the so-called income-producing capacity; an
enterprise strategy aimed at technological renewal; and the taking into account of human
factors. As could be expected under domestic circumstances, companies which were
permanently profitable and also such which were struggling with difficulties were in-
cluded in the sample. (In his book review, M. Laki was the first to call attention to the
presence of the latest trends of “scientific management” in nearly every manager’s
presentation. He also pointed out the fact that those enterprises selected as top-ranking
ones did not prove to be successful in every case, especially with regard to the results of
their economic management [26].)

The results of the experiment

The process adopted was the following: to the 22 presentations of the managers
who came from 21 enterprises, I added two more lectures i.e. case studies published
elsewhere about two of them. Of this series I first left out those which did not touch
upon market activities and relationships with suppliers and customers, for they provided
no data for the study. In the next step I sifted out the studies which included only one
or two of the characteristics of the LEHEL case and did not include one or two others
which had replaced some of the other characteristics. Finally, in 14 presentations of the
21 companies, some ensemble of rules for successful market behaviour could clearly be
recognized. In 7 studies out of the 14 even an elaborate system of coherent rules could be
identified.

The fourteen enterprises which remained were then marked by order numbers
ranging from 1 to 14 and from among them the above-mentioned seven were marked with
an asterisk (*). In the following they will appear in this way. This method of selection is,
of course, arbitrary, and so is the interpretation of the details of the standard interviews,
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although not more arbitrary than the latter. Furthermore, it is considered fair to put the
question of how far the statements of the managers cover the actual praxis of the
enterprise (as is the case with advertisements, too). The right consideration is, however,
that the content of the presentations should coincide with the intended image of the
company. Namely, it should at least be part of the company culture, whether or not it
could be implemented in praxis. Among other things, this is also the reason why, in
selecting the 14 enterprises, it was not a criterion whether in the year of the presentation
the company in question was successful or not.

The following Table 1 contains the behaviour characteristics obtained by interpret-
ing the texts of the presentations and the ordinal number of the enterprises exhibiting the
behaviour in question. Characteristics 1 to 5 are those described in the presentation of
LEHEL. Those marked 6 to 9 are those which were often mentioned by the managers.
The characteristics 10—12 conform with the original selection criteria of the conference
organizers.

Table 2 is an incidence matrix with a content similar to the foregoing. In this the
mark “x” shows which characteristic, marked with the given ordinal number, can be
assigned to the various enterprises —also marked with ordinal numbers on the basis of
interpretations of the presentation texts.

The enterprises marked with an asterisk were selected in the following way: con-
sidering ordinal numbers 1, 3, 4, 8, 9 as directly describing the market behaviour,* was
given to any company where characteristics 1, 3, 8 or 1, 4, 8 could be found and, in
addition, where at least two more of the first nine characteristics were evident (number 8
shows open profit-orientation); furthermore, to any company which evinced numbers 1,
3,9 0r 1, 4,9 and at least one more of the first nine. It is interesting that among the 14
lines of the obtained matrix, there is not one where every cell belonging to column
numbers 1, 3, 4, 8, 9 would be filled. Also, there are only five among the seven marked
with an asterisk where the second cell (cost sensitivity, cost reduction) is not empty.

All of the numbers 1,2, 5,6, 9, i.e. characteristics, which we can call strategic ones,
—appear in two of the enterprises marked with *, i.e. in 3* and 9*. As seen in Table 3,
the enterprises which exhibit elaborate and coherent features with respect to market
behaviour also show similar positions with regard to strategic characteristics. Only one
can be found in the table (13) which is in a higher position strategically than it is in the
market relationships.

Though not demonstrated in any of the tables, it is worth mentioning that three
managers (those of companies 4, 6 and 11) emphasized that it is a very important element
of enterprise policy to assure the greatest possible autonomy for the factory units and
subsidiaries belonging to the enterprise. At the same time, many of them referred to the
importance of traditions within the company.
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Table 1

Characteristics Enterprises’ ordinal numbers

Those of LEHEL
1. Sales-oriented production and development 1* 2 3* 4 5 7
8* 9* 10 11*  12* 13 14

2.,Cost-conscious economic management 3* 4 6
8* 9* 10 11 12* 13

3. Integration of trading activities into the 1* 2* 3* 4 5* 6
company organizationl 8* 9 11* 14

4. Good relationships with suppliers, 2 5* 6 7
reliable customer services2 10 12* 13 14

5. Internal planning, accounting and an incentive 1* 2 3* 5* 6 7
system serving the objectives of the company 8* 9* 10 11*

Other frequent characteristics:

6. Strategic planning, formulating the business 1* 2 3* 5%
strategy of the company 8* 12* 13 14
7. Modem organization systems, computerization 1* 2 3
8= 10 14
8. Strong, open profit-orientation 3* 5*
8* 9* 11* 12 13
9. Market policy, competitive activity 3* 4
9* 12* 13

Selection criteria:

10. Income-producing capacity3 Mentioned in every presentation
11. Innovation4 1* 4 5* 7
9*
12. Human factors (beyond incentives)5 2 3 5*
g* 12*

1In the case of trading companies the productive and service activities come into this group.

2Companies acting as integrators in vertical or horizontal integrations are also included here.

3Some speakers did not use this terminology but were talking similarly about profit.

4Readiness to carry out technological renewal, which was an item among the original criteria, is ob-
viously a concept wider than that, though difficult to interpret. In some form all of the speakers were
talking about technological development.

51n regard to incentives see characteristic number 5.
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Table 2
. Other frequent . T
Company, No. Characteristics of LEHEL q ] Selection criteria
characteristics
Table 3
Company, No. Characteristics of market i L
. Strategic characteristics
behaviour
 I—
1 3 4 8 9 1 2 5 6 9
l* * ‘ * * *
2 * * *
3* IS * * * i * * * * *
4 * * * * *
5* * * * *
6 * * *
7 * * : * *
8* * * * * *
g* IS * * * * * * * *
10 * . * * 3
11* * * * * * *
12* * * * * * *
13 * * * * * *
14 * * * *
.
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The criteria of success

The quoted American factors of success were —in a brief summary —the following

—_
=

. Abias for action

Closeness to the customer
Autonomy and entrepreneurship
Productivity through people
Hands-on, value-driven

Sticking to the knitting

Simple form, lean staff
Simultaneous loose-tight properties.

©ONDUTAWN

From the British survey referred to, the following rules can be derived [2]:

. Leaders are visible, guiding rules are clear

Autonomy (entrepreneurship) and incentives for ventures

Control: strict but flexible

Involvement with the company (incentive)

Market orientation

Zero-basing (staying with the fundamentals of the business)

Innovation

Integrity (public image, correct behaviour towards partners and employees).

© N TR WD

The studied enterprises were put into both the American and the British samples
according to these very severe conditions. The two series of eight factors each formulate
sensibly the surplus needed (or deemed necessary by managers) for outstanding success
and not the minimum that is required for the maintenance of an existing position. When
comparing them with the 12 characteristics listed in Table 1, and with the two others
mentioned later on, it is found that they are also present in the ways of thinking followed
by the Hungarian managers. Such are the American items 1, 2, 3,4, 5 and the British ones
2,4,5/7.

The conclusion of the experiment

This can be summarized in the following way: Hungarian company managers do not
conceal their activities in economic management, the elements of their market behaviour,
or even their business philosophy; what is more, they welcome the opportunity to talk
about them even when they are not exactly asked about these issues. In favourable cases
their declarations reveal a coherent system of rules that is comparable with that of the
foreign companies.
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MOBEJAEHWE NPEAMPUATUIA B 1980-E rOAbl:
XNWMEPbI N PEAJIbBHOCTb
(HekoTopble BbIBOAbl M3 HOBbIX KOHKPETHbLIX WMCCNef0BaHMiA)

K. TAHWN

Cpean 3KOHOMUYECKUX uccnefoBaHuii B 1980-e rofbl BblfensieTcsa pacLBeT KOHKPETHbIX UCCefo-
BaHWIi NpeAnpuATUIA Kak B BeHrpuu, Tak 1 3a rpaduueii (o1 CLUA o Kutas). B To e Bpems B BEHFepcKux
ncecnefoBaHnAX NociaegHnx netT Mbl HalileM HEMHOrO MPUMEPOB MOKasa XapaKTepHbIX 415 PbIHOYHOIO
(nenoBoro) noBefeHNs BEHrePCKUX MPeanpuATUA 0COBeHHOCTeM MOoBeAeHWS, CTPEMIEHWIA.

Y OfJHOTrO W3 CPefHUX BEHrepcKUx MpeanpuATUiA — B XO0fe WCCNefoBaHWA B COBCEM [ApPYrom
Harpas/leHUM — BecbMa OMpefe/IeHHO MPOSIBUCA CrefyroWnii KOMNAEKC Leneil NnpeanpuaTusa: npous-
BO/ICTBO, B LiegHTPe KOTOPOro CTOUT CObIT; X03A/iCTBOBaHUE NPV CO3HATE/IbHOM OTHOLLEHMMN K 3aTpaTam;
BCTpauBaHWe TOProBoli AeATe/IbHOCTU B CTPYKTYPY MPeAnpusTUs; XOPOLLKEe CBA3M C MOCTaBLyMKamMu;
HafiexkHas cnyxba nokynaTeneii; HaleneHHble Ha yKas3aHHbIe Liein N1aHoBast, 0TYeTHasi U CTUMYNALMOHHASA
cucTema.

3T0 noAckasano aBTopy unaeto, 4Tobbl B MOPsALKe IKCNEPUMEHTA BbISIBUTb Ha OCHOBE MPOBeAeHHbIX
Takke C Apyroil uUenbio (TO eCTb WCKAYaOLWMUX MO KpaiHeii Mepe 3apaHee CHPOPMYNNPOBAHHYIO
KOHLIEMLMI0) KOHKPETHbIX MCCef0BaHWU WM COBCTBEHHbLIX MaTepuanoB MPeanpuAaTUi CXOAHbIA nnn
nofo6HbIV 06Hapy>KeHHOMY Y 3aBofa X0J/1I04M1bHOro 060PYA0BaHNSA KOMIIEKC YepT, XapaKTepusyoLnx
appeKTMBHOE e10BOE NoBefeHMe. ITOMY TpeboBaHMIO XOPOLIO OTBevanu [oKNadbl pyKosogutenein 21
npeanpuAaTUS, KOTopble 6bIn MpejcTaB/ieHbl Ha OfHOIN 13 KOH(epeHUMi 1985 r. Kak xopoLuuve npumepbl
aKTya/lbHOW TOrfa 3KOHOMMYECKOW MONUTUKMK (OXKMBMIEHWE). V3 21 npeanpusatus y 14 MOXHO 6b1/10
06HaPY>XWUT; KaKoli-nmbo KOMMIEKC NpaBWa YCMELHON PbIHOYHONM cTpaTeruu, y 7 U3 HUX OHWU 6binn
npefcTaBneHbl B KavecTBe paspaboTaHHO cucTemMbl npasus. Cpeamn Ha3BaHHbIX NPaBu 6b1V 1 N3BECTHbIE
13 MeXAyHapoHOl NMTepaTypbl N0 MEHEKMEHTY KpUTepun ycrexa. Ha 0CHOBaHMM 3TOro aKCnepumeHTa
MOXHO C 60/bLUNM OCHOBaHMEM npeanonaraTb, YTO WCCMeA0OBaHWS, Hanpas/leHHble Ha W3yyeHue
PbIHOYHOrO (Ae10BOr0) NOBeAEHNA BEHrePCKUX MPeArnpuUATUA, MOTYT yBEHUATbCA YCMNEeXOM.
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RESTRUCTURING OF THE SOVIET FOREIGN TRADE MECHANISM
AND POSSIBILITIES FOR INTERFIRM COOPERATION IN THE CMEA

L. CSABA

The article tackles the issue how radical the subsequent reforms of the Soviet foreign
trade mechanism were. The major question to be answered is whether the room to do business
directly with Soviet partners has increased for Hungarian and Western firms. As a background
recent Polish, Czechoslovak and GDR regulation of direct interfirm relations is surveyed.

The series of reforms that are under way in the Soviet Union raise a range of
questions worth an independent analysis, both in itself and regarding its impact on
intra-CMEA cooperation. The present study however, focuses on a much narrower —
though quite relevant —subject, which may become decisive from the practical, business
point of view. Among the various alternatives it seems certainly legitimate to examine,
whether and to what extent the room for direct business transactions of Hungarian
companies increases on the East-European markers, owing to recent modifications, in the
Soviet foreign trade mechanism, as well as to the novel legislation adopted by some other
CMEA partners (an issue to be outlined later in a nutshell).

There is certainly no self-evident answer to the question at hand. The process of
restructuring in the Soviet Union is characterized by a peculiar duality. On the one hand,
the political leadership, experiencing the sluggish pace of actual changes in the system of
management and control, outlines an increasingly comprehensive and radicalising reform
programme. The economic components of this concept have been translated into
concrete measures by the reports, approved by the June 1987 Session of the Central
Comittee of the CPSU and by the July 1987 Session of the Supreme Soviet, respectively,
further by the Resolution adopted by the CC of the CPSU at its above mentioned
meeting and also by the Law on the State-Owned Enterprise and Associations [1,2, 3,4,
5]. The target model outlined in these documents is to function in practice from 1991 on.
This implies a rejection of the mandatory planning model, which is to be substituted by a
model of indirect control. On the other hand —reflecting the Soviet leadership’s sober
evaluation of the present situation —it is not even implied that a radical reform were an
accomplished fact in the practice of economic management in the USSR. Neither is it
assumed that it is merely a question of more intensive legislative and propaganda activities
and the objective could be attained at one stroke, within weeks or months. This is
demonstrated by the envisagement of a relatively long transitory phase. These years
happen to overlap the decisive stage of the Hungarian consolidation and stabilization
programme.

Thus, what is the Soviet transitory foreign economic mechanism like, namely the
mechanism which is presently under restructuring? For an appropriate contextual evalua-
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tion of the later described facts and measures it seems worth recalling that in any country
regulation of foreign trade can hardly be more advanced than domestic control is.
Furthermore, as a rule large countries and planned economies tend to treat their external
(market) relations as a strategic issue, thus state control remains here usually tighter than
in other areas.

The regulation, valid from January 1987

The decree adopted by the August 19, 1987 meeting of the Politbureau of the
CPSU and promulgated in September [6] sets out from the fact that the present forms
and methods of Soviet foreign trade have become out of touch with the requirements of
the world economy and of technological progress. Therefore in the wording of the decree
the Soviet loss of ground in the world markets is chiefly attributable to the obsolete
(ustarevshiye) arrangements applied in foreign trade sector of the country.

From among the changes decided at that time, establishment of the GVEK (State
Committee for External Economic Relations under the Council of Ministers) has to be
mentioned. This functions as a Bureau of the Presidium of the Council of Ministers,
superordinate to all bodies and sectoral organs entering into any form of international
intercourse and it brings under uniform control both the various ministries and the
different foreign markets. Its first deputy chairman is the Soviet representative in the
CMEA indicating that integrational relationships are treated as organic parts of the
country’s overall economic relations with the outside world. 20 sectoral ministries and 70
associations were granted foreign-trade rights; gradual extension of this range is under
way. It is worth mentioning that the extension of foreign trade rights to sectoral
ministries is in fact the continuation of earlier practice [7]. Associations and sectoral
organs are allowed to raise separate foreign exchange funds which can “freely” be spent
on importing non-consumption goods. Fulfilment of the export plan becomes a con-
stituent part of the overall evaluation of management in meeting their plan targets;
missing its indicators has to be compensated from the foreign exchange fund. Further-
more, these ministries and associations are also* entitled to enter into direct relations
with organizations of other CMEA countries for implementing the Comprehensive Pro-
gramme for Scientific and Technological Progress in the CMEA countries until the year
2000 (henceforth: Programme). Their freedom of action is substantial in setting the terms
of the deals including prices, but these rights are strictly confined to production
cooperation agreements. The joint ventures and international associations can operate as
financially independent units, (na polnii khozraschet), fitting organically into the
domestic Soviet economic mechanism.

In early 1987 more detailed legal provisions were promulgated pertaining both to
the entire foreign economic mechanism and to joint ventures (the ever green hit for the

*Beside the so-called coordinative head organisations (golovniye organizatsiyi, from thereon:
GO) that are entrusted with organising practical deals stemming from the Programme. Since these are
often research centres and other R+D institutions that often had no previous foreign trade experience,
the two groups are far from being identical.
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Western media). These, for one part, translate the fairly general guidelines into concrete
measures, and for another part indicate certain shifts in emphasis (reflecting the deteriora-
tion in Soviet foreign economic position). In a preliminary assessment, the chairman of
the GVEK emphasized [8] that within the framework of direct relations all organisations
participating in the Programme are entitled to engage in the exchange of documents, may
conduct joint research and experiments, they may send samples and pay visits to one
another. However, questions related to the production and sale of commodities are not
even mentioned. In turn, he formulated the objective that, already in 1987, 20 percent of
total foreign trade, 40 percent of machinery trade and 60 percent of machinery exports
was to be performed by companies, subordinate to ministries and associations with
foreign trade rights. Furthermore, one of his important statements was that, applying new
foreign exchange coefficients creates an accounting relation between Soviet producers
and the external market.

The promulgated legal provisions apply partly to all foreign trade relations and
partly to intra-CMEA | trade. According to the decree on foreign trade [9], not only the
Ministry of Foreign Trade and the GKES (State Committee for the External Economic
Relations)* are subordinated to the GVEK but also the customs authorities, the Foreign
Trade Bank, the committee on foreign tourism, as well as any division of any other
organisation engaged in economic intercourse with the outside world. The GVEK may
issue decrees, grant foreign-trade rights, and may order the organisations subordinate to it
to render account of their activities. While a lot is said about the extended rights of the
associations and sectoral ministries, Para. 12 of the decree states that the Ministry of
Foreign Trade and the GKES continue to represent and assure all-state interests on
external markets. Para. 13 sets limits to decentralisation in terms of commodity groups.
Accordingly, final decision on the sale or purchase of raw materials, machines, foodstuffs,
and in fact any article deemed to have national economic significance remains the
prerogative of the Ministry of Foreign Trade. The incomes of foreign trade transactions
are converted to Soviet Rbl by differentiated foreign exchange coefficients (the decree
gave yet no details whether the differentiation depends on enterprises, commodity
groups or on markets, or on all three, thus its difference from the conventional methods
is far from obvious). A maximum 10 percent of the foreign exchange fund can be drawn
away from its proprietors by the higher authorities, which is important as such funds
existed already in the 1960s. However, at that time [10] and ever since it has been general
praxis [11] that the inflows that were thus generated were actually “utilised in a
centralised order”, i.e. they were simply spent by the authorities instead of the com-
panies. The January 1987 decrees envisaged — but did not elaborate — the possibilities for
credits in foreign currencies. The whole export incentive system is yet to be tackled since,

*This organ, merged with the Ministry of Foreign Trade in January, 1988 used to be entrusted
with organising Soviet technological assistance to foreign countries, Soviet direct foreign investments
and, recently, with joint investments in the Soviet Union (where non-CMEA partners were involved).
Thus it was a rather technical, executive organ that should by no means be mixed up with GVEK
(though the literal translation of its name into English may course some tx.'o.uble). T:he latter is a
suprabranch top-level governmental bureau thus is, by definition a political decision making body.
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as is well known, a large number of Soviet enterprises consider any exporting task as a
punishment, since the extra efforts it requires a are not rewarded in any reasonable way.

In the decree on foreign trade with socialist countries [12] the most important
novelties are outlined hereunder. From 1987 on the foreign trade plan will not be broken
down to enterprises, but only to sectors or republics (while the structure and dynamics of
the total turnover continue to be determined by the state planning comission). This
implies — and it is emphasized thus in official interpretations too, [13] — that in this
concept in the course of coordinating — plans within the CMEA, sectoral ministries are to
play a vital role. Accordingly, the central planning organs are to concentrate on con-
ceptual issues and on balancing inter-sectoral flows and proportions. According to Para. 6
of the decree, the free hand for the enterprises in issues of production cooperation
practically means that their obligations originating from the draft contracts will be
incorporated in the state foreign trade plan of the Soviet Union, thus organically fitting
into the arrangements of the planned turnover.

Direct relations constitute a separate major chapter of the decree. In its wording,
direct relations are major prospective forms of intra-CMEA integration. Within the
confines of this institution, the Soviet sectoral ministry or association is free even in the
choice of its partner. In settling accounts originating from direct relations the Bucharest
pricing principle has to be applied. It was a novelty of the January, 1987 decree that,
beside the credits in transferable rouble (TR) the Soviet Foreign Trade Bank was entitled
to extend loans also in the national currencies of other CMEA countries.

This obviously means that direct relations can only operate over and beyond the
frames of planned flows, as supplementary forms of intra-CMEA cooperation. This is
because — if adequate monetary techniques are used — this is the easiest way to overcome
the impediments stemming from the TR system, i.e. by using the national currencies. It is
doubtful whether under pronounced features of national shortage economies and the
concomitant centralisation in setting the tasks and in allocating resources, the possibility
of using the national currencies could actually function. That would imply — and
presuppose — anonymous commodities and independent partners among the enterprises
who have a right to and interest in making economic decisions following the signals of
national prices. (The question applies, of course, first of all to the Soviet Union itself.) In
other words, what has to be eliminated first: is it the deficiencies of the accounting
system, or the lack of enterprise autonomy and of market clearing prices?

An important innovation of the August 1986 Soviet regulation is that the ministries
and associations with foreign trade rights are entitled to spend freely that part of their
“TR income”, which derives from the sale of finished products to CMEA countries
beyond the planned quantities, on importing consumer goods. These items will not be
included into the central all-union funds and balances of consumer goods. (Though it is
true that they can only be sold to the employees of the purchasing firm.) Hence a very
strong incentive has been created for the Soviet producer to carry out transactions
involving the export of its finished products and the buying of consumption goods. This
has been one of the objectives of Soviet commercial policy for years. The most important
new feature is that hereby the very exporting Soviet firm is stimulated to carry out
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continuous intensive additional market research for consumer goods in other CMEA
partner countries (after having concluded the five-year and annual interstate trade
protocols).

Among the novelties in the third part of the decree dealing with joint ventures and
international associations, it promises priority treatment of these units in the overall
system of Soviet material-technical supplies (snabzheniye), contains an explicit guarantee
for the invested capital and provides the opportunity to repatriate the profit share of the
foreign party. The establishment of joint ventures can be initiated by the sectoral
ministry —provided the idea is based on an inter-governmental agreement. As a rule, it
has to be approved by the GVEK. An important arrangement is that, though the sectoral
ministries are authorized to sign general agreements on cooperation in production, the
resultant export and import deals have to be individually approved, item by item, by the
State Planning Commission. (Part Il, Para. 18)

Thus, the above regulation can be described as an improvement of the traditional
mechanism, (sovershenstvovaniye) rather than its radical reform. Yet, this is far from
insignificant a progress in a country where enterprises with a significant export quota,
even in 1986 did not know who the foreign users of their output were. Moreover they
were not even invited to the relevant foreign- trade negotiations, and the export price
received for their products was withheld as confidential by the ministry of foreign trade
[14].

The new regulation of joint ventures

Let us now survey the decrees on joint ventures . The first interesting feature is the
great similarity between the rules pertaining both to the CMEA and to western countries.
This is so not only in their approach but also in their dispositions. It is all the more
conspicuous because there are a number of differences between the motives and
functional characteristics of establishing, running and closing down of companies in the
two socio-economic systems.

As far as the socialist countries are concerned, in the regulation passed by the
Council of Ministers on January 13.1987 [15], it is an important advance that it contains
no limitations, in regard to either sectors, areas, or spheres of activity. The decree strictly
separates the areas for joint ventures and for international economic associations. The
former are common properties, operating in a system where the parties are interested in
the profit proportional to their share in the equity. The latter come into being in order to
coordinate —to various degrees —certain activities of partners, but which continue to be
based on national ownership. Both forms can only be established on the basis of already
previously concluded inter-state agreements. Enterprises may only initiate them provided
it stems from expressis verbis stipulations of some inter-governmental agreement. The
regulation forcefully protects the interests of the supervisory sectoral ministries. Those
wanting to set up ajoint venture or an IEA have to apply for licensing by the GVEK, but
this must be submitted through the sectoral ministry — thus it is not possible to go
immediately to the political level. If the sectoral authority approves the project, it has to
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be checked with the State Planning Comission, the Ministry of Finance, and with all the
other sectoral authorities concerned. The application for establishment can only then be
submitted to the central agencies: joint ventures are decided on by the Council of
Ministers, and international associations by the GVEK.

It is a favourable feature of the January, 1987 regulation that the detailed
arrangement of any contestable issue or of any problem which might become the source
of conflict is left, in essence, to the contracting parties, as they can elaborate the
foundation deed without being constrained by the stipulations of standard formulae
(tipovie polozhenia) so common in Soviet legal practice. Even where it does prescribe
certain solutions, it is added: “if not otherwise stipulated by the parties™. It is very
important that any substantial issue can freely be regulated in the foundation deed —
from the scope of application of majority decisions up to the procedure of liquidation. It
is also a favourable new stipulation, that following the central approval of establishment
or of liquidation the event is published in the press. In connection with this, the
compilation of a catalogue containing the most important data of the existing interna-
tional enterprises is in progress.

The decree otherwise retains the principle of treating the units operating in the
territory of the Soviet Union as Soviet enterprises, though they are given no plan targets,
and in the system of material—technical supplies they enjoy priority. The joint venture
is reminiscent of a limited liability company, in so far as the Soviet founders are
responsible for the liabilities of the firm only to the limit of their capital contribution
and, in turn, claims arising against the Soviet State are not exigible against them. That
they are treated Soviet enterprises is revealed by the fact that any conflict between the
partners, including also the debates between themselves and the Soviet authorities, has to
be settled through the Soviet State Arbitration Court, the “Gosarbitrage”. A further sign
of this approach is the rule, according to which the chairman of the board of directors of
the joint venture and the general manager can only be Soviet citizens. Moreover the legal
supervision of the joint firm is exercised by the supervisory authority of the Soviet
partner, and higher state agencies can also be contacted only through this superior. If it
wishes to import or export products or services, the joint venture is subject to the Soviet
foreign-trade licensing system. Unless it is not explicitly otherwise stipulated by the
inter-governmental agreement, the account of the firm in foreign currency has to be kept
with the Soviet Foreign Trade Bank ( Vneshtorgbank) or the IBEC, the International Bank
for Economic Cooperation, and the Rbl accounts with the Gosbank (the Soviet State
Bank). Exchange rates to be applied in the activities of the joint venture, as well as the
whole accounting system, are determined separately in each case by the Soviet Ministry
of Finance.

The assets of the company are recorded in TR, and the share in the property can
only be transmitted with permission from the GVEK — even then the Soviet partner has
the pre-emptive right. From the point of view of its material and technical supplies the
joint company is treated as a foreign firm, i.e. it has to pay for its inputs foreign-trade
prices. If the joint venture wishes to invest, the partners have to apply conditions
following the methodology elaborated by ‘“‘Gosstroy” the State Committee of the
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Construction Industry (for Soviet firms). The joint venture is free to set its foreign-trade
prices, but it can ask for loans only from the Soviet or from the CMEA banks. Loans can
be obtained from other banks or firms only with the licence of the Soviet Foreign Trade
Bank. The Soviet and CMEA banks are entitled to control not only the joint firms’
meeting the orderly terms of repayment, but the postulated rationality of the actual
expenditures financed from their loans as well. After two years of tax holiday a 30
percent income tax is collected from the joint venture, and in the case of repatriation of a
share of the profit, a further 20 percent tax will be levied on this amount.

Beyond the regulation of the international associations, which is in several respects
analogous with the above surveyed rules on joint ventures the decree also prescribes the
remuneration of the employees: this has to conform to Soviet domestic tariffs, the latter
also applies to the foreigners, unless it is otherwise regulated expressis verbis by an
inter-governmental agreement. The collective labour contracts have to be made in compli-
ance with general Soviet practice and the social security contribution also has got to be
paid accordingly. Liquidation of an international association can take place either by the
will of one of the parties or by a unilateral decision taken by the Soviet Council of
Ministers. In such a case a share of the capital, remaining after the full repayment of the
debts of the association to Soviet and also to third parties, may be repatriated.

The novel decree permitting the establishment of enterprises in the Soviet Union by
western and/or developing countries [16] contains basically similar provisions, thus it is
enough to touch upon the different or specific solutions. Establishment is conditional on
a licensing procedure, and application for such a permit is to be submitted by the Soviet
contracting party to its supervisory control organ. The plan is subject to a similar
multi-level coordinating and screening procedure as in Lle case of joint ventures with
partners from other CMEA countries. The majority of the Soviet share is obligatory. The
investment of the Soviet party has to be valued at world-market prices.* If this is not
possible, it is valued at contractual prices. The western part of the invested capital has to
be valued at the official exchange rate of the Soviet State Bank, and the balance sheet is
kept in Roubles. Explicit guarantees are given in the decree against nationalisation or
expropriation and the decree warrants the right to expatriate the profit, or, in the case of
liquidation, that of the net capital share. Legal disputes can be submitted to any court by
free choice of the parties. The joint enterprise produces at its own risk, i.e. on the one
hand it receives no mandatory plan target, and, on the other, the Soviet party does not
guarantee the sale of its output. In the course of marketing its products a recourse to
Soviet foreign-trade organisations is not obligatory for the joint venture, even in the case
of sale to other CMEA countries; this is only subject to licensing. When entering the
domestic Soviet market the situation is different: transactions may only take place
through the Soviet foreign-trade organisation (adjustment to prices on external markets
does not suffice). The latter pays in Roubles, taking into account ‘world market prices’.

*This is a provision which is difficult to interpret even in theory, and all the more so in
practice, if we consider e.g. that land is state property according to the Soviet Constitution, thus it
cannot be accepted as a Soviet company’s contribution by any Western firm.
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The Soviet-Western joint venture may borrow in foreign currency primarily from the
Soviet Foreign Trade Bank, it can resort to other banks only by permission of Vneshtorg-
bank. Rouble loans may be raised only from the State Bank of the USSR. In both cases
the Soviet banks are entitled to control the ‘rationality’ of the joint ventures’ expend-
itures financed from their loans (in terms of their own postulates or criteria), they are not
confined to the timely (orderly) repayment of the credit. All foreign currency outlays
including the salaries and bonuses of Western employees of the common enterprise must
be covered by its own exports.

The joint venture is obliged to make the commitment not to give any information
to foreign government agencies and to reject any regular reporting to them. The majority
of the employees have to be selected from among Soviet citizens who are subject to
Soviet wage tariffs.

On comparing the two decrees with each other, it is not quite clear why they are so
similar. Namely, anything accepted or customary in the practice of CMEA trade is not
necessarily the same in East-West relations (starting with the Soviet general manager, up
to the monopoly position and control rights of the Soviet bank). It remains to be seen
how Western investors’ disinterest can be overcome in a case when the official exchange
rate of the Soviet Rouble values the currency three times higher than its quotations by
Western commercial banks. This is a problem since all accounts of the joint ventures are to
be kept in Roubles (i.e. an inconvertible currency). A frequently praised feature of Soviet
regulation, requiring from the joint venture to be a continuous net hard currency earner
in fact enhances the inherent conflict of interest between the two principal parties. Most
of the Western capital is known to have a prime interest in penetrating the huge Soviet
domestic market, rather than joining the Soviets (or other CMEA countries for that
matter) in exploring new market possibilities in the world at large. It is conceivable that
an investor may accept a 100 percent buy-back arrangement in order to expand its sales
(or to get into a new market). It seems, however, less likely to find many business
executives who are ready to live with a regularly negative balance sheet in convertible
currency while the Soviet Rouble is three times overvalued, and it is far from trivial how
profits earned in Roubles can be spent and/or re-converted into hard currency (and
non-planned commodity deals that could provide a viable, even lucrative alternative are
severly punished by foreign-trade controls). The conflict of interest was aggravated by the
need to rely on those very organisations of Soviet foreign trade whose work has been
earlier qualified — even by Soviet official evaluations — as cumbersome, slow, and
inoperative. The obligation to value all Soviet inputs —except labour —at world market
prices runs contrary to the basic principle of comparative advantage. The right of the
banks to permanently oversee the utilisation of the loans they extended is contrary to the
practice of market economies. Such a procedure is normal only against insolvent,
bankrupt customers. All in all, it is quite hard to imagine a West German investor who
would be ready not to inform the Tax Office of the FRG, the ‘Finanzamt”, about the
development of his Soviet investment. Re-invested income or a part of it is eligible for
being deduced from the base of tax assessment, whereas the probable returns on a good
investment in the Soviet Union is equally of interest from the Western financial author-
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ities’ point of view. This set of problems is all the more relevant for Western state-owned
firms.

The requirement to employ Soviet citizens — with Soviet wage tariffs and Soviet
trade union rights — as a majority of the labour force may limit management and
proprietory discretion in running the joint company to such a degree that it may
question the whole sense of the very investment (as neither the stick, nor the carrot is at
hand). Therefore it seems neither expedient nor possible to regulate a Soviet-Western
joint venture as a purely domestic unit of the USSR, otherwise — potentialities inherent
in the internationality of cooperation, as a peculiar institution, may fall victim to
enforced uniformity in legislation.

Ways of further progress and the liberalising steps of October, 1987

The legislation passed in 1987 cannot, of course, be interpreted in itself, but only as
an element of an evolving process. More precisely, it can only be interpreted as the first
stage in a series of changes. This has been reflected, among other things, by the vivid and
substantial public discussion about the earlier surveyed new measures regulating the
external economy. This is a novelty under Soviet circumstances. In fact, it even pushed
the conventional self-justifying statements of the authorities into the background. Almost
all the above criticism on the new rules enacted in 1987 have also emerged in the Soviet
press. What is more, even officials of the supreme authority, having formulated the
regulation have qualified it as a tentative mechanism, immature in its details and to be
further improved by advances based on practical experience [17] [18]. This is further
justified by the fact that empirical evidence and its analyses published in 1987 both were
indicative of a need for further liberalisation. In part tradition, and in part the worsening
of the Soviet trade position (in all three main commercial relations) have induced officials
and those issuing detailed legislation towards a quite narrow interpretation of the legal
provisions of 1986—87. This trends was quite dissimilar to the overall trend at radicalising
reform in the Soviet Union. Evaluating the changes of 1987, one of the most competent
analysts noted that in foreign trade the real khozraschet principle still did not penetrate
companies. Moreover, several lower-level rules contrary to the spirit of the new legislation
have still not taken place, nor did the Ministry of Foreign Trade have a smaller say in
managing daily business affairs since January 1987. In fact its role has even been growing
due to its extended supervisory and control activities over Soviet controls firms’ due
observance of state interests on external markets [19]. Considerations of control
dominate the rules of the Soviet Foreign Trade Bank on financing the multilateral CMEA
Technological Programme and intra-CMEA direct relations in TR (and more recently also
in national currencies). The latter are entitled to overdraft loans of 90-day maturity in
national CMEA currencies, while maintaining the earlier surveyed prerogatives of control
by the Vneshtorgbank. This is even more the case when foreign currency loans for 4 years
are borrowed. Over and beyond the detailed technological and economic feasibility study
that is normally required by the banks when companies apply for this type of loan, the
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Soviet Foreign Trade Bank is also entitled to ask for an additional technological substan-
tiation to be produced by the sectoral authority, supervising the applicant company. A
further condition for the loan in a national currency is that the sectoral ministry vouches
to warrant unconditional repayment by the firm. In other words in case of deviation from
the plan (for whatever reason, including the delay of the investment project) the Foreign
Trade Bank is entitled to draw away the missing amount from the separate foreign
exchange fund of the ministry, without prior warning. In addition, it may examine several
other-details that are not immediately related to the debtor’s liquidity position, as the
utilisation rate of the imported machines. It may punish these deviations as well by
raising the rate of interest or by prescribing earlier repayment [20]. Thus, all the
traditional considerations of central control through the banks are in fact observed.
However, it has to be asked whether the final economic effect of this will, in fact not be
the retardation of the operation of the institution. This danger is also felt by an expert of
the State Planning Comission, registering the survival of traditional features under the new
foreign economic mechanism. For instance, producers remain unable to spend the inflows
to their foreign exchange fund, since that is subject to licensing, moreover the equivalent
of sums to be spent must also be deposited in Soviet Roubles [21]. All this is only added to
the fundamental problem: the lack of incentives to export. Previously it has been found
that a foreign exchange fund may induce some interest in exporting if foreign sales
exceed 20 percent of the company’s output whereas in most Soviet firms engaged in
exports this share is around 3 to 4 percent. Moreover, unpublished additonal sectoral
regulations have, in fact, precluded any major purchase from abroad [22]. Also, it is
specifically pointed out by all the analyses, the possibility of spending the foreign ex-
change fund on larger investment is conditional on central allocation decision.

The size of the foreign exchange fund is, of course, a function of the official
“exchange rate”. While up to January 1987, the system of price equalisation functioned
in its traditional totality, at the beginning of the year many of the individual titles of
refunding were contracted.

While the system of individual coefficients for converting foreign currencies into
Roubles remain, as traditionally, differentiated according to product groups and countries
of destination/origin, whose size ranges between 0.3 and 6.0, their number has been
substantially reduced to 3 thousand items [23]. It is still a remarkably large number in the
view of the above quoted export, as practically individual enterprise costs are still
honoured* (irrespective of their size).

This involves a neglect of efficiency considerations in foreign sales, since such a
system provides automatic export subsidy. Moreover, the foreign trading firms are only
formally profit-oriented, as they retained, in fact, their prime interest in increasing
commercial turnover (since their incentive funds are much closer related to the fulfilment

*Others [24] express concern, that — due to the merger of titles — the new system does not
perform this function in each and every case, for each and every product, thus even in its present
modest form runs counter to current economic policy endavours to increase exports (practically at
any cost).
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of the plan of gross foreign exchange inflows ) [25]. Thus — he concludes — a lack of
meaningful khozraschet in foreign trade is itself a hindrance to the entire perestroika.

Having voiced so many criticism what is, after all, favourable in recent changes in
Soviet foreign trade management? First of all, a relaistic assessment of difficulties, an
increasingly open atmosphere for discussing also substantial issues, and the resultant
flexibility of decision-making, its enhanced speed of reaction deserve attention. Thus the
detailed rules on the finances of CMEA joint ventures make it no longer obligatory to
apply the “exchange rate” of the Soviet State Bank — normally used for accounting and
statistical purposes. Instead it envisages the use of bilaterally elaborated individual
conversion coefficients [26]. In contrast with the previous system of surcharges on export
sales, formation of foreign exchange funds is independent of the “previously achieved
level”, thus it has no built-in brakes on additional performance. Foreign trade companies
will be organized in the republics and also the ministries of the republics will dispose of
separate foreign exchange funds. In principle, these cannot be drawn away and their
remainders can be carried forward to the next year. What is more, subcontractors will also
be entitled to have their share in the foreign currency earned from the sale of the final
product [27].

It is a favourable development, that interfirm integrational relations are not treated
as a campaign. Therefore, a series of proposals to establish joint ventures have been
rejected by Soviet central authorities; in these cases the projects submitted by the sectoral
organs lacked sufficient technological and/or economic substantiation. Drawing the
lessons from this experience, initiating the establishment of East-East joint ventures
continue to be the prerogative of central control organs [28]. Thus, owing to the
peculiarities of Soviet legislation, the Hungarian—Soviet intergovernmental agreement of
November, 1986 could only provide the general framework for joint ventures, for the
actual launching of a new joint company a separate governmental agreement is needed to
elaborate the exact stipulations. Hence the restraint of senior Soviet officials in discussing
this fashionable topic seems entirely warranted. According to the chairman of GVEK,
[29] in the course of the current decade about 30 joint ventures can be set up with the
five interested European CMEA partners.* In an interview [18] the director of the new
foreign trade research institute put the tentative number of new Soviet-Western joint
ventures to be established in the coming years at 20 to 30. This is no small number if we
take into account that in mid-1987 altogether only 7 Soviet-Western joint firms were
officially registered, the voluminous literature notwithstanding.

In October, 1987 new measures, adopted by the CC and the Council of Ministers
were promulgated [30]. These modify several elements of the new foreign trade
mechanism, valid as from 1 January of the same year, taking into account empirical
evidence and some criticism voiced in professional discussions (and in literature).

The first set of measures simplify the procedure of licensing the establishment of
joint ventures and of direct relations — a process severely criticised in the press for its

*As is well-known, at the Bucharest session in 1986 Romania did not sign such a framework
agreement with the Soviet party.
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being extremely sluggish. Thus, occasional deliveries deriving from the functioning of
direct interfirm relations are no longer subject to licensing, nor is it obligatory to obtain
the “umbrella” of an interstate agreement for this type of deal. It is legitimate to run the
joint venture as joint stock company or as any other subject of private international law.

Interstate agreements to be signed by the Soviet Union on international scientific
and technological cooperation will only cover major and intersectoral issues. — This might
lead to some difficulties owing to the current stipulations that are in force in the GDR
and in Romania. In this context it is worth noting that implementation of the multilateral
CMEA Programme on technological progress is impeded — among other factors —
precisely by the prolongued lack of competences of producers to enter into direct
relations. In some cases they have been denied even those rights that would have been
necessary to meet their obligations that stemmed immediately from interstate agreements
[31]. In other cases, when they did receive the necessary competence, a different aspect
of the same issue emerged. Namely, not even the coordinative head organisations (GO)
could find partners who are ready to contract directly, since their partners are convinced
of the actual commodity coverage of such a private law contract only if it is fully
incorporated in the annual interstate protocol on deliveries [32]. All this is indicative of
the inevitable feedback effects of the present state of multilateral CMEA mechanism on a
partial change in any national system of managing foreign trade, which is a progress, per
se.

The second set of measures, adopted in October, 1987 modify the rules of joint
ventures with Western participation. Its major liberalising element makes it superfluous
for sectoral organs to consult central authorities on any project, thus they are empowered
with discretionary rights. In a substantial improvement for the joint venture it is free to
choose both the currency of its accounts (bookkeeping) and the channel for its sales to
Soviet and foreign customers alike. Thus equity capital may also be valued in convertible
currency (valuation in Roubles is not obligatory any more). This is a substantial progress,
since bookkeeping in hard currency and the free disposition over sales channels, in fact,
eliminate constraints and risks stemming from the overvaluation of the official exchange
rate of the Soviet Rouble. Artificial difficulties caused by the former obligation to include
intermediary companies are also thus overcome. Especially the liberalisation of marketing
channels is a relevant factor paving the way for genuine ventures (although licensing of its
sales abroad and some other rules contrary to considerations of comparative advantage
have still remained in force). It is a significant progress in approach that joint ventures
may also be established in services and in the trade sector, not only in “productive”
branches.

The third major set of measures promulgated in October, 1987 concern the
economic methods of control in foreign trade. In accordance with the stipulations of the
new Law on the State Enterprise it is permitted for any company to produce for exports,
provided it possesses free capacities after having met its long-term contractual obligations
vis-a-vis domestic partners and having fulfilled its tasks deriving from state orders. True,
for the time being the right to engage in foreign trade is not a general possibility (as
envisaged by the Law on the State Enterprise), but is confined to certain manufactures,
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i.e. to a commodity group that has not usually enjoyed great demand on external
markets. This is certainty of decisive importance for the quantity and structure of Soviet
supply over and above the quotas. Therefore it also has a direct bearing on the type and
quantity of products Hungarian companies are objectively able to purchase in various
forms of interfirm cooperation, esp. if they act in tune with an overall policy of “import
maximisation” .*

The rules of October, 1987 improve the possibilities for spending the foreign
exchange fund of Soviet producers. According to these provisions it is no longer necessary
for them to coordinate their action with the specialised foreign trade organisations. Their
demand (covered by the foreign exchange fund) must be automatically incorporated in
the import plan (trade protocol) of the coming year. Inflows to the foreign excnange
fund can be sold at free prices to other companies, and with the forthcoming elaboration
of detailed regulation it will be possible to invest them abroad. From 1989 on a free
currency market will be introduced. True, this market will first be developed for TR only.
Furthermore, in the wording of the decree, sectoral ministries are not only entitled, but
positively obliged to oversee (!) the ‘rationality’ of utilisation of the foreign exchange
fund (which may in principle be freely spent). On the other hand, the scope and maturity
of loans in foreign exchange, extended by the Vneshtorgbank will grow. The Bank may
grant such self-liquidating loans with a maturity of 8 years, or credits for two years
bridging the transitory costs of an expansive export policy. Considerations of control and
the need for a warranty by the sectoral ministry, as detailed above, have not changed.

Regulation of direct relations and of interfirm
cooperation in some other CMEA countries

Recent literature on direct relations is quite unclear — on occasion positively
misleading. This has also brought about some confusion in the business practice of the
last few years. Since major points about this issue in a wider context deserve a separate
analysis [34] let me just recall: direct relations constitute an independent institution of
integrational policies, as distinct from any foreign trade deal, from joint ventures and
international interstate associations, from specialisation and cooperation agreements.
Their substance is an instensive search for business partners, that goes beyond an
exchange of information, but falls short of a trade deal or of a cooperation agreement.
Thus it canot be mixed up with other forms of integration without causing serious
troubles. Therefore it is not only the Hungarian Foreign Trade Act of 1974, but also the
Soviet regulation currently in force that interpret this notion much narrower than recent
literature tends to. It is instructive that a Soviet firm is not entitled to pass on to its
partner in direct relations either a licence, know-how, or scientific invention, or any
discovery that may be of immediate commercial use, whatever price it could extract for

*For a critical analysis of this policy See (33).
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it [29]. As far as the multilateral technological programme is concerned which, in theory
is also based on direct relations, Soviet legal sources [35] emphasize two peculiarities.

a) In implementing the Programme not even the subprogrammes or the detailed
programmes, signed by national control organs involve automatically a trade deal with
concomitant material and financial obligations. Moreover, even the agreement between
the coordinative head organisation (GO) and the participating firm (soispolnitel’) is
essentially a framework agreement. In order to transform it into a commercial deal, a
separate contract of international private law has to be concluded.

b) In so doing, the coordinative head organisation (GO) is obliged to involve the
Soviet all-union foreign trade association, Vneshtekhnika* in elaborating delivery condi-
tions (prices included). As far as the financing of technological cooperation is concerned,
this must come primarily from national budgets. This factor was strengthened by the
decision of the boards of management of CMEA banks, ruling that from 1 January, 1987
these institutions extend loans only to such production, which is to be marketed
according to the interstate trade protocol, whilst the International Investment Bank,
being a profit-oriented establishment in theory, is by definition precluded from financing
fundamental research [36]. The latter constitute a far from negligible part of the concrete
tasks, enumerated in the Programme.

Although the issue of direct relations usually emerges as a Soviet-East European
bilateral issue in the present stage, it is not without interest to survey some basic features
of relevant legislation in other CMEA countries. This is accessible to a varying degree. In
Czechoslovakia a detailed regulation was promulgated already in 1986 [37]. This
resembles the contemporary Soviet arrangements, that used to be in force until late
1986. In managing direct relations the issue of plan-fulfilment and overfulfilment has
come to the fore. Prerogatives and the control functions of sectoral ministries and of
intermediate-level management organs (VHJ) have been strengthened. Direct relations are
strictly separated from foreign trade deals, but the licensing procedure of establishing
direct relations has become significantly simpler. Although it remained subject to prior
licensing, the initiative and also the full risk is borne by the enterprise. The company is
only entitled to engage in preliminary talks on establishing direct relations. Should direct
relations develop into a commercial deal, the respective specialised foreign trade enter-
prise has got to be involved from the very outset in the elaboration of the terms of
delivery. If the company in question posesses foreign trade right of its own, deals
stemming from direct relations also fall under the conventional licensing procedures. As a
rule, only those direct relations are exempted from licensing wich are immediately related
to the implementation of interstate agreements or protocols. The wording of the decree
states explicitly that neither the maintenance of direct relation, nor the resulting foreign
trade deal entitles Czechoslovak firms to any subsidy, or to additional inputs from the
system of material-technical supply. It is an important provision of the decree that prices
have always got to be set prior to signing an agreement, thus it is more restrictive in this

*“Vneshtekhnika” is responsible for any transactions in engineering products, innovations,
licences, know-how etc.
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point then contemporary Soviet arrangements were (which already at that time did allow
for some forms of technological and scientific cooperation to go on even if prices could
only be settled ex post). Thorough analyses interpreting the new Czechoslovak legislation
point out that although the narrowly understood direct relations are no longer subject to
licensing, this does not imply a widening in scope of those foreign trade deals, in whose
conclusion the authorities’ involvement is not required [38].

In Poland 320 companies have been designated for establishing direct relations with
Soviet organs. Most of them had already prior experience in this specific area. The
bilateral Soviet-Polish intergovernmental committee on economic and technological
cooperation acts —in the words of its Polish co-chairman [39] —as a peculiar “marriage
broker” in bringing the partners together. Separation of direct relations from foreign
trade deals, the principle of self-financing —i.e. the rejection of claims for subsidies —and
possibilities to raise loans in national currencies of other CMEA countries (whose
arrangements are similar to the ones described in the Soviet case) are characteristic
features of current Polish regulation. Discussing their experience with direct relations
Polish business executives stress the role of positive promotion by the state authorities.
Citing a favourable case, it is emphatically noted that the Polish-Belorussian joint R+D
centre on introducing industrial technologies would never have come into being unless the
President of the Soviet Academy of Sciences, Gurii Marchuk had lent his personal support
on their side [40]. Among the further gains the increased use of global value quotas,
expansion of exchange of technical documentation on a commercial base, further the
improvement in professional partnership, with its direct bearing on commercial decisions

are listed by the business executives.
It is instructive, how little experiences of Polish firms on intra-CMEA direct

relations differ from those of their East German counterparts, although the systemic
differences between these two countries are striking, indeed. While in Poland the manda-
tory planning model as such has been discarded at the political level, in the GDR the
presently functioning highly centralised system, based on combines, is considered not
only as proven, but even as being of theoretical value. Thus it is hardly a surprise, that
both the Soviet—GDR intergovernmental agreement of November 1986 [41] and the
unusually scarce, but unanimous literature, interpreting previous experience and new
arrangements list analogous areas of cooperation, no matter, whether it is produced by
officials [42] or by general managers of combines [43]. Accordingly, in the GDR it is
primarily cooperation in research, and the role of already existing professional relations
that is to be promoted. Practice of the 1970’s is praised as proven, and the exchange of
technical documents and organisational experience is as free as before (although their
potentialities are to be better utilised). Emphasis is laid on clarifying who wins exactly
what from this and other forms of interfirm relations or joint ventures —this must be
quantified by the East German participant. Both officials and managers maintain, that
direct relations may turn into a tangible programme for activities and production only if
and when they are incorporated in the state plan on foreign trade. In other words, it
should be translated into obligatory plan tasks that are guaranteed by the authorities
through adequate material-technical supplies. These considerations and formulae might be
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representative of the role interfirm relations may play in the economic mechanism of
Romania, Cuba and Vietnam. All this may suffice to illustrate, how far-fetched are the
not unfrequently voiced theoretical statements —typical of certain quarters — maintain-
ing that direct relations in the present stage of CMEA integration must not be confined to
implementing plans, moreover that the resulting agreements on specialisation and produc-
tion cooperation, including contracts between coordinative head organisations (GO) and
participating organs (firms/soispolniteli) manage and control directly the processes of
production, rather than through the national plan-mechanism; thus coordinative head
organisations (GO) should act as general contractors (44]. Proposals and statements of
this breeding obviously disregard actually prevailing intra-CMEA conditions, therefore
these may neither serve nor even contribute to improving business relations.

Concluding remarks

It is an established fact that the state of the multilateral CMEA cooperation system
is a function of the domestic economic mechanism of the member-states, primarily of the
Soviet Union. The autonomy of foreign trade management is relative, all the more so in
large countries. Its actual shape is much less dependent on the overall political climate,
than on the conditions prevailing in the internal economic system, and on the technical-
ities of management and control, which is being molded by the considerations, level of
professionalism as well as by the interests of those elaborating it. Therefore it is anything
but surprising if business practice experience a fair degree of continuity even if the
elements of change are also increasingly present.

The cause of cooperation may be served not so much by the impressive slogans,
always containing a modicum of wishful thinking, as by a sober analysis taking reality as
it is. Other approaches in practical terms would most probably only induce losses both to
the participants and to the entire CMEA. This holds primarily for the frequently voiced
proposal to “liberate” joint ventures and direct relations from the “burden” of strict
bilateralism, the need to equilibrate each and every deal, and to grant them the right to
free pricing [45]. In the actually functioning “market” of the CMEA nothing can
substitute for bilateral macroeconomic equilibration in ascertaining both national and
immediate commercial interest, where the central setting of prices is a derivative. Giving
up bilateralism under the present arrangements may only be conductive to a peculiar
“equalisation” among national markets with grossly varying intensity of shortage. In
other words the free hand of enterprises could only undermine the meticulously elabora-
ted balance of mutual advantages, which is a prime result of usually 3 years of efforts in
coordinating plans. Other institutions for harmonising interests would be desirable, but
they will not automatically evolve, nor can they be created in a random order of
sequence. Therefore, only a package of radical reform measures can be of real help.
Well-meant but premature proposals, especially if they are raised as isolated measures
can, in the last resort, only do more harm than good to the cause of integration.
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MEPECTPOVWKA BHEWHE3KOHOMWYECKOIO MEXAHN3MA
B CCCP 1 BO3SMOXHOCTU HANAXUNBAHUA MPAMbIX CBA3EN
MEXAY MPEAMPUATNAMWN B C3B

N. YHABA

[aHHaa cTaTba aHanusvMpyeT Mepbl, NpuHATbIe Monutbopo LLK KIMCC B aBrycte 1986 r. u
ceHTA6pe 1987 r. M0 KOpPeHHOMY COBEPLUEHCTBOBAHWIO BHELUHE3KOHOMUYECKON AeATeIbHOCTU C TOUKM
3peHnsi TOro, Kak 3T MOCTaHOB/IEHWA' U HanaXusalolleecsi 0Tpac/ieBoe PerynMpoBaHue, a Takoke
OopraHun3aunoHHble Mepbl CMOCO6CTBYIOT YCTAHOBMIEHUIO MPAMbIX CBSA3el W CO3[aHMI0 CMeLlaHHbIX
npeanpuATUiA Kak co cTpaHamn C3B, Tak M ¢ 3anafgHbIMu cTpaHamu. MNogyepK1BaeTcs NoBblLLEHHAs Po/ib
NPOMbILLU/IEHHbIX OTPac/ieBblX MWHUCTEPCTB. AHANU3NPYeTCA pofib Ba/lOTHOrO (oHAa, BasIlOTHbIX
KO3(h(hULMEHTOB 1 pecnybNMKaHCKUX BHeLTOpropraHusauuin. [enaetca nonbiTKa o63opa AUCKYccuid B
CBSA3M C ja/ibHeliLLMM COBepLUEHCTBOBAHMEM HblHeLLHero (0KTA6pb 1987 r.) perynnmpoBaHus BHELLIHETOPro-
BOro mexaHusma B CCCP. B 3aknto4eHune conocTaBNseTCA perympoBaHns NpsMbix cBaseit BHyTpyu COB B
Monbwe, AP, YexocnoBakmMn. Ha 0CHOBE CPaBHUTE/IbHOrO aHanM3a [enaeTca BblBOA, 4TO Mpw
rocrofCTBYIOLWMNX B HACTOsILLEe BpeMs YCNOBUAX MeXAyHapoAHOro mexaHusma coTpyaHudvectBa C3B
NPeANOXeHUs1 NPefoCTaBUTb MNPeANPUATUAM MNpaBo Ha CBO6OJHOE YCTaHOB/NEHMe LeH W co3jaHue
CMeLUaHHbIX NPeANpUATUI ABNAIOTCA MpeX/eBPeMeHHbIMU.
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DECELERATION, DEPENDENCY AND ‘DEPATERNALIZATION’
SOME CONSIDERATIONS CONCERNING THE CHANCES OF THE SOVIET
UNION AND EASTERN EUROPE IN THE COMING DECADES

T. BAUER

The trend of faUing growth rates in the Soviet Union and Eastern Europe since the war is
likely to prevail also in the future. A temporary recovery following the recent slowdown seems
possible in the Soviet Union but not in Eastern Europe. The dependence of Eastern European
countries on the West will increase while their dependence on the USSR may weaken. Instead
of comprehensive reforms of the economic system, the governments of the USSR and most
East European countries may respond in the same way in the future as did Hungary and Poland
in the past: reducing paternalism in respect of households by means of strengthening the role of
money in consumption.

Introduction

In this paper* | shall take the liberty of speculating on the future. | do not think,
however, that one should focus on the future. Also, | do not think that one should focus
on quantitative estimates. Both external economic and domestic socio-political condi-
tions, the two main determinants of economic development, at present are extremely
difficult to forecast in these countries. One should, in my view, rather focus on the likely
qualitative changes or lack of changes when discussing the future possibilities. It seems
most appropriate to identify the trends prevailing in these countries so far. We can then
raise the question whether these trends are likely to continue in the future or a break in
the trend can be expected. There is also the possibility that some trends observed in the
past in one or a few countries will appear all over the region.

The following discussion will cover the Soviet Union and the East European six:
Bulgaria, Czechoslovakia, The German Democratic Republic, Hungary, Poland and
Romania.

Deceleration

The long-term trend in the changes in growth rates of NMP (net material product) is
illustrated by Table 1. This table has a double message. First, it shows a clear tendency of
deceleration. Economic growth was rapid throughout the Soviet Union and Eastern
Europe during the fifties (particularly the early fifties) but it slowed down later, arriving
at rates hardly different from stagnation in the early eighties.

*Thanks are due to Andras Kdves, Mihaly Laki, Andras Nagy, Karoly Attila So6s and Lé&szl6
Szamuely for their valuable comments on the first draft of this paper. The full responsibility for all
mistakes remains with the author.

Acta Oeconomica 39, 1988
Akadémiai Kiadd, Budapest



156 T. BAUER: DECELERATION, DEPENDENCY AND ‘DEPATERNALIZATION’

At this point it should be noted that the growth rates of NMP published by
Bulgaria, the GDR, Romania and the Soviet Union are markedly distinct from zero. The
statistical methodology used in these countries is, however, not comparable with that
used in Czechoslovakia, Hungary or Poland — not to speak about the West. The price
indices underestimate price changes and, accordingly, the growth of NMP is overesti-
mated. Soviet economists and politicians have recently made it clear that economic
growth during the last few years can be characterized as stagnation.

The explanation of long-term deceleration can be found in the basic systemic
features of the Soviet-type planned economy. Josef Goldmann and Karel Kouba estab-
lished the fact of ‘decline of the dynamics’in their famous book [1]. They identified the
causes of retardation as the so-called “leakages”. For instance, excessive growth of
inventories and of unfinished investment, the high level of per unit inputs and the losses
emerging in foreign trade due to inappropriate choice of export product-mix and
declining competitiveness. They explained the presence of the leakages by such systemic
characteristics of the traditional system of centralized planning as the inflexibility of
production, the waste of all resources (labour, capital, raw materials and energy),
reluctance to innovate and rigidity of the decision-making hierarchy [2].

Our present knowledge prompts us to add three points. First, although the
economic reform implemented in Hungary made the operation of the economy somewhat
more flexible and considerably weakened such adverse effects of the traditional system
(i.e. rigidity and clumsiness, ignorance concerning impulses from external markets at the
level of the firm or the ratchet principle), most ‘leakages’ were preserved. It turned out
that the concentration of the bulk of social capital in a small number of large firms and
cooperatives, the centralization of the function of initiating innovations, the central
control over the greater part of investment, the wide-scale manipulation of prices and
finances and frequent interventions in commodity transactions etc. are sufficient, even
without mandatory planning, to bring about most of the ‘leakages’. Second, the seller’s
market is not only a consequence of the system but turns into a cause of its poor
performance since the reluctance of producers to meet other producers’ demand has
feedback effects on quality and assortment of production. Thirdly, isolationism from the
external world (the policy of regional autarky) separates these economies from the
world-wide diffusion of technology and frees domestic producers from the pressure of
competition on external markets. Moreover, isolationism prevents these economies from
identifying and making use of comparative advantages and, thus, forces them to develop
inefficient industrial structures.

These are permanent adverse effects of the system which, in the early phase of
industrialization, were compensated by the mobilization of additional resources of all
kinds (labour, capital, raw materials and energy). (This is called ‘extensive growth’ in the
literature.) The reserves of available resources were gradually exhausted during the sixties
and seventies in the countries under discussion, and this has resulted in the deceleration
demonstrated in Table 1

There is one more important point to be raised on the basis of Table 1. The
deceleration has not been monotonous: one can observe a certain bloc-wide recovery in
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Table 1
The growth ofNMP in Eastern Europe
(average yearly growth rates in percentages)

Period 1951-55 1956-60 1961-65 1965-75 1971-75 1976-80 1981-85
Bulgaria 12.2 9.6 6.6 8.7 6.4 6.2 3.7
Czechoslovakia 8.1 7.0 2.0 6.9 5.7 3.7 1.8
German Democratic

Republic 13.1 7.1 3.5 5.2 5.4 4.1 4.5
Hungary 5.7 6.0 4.1 6.8 6.2 2.8 13
Poland 8.6 6.5 6.2 6.0 9.8 17 -0.8
Romania 14.2 6.6 9.1 7.7 11.3 7.0 4.4
USSR 11.3 9.2 6.5 7.8 5.7 4.3 3.6

Source: National statistical yearbooks
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the second half of the sixties that followed the marked slowdown in the early sixties. (In
Poland and Romania no marked slowdown can be observed in the early sixties. The
moderate slowdown in the late sixties was followed by a noticeable acceleration in the
early seventies in both countries.) This recovery or acceleration seems to be explainable
by such temporary factors as the positive effects of the economic reforms of the
mid-sixties, the expansion of East-West commercial and financial relations and the
structural shift from coal and iron to oil, gas and synthetics in industrial growth. All these
factors turned to their opposites during the mid- and late seventies and early eighties —
this explains the marked retardation in growth.

Our questions at this point are the following. First, is the deceleration likely to
continue in the coming decades? Second, is a recovery, analogous to the one that
followed the downswing during the early sixties, likely to come about after the present
slowdown?

If the deceleration can be explained, in general, by the operation of the traditional
system of centralized planning, we now have to ask ourselves: is the economic system of
the countries under discussion likely to change to a sufficient degree in the coming
decades to eliminate the leakages discussed by Goldmann and Kouba?

A few years ago the answer was simple. During Leonid Brezhnev’s years con-
servatism prevailed in the Soviet leadership’s attitude towards the economic system. Even
in the first year of Gorbachev, when the emphasis was laid rather on acceleration
(uskoreniye) than on reform (perestroika), the scepticism concerning the development of
the economic mechanism continued to be justified. Similar conservatism prevailed during
the seventies and early eighties in most East European countries, particularly in
Czechoslovakia and the GDR.

Recently, the emphasis has shifted from wuskoreniye towards perestroika in the
USSR. The blueprint of a comprehensive reform was outlined by Gorbachev and
approved by the Central Committee of the CPSU in June 1987. The use of such terms as
‘radical reform’ or ‘new economic mechanism’ (in the way it was used in Hungary in
1968) signs the determination of the Gorbachev leadership to introduce profound
changes. The new reform blueprint goes considerably further than any preceding effort to
reform the system in the USSR since the NEP, in that it allows for the elimination of
mandatory plans and centralized resource allocation. Mandatory plans are to be replaced
by government orders, ‘control figures’ and by direct inter-firm relations, while central-
ized resource allocation (fondirovaniye) is to be replaced by ‘wholesale trade’ in
resources. The system of prices and wages is to be revised, and the existing system of
motivation is to be replaced by ‘long-term normatives’. The activity of Gosplan and of the
ministries is to be limited to ‘strategic’ issues. However far-reaching the changes envisaged
by the Gorbachev leadership are, and however likely it is that this time the economic
system will be reformed and not only ‘perfected’ these changes do not seem to create the
conditions for the elimination of most ‘leakages’. To make this point clear, it is helpful to
recall a few aspects of the present reform blueprint.

Although the reform blueprint allows for the creation of small-scale enterprises,
existing state enterprises are to be grouped into strong, large associations (reminiscent of
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the Polish WOGs from the seventies). While the ministries’ daily interference into the
production activity of the enterprises is to be eliminated, it is they who are supposed to
become the ‘headquarters’ of innovations in each particular industry. This makes the
rationalization of technical development and investment unlikely.

As far as planning is concerned, mandatory planning as the main form of controll-
ing enterprise decisions is to be replaced by ‘control figures’ and government orders. It is
well known, since the first experiment of replacing mandatory targets by ‘orientating’
ones during the late fifties in Czechoslovakia, how the latter turn into the former in
practice. The idea of government orders seems to have been imported from Poland where,
however, it has been introduced as a transitory measure and not as a standard element of
the system —as the Soviet proposal seems to be. Anyone familiar with Hungarian and
Polish experience will have doubts whether the set of ‘control figures’ and government
orders will allow substantially more autonomy to Soviet firms than do mandatory targets
and whether the firms will bear more responsibility for their decisions than in the past.

The reform blueprint includes the idea of ‘full khozraschot’, the application of
long-term normatives to the financial relations between the state budget and the firms.
The unification of these normatives is, however, not envisaged. This opens wide possi-
bilities for bargaining over the normatives. (In this latter respect, the present Soviet
reform blueprint does not seem to differ considerably from the concept of the July 1979
resolution.)

These few features of the reform blueprint make it clear that, in the main, the
Soviet vision corresponds to Hungarian and Polish reality —something clearly distinct
from Hungarian and Polish visions, and something that does not eliminate most of the
leakages.

Perestroika has turned, in a certain sense, into a model for some East European
governments. Its radicalism seems to be accepted only in words but the reform blueprint
outlined by Gorbachev may be adopted (with all its limitations) by those countries which
have not found a sound own reform concept so far.

For those countries which implemented comprehensive reforms earlier and made
numerous concessions in the course of implementing their reforms (Hungary and Poland),
the Soviet reform blueprint might have one of two effects (or both). Its radicalism, on the
one hand, may strengthen those who argue for a further development of the reform in a
more consistent way. On the other hand, the shape of the Soviet blueprint may provide a
justification for the compromises.

Two conclusions may be drawn at this point. First, the Soviet Union and Eastern
Europe are unlikely to turn their economic systems into ‘market socialism’. So far market
competition has not had a relevant role in the operation of the Hungarian economy. The
Hungarian (or Polish) governments do not seem intent on liberalizing their respective
economic systems to a degree which would imply the creation of the conditions for
genuine market competition. The Soviet reform blueprint —serving as a model for others
— approaches rather the less consistent Polish than the somewhat more consistent
Hungarian version of the hybrid system that emerged from the inconsistent implementa-
tion of comprehensive reforms.
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Before drawing the second conclusion two brief remarks are necessary. Soviet
economists, and now even politicians, are aware of the adverse effects of shortages (of the
seller’s market) and of the need to achieve a certain level of “balance”. Still, shortages
will most probably continue to prevail in the Soviet economy in the coming years. The
growth ambitions reflected by the slogan of acceleration are in sharp contradiction to the
realistic growth estimates and this may result in growing imbalances. The heavy balance-
of-payments tensions in the small East European countries also result, with the mediation
of-import restrictions and export drives, in imbalances in their respective domestic
economies.

Second, the isolationist policy is likely to prevail also in the future in the Soviet
Union and Eastern Europe. True, the Soviet Union promised and even started to
introduce new forms of international economic cooperation. These efforts, however, do
not question the priority of domestic links against international links and of intra-CMEA
links against links beyond the CMEA, particularly in long-term development policy. This
is clearly demonstrated by the new “comprehensive programme of scientific and technical
cooperation”, approved in the Gorbachev period.

The second conclusion follows from the first and from the two remarks just made:
a radical change in trends in economic efficiency cannot be expected, and slow growth is
likely to continue.

Yet are radical improvements in agricultural performance not likely to serve as a
basis for a turn in the economy as a whole? After all, Soviet agriculture has performed
particularly poorly during recent decades and it is plausible to assume that perestroika
might bring a marked improvement, similar to the results of agricultural reforms in China
and Hungary.

Rural reforms had spectacular results in China. However, these results were the
products of decollectivization, resulting in the so-called ‘family responsibility system’.
One can only wonder whether a similar turn is feasible under Soviet or East European
conditions, where a higher technological level prevails in the agriculture. Anyway, the
intention to undertake such a change is clearly missing. A Chinese-like turn is, therefore,
unlikely to come in the Soviet Union.

In Hungary, the agricultural reform implied both a business-like operation of the
large collective farms and an advantageous combination of the collective farms and the
household plots. This seems to be somewhat more likely under Soviet conditions. So far,
however, Soviet leaders have not initiated changes in agriculture comparable to those
started in Hungary during the sixties. Moreover, this type of growth in Hungary was very
costly in terms of investment in agriculture and was only possible at a time when
investment was growing at a high rate and the share of agriculture in national investment
increased. Rapid growth of investment in the coming decades is hardly possible in the
Soviet Union, and the planners intend to reduce the share of agriculture in national
investment. The conditions for a Hungarian-like upswing in agriculture also seem to be
missing. An acceleration of growth in agriculture will hardly contribute considerably to a
marked acceleration in Soviet economic growth.
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The reform to be introduced in the USSR, insufficient as it is for changing trends
radically, may provide a basis for a temporary improvement, similar to the 1965 reform.
There must be enormous and relatively easily accessible reserves in the Soviet economy,
whose ‘uncovering’ and exploitation may contribute to a recovery. Much less can be
expected in this respect in most of the small East European countries. The other factors
which contributed to the recovery in the late sixties (and referred to above) are only
partly present in the Soviet Union (where a new boom in imports of technology seems,
despite opposite declarations by the leadership, possible) but are completely missing in
Eastern Europe.

The recovery during the late sixties and early seventies was partly enabled by the
fact that, after a short period of investment restrictions, numerous investment projects —
already in process — could be completed. These projects contributed to the growth of
production and to changes in production structure. The present situation is, however,
different. Table 2 shows that the restrictions on investment are much stronger and have
lasted longer now than twenty years earlier. The growth of capital stock has slowed down
considerably and even disinvestment has occurred in some countries. Structural changes
in the economy have also slowed down.

We have to add that, as is clearly shown in Table 3, the big investment efforts of the
fifties and sixties were reflected by the rapid growth of the capital stock only in the
seventies; similarly, we can expect the effects of the recent investment restrictions on the
volume, structure and technological levels of the capital stock only during the nineties
and even later. This fact strongly weakens the chances for recovery.

Thus, while a certain recovery in the USSR seems likely, it is hardly possible in
Eastern Europe. This is clearly demonstrated by recent developments. The lifting of
restrictions and the following moderate acceleration of growth in Czechoslovakia, Poland
and Romania immediately resulted in the deterioration of external and internal balances.
The mere ambition of wanting to achieve a modest acceleration had the same effect in
Hungary. Thus, the trend of deceleration will be maintained throughout the bloc, and
together with it the tensions which this trend has generated in the recent decades.

Dependency

In the preceding section the recent crisis in Eastern Europe was described merely as
the result of the decline in efficiency. There was no reference to the role of external
factors.

I am fully aware of the role of external factors in the recent developments in
Eastern Europe. The oil shock in the West, the following oil shock in the CMEA, and the
credit crisis in East—West relations made all East Europeans realize how strongly, in
contrast to widespread views, their economic fate depends on external impulses. As a
matter of fact, there exists a dependency triangle: the small East European countries are
dependent both on the West and on the Soviet Union, while the Soviet Union also
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Table 2

The growth ofinvestment in Eastern Europe >
(average yearly growth rates in percentages) to
Period 1951-55 1956-60 1961-65 1966-70 1971-75 1976-80 1981-85
Bulgaria 13.2 14.6 7.9 125 8.6 6.1 3.4
Czechoslovakia 9.7 131 1.9 7.2 8.2 3.5 -1.1
German Democratic
Republic 125 14.9 4.8 10.0 4.5 3.4 -0.8
Hungary 1.2 13.2 55 11.8 7.0 2.4 -3.1
Poland 111 9.0 6.7 8.1 175 -3.0 -2.5
Romania 18.2 13.7 11.3 11.2 115 8.6 -0.5*
USSR 5.4 7.3 6.7 3.7 3.7
*1981-84

Source: National statistical yearbooks

Table 3
The growth offixed capital in Eastern Europe
(average yearly growth rates in percentages)
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Period 1951-55 1956-60 1961-65 1966-70 1971-75 1976-80 1981-85
Bulgaria 5.4 7.6 8.8 7.9 7.6 6.7
Czechoslovakia 3.1 3.8 4.0 3.8 5.4 5.6 4.8
German Democratic

Republic 14 2.2 3.6 35 4.1 4.3 3.9
Hungary 3.9 3.3 4.0 46 5.8 5.7 4.4
Poland 3.4 4.0 4.4 6.1 8.1 8.0 2.7
Romania 4.6 5.2 6.7 8.6 9.6 9.2 8.3
USSR 9.0 9.8 8.6 7.5 7.9 6.7 6.0

Source: National statistical yearbooks
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depends, to a growing degree, on the West. Dependency exists both in respect of trade
and of financing; in trade technology, semi-finished products and food are the crucial
areas.

The contemporary world is characterized by the interdependence of different
regions and countries, and of different sectors and areas. Is it appropriate to speak about
the unilateral dependence of Eastern Europe on the Soviet Union and on the West, and of
the Soviet Union on the West? ‘

The CMEA countries represent a small share in the foreign trade of the OECD
countries — not exceeding 5 percent in OECD exports and 4 percent in OECD imports.
The share of the OECD amounts, in turn, to one third of the foreign trade of the USSR
and to slightly more than one quarter of the foreign trade of Eastern Europe. These
proportions serve as a starting point for understanding the problem. They do not, in
themselves, justify the use of the term “‘unilateral dependency”.

In the trade between the Soviet Union and Eastern Europe, there exists a certain
symmetry: the share of mutual trade is 40 percent on each side. However, the Soviet
Union is one state while Eastern Europe consists of six countries, each of which, by itself,
is a small partner for the USSR. Moreover, the importance (or, using the CMEA term, the
“hardness”) of goods delivered to the partner is different. Energy and raw materials
continue to prevail in Soviet exports to Eastern Europe while machines still dominate the
Soviet imports. This fact, again, does not result in dependency by itself. However, under
the conditions of a chronic shortage of raw materials and energy in all countries of the
region, the situation occurs as a product of the economic system. Under the present
degree of competitivenesss of the small East European countries on different markets,
imports from the Soviet Union are much more difficult to substitute by deliveries from
elsewhere than imports of the Soviet Union from each particular East European country.
As I have explained elsewhere [3], the slowdown in East European growth during the
early eighties can be attributed to the slowdown in the Soviet extracting industries and,
consequently, the slowdown of the related exports to Edstern Europe.

This unilateral relationship has, however, somewhat weakened in the last decade
and will continue to weaken in the coming decade. Soviet deliveries of energy and raw
materials do not and will not grow at earlier rates, and the share of machines in East
European exports to the Soviet Union is currently decreasing in favour of food and
industrial consumer goods which are in heavy demand on the Soviet market. Due to
certain, though limited, achievements of Eastern Europe in joint ventures with the West,
Eastern Europe continues to be an appealing partner for the USSR in respect of
technology. On the other hand, following the post-1975 price explosion within the
CMEA with a time lag, the East European countries have gradually .ccumulated debts (in
transferable roubles) with the USSR and a certain financial dependence of East European
countries on the USSR has emerged. (The new developments in CMEA prices may break
the trend, for the small countries will realize surpluses in their trade with the Soviet
Union and thus the debt may be reduced.)

The relations between industrialized western countries and Eastern Europe con-
stitute the clearest case of unilateral dependence. This is, again, not a product of the
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different market shares, mentioned above, in themselves but rather it is due to the
differences in competitiveness on each other’s markets.

For these small and medium-sized countries, whose economies used to be strongly
linked with those of the rest of Europe before the war, but turned into seller’s markets on
which thousands of small items have simply been missing for years since the war, supplies
from Western Europe figured as the last solution whenever something was not available
either on the domestic market or from the CMEA partner countries. Thus, Western
imports have remained important for these countries in terms of availability and quality
—even during the years of cold war.

The significance of imports from the West increased substantially from the late
sixties or early seventies, when first Romania, later Hungary and particularly Poland
launched large-scale investments based on imports of Western technology. Imports of
Western technology also gained importance in Bulgaria, Czechoslovakia, the GDR and the
Soviet Union during the seventies. Together with the imports of technology, massive
demand for semi-finished products, indispensable for running the new capacities, emerged
in all countries, particularly in Hungary and Poland. These economies canot operate for
a single day without the continuous flow of inputs from the West. This was demonstrated
by developments in Poland and Romania, where the forced contraction of imports from
the West resulted in declining production in particular industries (in Romania) or in the
entire economy (in Poland). The functioning of the economic system and ill-conceived
economic policies resulted in declining international competitiveness. Thus the countries
have been unable to compensate for indispensable imports by efficient exports in an
advantageous way. This type of dependency will increase further since, due to the
growing technological gap between West and East, the East European countries cannot do
without the imports of modern technology, and imports of the semi-finished products
needed for its running, from the West.

In addition to dependency in trade, several small East European countries are
heavily dependent on western finance. After the oil shocks of the seventies they were
incapable of covering fully the increased import bills from their export reveneues and
thus accumulated considerable debts. Consequently, the debt service ratios of the GDR,
Hungary, Poland and Romania developed quite unfavourably. The latter two countries
were forced to reschedule while the GDR and Hungary managed to escape rescheduling,
but accomplished ‘hidden rescheduling’ under the favourable financial climate of the
mid-eighties. Still, the four countries continue to be heavily dependent on the Western
banking world.

Although their high debts emerged following the oil shocks, the deterioration of the
above countries’ terms of trade with the West, which resulted in indebtedness, should not
be attributed primarily to the changes in the relative prices of the raw materials and
energy needed for manufactures. These countries’ terms of trade deteriorated within each
commodity group. This fact suggests that the unfavourable developments should be
attributed to the overall deterioration in their competitiveness.* Since this process is

*This problem was explained in a particularly convincing way by Andras Koves in [4].
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likely to continue in the coming decades, the financing problems and the ensuing
dependency are also likely to remain.

The relation between the Soviet Union and the West could be described more
properly as that of mutual dependency in recent decades. Soviet investment policy has
relied less on Western deliveries than that of East European countries. New capacities
built in the Soviet Union with foreign technology have usually been more complex and
their operation has not depended on deliveries from abroad. True, in some exceptional
cases, like equipment for oil extraction or pipelines, western deliveries were indispensable
for Soviet industrial development, but the operation of the industry has not been
dependent on large-scale imports from the West.

Fuels have prevailed in Soviet exports to the West, and Soviet deliveries have played
a considerable role in the energy supply to some European countries. Thus, the depend-
ency has been mutual.

The massive Soviet imports of grain and other food products from a number of
Western countries also created a mutual dependency, since the Soviet Union has been a
large customer on a market often having excess supply. (This is shown by the fact that
these transactions have often been subsidized by Western governments.)

It is, however, an open question whether these relations will remain as balanced in
the future as they have been so far. The programme of acceleration implies a more rapid
modernization of the Soviet economy with a more intensive transfer of technology from
the West. At the same time, export revenues from the sale of fuels will hardly cover the
growing costs of imports in the future (particularly if fuel prices remain at a low level),
and the Soviet Union will have to rely more on the exports of manufactured goods. Thus,
the importance of the international competitiveness of manufactured goods increases
substantially. In this respect, in turn, the position of the USSR is hardly better than that
of the countries of Eastern Europe. Thus, the balance of mutual dependency will also
change in the same direction.

Financial dependency of the USSR, which has been extremely low so far, is also
likely to increase as a result of the decline in hard currency revenues and the simultaneous
need for maintaining grain imports and increasing the imports of technology.

Thus, we can conclude that the whole of the Soviet Union and Eastern Europe will
gradually become economically more and more dependent on the West while the
dependence of the West on the Soviet Union is more likely to diminish. The position of
the entire group of countries in the world economy will be more and more similar to
that of many third world countries, while their political and military position continues
to be fundamentally different.

Obviously, the long trend of deceleration in growth and the increasing dependence
on the West are strongly interrelated. In an economic system which is extremely weak in
reallocating factors between sectors and industries, the deceleration limits the possibilities
for restructuring and innovation. As a consequence, the technological gap is widening and
international competitiveness becoming weaker. Declining market shares result in falling
export revenues and in indebtedness and/or a need for import restrictions. This means
increasing dependency. The wish to control dependence forces exports of low standard
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goods and the repayment of debts under unfavourable conditions. This, in turn, limits the
possibilities for promoting growth through technology transfer and through the discon-
tinuation of inefficient industries. There is an obvious feedback effect to a further decline
in economic efficiency.

‘Depatemalization’

Comprehensive and radical reforms that transform the economic system into a
different one, based on the operation of a genuine competitive market, also imply
substantial political reforms; they require a historical move from the shortage economy to
the buyer’s market; they need renouncement of the policy of regional autarky, opening
towards the West and integration into the world economy: these comprise the response to
the unfavourable trends described above, and they seem desirable in the opinion of many
internal and external observers and participants, including the present author. In some
respects, as was explained above, such responses do not seem probable. Yet the govern-
ments of the Soviet Union and Eastern Europe must respond in some way. | shall describe
one possible response, which would constitute the extension of a trend observed so far in
Hungary and Poland to other East European countries and the Soviet Union.

In Soviet-type systems paternalism* is not limited to the relations between the state
and the state enterprises and institutions. It also relates to the position of individuals
(households) in the economic and social system.

One of the important aspects of paternalism is that the allocation of several
important items of consumption is made fully or partly independent of the purchasing
power of individuals (households), and is organized along bureaucratic channels of
distribution. The criteria of allocation are mixed: the needs of households as assessed by
officials, and the merits or the importance of each particular member of the society for
the community (again as assessed by the officials), are the most important points.

Housing (particularly, but not only, in urban areas) and access to recreation
facilities are the most important items whose allocation is strongly under bureaucratic
control, and they are allocated to consumers at very low rates. In the Soviet Union, for
instance, 70 to 80 percent of all new housing has been council housing in the last few
decades. In the GDR, the share of council housing used to be similar during the sixties
but was reduced to 50 percent during the seventies, in favour of cooperative housing
under fairly favourable conditions. In the cases of council housing and of ‘organized
recreation’ actual costs are covered by socialized funds (mainly the state budget and to
some extent enterprise funds). In other cases (motor cars, foreign tourism) the meeting of
demand is strongly constrained (by means of rationing or queuing) while those who still
get access to them pay full prices.

Most consumer goods are on free sale in most countries (although shortages are
frequent and from time to time rationing is reintrodueced). The pricing of these goods

*The term was applied to the analysis of Soviet-type economic systems by Professor Janos
Komadi in (51.
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contributes to paternalism: prices of basic foodstuffs and services (transport, heating and
electricity etc.) are set at a low nominal price, making demand for them virtually
independent of income (and thus contributing to the reproduction of shortages), while
the consumption of many industrial goods (clothing, consumer electronics) is heavily
taxed indirectly. (The consumption of basic foodstuffs and services has, in turn, to be
heavily subsidized.)

The monopolization of employment by the state and the strict control over
incomes obtained from official employment complete the system of paternalism.

All these features of the system, taken together, mean that a great part of
decision-making on earning strategy and on the structure of consumption has been taken
over by the state bureaucracy and the freedom of households has been strongly limited.
This system has undermined the motivation of workers to perform better and earn more
money; it has contributed substantially to the reproduction of shortages in the economy;
finally, it has constituted an enormous burden for the state budget.

A process of erosion of this paternalistic system began in the mid-fifties in several
East European countries, particularly in Hungary and Poland, and in some respects also in
Bulgaria, Czechoslovakia and Romania.* The main intention of the respective govern-
ments was to spare budget expenses and to absorb consumers’ purchasing power. New
forms of housing construction were introduced in which a given part of the building costs
were covered by households. (In Hungary, for instance, the share of private housing
exceeded 60 percent, while that of council flats was reduced to less than 25 percent by
the late sixties and early seventies.) The purchase of land for building houses and cottages
was allowed. Commercial domestic tourism was developed, tourism abroad was allowed
and the purchase of cars by the population expanded.

On the other hand, the state monopoly of employment has also been eroded. In
Poland, agriculture remained mostly private and private handicrafts and retail trade
also were consolidated during the late fifties and sixties. In Hungary, household plots
have played a growing role following the collectivization of agriculture, and an extensive
‘grey’ economy emerged in the building and service sectors during the sixties and sev-
enties. Recently the legal private sector, which used to be marginal, was revived, due to
the introduction of several new organizational forms in Hungary.

In Poland, the share of the ‘non-socialized” sector in the economy which fell
(according to its participation in the NMP).— to 16 percent in the late seventies —
exceeded 20 percent by the mid-eighties. In Hungary, the share of private and semi-
private sectors (the latter being household plots and petty cooperatives) exceeded 12
percent by the mid-eighties, after having been reduced to 5 percent during the early
seventies. As a comparison, the share of the legalized private sector (excluding household
plots) was O in the USSR and below 0.5 percent in Bulgaria and Czechoslovakia in the
late seventies.

Important changes also took place in the price system. The prices of basic food
products and services (transport, heating etc.) have been raised several times in Hungary,

*1 have analyzed this process and the ensuing differences between the countries in [6].
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although subsidies have not been fully eliminated so far. The relative prices of industrial
goods have, in turn, somewhat declined. This price policy has contributed to a market
supply which is fairly good in East European terms. The Polish government made several
similar attempts to improve the price system but they faced strong resistance from the
workers; major price increases were only introduced at the beginning and at the end of
the period (in 1959 and since 1982). (Market supply has been considerably worse than in
Hungary.) The USSR and the GDR have strictly insisted on a policy of low prices for
basic goods, and on a stable price level in official statistics.

In Bulgaria, Czechoslovakia and Romania the governments could not fully maintain
the low prices for food and fuels. Prices were raised on certain occasions, although to a
lesser extent than in Hungary. In housing, a situation between the two extremes emerged
with cooperative housing gaining in importance.

The economic tensions of the early eighties forced the Bulgarian and Czechoslovak
governments to make important concessions, even before Gorbachev. Some limited
possibilities for private handicrafts and trade were opened in both countries.

The reconsideration of numerous aspects of economic and social policy under
Gorbachev is also related to the problems discussed in this section. Economists and
sociologists now explain publicly how socially dysfunctional the subsidies to prices and
housing rents are. Proposals for the reform of housing and for raising food and service
prices are under consideration. “Individual labour activity” have been legalized by a
decree, the first private cafeterias have been opened, and legalized private taxi cabs have
appeared —and these are considered by experts and policy-makers to be only the first
steps.

The experiences of Hungary and Poland show that a certain degree of ‘depater-
nalization’ can be achieved without a comprehensive reform in the economy controlled
by the state. (Hungary before 1968 and Poland before 1982 had already advanced
considerably in this direction. The economic reforms of 1968 and 1982, respectively,
created more favourable conditions for further advance). Such ‘depaternalization’ is much
more compatible with the vested interests of the ruling strata in Soviet-type systems than
a profound economic reform. These are goods reasons for assuming that ‘depater-
nalization’ will be a marked trend in the Soviet Union and Eastern Europe in the next few
decades.

The process of ‘depaternalization” means that households will enjoy more freedom
in forming their earning strategies and their consumption structure, but also depend much
more on the consequences of their choice. This may lead to the appearance and diffusion
of new behavioural patterns, new values and new social structures in the Soviet Union and
Eastern Europe, as has been the case in Hungary and Poland during the recent decades.
The role of prices and of money in general increases for the consumers. The role of
allocations decreases in favour of acquisition —that is, households expect less from the
state and more from themselves in respect of such needs as housing, recreation etc. The
belief in the omnipotence of the state loses ground. This process may, therefore, improve
the chances for a comprehensive reform in the future —which seems desirable but not
very likely at present.
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SAMEONEHWE, SABUCUMOCTb N AEMATEPHAJTIN3ALNA

T. BAYSP

TeHeHUMA CHWXEeHUs TeMnoB pocTa, Habniofaemas B eBpOMelickux cTpaHax-dneHax COB B
NoCneBOeHHbIN Nepuoj, No Beeli BEPOATHOCTM, COXPaAHMTCA U B byaylieM. BpemeHHOe 0XMBMEHWe nocne
HbIHELLIHEero 3ameffieHnsi npejcTaBnseTcsi BO3MOXHbIM B CCCP, HO HeBepoATHbIM B MasblX CTpaHax.
OKOHOMUYECKasa 3aBUCMMOCTb MaslblX CTpaH-4sieHoB COB oT 3anaga ycunutces, a UX 3aBUCUMOCTb OT
CCCP mMoxeT ocnabutbcsa. BmecTo BceobLieil pethopMbl XO03ANCTBEHHOM CUCTEMbl PYKOBOACTBO
6onbLIMHCTBA CTpaH-ueHoB COB 6yAeT pearmpoBaTb Ha CIOXMBLUYIOCA CUTyaluio Tak e, Kak 1
pykoBogcTBa BeHrpun u lMonblwn B npoLwinom: ocnabneHviem oneku (natepHannsma) B OTHOLLEHWUM
ceMelHbIX XO35AMCTB MyTeM YCU/IEHUSt PONIN TOBApPHO-[EHEeXHbIX OTHOLUEHW/ B 061acTu noTpebreHus
HaceneHus.
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SERVICES IN THE WORLD ECONOMY

E .PALOCZ

A new interest in the role of services in international transactions has been directly
generated by the current discussions in the GATT on reducing barriers to trade in services. But
the greater attention in recent years has been mainly the result of the increasingly important
role of services in the economy of developed market economies, of the rapid technological
development of some services (information and telecommunication services) which led to the
internalization and tradeability of many services.

In his book published in 1981, Ronald K. Shelp [1] titled the chapter dealing with
the theoretical issues of the trade in services “History of neglect”. The title was fully apt
and not even exaggerated: up until the late 1970s there was practically no book, article or
study which looked into the complex issues of the world trade in services. There was
relatively more attention paid to services closely related to the international trade of
commodities (such as transportation or insurance), but they, too, analysed the role of
services with regard to the trade in goods (for instance, the role of freight costs in the
assertion of comparative cost advantages).

The cause of neglect was chiefly that services were identified with non-traded
goods, that is, they were considered as goods that, with a few exceptions, could not be
included in the mainstream of international trade. Although most foreign trade theories
defined international trade as “the international exchange of goods and services” i.e. they
included, in principle, services as well —this was the first and last time that the word
occurred in particular theories: there has been no theory on foreign trade which cites
examples from the sphere of services or deals with the special features of trade in services.

From the early 1980s onwards, however, interest in the trade in services has been
significantly growing.

Debates in the GATT

The immediate cause of a sudden growth in interest was that in the wake of the
GATT Ministers’ Declaration of 1982, preparation of talks on the possibilities of liberaliz-
ing the trade in services at the new GATT round were started. The main initiator and
force behind such talks was the US. At first, its efforts met with the resistance of several
developing countries but the idea was not too well received in the industrialized world
either. Some developing countries went as far as to doubt if it was necessary at all to talk
about liberalization of trade in services and, if so, the GATT was the proper forum.

In time, the standpoint of most industrialized countries drew definitely closer to
the goals of the US. Moreover, certain developing countries, like Hong-Kong and
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Singapore, have been staunch supporters of the idea of easing protectionism in the trade
of services. Other developing countries, however, (particularly India and Brazil) reject
such a policy even now.

These developing countries are worrying for two major reasons:

1. They believe that liberalization of trade in services might put them in a disadvan-
tageous situation, for in the trade in services they have comparative disadvantage as
against the industrialized countries. Therefore a possible liberalization could in the short
run result in a deterioration of their balance of payments.

2. Another set of arguments from the developing countries justifies the rejection of
liberalization by stressing the necessity of protecting infant industries. It says that, in the
long run, the competition of service companies from industrialized countries would lead to
the decline of the domestic service industry and eventually to the dependence of the
entire domestic economy on foreign countries.

Counter-arguments, voiced mainly by industrialized countries, stress that it is
exactly protectionism, standing in the path of the trade in services, that prevents
countries at various stages of development from enjoying the mutual advantages offered
by the expansion of that trade.

Eventually, in 1986, it was finally agreed in Punta del Este* that the trade in
services should, though separate from the issues of trade in goods, be put on the agenda
of the next GATT round talks. Also, the member countries and their respective organiza-
tions (UNCTAD, OECD etc.) intensified their researches regarding the justification of the
concerns related to liberalization. What were the possibilities of countries at various stages
of development joining the trade in services (or how would this affect their balance of
payments in the short run)? Also, what advantages and/or disadvantages would their
participation in the trade in services bring in the long run?

It must be noted that it was not oy chance that the issue of the trade in services,
along with those of the agrarian and high-tech products, became the most controversial
ones of the coming GATT round. The cause was that service industries in industrialized
countries have undergone considerable structural and quality changes in the past ten or
fifteen years. An important consequence of those changes has been that the rapid
technical development in services has continuously widened the scope of tradeable
services, and this has led to the internatinalization of services.

Therefore, two important aspects must be considered before we venture into a
survey of the advantages hidden in the participation in the trade of services.

First, the major features of the changes that have taken place in the service
industries of the industrialized countries must be identified and their overall effect on the
production and competitiveness of those economies needs to be assessed. What are the
new features, of economies having advanced service industries, that determine the
possibilities and methods which enable the less developed countries to adjust and
catch-up? In other words: under changing circumstances, what chances do the individual

*In the summer of 1986 preparatory talks on the topics of the new (Uruguay-) Round was
concluded in Punta del Este with a Ministerial Declaration, Part Il of which deals with services.
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countries have to develop their services in a self-sufficient way? Secondly, given the
internationalization of services, which services can become exportable and thus penetrate
the international marketplace and how are they to do this?

Reasons for the expansion of the services sector

The thinking of economists about the macrostructural proportions of an economy
and the function of the service sector has, up until now, been influenced by the so-called
“three-stage development model”. This was worked out by A. B.Fischer [2] and C. Clark
[3] in the 1930s and 1940s. This is true even if several elements of the model have since
been contested and have been made more precise or subject to modification. This is
because economists still move in the same circle of thought and do not go beyond this
paradigm.

The sweeping importance of the works of Fischer and Clark lies partly in the fact
that they brought a total break with the concept represented by Adam Smith and Karl
Marx. This concept separated productive and non-productive activities and treated non-
productive ones as secondary, even to some extent harmful, activities. The “three-stage
development model” actually views the expansion of the service sector as a natural part
and prerequisite of development.

The model contains two basic statements:

1 There is a close positive linear interrelation between the per capita national
income and the share of the servicing sector. That is to say, the share of the tertiary
sector grows together with the growth of the GDP. In countries where per capita incomes
are low, the population is forced to spend the preponderant part of its income on basic
goods such as foodstuffs and agricultural products. Along with growing incomes the
demand for manufactures also increases and when this can be satisfied without any
difficulties, the society will be able to spend more and more of its income on services.
The proportions of the macrostructure keep on changing because the income elasticity of
the demand for the products of individual sectors varies.

2. Another important statement arising from the model is that productivity grows
slower in the tertiary sectors than in the ones producing goods. Thus the relative prices of
services (as compared to the prices of material products) grow continuously. The
explanation of the latter phenomenon is the following: wages tend to get levelled within
the economy. Increasing productivity in industry results in an increase of wages but,
owing to the tendency of the levelling of wages, prices will increase also in sectors where
it is not justified by a corresponding extent of growth in productivity. In the latter
sectors, the rate of wage increases exceeds that of productivity and leads to price
increases outpacing those of sectors with a rapid growth of productivity.

This is why the more developed a country is, the higher the relative prices of
services will be at least in comparison to the prices of services of countries at a lower level
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of development. Given the fact that services can never be as mechanized as industrial
activities, the international differences in the productivity of services are always
smaller than in the goods-producing sectors. In other words, the advantage in productivity
of more developed countries as against less developed ones will be less in the service
sector than that of the goods producing sectors —where they do can display a rapid
growth of productivity. Since the productivity of goods-producing activities grows slower
in less developed countries, the rate of increase of wages, too, will be lower, not only in
the goods producing sectors but in the service sector as well. This is why in rapidly
developing countries services become relatively more expensive as against other activities
than they do in more slowly developing ones.

This statement holds not only for the comparison of countries at widely different
stages of development but to differences between countries at more or less similar levels
of development. A study by the OECD from 1985 [4] demonstrated, using developed
industrialized countries as examples, that there was a significant correlation between the
growth of the GDP and the relative prices of services.

At the same time the divergence of relative prices among countries at various stages
of development makes the verification of the first statement difficult (and even more its
quantified verification), namely, that along with the growth of the GDP, the share of
services will also rise. As it is, differences in relative prices may cause sizeable deviations
between statistically computed shares (i.e. computed on the basis of the given country’s
relative prices) and, in the case of comparison with another country, shares computed on
the basis of relative prices of the other country. Kravis-Heston-Summers pointed out in
several studies that in fact here was much less difference between the service shares of
countries at low and high stages of development than statistical data reflecting the relative
prices of those countries actually indicated [5].

Returning to the relationship between the two statements (growth of the share and
relative increase in prices of services) a certain contradiction becomes quite obvious.
Demand for “goods”, the relative prices of which are continuously and inevitably rising,
should sooner or later ebb, even if it is accompanied by a high income elasticity.

This relationship was pointed out by BaunTol's model of “unbalanced productivity
growth”. In this model, by comparing the production, price and employment shares of
progressive and non-progressive sectors, he arrived at the conclusion that:

—the rise in the relative price of services leads to a decline in the dgmand for them,
and consequently to a decline in their production. Tins situation will have widespread
adverse'effects on socio-economic processes, on the quality of life and on the possibilities
of maintaining and eveloping the urban infrastructure;

—if the ratio between the production of the two sectors remains constant, this puts
a brake on economic growth since more and more labour will move towards the sector in
which productivity has not grown [6].
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Structural and quality changes in the service sector

The shift of macrostructural proportions towards the service sector has nevertheless
accelerated in the industrialized countries since the early 1970s. Explanations for this
phenomenon may be found in the sudden technological development of certain services,
and in the emergence and spreading of high-tech services. Primarily, this refers to the
development and continuous coupling of telecommunication and information techno-
logies. The driving force behind the expansion of the service sector has been this
technological break through, and it has affected a growing segment of the sector: it has
created new types of services (computerized data transmission systems, information
networks), it has substantially transformed the nature of many conventional services
(telecommunications, banking transactions etc.), and it has rapidly improved their
productivity and, as a result, the demand for them.

Nevertheless, the trends and characteristics of aggregate sectoral structural changes
in industrialized countries confirm the statements of the conventional explanation: the
share of services grows faster at current prices than it does on the basis of figures at
constant prices (this indicates a faster rise in the prices of the service sector). This
restructuring is even faster in employment proportions (which is evidence of the fact that
one unit of growth of production in the service sector requires a bigger growth of labour
than it does in goods-production).

Hence the accelerated growth in the proportion of services has not been fully
explained by the technical development of services.

Although regularities in the development of demand for services have not been fully
clarified yet (i.e. there is no consistent answer to the question why, under what
mechanisms and to what extent demand for services grows) the most probable answer is
that there are no uniform regularities concerning the whole of the service sector. The
likely explanation is that different regularities apply to different sorts of services and it is
this difference that causes structural shifts within the service sector.

The service sector includes a very wide range of activities of most varied production
factor intensity. This has always been the case; for instance, think of the differences
between the nature and organizational systems of the highly capital intensive infra-
structural services (public utilities, transportation) and the markedly labour intensive and
“personal” consumer services. Owing to the sudden technological development of infor-
mation and telecommunication services, the deviation between the various types of
services has even increased in recent times. This heterogeneity follows partly from the
“residual” treatment of the sector, for all “non-material.” activities are contained within
this single sector.

There are numerous methods for classifying and grouping service activities. Yet
when looking into the expansion and technological development of the different types of
services and into the characteristics determining their prices, it appears that the most
appropriate method is one which groups services according to demand factors, i.e. that
which divides services into producer (intermediary) and consumer services, and further
divides the latter into private and public services.
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The term ‘productive services’ refers not only to service inputs used for the actual
production of goods and services but also all the service activities connected with the
production and sale of goods. These include R+D, production organization and control,
data processing, marketing, advertising and publicity, and services required to maintain
business relationships among the participants of the production vertical (financial, legal
and professional services, consulting, etc.). As for the consumer services, they include
services meant for final consumption.

Such a division appears to be expedient because the various demand factors are
known to behave differently. Other demand factors include the preferences, possibilities
and scope of action and manouevring of households, companies and states. This is
important from two aspects:

1. Demand for services meant for final consumption is much more difficult to
explain on grounds of purely economic considerations than are company decisions. This
holds both for public and private services. Though there exist computations quantifying
the economic impact of sums spent on education or health care, states cannot act when
prompted exclusively by cost-efficiency calculations because they must keep many more
social and political considerations in mind. Also there are many non-rational elements in
the behaviour and expenditure patterns of households, as against the essentially economic
considerations of companies.

2. The income of the final consumers of services is limited, thus their demand
cannot be expanded ad libitum. It is no use for the consumer to assume that by availing
himself of a certain service his expenses per one man-hour will be less than his own
imputed wage for his own time spent if, in an economy with excess labour, his ability to
perform additional work and make more money is limited. The scope of action of states
is even smaller. Seeing the rising costs of public services, they cannot increase their
revenues (taxes) as they would like to. On the other hand, companies avail themselves of
services in order to produce goods for sale. Thus services are inputs for the production, so
the price of production may be confronted with a possible reduction of the relevant
manufacturing costs or maybe with better sales possibilities (i.e. with the indirect profit
of a particular service).

To some extent, these factors already explain the behaviour of the various demand
elements. In the industrialized countries a treble process takes place in the sector of
consumer services:

—we can witness standardization and mechanization, and as a result, price reduc-
tions in services (so-called ‘McDonaldization’);

—some of the services with rising prices are maintained by the preferences of
consumers;

—on the other hand, other services are gradually pushed back within the service
sector itself.

It is noticeable that a relatively large percentage of consumer services can be
substituted with durables. This is the phenomenon that Gershuny called progress toward
“a self-service economy” [7], [8]. But phased-out services are replaced by demands for
new services and thus there is no danger that the consumer services would fall in an
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absolute sense. However, the pressure of rising prices puts a lid on any significant growth
of this segment of the service sector. A case in point is that of the public services, The
state is caught in the crossfire of the population and the companies: the citizens (voters)
demand better services and the companies want lower taxes, while the cost of public
services keeps on growing. State budgets seek to ease this double pressure by trying to
reduce their traditional tasks, while they must undertake new ones.

The most dynamic segment of services is the one rendering services for production.
The expansion of services geared to production may be explained by three, closely
interrelated, factors:

1. The service content of products is an increasingly decisive factor of competi-
tiveness. Owing to the acceleration of technological development, the world-wide con-
formity in the tendencies of technological development, and the widening channels of the
technology transfer, the competitive edge offered by any new product or technology
quickly tends to disappear. Hence companies may gain a competitive edge only if they
keep on adding to the scope of services related to development, production and sales.

2. However, as long as service functions grow within the manufacturing company
itself, this does not change sectoral proportions, i.e. statistically they are not registered as
services. As a matter of fact, statistics include service activities in the service sector only if
they are performed by a separate economic unit. Another important factor related to the
expansion of the service sector is precisely that the increase of the proportion of service
activities within production results in the commodity-producing companies separating a
part of their service activities from their original activity and externalizing them in some
form (i.e. assigning them to another economic unit or, in the case of bigger companies,
concentrating such activities in subsidiaries specialized for that purpose. In this way, the
specialization enables the introduction of more advanced technologies and this again
helps reduce costs.

3. A rapid decrease in the costs of telecommunications, data transmission and
processing has the effect of enhancing the possibilities of dividing labour among
manufacturers, of widening business relationships and of furthering the geographical
expansion of companies.

The impact of changes in the service sector

The impact of the development and expansion of the service sector on the
functioning of the economy may be summarized as follows:

1 Over the past two decades numerous service branches have undergone sudden
and spectacular technological development. Such quick development is partly due to the
fact that, owing to a slow increase of productivity, some types of services would have
experienced a slump in demand —because of the continued increase of their relative
prices —if they had not been improved. Another explanation isthat with the division of
labour among companies getting increasingly complex, it became imperative to update
the telecommunication/information channels.

12 Acta Oeconomica 39, 1988



178 E. PALOCZ : SERVICES IN THE WORLD ECONOMY

2. Services with stagnating or only slowly rising productivity are, in the consump-
tion sphere, maintained according to the preferences of consumers, i.e. by the high
income elasticity. In the production sphere services are maintained by the advantages
companies may indirectly enjoy by availing themselves of those services. The growing
efficiency and competitive edge incident to services form a prerequisitie of the expansion
of production services.

3. The rapid growth of the proportion of the service sector has largely been due to
the extemalization of producer services. While, in the post-war period, the growth of
service activities took place mainly within the industrial sector, from the late 1960s
onwards a part of those activities started to flow rapidly out into the service sector [9].

4. The extent of extemalization significantly affects the efficiency and productivity
of both goods-producing activities and the related services. Thus the difference between
countries with regard to the efficient integration of services into commodity production
is not so much in the volume of services but rather in their ability to organize these
activities into an advanced market of services. Thus the volume of services in countries
with a low proportion of production services, as compared to their goods-production, is
not necessarily proportionally smaller (for the manufacturers themselves perform most of
the necessary services), but the quality and standards of these services are almost certainly
poorer than those offered by specialized service companies. On top of this, in countries
where the proportion of production/business services is low compared to the goods-
production, service activities siphon off more resources from the economy than in
countries where an extensive and advanced service industry is available [10].

5. The acceleration in the blending of goods- and service production activities has
been a major feature of the new situation. Within it, both the extemalization and
internalization of the services can be witnessed; the former mainly in the production
services and the latter in consumer’ services. Since, in the sectoral approach, services may
turn into commodities and vice versa simply through the fact that the same activitiy is
being performed by another economic unit, the border between the characteristics of the
production of goods or services gets eventually blurred. One aspect of this two-way
process, namely, the industrialization of services and service production, is often empha-
sized. Given the generally accepted use of the concept that identifies high-productivity
large-scale production with industry, this is true. The other side of the process is,
however, that the nature of the industrial production, too, has been changed. Since
services are increasingly integrated into the processes of industrial production and thus
become a more and more important prerequisite of it, we may also speak about the
“tertiarization” of industrial production.*

As it is, industrial production which is thoroughly interlaced with complex service
functions does by no means display the characteristics identical with those of the
large-scale industry up until the 1960s. The biggest contribution of the expansion of the
service sector to the functioning of industrial production, and of the entire economy, is
flexibility. Flexible production systems, adaptation to special requirements, quick respon-

*D. Riddle uses the term “servicization” [11].
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ses to market signals, rapid changes in business relationships and the shaping of those
relationships according to efficiency requirements almost at will — these have been
primarily due to the availability of services. This is why companies relying on an advanced
and extensive domestic service industry tend to have a meaningful competitive edge in the
world market.

Internationalization of services

The internationalization of services first became possible with the emergence of
new technologies. The technological development and mechanization of services partly
concentrates and partly fragments the structure of companies. The establishment of
computerized information networks and telecommunication systems is a highly capital
intensive process, but expanding services (either in volume or in range) within an existing
network involves very low additional costs. Because of the efforts to exploit the
advantages of the economies of scale offered by the new technologies, in some sectors
giant service conglomerates have come into being and they offer a diversified package of
services (and goods). These include market research, advertising, legal consultation,
financial and other services — all in one package. This is supplemented by a flexible
system of small companies geared to satisfy special and/or local demand.

It is now obvious that the advantages bestowed by the economies of scale and the
opportunities for expanding the range of advanced service technologies may best flourish
in an international environment. The most significant change in the service markets of
industrialized countries has been the global entanglement of service companies and the
world-wide expansion of big service conglomerates.

Another phenomenon leading to the internationalization of services is the global
aspect of the externalization process, already observed when looking into the domestic
economic correlations of services. The service contents of products sold both domes-
tically and abroad have been growing rapidly: sellers sell more and more services to the
buyers — these being partly embodied in goods an partly related to their distribution.
Hence in the course of production and distribution a great number of services are
“absorbed” in the goods. This, however, does not register as trade in services since the
services are “included” in the goods. But the process of separation can be observed in
global trade in the same manner as in domestic production. That is, manufacturing
companies seek, in the international market, the service companies from which they can
get the required services at the lowest price or with the highest standards. The precondi-
tion for this is then provided by the aforementioned phenomenon: service companies
which are strong on their domestic market and have consequently acquired experience
and advanced technologies, appear in the international markets, too. (An interesting
example of this is the growing international activity of accounting firms.)

Also, just as the externalization of domestic services results in the growth of the
share of the service sector, so the global trade of separated service activities is similarly
accompanied by the expansion of the trade in services.
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Comparative advantages in the trade in services

Currently, one of the key issues in the debate on the trade in services concerns
which countries have comparative advantges in this field.

According to the traditional theory of comparative cost advantages, the flow of
trade is determined by comparative cost proportions between the individual countries.

Yet, the applicability of the theory of comparative cost advantages has been
queried by several experts, with the argument that services cannot be stored, their
production and consumption take place simultaneously. Consequently, services do not
have a free market in the sense that goods have. Thus most service markets cannot be
viewed as competitive markets.

By now, however, it has been almost generally accepted that although the trade in
services does in many aspects differ from that in goods —and these differences must be
taken into account —the inner logic of the theory of comparative advantages still applies.
As Hindley and Smith wrote:

“Had Ricardo in his classic example specified wine and insurance policies instead of
wine and cloth, his demonstration of the gains from trade would have still succeeded, it
being dependent only on one country being able to produce insurance policies at a lower
cost relative to wine than the other country” ([12] p. 374).

So if we could speak about the trade in services in general —namely, if any service
were, just as goods are, exportable without limitations —then we might say that the
comparative cost advantages are on the side of the developing countries, since here the
prices of services converted at the current exchange rate are lower than in industrialized
countries. If it is true that the more developed a country is, the higher the relative prices
of services are, then less developed countries operating with lower prices might gain
competitive advantages from the trade in services.

Anyhow, it must be taken into account that only a small, though growing part, of
services may be the subject of international trade. In a study, Sapir and Lutz [13], arrived
at the result that as far as the exportable services they studied are concerned (transporta-
tion, telecommunications, financial and professional services), the comparative advantages
were on the side of countries well endowed with physical and human capital. This is,
among other things, the basis of a widespread view that, since less developed countries
suffer a comparative drawback in the field of services, the future division of labour among
the regions should be modified in such a way that developing countries specialize in the
production and export of goods and the industrialized countries in services, respectively.

Yet the situation is not as simple as this, especially if one takes into account the
complex economic relationship and effects of services and the specific features of their
“tradability”, respectively.

Conditions of the “tradability” of services

Since services are being produced and consumed at the same time, their producer
and consumer (and the subject of the service) must somehow be in contact during the
provision of the service —even if this does not necessarily mean physical proximity.
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The service transaction, that is, the contact between producer and consumer, may
come about in four basic ways.

1. For services that are rendered with the express purpose of changing the location
of goods (persons) this relationship is obvious, for the service itself is the activity causing
and accompanying the movement of goods (persons); the service moves together with its
object (as in transportation or postal and telecommunication services; in the latter case
sound, images or signals forwarded by the servicing enterprise are the objects of the
service).

2. The person availing himself of the service travels (the object of service is
transported) to the place of the service. The best example of this is tourism or the
utilization of various local services (port services, special health care or education services
abroad).

With most services, however, high costs of transportation (more precisely, their
proportion to the possible advantage) usually prohibit the recourse to foreign services
instead of domestic ones. Morcover, such costs usually render it impossible even to fill the
gap of shortages of local services with foreign (i.e. imported) services.

3. Another solution is if the producer, and not the consumer of the service, moves
(transports its production factors) to the place of service. This can be capital and labour,

or both. A common example for this is direct capital investment.
4. The producer and consumer of a service may establish a relationship with each

other in other ways as well. These are enabled by advanced data transmission and
telecommunication systems. By using the latest information techniques it is possible to
render financial, legal, professional and technical services alike (e.g. tele-diagnostics on the
basis of test results fed into computers; tele-conferences connecting experts with com-
puters instead of staging costly scientific meetings etc.). In these cases, the execution of
services and the spanning of distances are facilitated by other services.

Clearly, the biggest source of the expansion of the trade in services is the spreading
of services facilitated by advanced techniques and not involving the physical proximity of
either the producer or consumer of the service (i.e. the case described in Point 4). In this
field, as Sapir’s cited study proved, the industrialized countries and their companies,
respectively, have a comparative edge on developing countries. However, if we take the
case involving the movement of production factors and consumers (Points 2 and 3), then
we also have to note that countries with different cost proportions have a wide range of
possibilities enabling the best use of the deriving advantages. This is of course not a new
feature. It is estimated that services transacted through foreign subsidiaries have been
growing much quicker than the actual export of services. On the other hand, it was e.g.
the relatively low wage costs that made Singapore Airlines into one of the most efficient
airlines in the world.

However, the exploitation of advantages to be derived from differences in relative
prices and production factor supply necessitate a freer worldwide flow of production
factors. If we said that the ground gained by the service sector in the industrialized
countries implied that industrial production and whole economies were becoming more

Acta Oeconomica 39, 1988



182 E. PALOCZ: SERVICES IN THE WORLD ECONOMY

flexible, then the same can be said of the international trade in services. Countries at
different stages of development may benefit from the trade in services if they allow a
freer movement of production factors as well as of the consumers of services.

Some concluding remarks

1. The protection of domestic service industries is usually justified by arguing that
they are sectors of vital importance for the functioning of the whole economy. Thus,
every country must build up its own infrastructure. In addition, building up the infra-
structure may give a sizeable impetus to the growth of the economy. The latter argument
no doubt stands its ground but it must also be seen that the service industries of
industrialized countries are marked by a keen technological competition and strong
international entanglement. (An indication of this is provided by the stormy merger
histories of West European firms in the telecommunications industry.) Under such
circumstances it is impossible for any country to develop these activities from its own
resources, and to catch up isjust as impossible.

2. Since the service contents of products entering global trade have been growing,
this not only provides huge competitive advantages for companies relying on an advanced
service industry. For companies lacking these it implies the risk of being pushed out from
markets and being forced to sell at very low prices. Thus it is not possible for a country to
lag behind with its services but be competitive with its industrial products —this provides
no alternative. The industrial products of a country with such a backward service industry
will increasingly be restricted to the lagging industrial sectors.

3. So far | have dealt with industrialized and developing countries but not with
Hungary. Of course, most statements concerning the less developed countries apply to
Hungary as well. With its current per capita income it is amedium-developed country, but
with regard to its infrastructure and service industry it is a rather underdeveloped one. My
goal was to present world-wide tendencies to which Hungary, too, must adjust itself. 1 did
not dwell on the method of such adjustment because this would call for amore detailed
analysis of the current situation and its causes, and this should be the subject matter of
another paper.

There is, however, at least one conclusion that closely follows from the afore said
and it aplies to the alternatives open to Hungarian development. Since the development
of service industries is nowadays only viable together with the widening of international
cooperation, it is difficult to defend the relatively widely held view that it would be
better to concentrate more resources on the development of the infrastructure because —
according to this view —it is a less import intensive sector and therefore the development
of the infrastructure may help ease the balance-of-payments problems. It is an obviously
burning necessity to reduce the lag of service industries and to update the infrastructure
of Hungary. However, a concept which combines the development of the infrastructure
with the postponement of the opening of the economy (i.e. it interprets it as an
alternative to the latter), does not appear a viable method —considering the aforemen-
tioned internationalization of service industries.
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YCNYri B MMPOBOIW TOPIOBJIE

E. NANOL,

CraTbs MocBsiLLeHa Takoi 06/1acT MUPOBOIA TOProB/IN, KOTOPOI BM/OTh 10 MOC/IE[HEr0 BPEMEHMN
npeHe6peranm — MexayHapogHOl Toprose ycnyramu. VIHTepec K TeMe 0XmMBuUIICSA B Havasne 1980-x rogos
Torja, Korga Hadanucb npeaBapuTenbHble neperoBopbl B TATT 0 BO3MOXHOCTM nubepanunsanuun
TOProBAn ycnyramu. B xofie WX BbISICHU/IOCb, KaK MHOrFO HESICHbIX BOMPOCOB He TO/MIbKO B CBA3N C
MeXyHapoAHbIM 060p0OTOM YCMYr, HO U B CBA3W C BO3Ae/iCTBMEM 3TOr0 Ha BHYTPEHHIOIO 3KOHOMMUKY.

1 MockonbKy 0CO6EHHOCTW YCAyr, OT/MYaloLline Ux OT [eATeNbHOCTU B 06/1acTU TOBapHOro
NPOU3BOACTBA, B [JO/DKHON CTEMEHN He YACHEHbI, TO He CI0XWUI0Ch [0 CUX MOP eANHONA TOUKMN 3PEHNS U O
TOM, YTO HYXXHO CUMTaTb TOProBJel ycnyramu.

2. Benepcteue 6bICTPOro TEXHUYECKOro Nporpecca MHPOPMaTUKN U TeNleKOMMYHUKALUK JO/MKHbI
6bITb NEPECMOTPEHbI CHOPMYIMPOBAHHbIE PaHee B3rNafbl 0 BO3AEACTBUMN YCIYT HA 3KOHOMUYECKUIA POCT,
noBblILLEHNE NPON3BOAUTENLHOCTU U 3aHATOCTb. [MapennenbHO 3TOMY CTa/l HeCOCTOSATENIbHBIM U B3I/ 0
TOM, YTO YC/yrM — 3a HEMHOTMM WUCK/IOYEHVEM — He MOTYT BONTW B MeX/YHapOoAHYy0 TOProB/io.

3. OflHaKo CyLLIeCTBEHHbIM SIB/ISIETCA BOMPOC, Kakne YCMYrn U Npu Kakux YcoBUSX MOryT cTaTb
IKCNopTUpyeMbIiMN 6naramu. BbISICHEHVE 3TOF0 BaXKHO ellie 1 MOTOMY, YTO 6e3 3TOro Heslb3sl BbISICHUTD,
KaKvie BO3MOXHOCTU UMEIOT CTPaHbl, JOCTUTLLME Pa3HbIX CTereHel pasBuTUs, 419 BK/IIOUEHNUSA B TOProBIIio
ycnyramu, a Takke Kakue CpaBHUTe/IbHble MpenMyLLiecTBa MOTYT BbITeKaTb W3 3TOrO.
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WORLD ECONOMIC ENVIRONMENT AND THE HUNGARIAN
ECONOMY: A CONFERENCE

R. SALLAI-. SCHWEITZER

The Institute of Economic and Market Research which was founded 30 years ago,
held a scientific conference on October 20—21, 1987. The conference was based on the
theme: “World economic environment and the Hungarian economy”. The two-day
session, organized in conjunction with the Hungarian Academy of Sciences, was one of
the top-ranking events of Hungarian economic science in 1987.

The scientific session was opened following the words of welcome by J. Dedk,
director of the Institute, and by foreign trade minister P. Veress.

The first reader was B. Csikos-Nagy, academician and president of the Hungarian
Economic Association. In his lecture he analysed the adjustment capability of the
Hungarian economy from the aspect of structural policy. Touching upon several ques-
tions, he stood in favour of further opening of the Hungarian economy. He expounded
that in structural policy, owing to their different systems of conditions, the socialist and
the capitalist markets require different ways of approach. Stabilization and shifting of the
economy onto a new path necessitated a change in the state’s role in the economy and a
renewal of enterprise activities. He emphasized that restructuring does not mean solely
the cessation of uneconomical production; selective development and the building up of
new progressive production capacities would also be necessary. Talking about foreign
economic relations, he pointed out that beside relying on Hungary’s own resources and
the supporting bank and financial credits, in the future more stress would have to be laid
on direct foreign investment. B. Csikos-Nagy advocated the decentralization of foreign
exchange management, stressing that this is the only way of developing efficient foreign
trade. He claimed that, in accordance with the 1984 resolution on economic reforms,
both the wages and prices seem to have slightly moved towards a more market-type
system; yet this process had been retarded by the fact that the situation of the Hungarian
economy had changed in a way different from the original assumptions behind the
resolution. We must ensure that after the tax reform, following the critical year of 1988,
and from 1989 onwards, prices and wages begin to carry out their economic function —
then structural policy would be able to rely on them.

The first, plenary session was followed by section meetings. More than 30 lectures
were submitted at parallel section meetings.* Almost half of the lectures dealt with the

*Al1 the papers have since been published in the periodical Kiilgazdasag and a selection of them
in this issue. (Ed. note.)
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situation and development of the world economy and the adjustment to the major
processes going on in it. They were delivered by A. Koves, B. Kaddr, E. Ehrlich, E.
Palocz, D. Somogyi, A. Inotai, J. Nyers, Z. Krasznai, B. Greskovits, V. Pdsztori, T.
Kardos, K. Botos and S. Nagy. Some of the discussion at this session considered the
subject matter of the lectures from the viewpoints of the Hungarian economy, and great
stress was laid on considerations concerning the means and the ability of the economy to
break free from the model of regional autarky. Several speakers dealt with the reasons
behind the apparent backwardness in the sphere of the infrastructure.

Another group of lectures covered the issues of the economic development and
cooperation of the CMEA countries. The lecturers were T. Bauer, L. Csaba, M. Rdcz, S.
Richter,* J. Bdrsony, Gy. Munkdcsy and J. Botos. In the wake of two talks on the
changes taking place in the Soviet Union, a vivid discussion developed and this included
an evaluation of the reforms implemented so far, an interpretation of the resolutions and
an assessment of the perspectives that may be expected. The majority of the speakers
emphasized the need to be cautious, saying that the reform process could not be
identified with the related documents. There were more varied opinions on questions
surrounding the way in which Hungarian foreign economic strategy connected with the
CMEA might be affected by the reform processes started in the USSR and several other
CMEA member countries, as well as by any subsequent reform of the CMEA. There were
many who emphasized that the changes hoped for should not be considered as an
alternative to a wide opening towards the world economy.

In the section entitled: ‘“Macroeconomic processes and the regulation of foreign
trade in Hungary” papers were read by M. Tardos, A. Nagy, G. Oblath, 1. Salgo, B. Botos,
1. Abel, Gy. Boda and M. Forgon, A. Elids and T. Ujhelyi, S. Mészdros, 1. Dobozi, Z.
Olach, 1. Sessler, K. Antaloczi, D. Bonifert, A. Szegd, and Gy. Wiener.

Questions of enterprise adjustment were covered by a number of lectures which
examined various related themes by using different approaches. These included case
studies of enterprise organization development and presentations of market condition
tests. P. Vince, S. Pdsztor, E. Nddor, G. Lamberger, A. Nagy, K. Lanyi and 1. Schweitzer
were among the lecturers.

The scientific sessions were followed by a platform discussion introduced by
deputy foreign minister I. Dunai. In his short presentation he dealt with the current
problems facing the management of the foreign economy in its struggle to re-establish
foreign trade equilibrium. He said it was the government’s present objective to turn the
expected 200—300 million dollar deficit of the trade balance of 1987 into an approx-
imately 800 million dollar surplus by 1990. This would be a very challenging task.
Amongst other problems, he mentioned that enterprises exert great pressure in order to
increase Rouble exports, yet they show no interest for the Rouble imports. The same
intensity can be found in the pressure for increasing Western impo.ts. In the practice of

*The lectures by M. Rdcz and S. Richter were published in the previous issue of Acra
Oeconomica (Ed. note).
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restructuring the main trend is to allocate money to areas where marketable commodities
can be found. This suggests a short-term attitude which will tend to maintain the deterio-
rating terms of trade. He stated, in a self-critical manner, that the management of foreign
trade had changed the demands placed upon enterprises several times in 1987; at times
the main objective had been to increase efficiency, at other times it was to raise volumes.

M. Tardos, (Institute of Economics, Hungarian Academy of Sciences) expressed his
doubts about the foreign trade policy targets: the creation of a one thousand million
dollar surplus i.e. to turn the present deficit into a surplus within the next three years. It
is rather questionable if the traditional approach of “‘increasing production and reducing
domestic consumption” is workable in the present situation. He argued that by using the
above-mentioned simple formula we may get into the danger of taking a forced path
which will not improve but only worsen the position of the country.

How can we avoid this pitfall? In the opinion of M. Tardos the indispensable
condition for advance is liberalization; prices, imports, wages and salaries have to be
liberalized. According to his views this change-over could have been made in 198485
when conditions were much more favourable. Then, if we had at least reckoned with the
additional loans drawn later on by the government, it would have been possible to
produce a significant scope of manoeuvring for the successful implementation of a policy
of this kind. Three years later it is much more difficult to implement it, but it can be
done. We must be, however, aware of the fact that it will entail a social shock. A
calculated restriction of the living standards and the occasional export surplus resulting
from it would certainly not be sufficient to solve the problems of Hungary. Great
flexibility is needed on behalf of the producers and to achieve this the appropriate
political and economic atmosphere has to be created. In addition beyond all this, good
luck is necessary, too.

In his comment, L. Antal, (Ministry of Finance) stated that it was already obvious
that the equilibrium of the balance of payments could not be restored in 3 years. It is also
clear that the establishment of equilibrium in the external economy could not be separated
from the internal processes. It is absolutely clear that the essential condition for finding a
way out is radical reform. In the consolidation period of the reform process, beside very
strict monetary restrictions, significant state intervention is needed. Without monetary
restrictions the other economic regulators, e.g. prices, would not be able to exert their
favourable effects. He also believed that in order to start the internal process of economic
renewal a gradual but simultaneous liberation of wages and imports would be necessary.
This in itself is, of course, not enough, for there are organizational and other conditions,
too. At the same time a deregulation process also has to take place since, while there is a
comprehensive redistribution by the state, liberalization cannot be imagined. Antal
believes that the tax reform means, primarily, a withdrawal of the state from the
operative process of income redistribution.

I. Martos (Medicor Works) was of the opinion that in order to achieve the planned
trade surplus higher Western export volume would be necessary. Conditions for this have
to be further examined.

The platform discussion and the scientific conference ended with the colosing
words of deputy minister [. Dunai.
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SZAMUELY, L. (ed.): A magyar kdzgazdasagi
gondolat fejlédése 1954-1978 (The development
of economic thought in Hungary: 1954—1978.
Research of the mechanism of a socialist eco-
nomy). Budapest 1986. 597 p.

The debate that flared up around the “reform
bargaining” in 1984 albeit surprisingly short for
such a hot subject, proved how varied the camp
of supporters of the Hungarian economic reform
was. It may also have indicated that, in the
mid-1980s, almost everyone concerned agreed on
the need for a reform and only differed with
regard to the scope of justified or possible
solutions. The fact that the interpretation of the
reform itself is far from being uniform in
Hungary today may be due, among other things,
to the many directions of previous reform initi-
atives and to their highly varied intensity and
speed — in short, to anything but the straight
initial path of the latest wave of reforms.

The description of that path has now been
explored more extensively and deeply than any
previous attempts by a collection of studies
edited by Laszl6 Szamuely. The volume is an
amalgam of three genres, even if we consider
excerpts it contains as being of the same genre
(although they include articles from periodicals
and protocols of debates as well as manuscripts
and party documents.) The introduction of the
volume is in itself a theoretical and historical
study which is useful for reference: it provides an
analysis of the development of research into the
economic mechanism, although this stands on a
much wider basis of professional literature than
the volume actually contains. Short introductions
also precede the chapters, these having been
edited in chronological order; there are a few
pages giving explanatory details concerning theo-
retical and/or economic policy matters and,
unlike the major study opening the volume, they
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are closely related to the given selection. All this
is the work of Lé&szl6 Szamuely and therefore it
must be added at this point that, over and above
selecting and editing, L&szl6 Szamuely was instru-
mental also as an author in making this volume
into a basic document of Hungarian reform
economics.

The introductory study hastens to stress per-
haps the most important viewpoint of the selec-
tion: the writings included in the volume focus
primarily on the issues of economic mechanism
and deal less with economic policy target-setting
and economic strategy. Beyond understandable
space limitations, this can be explained also by
the intention of the editor to illustrate the logic
of the development of the Hungarian reform
concept as directly as possible, without making
détours. However, it also has to be admitted that
most of the Hungarian reform literature con-
centrates on the issue of the reform of the
mechanism and that, as the 1969 article of
Ferenc Janossy aptly stresses, at that time (and
let us add, even now) the reform has been
interpreted by many as one limited to a reform
of the mechanism. Janossy says: “To find
and enter the path of a process of economic
development which promises success, we must
radically break not only with the old economic
mechanism but with the old economic policy
concept as well." (p. 498, author’s italics).

However, it is not fair to blame the editor for
the afore-mentioned principle of selection
because such a selection was also the result of the
material available to him. Yet he has not adhered
strictly to it, thus several important writings have
been included in the volume, such as those by
Jozsef Bognar and Tibor Liska in the 5th
chapter, by Rezs6 Nyers in the 6th chapter, by
Ferenc Jéanossy in the 8th chapter and by Andrés
Hegedds in the 9th chapter. These deal with more
than just the reform of the economic manage-
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ment, and thus they provide an insight into
domains of reform thought that have rarely been
accessible so far.

Ldszl6 Szamuely has included in this volume a
few documents which now appear for the first
time. These documents are instrumental for the
understanding of the development of the reform
concept, yet for decades they have been available
to researchers in manuscript form only. Such are,
for instance, some highly interesting excerpts
from the protocol of the 1957 spring debate of
the Economic Committee, and several studies
made during the preparation of the reform in
1964—-65. Among the latter we can read two
characteristic excerpts from Tibor Liska’s “The
Oeconostat”, a famous but unpublished work
much more influential than justified by the
number of people who have actually read it.

Looking at the “first and second waves”
(1954-57 and 1963-68, respectively) of the
reform debate, the introductory study follows
the periodicity usual in Hungarian economic
literature (it is used, among other things, for the
better accentuation of the special importance of
the current *‘third reform wave”). Yet it finds
novel ways to stress a few significant notions
within the periods. Such is, for instance, the fact
that the macroeconomic trend of reform thinking
can be dated to Gyodrgy Péter’s article in
December 1954; that the activity of the Eco-
nomic Committee formed in the spring of 1957
remained morg or less the business of a selected
few insiders of the profession and that it had not
got too much political support even when it
started; that the initial political resistance to the
second wave (in 1963) of the debate on the
mechanism later became weaker; and that resist-
ance reappeared again dressed as technocratic
proposals giving priority to a “rationalization” of
the array of instruments of the old mechanism,
but not fully rejecting the reform of the mecha-
nism.

The introductory study provides a particu-
larly significant analysis of the results and defi-
ciencies of the 1968 reform, as seen in the light
of the recent debates. Many of the deficiencies
could be traced back to the 1966 reform con-
cept. Szamuely shows the soft points of the 1968
reform on a mainly theoretical basis and does not
draw on the lessons of the nearly fifteen years
which had elapsed when the study was written.
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Of those deficiencies, professional literature has
already delt with the unsatisfactory decentraliza-
tion of investment decisions and with the fact
that, primarily due to political considerations,
the reform concept ‘“left untouched the tradi-
tional institutional system of central economic
management. . .”’ (p. 52, italics in the original).
Although several authors, (e.g. Ferenc Janossy in
his article cited above), warned the government
that without a new economic policy concept, the
reform would never bring the expected results, to
have an unbiased look at the reform it is
expedient to cite Szamuely’s concise judgement;
“... the revision of economic policy and the
economic development strategy did not even
occur to those preparing the reform concept.”
(pp. 52-53, italics in the original). The *‘tech-
nocratic nature” of the reform of the mechanism
obviously followed from this fact (p. 53.). Going
on to consider the next link of the logical chain
Szamuely states: “Since the reform concept
contained virtually no proposals for the solution
of foreseeable social tensions and troubles, these
factors caught both the political-economic
management and the wider public quite unpre-
pared when they eventually did happen. There
being no forums for the reconciliation of inter-
ests and for the creation of a consensus, the
leadership could not react to the revival of
movements in the labour market, to the growing
differences in wages and incomes, and to the
deteriorating situation of certain big companies
etc. (we may add, to the ensuing intensification
of the opposition to the reform). The leadership’s
only option was to introduce various restrictions
and bans, that is, it stiffened the effect of the
freshly introduced economic incentives (p. 54).

Szamuely does not mention another weakness
of the 1968 “new economic mechanism”, most
probably because foreign trade analyses or
reform proposals are entirely missing from the
volume. The fact is that, except for the famous
and pioneering 1954 article by Tibor Liska and
Antal Madrids, the foreign economic trend had not
been significant before 1968. In this field really
important Hungarian scientific results were only
reached in the wake of realizing the necessity of
adjustment to the world economy, i.e. from the
mid-1970’s onwards. Yet the introductory study
does not tell that the 1968 reform left virtually
untouched the strictly divided and rigid system
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of foreign trade, nor that the monopolistic
positions of big foreign trade companies were
hardly shaken by new forms of contacts between
manufaéturers and foreign trade and by new
foreign trade licences granted to some manufac-
turers. On the other hand, in the mid-1960’s
several important reform proposals concerning
the exchange rate policy were made and these
formed an organic part of the reform thought at
that time, even if none of them was imple-
mented.

The reader may also miss something else from
the introductory study and this is that the author
does not enlarge upon his briefly mentioned but
highly interesting ideas with regard to the
post-1968 sociographic trend of reform thinking.
As for the review of the “third reform wave”, he
has cut this short perhaps because, as the book
reveals, another collection of studies, dealing
with the reform after 1978, is in preparation.
Anyhow, he raises exciting questions when in-
vestigating the extent to which the third stage of
reform debates drew on earlier ones. One major
message of the volume is that the theory of the
reform is far ahead of its practice; and that quite
a few questions — put fifteen or twenty years ago
— concerning the function of the system of
management have still not been answered. The
following titles may give a good indication of
what these questions are:

— The role of profits in company manage-
ment (Jend Wilcsek);

— Optimization and humanization. On the
modernization of the management system
(Andras Hegediis);

— Fixed assets management in the new
mechanism (Kdlmén Szabé — Miklés Mandel);

— The problem of complex long-term evalua-
tions of the activity of companies (Sindor
Kopdtsy);

— On reasonable forms of capital regrouping
in our national economy (Tamds Nagy).

It is important to note that these were all
written between 1964 and 1970.

Between the introductory study and the annex
containing the reform document of the CC,
HSWP, from April 1984, there stand nine
chapters which follow each other in a chrono-
logical order. The relationship among texts
included in the individual chapters concerns the
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role they have played in the development of
reform thinking. The nature of this relationship is
well demonstrated by the titles of the chapters;
the table of contents itself is reform history in a
nutshell. Between chapters 4 and 8, for instance,
one can read publications ranging from the
colosing of the first reform debate to ones
evaluating the immediate aftermath of the 1968
reform of the mechanism. The “reform history”
of that stage comprises such titles as:

—From attempts to rationalize the
mandatory plan system to the revival of the idea
of reforming the mechanism (1957—-1964);

— Suggestive (manuscript) studies for the
preparation of an economic reform
(1964—-1965);

— New considerations, different views, and
debates during the elaboration of the reform
concept (1965—1966);

— Concept of the reform, approved in 1966;

— Ideas and plans concerning the evolution of
the reform (1968—1970).

Thanks to the logical and clear structure of the
volume, the reader can thoroughly study the
introduction and then, on the basis of the
theoretical guidelines to be found there, the
collection may be used almost as a refernce book.
The book can undoubtedly be considered as the
chrestomathy of the Hungarian economic reform
ideas, yet it also supplies many lessons for the
participants in the “third wave” of reform
debates.

This volume of studies comprises a wide range
of sources, a great number of which have not
been available so far in book form, i.e. they could
only be found with some difficulty and in may
different places, and to some extent melts in the
many, almost forgotten, publications of eco-
nomic journals. Sceptical readers might also
suspect that the volume shows Hungarian reform
economics in a much more favourable light than
it deserves because, even though now appearing
decades after their original publication, the
overwhelming majority of the writings in the
selection represent obviously outstanding con-
tributions to economic science. However, this
nurtures the hope that the volume as it is will be
useful and edifying for coming generations of

reform economists. 4
A.TOROK
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SETON, F.: Cost, use and value. The evaluation
of performance, structure and prices across time,
space and economic systems with a special annex.
Clarendon Press, Oxford 1985.

For the young Hungarian economist, trained
in mathematics and knowing the basic facts
about non-negative and irreducible (and/or
primitive) matrices and their eigenvalues and
eigenvectors, Francis Seton's new paradigm in
value theory shall pose no difficulties in grasping
—indeed it will go down swiftly and sweetly as a
nostalgic, almost-known but forgotten tune, a
melody helf remembered from somewhere,
utterly familiar but bold and new.

Yet the uniniciated, lost among the mathe-
matical abracadabra and fearing this sort of
exposition as ritualistic and mystical gibberish,
will be thoroughly taken back. He spent the
sixties and seventies by labeling anti-marxist (that
is: bad, unscientific, irrelevant) each and any
mathematical exposition that went over his head,
condemning all mathematical argument more
complex than computing percentages and
quotients.

Writing here for a periodical sharing traditions
of verbal explication and seldom applying any
mathematical font I must try the impossible: to
translate Francis Seton’s argument back into a
non-mathematical verbal reasoning. Happily the
text, not averse itself to occasional spells of
verbal stunt-flight, is immensly helpful and lucid.
Indeed one may propose the non-mathematician
to skip all the maths —even the numbers - and
watch only the train of thought which is clear
and convincing. What will be lost is only some
illustrations and proofs of existence and
uniqueness. The latter cannot be furnished ver-
bally but I hereby vouchsafe for them and also
for the unavoidable direction of the argument.
This is a mathematical machinery which - when
set up properly —does all the thinking (and also:
the actual computing) almost automatically.

The tiny little shift in the setup, that is in the
questions asked from value theory (which then
lead with deadly consequence to a new paradigm)
warrant anyhow special attention. The break-
through (and it cannot be judged less than the
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break-through triggered by Piero Sraffa) is not in
mathematics. The tools applied, the machinery
erected, is well known since Weierstrass,
Frobenius and von Neumann* created them. |
believe the fundamental change in approach
happens right in the first — mostly verbal —
chapters, where the main questions asked are
down-to-earth practical and operational instead
of the usual sweeping theoretical and high-brow
inquiries.

To make this focal point entirely clear:
traditional value (or price) theories - both labour
theory of value and marginalism - want to
explain, to determine value and price relations
within a given economic system at a certain
historical instant. Francis Seton now asks instead
a seemingly innocent and less ambitious ques-
tion: how to compare practically two systems
when both have their own size and technology
and prices. The shift of interest seems to be
modest and it also circumvents the theoretical
questions: let the prices in the two systems be as
they are, it is not our task to explain or judge
them — we only want to compare. So let us
fumble a bit with all sorts of indexes, categorize
the work done by practical researchers, Bergson,
Kravis, etc.

Yet this mock modesty actually covers a very
strict and demanding extension of the basic
question: let us look for a theory of measure-
ment allowing intertemporal and interspacial
comparison. To make sense (to be of practical
use, to yield operative answers) the value system
needs to be extended from a single point in time
and space (as envisaged by classical theories) to
adjacent points, it must be relevant to broader
domains of time and space.

How to go ahead with this project? We have
different, deviating even conflicting theories
about pricing from the input and from the
output side. They are aptly labelled as all kinds
of cost-monomanias and use-monomanias
(labour-theory of value and marginalism turn out
to be just two of the very specific monomanias
among them). They are promptly illustrated and
computed by a simple 3 sector model of an
economy imported, if you wish, from Leontiefs
great statistical kingdom. Nevertheless with all

*The latter is acknowledged as demonstrating the potentialities of this kind of mathematics for

economic theory as early as 1938.
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those different assortments of relations, all
justified but prima facie conflicting, the disorder
and disorientation could not be greater. Actually

193

namics, where it has been originally conceived) to
the most recondite branches of non-linear and
semi-infinite programming in the so-called Far-

they are yielding the extreme cases of valuation. * kas-lemma** and I believe its skilled application

No economist in his right mind would go to any
of these extremes — but each has a right of his
own.

So some reconciliation has to be worked out.
The problem now looks even more formidable
than before — if we reconcile these extremes,
then we fit (among other things) labour theory of
value to marginalism. These are two theories
vying for supremacy for almost hundred years,
the intellectual battle more exacerbated than and
intermingled with the political confrontation of
capitalism and socialism.

To pick a fine point of philosophical portent,
advanced only toward the end of the first part: if
cost and use, or — as Aristotle would have
posited it — the causa efficiens and the causa
finalis of values can be brought into concordance,
then the result must be a system of pure
numbers, dimensionless magnitudes.

It probably has been a common fault of
labour theory and marginalism to look for some
mysterious ‘‘substance” which would “‘carry”
those “forces™ expressed by value or price
relations. Physics, too, grappled with ideas of
phlogiston and ether and it is inly modern
reasoning which puts away the need for such
concepts. Slowly it becomes clear that it is not
the exclusive field of economics where such
value-systems can be encountered. Biology, the
self-organization of matter, survival of the fittest,
chemistry with its affinities, thermodynamics
with its exchange-ratios for different kinds of
energies, nay even the Lagrangeans and
Hamiltonians in mechanics abound in such rela-
tions — every time nature has to compare the
incomparable (because qualitatively different) it
must engineer a system of values. So in this
respect Aristotle has been probably right and
Marx probably wrong.* We now possess a very .
strong mathematical tool for assessing the exist-
ence of such a value — or price — system,
extending from mechanics (through thermody-

could extent the validity of Francis Seton’s argu-
ment to non-linear models of the economy.

The proof of the existence of such a price-
system is given in our book by a convergent
iteration process ,— a simple ,and easily
computable algorithm: start from factor costs,
assign optional weights (prices) to the factors and
compute the prices of use values. Then reverse
the perspective and compute the factor costs
imputed by these prices and the actual allocation
of commodities and again da capo — al fine: this
process will converge to a unique system***
correcting whatever error of judgement we
committed by assigning wrong values to the
factors at the first round. The reviewer may have
second thoughts about the particular model being
chosen but most admire the simple procedure
which works like magic. Whatever qualms one
may have about the basic model — one is then
convinced in Parts II and III that theoretical
extensions and variations are possible and
practical applications are abundant. Particularly
the concisely elaborated interconections with
the Sraffa-system, with linear programming,
reciprocal marginality, von Neumann and
Leontief —models, Little-Mirrlees-prices and
Marxian concepts produce a feeling of comfort
and fertility: clearly marked pathways leading
toward further possibilities of theoretical
research.

In part IOI, which shows also the author’s
avowedly makeshift first computations with real
arrays, the work of Albert Steenge has to be
mentioned, who painstakingly and thoroughly
compared 30 years (1948—1978) of Dutch prices
to 10 years (1970-79) of Hungarian ones. If I
remember well his original starting point in
theory has been the mathematical fact that the
powers of any non-negative and primitive matrix
tend toward a unique dyad, formed by the
(dyadic) multiplication of the right and left hand
eigenvector, pertaining to the maximal eigenvalue

*See his remarks on this question in Chapter 1. Point 3.A.3. in Book one of The capital.
**Alfred Haar: Uber lineare Ungleichungen Acta Sci. Math. 2. (1924) 1-14.
***The idea relies heavily on the fact that a surplus-producing system is mathematically
equivalent with a contraction operator and thus has a fixed point.
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of this matrix. They are the ‘‘eigenprices” (and
‘“eigenquantities””) of the system and their
positivity and uniqueness is waranted by
theorems enunciated by Frobenius and Perron.

It turns out that the actual Dutch prices were
much closer to their theoretical values than the
Hungarian ones — a conclusion already antici-
pated in all the earlier computations which
invariably showed heavy price-distortions in
planned economies. And here is the only point
where I disagree with Francis Seton because he is
too modest. On p. 101 he writes “Eigenprices
optimize nothing”. On the experience I had (in
may own and neighboring countries, a bit in
India, a bit in various parts of Africa) I Would
claim more for his theoretical construct;
countries with distorted price systems necessarily
vaste their resources, will be underprivileged on
the world market and are the losses in the long
run. A correct value system — though we can
only approximate it crudely by computations
and somewhat better by market-automatisms — is
always an expression of the true internal relations
of the given economy and thus optimizes the
chances for survival. No meaningful or favourable
trading can be done when disregarding the dire
necessities dictated by such a valid system of
proportions. Of course: an economy can still be
very inefficient even in possession of a correct
system of its values, but it certainly canot
become efficient by disregarding it and, indeed,
cannot work efficiently without it.

A.B.

ANDREFF, W.: Les multinationales (The multi-
nationals). Editions La Découverte, Paris 1987.
126 p.

The more than century-long history of multi-
national corporations has from the very beginn-
ing been full of controversies, but in the 1960s
and the 1970s debates on their role became
particularly heated. Admirers praised the multi-
nationals as the disseminators of technical and
economic culture, and even of democracy; on the
other hand, critics blamed them for being the
source of all economic and political troubles in
the world. Aware of the distortions which have
been caused by extremist approaches in the
foreword of his book the author promises to
present a less biassed analysis.
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The very first difficulty in the evaluation of
multinationals is in finding a precise definition
for them, for there are numerous, and widely
different ones in circulation. As a matter of fact,
any small company operating in more than one
country may be a multinational. Most definitions
contain such or similar stipulation. Yet the best
approach seems to be a definition which adopts a
kind of historic attitude.

Multinationals usually emerge as the result of
direct foreign capital investment. Their global
value was a mere USD 14 billion in 1914, but this
figure had soared to 500 billion by 1982.
However, these data must be used with great
caution because the dollar value of capital flow
can change considerably from one period to
another as the result of changes in exchange
rates. Also, the distortive effect of different
methods of data collection, evaluation and
registration must be taken into account.

Anyhow, available data shows that before
World War II, most subsidiaries founded in
foreign countries were set up in colonies, i.e.
today’s developing countries. Meanwhile a strong
reorientation seems to have taken place: today,
three fouths of the most countries are industri-
alized ones. Another interesting trend is that
during recessions the growth rate of foreign
investments accelerates. The author points out
that more recently the parent states of multi-
nationals have also undergone a gradual change:
of prime importance is the fact that the restruc-
turing has reduced the relative weight of the US,
while the share of direct Japanese investment has
grown. However, it is remarkable that the role
and attraction of the US as a host country are
undiminished, irrespective of the exchange rate
of the dollar. This proves the supra-economic role
of the US: it functions as a sort of capital haven.

A symptomatic tendency of direct foreign
investment is the growing role of manufacturing
and services as against the extracting industries —
although in this respect Italian and Canadian
capital are exceptions. A relatively new feature is
the appearance of developing countries (mostly,
but not exclusively, oil exporters) among the
capital exporters. The role of larger and smaller
“multis” owned by socialist countries cannot be
fully neglected either, although the author notes
that their weight is not particularly significant. A
slightly paradoxical feature involves cases in
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which state companies become part of a multi-
national company, not infrequently due to
incorporation into its structure.

A highly important part of the business
strategy of multinational corporations is the
method of control over foreign subsidiaries (joint
venture, majority or minority share), the distribu-
tion of R+D expenditures, the formulation of a
global trade strategy and, equally important, the
profitable running of finances. Changes in
strategy are signalled by the fact that the former
strategies of moving to raw materials or to
markets, and then, to rationalize production,
moving to low-wage countries, have been in-
creasingly replaced by financial considerations.
Hence the scene is more and more dominated by
investments in the so-called third sector (services)
or by the parent company moving to some tax
haven. Good examples of the former include the
virtually  monopolistic  international news
agencies, the internationalization of the advertis-
ing sector and the growing role of Japanese-type
trading houses.

The multinationalization of banks is as old as,
if not older than that of, industrial companies.
Over the past 20 years, the process has quickened
through the growing participation of banks in the
activities of industrial and servicing companies.
The latter, too, have penetrated the banking
sector. The already rapidly growing importance
of multinational banks received a new impetus
from the creation of the so-called euro-markets
(eurocurrencies, eurocredits, eurobonds etc.),
these being intended to recycle oil capital. The
market movement of huge amounts of capital,
freed from state control, and then the growing
debts of nation-states in this market, opened up
possibilities for big international off-shore banks.
Since the 198182 debt crisis further financial
instruments have been ‘‘invented” (euronotes,
euroshares, and ‘swap’ deals — that in fact
represent trade in debts) and a more cautious
credit policy has been applied.

Frightened by the debt crisis, international
banks have sharply restricted credit granting to
developing countries (especially to those very
deeply in debt). However, as the author states, a
correlation computed from UN and World Bank
data shows that it is precisely those countries
that took most of the direct investment in
1978—-1981 that ran into the gravest debts by
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1983—-1985. Owing to a scarcity of local capital
involvement, subsidiaries were forced to raise
more foreign credits and these helped to add to
the indebtedness of the country they operated in.

With regard to the influence of multinationals
on the national economies, their relationships to
the nation-states concerned must also be con-
sidered. The activity of transnational corpora-
tions exerts a strong influence on the trade,
balance of payments, technological development,
industrial production and employment of both
parent and host countries. It also influences the
development tendencies of society (for instance,
the much-cited Americanization of taste and
fashion).

Generally, “sending™ countries try to protect
the foreign investment of their multinationals,
particularly from nationalization. In the same
manner, they try to make best use of derivative
advantages, by foiling financial manipulations
designed to escape taxation. In the 1960s and
1970s the attitude of host countries was
dominated by restrictive tendencies. In many
cases, this led to instances of nationalization.
From the second half of the 1970s, and even
more so from the early 1980s, more liberal
policies got the upper hand. This was due to the
influence of a pragmatic trend that made itself
felt even in the socialist countries: except for the
GDR, Mongolia and Albania, they all aloow, and
in some cases even lure, investments by multi-
nationals.

In the fifth chapter the author tries to find
short and concise answers to questions which ask
how and why the multinationals exist and origi-
nate. He thinks these answers can be found by
surveying various economic theories explain
direct foreign capital investment by examining
various factors (such as comparative advantages
etc.); the neo-classical theory explains it by
referring to different rates of profit (under a free
capital flow). As a result of a growing multi-
phobia in the 1970s, the shortcomings of inter-
national markets and the world economy, the
internationalization of capital were stressed in
connection with the evaluation of the activity
and role of multinational corporations. More
recently eclectic views have prevailed and once
more the advantages of multinationals are
stressed.
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In the fifth chapter the author tries to find
short and concise answers to questions which ask
how and why the multinationals exist and origi-
nate. He thinks these answers can be found by
surveying various economic theories and their
development, respectively. Foreign trade theories
explain direct foreign capital investment by ex-
amining various factors (such as comparative
advantages etc.), the neo-classical theory explains
it by referring to different rates of profit (under a
free capital flow). As a result of a growing
multi-phobia in the 1970s, the shortcomings of
international markets and the world economy,
the internationalization of capital were stressed
in connecdtion with the evaluation of the activity
and role of multinational corporations. More
recently eclectic views have prevailed and once
more the advantages of multinationals are stressed.

The author certainly gives them credit for the
fact that they pulled through, almost unscathed,
the prolonged crisis of the world economy, at
least until 1982-83 — and even then they
suffered less than other (national) companies.
Their profitability has been preserved even at
times of economic crises and this is a clear proof
of their flexibility. They play an outstanding role
in developing, and even more in employing and
adapting new technologies. As for the role they
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play in developing countries, here the views are
more varied. Many claim that their operation
causes an extreme differentiation of developing
countries since their investments are nowadays
almost exclusively concentrated in NICs. It is
now recognised that the relatively low profile of
multionationals in any country is a characteristic
sign of underdevelopment. At the same time, the
author believes there are more and more indica-
tions that in industrialized countries the state and
the multinationals are reaching a “compromise”.
He thinks that in the “global village” of decades
to come it will be just this cooperation that is
going to guide the state capitalist world.

All in all, this is an enjoyable and substantial
book about trade. It is written in good style on
an interesting and complex question. Owing to
the relatively small size cf the book, we miss
certain things, for instance, more detailed data
could have been used to support certain state-
ments. One feature that is highly disturbing is the
overuse of abbreviations. This forces the reader
to carry out the constant and cumbersome task
of consulting the list of abbreviations. Despite
this | can recommend the book not only to
readers already interested in the subject but
perhaps to the wider public as well.

A TOTHFALUSI



BOOKS RECEIVED*

ALTMANN, F.-L.: Wirtschaftsentwicklung und Strukturpolitik in der Tschechoslowakei nach 1968.
Gegenwartsfragen der Ost-Wirtschaft, Band 13. Olzog Verlag, Miinchen 1987. 215 S.

BACH, Q. V. S.: Soviet economic assistance to the less developed countries. A statistical analysis.
Clarendon Press, Oxford 1987. 175 p.

CASLEY, D. J.-LURY, D. A.: Data collection in developing countries. Oxford University Press,
Oxford 1987. 2nd edition. 225 p.

CHADWICK, M.-LONG, D.-NISSANKE, M.: Soviet oil exports. Trade adjustment, refining con-
straints and market behaviour. Oxford University Press, Oxford 1987. 263 p.

Hungarian food economy at the start of the new five-year plan. Research Institute for Agricultural
Economics, Bulletin No. 65. Budapest 1986. 87.

Ordnungstheorie: methodologische und institutionentheoretische Entwicklungstendenzen. Arbeits-
berichte zum Systemvergleich, Nr. 11. Philipps-Universitdt, Marburg, September 1987. 168 S.

RABA, A.-SCHENK, K.-E. (eds): Investment system and foreign trade implications in Hungary.
Gustav Fischer Verlag, Stuttgart-New York 1987. 260 p.

RIISHtjW, S.: Plen — den soerlige vej til normalisering af det politiske og ykonomiske liv siden
december 1981. Sydjysk Universitetsforlag, Esbjerg 1987. 163 p.

World labour report, 1-2, 3. Oxford University Press, Oxford 1987. 296 and 169 p.

*We acknowledge the receipt of the enlisted books. No obligation to review them is involved.

Acta Oeconomica 39, 1988
Akadémiai Kiad6, Budapest






dr.

=

d

dr.
dr.

=

AUTHORS

Andras KOVES, see Vol. 37, Nos 3-4.

Andras NAGY, see Vol. 37, Nos 3-4.

Andras INOTAI, see Vol. 36, Nos 3-4.

Marton TARDOS, b. 1928. Titular professor, Director-general of Financial Inc. Budapest. Former-
ly head of department at the Institute of Economics, Hung. Acad. Sei. Author of The role of
money in Hungary” (European Economic Review 31. 1987), “Enterprise ownership, monetary
interest, capital market” (Kilgazdasag, 3. 1987. —in Hungarian), “The structure of tt®Hungarian
economy and the reforms” (Magyar Tudoméany, 4. 1987. —in Hungarian) and several studies,
published in Acta Oeconomica.

Gébor OBLATH, b. 1952. head of main department at the Institute for Economic and Market

dr.

dr.

Research and Informatics (KOPINT-DATORG). Co-author of “The rate of exchange and the
foreign trade price coefficient” (A. Oec. 1979), “Hungarian foreign trade in the 1970s” (A. Oec.
1983), “Trade with the Soviet Union: the Finnish case” (A. Oec. 1985) and studies in Hungarian.
Béla GRESKOVITS, b. 1953. Scientific research worker at the Institute for Economic and Market
Research and Informatics (KOPINT-DATORG). Author of T he Hungarian credit programme to
stimulate exports” in: Investment system and foreign trade implications in Hungary (eds: Raba—
Schenk, Gustav Fischer, Stuttgart-New York 1987) and several studies on development, market-
oriented industrial policy in Hungarian.

lvan SCHWEITZER, b. 1938. Cand. of Econ. Sei. Head of Department at the Institute for Economic
and Market Research and Informatics (KOPINT-DATORG). Autor of “Size and market behaviour of
the Hungarian engineering enterprises” in: Organization and interaction patterns in Hungarian
industry (Gustav Fischer, 1984), “Some problems of the investment and capital allocation system in
Hungarian state owned industry” in: Investment system and foreign trade implications in Hungary
(Gustav Fischer, 1987) and several studies in Acta Oeconomica (1980; 1981) and a book on
enterprise size in Hungarian (Kozgazdasagi és Jogi Kényvkiad6, 1982).

Kamilla LANY], see Vol. 34, Nos 3-4.
dr. Laszl6 CSABA, b. 1954. Cand. of Econ. Sei. Head of department at the Institute for Economic and

Market Research and Informatics (KOPINT-DATORG), formerly research worker at the Institute
for World Economics, Hung. Acad. Sei. Author of “Die Investitions- und Innovationspolitischen
Befugnisse der Unternehmung in der DDR, der Sovjetunion und in Ungarn” (Konjunkturpolitik, 3.
1987), “CMEA and East-West trade” (Comparative Economic Studies, 3. 1986.), “Die dritte
Etappe der ungarischen Wirtschaftsreform” (Siidost-Europa, 7-8. 1987) and “Eastern Europe in
the world economy” (Cambridge Univ. Press, forthcoming in 1988).

dr. Tamas BAUER, see Vol. 34, Nos 3-4.
dr. Eva PALOCZ, b. 1952. Economist. Scientific research worker at the Institute for Economic and

Market Research and Informatics (KOPINT-DATORG).

Acta Oeconomica 39, 1988
Akadémiai Kiad6, Budapest






TO BE PUBLISHED IN OUR NEXT ISSUE

A. SIPOS-P. HALMAI: Organization System and Economic Mechanism in Hungarian Agriculture

F. FEKETE: The Performances of Hungarian Agrarian Production Systems and the Income Producing
Capacity of the Partner Farms

T. LAKY: Half-Hearted Organizational Decentralization: the Small State Enterprise

K. BALAZS: Market-Oriented Scientific Research and Development after the Economic Reform

R. ANDORRA: Economic Difficulties - Economic Reform - Social Effects and Preconditions

T. A. WOLF: The Simultaneity of the Effects of Devaluation: Implications for Modified Planned
Economies

J. KOVACS-T. TARJAN: Cycle and Replacement

L. SZAMUELY: The After-Life of NEP
A. KOVES :CMEA-Cooperation and the Soviet Reform
REVIEWS
GY. SZOKE: A Chapter of Recent Economic History — Mergers of Agricultural Cooperatives over
Two Decades in Hungary
O. LUKACS: Hungarian Trade in Consumer Goods - Some Questions Related to Changes in

Enterprise Structure

BOOK REVIEWS

BOOKS RECEIVED

Acta Oeconomica 39, 1988
Akadémiai Kiad6, Budapest



PRINTED IN HUNGARY

Akadémiai Kiadd és Nyomda Vallalat, Budapest



Journal of Consumer Policy
Editors

Folke Glander, School of Business Administration & Eco-
nomics, Aarhus, Denmark; Norbert Reich, University of
Bremen, FRG; Gerhard Scherhorn, University of Hohen-
heim, Stuttgart, FRG

Journal of Consumer Policy is an international scholarly
journal which encompasses a diverse range of issues to do
with consumer affairs. It analyses the consumer’s dependence
upon existing social and economic structures, it seeks to
define the consumer’s interest, and to discuss the ways in
which this interest can be fostered - or restrained - through
actions and policies of consumers, industry, organisations,
government, educational institutions, and mass media.

The journal publishes empirical research on consumer and
producer conduct, such research being chiefly committed to
the consumer’s perspective. However, the producer’s pers-
pective is far from neglected in the Journal of Consumer
Policy, with its pages being open to contributions on controver-
sial issues that explain the producer’s viewpoint. One of the
aims of the journal is to increase communication between the
parties in the marketplace.

Here, too, the scope of the journal is consciously broad: not
only consumer problems with private producers are scrutin-
ised but also problems to do with the handling of goods and
services in the public sector. Public policy in the consumer
sphere and its social and economic consequences are
regularly examined. Also studies on the interaction between
consumption and associated forms of behaviour such as work
and leisure are encouraged.

Journal of Consumer Policy includes a separate section
devoted to consumer law. This section reports regularly on
developments in legal policy with a bearing on consumer
issues.

Subscription Information ISSN 0342-5843
1988, Volume 11 (4 issues)

Institutional rate: Dfl. 206.00/US$97.00 incl. postage/handling
Private rate: Dfl. 90.00/US$37.50 incl. postage/handling

Private subscriptions should be sent direct to the publishers
D. Reidel Publishing Company

Kluwer Academic Publishers

P.O. Box 989, 3300 AZ Dordrecht, The Netherlands
101 Philip Drive, Nonveil, MA 02061, U.S.A.



OECONOMICA POLONA
Vol. XIV 1987 No. 4

ARTICLES

Edward Golachowski: Socialized Ownership in Socialism

Wojciech Maciejewski, Wladyslaw Switalski: Central Economic Planning in Poland. Informational Aspects
Eugeniusz Gorzelak: Incomes of Farmers’ Households in Poland

Leszek Zienkowski: Incomes Redistribution in Poland. Part 1l

Zbigniew Ladnau: Foreign Capital in Poland (1918-1939)

NOTES ON BOOKS

Elzbieta Domariska: Kapitalizm menedzerski (Managerial Capitalism) — by Stanislaw Rudolf
Ekonomia polityczna (Political Economy), ed. by J¢drzej Lewandowski and Wladyslaw B. Sztyber — by
Zbigniew Matkowski

Journal of the Economic Committee of the Polish Academy of Sciences and of the Polish Economic Society.
Offers in English language a selection of the most interesting articles, papers and excerpts from books by
Polish economists.

Is available throughout the world on a paid subscription basis at the following rate: 48 US $ (plus mailing
cost) or equivalent in local currency for a one-year subscription. To enter a subscription, send check or
money order to Panstwowe Wydawnictwo Ekonomiczne, together with mailing address, to:

Ars Polona
ul. Krakowskie Przedmiescie 7
00-068 Warszawa, Poland
All requires, requests for complimentary copies and other correspondence should be addressed to:

Marek Okolski, Editor
OECONOMICA POLONA
ul. Nowy Swiat 49

00-042 Warszawa, Poland



ACTA OECONOMICA

A Magyar Tudoméanyos Akadémia
idegen nyelv(i kdzgazdasagtudomanyi folyoirata

Szerkeszt6ség: 1112 Budapest, Budadrsi Gt 45.
1502 Budapest Pf. 262.

Megjelenik évi 2 Kkotetben. Megrendelhetd az Akadémiai Kiadénal (1363 Bp. Pf. 24)
a kilféld részére a Kultara Kulkereskedelmi Vallalatnal (1389 Budapest, Postafiok 149).

ACTA OECONOMICA
KypHan Akafemun Hayk BeHrpuu

My6nuxyeTca B ABYX TOMax B rog.
CTaTbn Ny6AUKYOTCH Ha aHIMACKOM, PYCCKOM M HEMELLKOM si3blKax.

Appec pegakumn: H-1502 Budapest P.O.B. 262

3akasbl NpuUHMMaeT nNpegnpuaTMe No BHewHe Toprosne Kultdra (H-1389 Budapest,
P.O.B. 149) unun ero 3arpaHu4Hble areHTypbl.

ACTA OECONOMICA
Zeitschrift der Ungarischen Akademie der Wissenschaften

Aufsatze erscheinen in englischer, rassischer und deutscher Sprache, in zwei Banden
pro Jahr.

Redaktion: H-1502 Budapest, P.O.B. 262

Bestellbar bei Kultura AufBenhandelsunternehmen (H-1389 Budapest, P.O.B. 149) oder
seinen Auslandsvertretungen.



Periodicals of the Hungarian Academy of Sciences are obtainable
at the following addresses:

AUSTRALIA

C.B.D LIBRARY AND SUBSCRIPTION SERVICE
Box 4886. 6.p.0. Sydney NS W. 2001
COSMOS BOOKSHOP, 145 Ackland Street

St. Kilda (Melbourne). Victoria 3182

AUSTRIA
GLOBUS. Hochstadtplatz 3. 1206 Wien XX

BELGIUM

OFFICE INTERNATIONAL DES PERIODIQUES
Avenve Louise, ¢85, 1050 Bruxelles
E.STORY-SCIENTIA P.V.B.A

p.van Duyseplein 8, 9000 Gent

BULGARIA

HEM US, Bulvir Ruszki 6, Sofia

CANADA
PANNONIA BOOKS, P.O Box 1017

Postal station *8 -, Toronto. Ont. M5T 2T8

CHINA
CNPICOR, Periodical Department, P.O. Box 50

Peking

CZECHOSLOVAKIA

MADARSKA KULTURA, Narodni tfida 22
115 66 Praha

PNS DOVOZ TISKU, Vinohradska 46, Praha 2
sPNs Dovoz TLacCE, Bratislava 2

DENMARK
EUJNAR M UNKSGAARD, 35, Norre Sogade

1370 Copenhagen K

FEDERAL REPUBLIC OF GERMANY
KUNST UND W ISSEN ERICH BIEBER
postfach 45, 7000 Stuttgart 1

FINLAND
AKATEEMINEN KIRJAKAUPPA, P.O. Box 128

00101 Helsinki 10

FRANCE

DAWSON-FRANCE s.A., 8p. 40, 91121 Palaiseau
OFFICE INTERNATIONAL DE DOCUMENTATION
LIBRAIRIE, 48 rue Gay-Lussac

75240 Paris. Cedex 05

GERMAN DEMOCRATIC REPUBLIC
HAUS DER UNGARISCHEN KULTUR

Karl Liebknecht-strabe 9, DDR-102 Berlin

GREAT BRITAIN

BLACKWELL'S PERIODICALS DIVISION

Hythe Bridge street, Oxford 0X1 2ET

BUMPUS, HALDANE AND MAXWELL LTD
cowperw orks, Olney.Bucks MK46 4BN
COLLET'S HOLDINGS LTD. Denington Estate
Wellingborough. Northants NN8 2Q T

WM DAWSON AND SONS LTD. Cannon House
Folkstone. Kent CT19 5EE

H K. LEWIS AND CO 136 Gower Street

London WCI1E 6BS

GREECE
KOSTARAKIS BROTHERS INTERNATIONAL

BOOKSELLERS, 2 Hippokratous street, Athens-143

HOLLAND

FAXON EUROPE P.0 Box 167
1000 AD Amsterdam

M ARTINUS NIJHOFF B. V

HU—SSN 0001-6373

Lange Voornout 9-11, Den Haag
SWETS SUBSCRIPTION SERVICE

P.O. Box 830, 2160 Sz Lisse

INDIA

ALLIED PUBLISHING PVT. LTD

750 M ount Road, Madras 600002
CENTRAL NEWS AGENCY PVT. LTD
connaught circus, New Delhi 110001
INTERNATIONAL BOOK HOUSE PVT LTD
Madame Cama Road, Bombay 400039

ITALY

D.E.A. Viz Lina 28, 00198 Roma
INTERSCIENTIA, Via M azzé 28, 10149 Torino
LIBRERIA COM M ISSIONARIA SANSONI
Via Lamarmora 45, 50121 Firenze

SANTO VANASIA, Via M. Macchi 58

20124 Milano

JAPAN

KINOKUNIYA COMPANY LTD

Journal Department, P.O. Box 55

chitose, Tokyo 156

MARUZEN COMPANY LTD. Book Department
P.O. Box 5050 Tokyo International, TOkyo 100-31
NAUKA LTD. Import Department

2-30-19 Minami Ikebukuro, Toshima-ku, TOKyo 171

KOREA
cHureanmuL, Phen/an

NORWAY
TANUM-TIDSKRIFT-SENTRALEN A S
Karl Johansgata 43, 1000 Oslo

POLAND

W CGIERSKI INSTYTUT KULTURY

M oarszatkowska 80. 00-517 Warszawa

CKP 1w, ul.Towarowa 28, 00-958 Warszawa

ROUMANIA
o. e ?. Bucuresti
ILEXIM, Calea Grivitei 64-66, Bucuresti

SOVIET UNION
SOYUZPECHAT — IMPORT Moscow
and the post offices in each town

MEZHDUNARODNAYA KNIGA, Moscow G-200

SPAIN

DIAZ DE SANTOS Lagasca 95. Madrid 6

SWEDEN
ESSELTE TIDSKRIFTSCENTRALEN
Box 62, 101 20 Stockholm

SWITZERLAND

KARGER LIBRI AG, Petersgraben 31 .4011 Basel

USA

EBSCO SUBSCRIPTION SERVICES
p.0.Box 1943, Birmingham. Alabama 35201
Fow FAXON COMPANY INC

15 southwest park, Westwood Mass. 02090
M AJOR SCIENTIFIC SUBSCRIPTIONS
1851 Diplomat, P.O Box 818074,

Pallas. Tx. 75381-9074

READ-M ORE PUBLICATIONS INC

140 cedar street, New York. N. Y. 10006

YUGOSLAVIA
JUGOSLOVENSKA KNIIGA, Terazije 27. Beograd
FORUM . Vojvode M icica 1, 21000 Novi Sad

Index: 26.033



S ACTA
OECONOMICA

PERIODICAL OF THE
HUNGARIAN ACADEMY OF
SCIENCES

EDITORIAL BOARD EDITOR

T. FOLDI
M. SIMAI (Chairman)

M. AUGUSZTINOVICS
T. BECK

A. BRODY

CS. CSAKI

B. CSIKOS-NAGY
P. ERDOS

T. ERDOS

F. FEKETE

J. FEKETE

I. HETENYI

X R. HOCH
J. HOOS

I. HUSZAR

B. KADAR

J. KORNAI

F. KOZMA

A. NAGY

V. NYITRAI

Z. ROMAN

M. TIMAR

(- j VOLUME 39

— NUMBERS 34
AKADEMIAI KIADO, BUDAPEST 1988




ACTA OECONOMICA

PERIODICAL OF THE
HUNGARIAN ACADEMY OF SCIENCES

Editor:

Editorial office: H-1112 Budapest, Budadrsi Ut 45. Hungary
H-1502 Budapest, P.O.B. 262

Published in two volumes a year. Orders can be placed with Kultura Foreign Trade Company
(H-1389 Budapest, P.O.Box 149) or Akadémiai Kiad6 (H-1363 Budapest, P.O.Box 24).

CONTENTS

A. SIPOS—P. HALMAI: Organization System and Economic Mechanism

TN HUNGAITAN A GIICUTTUTE ottt bbb 199
F. FEKETE: The Performances of Hungarian Agrarian Production Systems

and the Income Producing Capacity of the Partner Farms ... 231
T. LAKY : Half-Hearted Organizational Decentralization: the Small State Enterprise........ 247
K. BALAZS: Market-Oriented Scientific Research and Development

after the Economic Reform 271
R. ANDORKA: Economic Difficultiess—Economic Reform—Social Effects

AN PrECONAITIONS ittt bbbttt bbbttt 291
T.A. WOLF: The Simultaneity of the Effects of Devaluation

Implications for Modified Planned Economies.............. 303
J. KOVACS—T. TARJAN: Cycle and Replacement. . 325
L. SZAMUELY: The AFter-Life 0f N E P .t 341

REVIEWS

GY. SZOKE: A Chapter of Recent Economic History—Mergers of Agricultural

Cooperatives over TwWo Decades in HUNGATY .o 357
0. LUKACS: Hungarian Trade in Consumer Goods—Some Questions

Related to Changes in ENterprise STrUCTUTE ..o 369

BOOK REVIEWS

J. KORNAI—X. RICHET (eds): La voie hongroise.

Analyses et experimentations économiques (W. Andreff) .. 385
K. A. SOOS: Plan, Campaign, Money—Regulation and Business Cycles

in Hungary and Yugoslavia (J. SZab0) ..ttt 388
J. SZALAL: The Diseases of Public Health (E. Ozsvald-A. KiSS)..ieoomerenerieneieneienennns 395
P. MARER: East-West Technology Transfer.

Study of Hungary, 1968-1984 (A. TOthfalusSi) . 398
Y. TOLONEN: On Macroeconomic Consequences of Trade

with Centrally Planned Economies (A. TOTOK) . 401
T.l. BEREND—GY. RANKI: The Economy of Europe

in the 19th Century (1780-1914) (E. ENTIICN) i essse s 404

BOOKS RECEIVED

Acta Oeconomica is abstracted/indexed in Geological Abstracts, Journal of Economic Literature,
Key to Economic Science, Public Affairs Information Service, Social Sciences Citation Index,
Referativni Zhurnal, Rural Recreation and Tourism Abstracts, World Agricultural Economics
and Rural Sociology Abstracts

©Akadémiai Kiad6, Budapest



Acta Oeconomica, Vol 39, (3-4), PP- 199-230 (1988)

ORGANIZATION SYSTEM AND ECONOMIC MECHANISM
IN HUNGARIAN AGRICULTURE

A. SIPOS—P. HALMAI

The economic reform process evolving in Hungary from the mid-sixties also involved deep
changes in the economic mechanism and organizational structure of agriculture. Yet, factors
restricting enterprise have continued to assert themselves with a rather big weight. According to
the standpoint of the authors a transgression of the factors restricting the regulated market and
enterprise can only be realized in the framework of a powerful and compatible reform process,
a precondition of which is that a trend aimed at improving income production should become
determinant. The points of emphasis of the desirable price formation are: strengthening the
regulatory role of money; institutional securing of autonomy for the firms interested in long-term
profit; elimination of the administrative obstacles to the flow of resources; evolution of market
relations; moderation of the price disparity and of budgetary (fiscal) redistribution; strengthening
of the orienting role of prices; a more differentiated structure of establishments; a more organic
relationship between small-scale production and the simpler cooperatives; a more unambiguous
institutionalization of agricultural interest.

The organizations operating in agriculture fit into the organization system of
the economy as a whole, yet it is justified to analyse the system of the agrarian
institutions separately. First of all because the sectoral features of agriculture are
very specific. The natural factors play an outstanding role, e.g. one of the most
important means of production is land and the objects of labour are typically living
organisms.

The socio-economic relations are also specific in the agricultural production of
Hungary. Despite the centralization campaigns of certain periods, the large number
of the economic units, the multi-sectoral character of the productionl and the
decisive weight of the non-state-owned sector (cooperatives, small-scale production)
are characteristic features.

The control system also cannot be the same as in other sectors of the econ-
omy. The operational problems of the centralized system based on plan instructions
appeared in Hungarian agriculture in an especially marked form. In the central-
ized mechanism of mandatory instructions agrarian production was “the patient
in medical science on whom the symptoms of every disease are simultaneously
demonstrated,” and the reason for this was not only the income drawn away for*

4n this study the state farms, the agricultural (farming) cooperatives and associations of these
will be collectively called the “enterprise sector”. The small-scale farms—which are occasionally
Linked in several aspects to some enterprise—will be called the “small-scale production sector”.

1 Acta Oeconomica 39, 1988
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the purpose of industrialization. In later development periods of the Hungarian
economy certain reform measures were in general taken earlier in agriculture than
they were in other sectors (e.g. introduction of the contracting system; the possi-
bility of establishing cooperatives’ associations or combined organizations of small-
and large-scale production units; the abrogation of the detailed breaking down of
plans to the plant level; greater liberty in selecting the sphere of activity etc.).

In our research work we made efforts to reveal the major particularities in
the operation of the organizational system in agriculture. In the framework of the
present study—after presenting certain basic problems of agrarian production—we
are going to summarize our most important findings with regard to the autonomy
of the agricultural enterprises, the integration of small-scale production, and the
situation of the interest-representing system. Following this we shall indicate the
main directions of the changes we recommend.

The socio-economic significance of agriculture and the dilemmas of development

The significance of agricultural development in the modernization of Hungar-
ian society is much greater than is indicated by the share of agrarian products in
gross national product and its social role is also much more important than it is
normally thought to be. [1]

The factors which underline the socio-economic significance of agriculture,
are the following:

— Hungary’ most important natural resource is arable land-, its other eco-
logical endowments also provide favourable conditions for agrarian production.

— Despite its declining trend, the role of agriculture in employment is also
important. In the last decade the share of all active earners that are employed in
agriculture fluctuated around 20 percent. We need to add to this figure the quantity
of work carried out in small-scale production, which equalled the annual worktime
of about 600.000 workers and exceeded the quantity of live labour performed in the
agricultural enterprises.

— As a result of the impressive growth of gross output the demand of the
domestic market—including the rising quality requirements—can essentially be cov-
ered.

— The growth of production has been accompanied by an improving export
performance of the food economy ? In the foreign-trade balance of the early 1980s
the food economy was the determinant factor in developing the export surplus in
the non-rouble markets.

— Agriculture takes a significant place in the performance of the Hungarian
economy even beyond its gross output. Its share in the national income (net ma-2

2In Hungary this term covers agriculture plus food processing—Ed. note.
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terial product in MPS) is more than 17 percent and in the Net Domestic Product
(SNA) about 20 percent.

— Agriculture is, at the same time, the supplier of raw materials for the
manufacturing industry (first of all for food processing) and, as the user of industrial
products and materials, provides a market for industry.

— In addition to the development (location) of industry, or together with it,
the modernization of agriculture can be a factor in regional development.

The development of Hungarian agriculture, however, has been a process that
has been far from consistent. While not denying its achievements, we think that,
regarding the future role and development of agriculture, some questions of rather
great importance can be formulated which are still waiting for an answer. In this
study our aim is to formulate only the five dilemmas which are in our opinion
the most important ones, and merely to add a few viewpoints to them (which
may concern the possible answers). The answers to the proposed questions will
by all means affect the economic mechanism and—sticking closely to our sub_]ect
proper—also the organization system of agriculture.

1. Can the dynamism of the Hungarian economy be induced by agriculture?
After the collectivization of agriculture was finished in Hungary in 1961, a conspic-
uous growth of its gross output took place. The material inputs, however, increased
far more rapidly than gross output, so that the share of the net domestic product
within the whole output came to be continuously declining. In the opinion of many
people, as the volume of production grew, effectiveness permanently decreased,
and some even express the view that the impressive growth was based on agrarian
protectionism and coupled with the producers’ lack of sensitivity to costs.

In connection with the development of the net domestic product it is worth
mentioning that in the last quarter of a century—mainly up to the mid-seventies—
the labour force in agriculture decreased to a great extent.This also had an impact
on the net product, since it includes labour incomes, too.

On the other hand, owing to the disparity between agricultural and industrial
prices, the price system also caused some distortions in the value of output.3

From the late 1970s on in the enterprise sector of agriculture, the material-
intensity of production, and especially the consumption of primary energy resources
and chemicals, markedly decreased. Capital-intensity of production also declined
and the productivity of labour increased. Taking these changes into account and
looking at indicators calculated at constant prices, a shift can be observed: com-
paring the average of 1983-84 to that of 1978-79, the gross output of agricultural
enterprises grew by 12.4 percent and the net product by 33.7 percent. Taking into
account the total of all activities pursued by agricultural enterprises in the same
period, gross output grew by 26 percent and the net product by 37 percent. (In

3 According to calculations aimed at eliminating these distortions, the index of net agricultural
output between 1960 and 1980 was not 11 percent, but 38.5 percent. See [2]
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small-scale production, in contrast, material inputs were growing more rapidly than
gross output.) All in all, in the sphere of the agricultural products the growth of
gross output was 10.3 percent, and that of net product was 12.4 percent. Taking
into account all the activities of agriculture, gross output increased by 20.9 percent,
and the net product by 22.1 percent.*

At the same time, the increase of the material inputs was only lower than
the growth of the production at constant prices; as a result of the price scissors, at
current prices the costs increased faster. Thus, in the enterprises the growth rate of
the net product was somewhat lower than that of gross output and, regarding the
total activity, the dynamism was similar only because the share of the pluriactive
(multifarious) various supplementary activities has grown. At the same time, in
the small-scale farms the increase of the net product at current prices remained far
behind the growth of the gross product, and its real value markedly declined.

The limits to growth of agricultural production in the sphere of realization
became more severe. A significant extension of the domestic market—which, in
addition, could only be based on increased standards of quality—might come to
pass only if real incomes would powerfully increase. This, for the time being,
cannot be expected.> Thus, possibilities for growth are restricted to opportunities
in the external market.

In principle (but merely in principle) a volume-increasing agricultural devel-
opment, based on the additional involvement of industrial means of production,
could also be imagined. [3, 4] Beside dynamic agrarian export, agriculture can
indirectly mobilize supplementary growth resources in industrial production and
foreign trade.

2. Can the volume and the profitability of the ezports grow simultaneously?
This question entails, however, a new one, namely, whether the structure of the
Hungarian agrarian exports can be changed in terms of products and markets.

Or, to formulate it more generally: Is it possible to increase agricultural
exports without a foundation in a protectionist domestic market?

With regard to the potential answers the following circumstances have to be
taken into account:

— Among the national economies which are able to pay for food imports en-
deavours at self-sufficiency, and, linked to these, protectionist efforts, have streng-
thened during the last decade all over the world. The extent of self-sufficiency has
shown an especially high increase in the West-European countries, which in earlier
eras were target countries of Hungarian agricultural exports.®

4We must note that in 1985—owing mostly to unfavourable weather—the value of agricultural
production decreased. [3]

5Whether, in the context of the current price system, an increase in demand would really
improve the income realization conditions of the agrarian producers, is another question.
P g P qi

6 According to certain calculations, in the case of liberalizing international trade, the world level
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— The endeavours aimed at self-sufficiency are also powerful in the CMEA
countries. Food imports—especially when they have to be paid for in hard curren-
cy—are practically considered a sacrifice on behalf of the national economy. In the
trade within the CMEA no regional preferences have come into being and, in the
foreseeable future, no such preferences can be expected. Agricultural trade prices
are unfavourable for exporters, and the food-importing countries refuse to accept
any institutional price correction for agricultural products. At the same time, the
potential advantages of exchange—which can be realized through intricate systems
of reciprocal deliveries—can be judged with difficulty and only on the level of the
national economy.

— The extent of solvent foreign demand is uncertain, the agricultural market
is highly unstable, fluctuations related to business cycles have increased. In the
world market of agricultural products—which is in effect a set of regional markets—
competition is going on not only between producers but also between national
commercial policies and between state budgets. The agrarian exports and the
export-oriented development of the small countries can only be (relatively) safe if
they are based on diplomatic economic agreements and on enterprise cooperation.

— To assert the comparative advantages of food exports under such circum-
stances becomes more difficult. The speculative ideas about the price explosion of
foodstuffs proved false, and what is more, in recent years a drastic fall in prices oc-
curred in most agrarian product markets (especially in the prices of mass products).
To replace shortfalls in foreign currency earnings due to price losses, economic pol-
icy has been compelled to press for an expanded quantity of exports, very often at
the cost of economic efficiency.

— The specialization in agricultural mass products determines the selection
of the foreign markets; a one-sided specialization results in arigid structure, reduces
the ability to adjust, i.e. increases unilateral dependency on the external market.7

— It is not only sales of agricultural products that meet with difficulties in
the world market—other circumstances may also cause price losses. A substitution
for agrarian exports is only realistic if a more profitable and marketable supply of
manufactures can be offered.

3. Can the disparity between industrial and agricultural prices, and the role
of redistribution by the state budget in mitigating this disparity, be eliminated?
Furthermore: to what extent can income differences between production units or
individuals be tolerated? Is it possible to implement a regulation system in agri-
culture which is decisively built on prices? Is it possible to develop a system of

of food prices would be 20-25 percent higher. See [3, p. 160.], [5] deals with the interdependence
of liberalization and the price level, drawing up different alternative models. About the potential
effects of liberalizing agrarian trade in the CMEA countries see [5, pp. 1423-1425].

7In detail see [6, pp. 9-14].
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land valuation which, in taking account of the engagement of agricultural capital,
would make the utilization of land measurable?3

4. Should adjustment to changing market conditions and the safety of pro-
duction be promoted by a central production policy defined by physical targets, or
by a system of vertical connections, based on the producers’ own interests?

—- In demanding markets (sensitive to quality) well-organized vertical rela-
tionships and a rapid flow of information are important and indispensable. In these
markets it is especially advantageous for the producer to know, where the prod-
uct that he has produced or primarily processed, will be used. Less sophisticated
markets, however, do not really require the surplus knowledge and higher level of
organization embodied in the product and indeed refuse to pay for it.°

— In the experience of countries where the most advanced food production
is found agreements and associations based on the producers’ own interests, which
contain parallel common interests and self-constraints, can best suit the contra-
dictory requirements of an elastic adjustment and an indispensable stability. The
warding off of market disturbances is, at the same time, provided by state inter-
vention, using tools that are in conformity with the market. [15, 25]

— If the rationality of exports to rouble markets can only be determined
by the “physical exchange rate” of the foodstuff offered for exports and the raw
materials received in return, the results of such calculations may easily become the
objectives of the production policy. If the objectives of the production policy are
developed in this way, transmission of them to the enterprises requires strong cen-
tralization in agricultural production, the greatest possible uniformity of the farms,
an artificial income structure and the least possible number of market relationships.
[6, p. 10]

5. Finally, with reference also to the dilemmas mentioned above, the basic
question arises whether in the following period of Hungarian agricultural develop-
ment the tendency to increase volume or to make profit should be the prevailing
one.

The volume-boosting tendency is characterized by a strategy aimed at in-
creasing the exports of agrarian products. It is based on further extending the
utilization of external resources, first of all of industrial means of production, and
on increasing the productivity of live labour. ’

The strategy directed towards increasing the income producing capacity means
efforts to enhance the production of value added, to better utilize internal resources,
mainly the available workforce and the soil. It means, furthermore, to diversify the
activities, and finally, to improve the efficiency of the means of production which
had been supplied by industry. Instead of quantity, the increase of profitability
comes to the foreground. Development is more selective, and only the production

8 Certain questions of price disparity will be dealt with in the next point.
9For details on this problem see (7, pp. 13-14] and [6, p. 10].
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of the really effective sectors is extended for export purposes. The increasing use
of the manufactured means of production in agriculture declines. What is more,
attempts are made at restoring in part the agrarian production that is based on
natural resources.

In case the strategy enhancing the volume becomes dominant:

— the increment of output comes from the “pulling” sectors which turn out
large volumes (cereals, oil seeds, meat-poultry, slaughter pig);

— the income of the agricultural producers is primarily obtained from agrar-
ian production, and the various complementary activities have secondary signifi-
carnce;

— the export share of articles safely sold in large volumes on the basis of
inter-state agreements, increases; the export level is stable, the risks are taken by
the state;

— the domestic needs of staple foodstuffs are covered from central stocks,
on the basis of central decisions; :

— the relative stability of production and distribution, and safe fulfilment of
the export targets can be assured by central measures; the national economic plan
is mandatory, sets concrete targets, and the regulators serve to ensure fulfilment of
the plan;

— the state subsidies granted to agriculture remain lasting and show an
increasing trend in the long run; the financial links with the state budget radically
rearrange agricultural incomes.

If the profit-making tendency plays the decisive role:

— production grows at a slower rate, prompted increasingly to produce prod-
ucts which contain more value added: to turn out food products that are better
processed; and to improve quality;

— the complementary (non-agricultural) activities are some of the tools for
reducing the cost of agricultural production, therefore agricultural policy lays great
stress on maintaining their stability and profitability;

— in the wake of orientation towards diversification and meeting the vari-
ous demands, the autonomy of the smaller production units within the enterprises
gains ground; occasionally simpler forms of cooperation are developed and even the
possibilities of independent small-scale production are extended;

— exports become more varied. Their magnitude fluctuates depending on
market opportunities, and the relationship between the producers and the foreign
market grows more direct;

— the importance of the domestic market increases; food marketing becomes
more differentiated; the processing and marketing activities of the agricultural en-
terprises and/or their ventures shortens the route of commodities from the producer
to the customer;
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— the regulation of production becomes more decentralized; the role of the
trading companies that are in direct contact with the market, and of the producers
own commercial organizations, grows; the state’s role in organizing the economy
diminishes; the prognostic character of the plans strengthens;

— the levelling effect of the subsidies and of the state budget on enterprise
incomes decreases and the role of land tax grows.

Some combinations of the two markedly different models can be discovered
in the agriculture of several countries. Yet, it is not at all insignificant, how this
combination has been formed, and which tendency finally comes to be dominant. As
to our own view, in the present situation of Hungarian agriculture, and within the
foreseeable future, the prevalence of the profit-making tendency may be qualified
as the only reasonable one.

Venturing, and the autonomy of the agricultural enterprises

The basic principles of the Hungarian economic reform in 1966 declared the
autonomy of enterprises in general. Therefore, following the proclamation of the
reform, with regard to our subject in a narrower sense, most decisive is the question
as to what extent the autonomy of the agricultural enterprises can assert itself and
to what degree a venturing character can be detected in their operation.

a) The venturing character (entrepreneurship)

Venturing can essentially be interpreted as a behaviour in economic man-
agement. The conceptual criteria of the venturing character—concentrating on
agricultural enterprises—can be summarized in the following:

1. The agricultural enterprise freely chooses and/or modifies its activities, its
product pattern in terms of quantity and quality, the employed means of produc-
tion, its technology and the applied production processes. The basis of the decisions
is adjustment to the development of the market demand for agrarian products and
foodstuffs, and for other types of products and services.

2. Production is motivated and driven by the objective of increasing the
enterprise’s (gross or net) income.

3. The enterprise enjoys independence and freedom of decision needed for
successful operation, as a right granted to it, in respect to production and sales,
purchasing production equipment, in the choice of technologies, in the employment
of the workforce, and in utilizing the enterprise income. Furthermore, it cannot be
compelled, by administrative measures, to carry out a set of activities determined
from outside.
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4. Survival or growth of the enterprise, obtaining the loans needed for de-
velopment, depreciation of the fixed assets, return of the costs, are defined and/or
made possible by the effects of the market, and limited by market prices.

5. The risks of the given production strategy are carried by the enterprise
itself, whether they be due to internal management factors, or to causes beyond
the control of the enterprise. At the same time it has the freedom of decision-
making that is necessary in order to avoid such risks. The failure of the operations
is a threat, but the enterprise possesses a wide range of options for protecting itself
even without the support of state control.

6. The agricultural enterprise is allowed to give up any activity which be-
comes a burden to it, by autonomous decision. It may change the branch of cul-
tivation in a given land area in accordance with the opportunity cost. In certain
land areas it can abandon agricultural cultivation either temporarily or entirely. It
can also put up for sale its surplus land capacity—based as well on entrepreneurial
decisions—either by selling the land, or by transferring the right of utilization.
Using the land, or withdrawal of cultivation depends on assumptions regarding
the income producing capacity. Land, as a factor of production that can be mo-
nopolized and as a capital asset can, at the same time, create the opportunity of
income-reservation. Land is a market factor for the enterprise, together with its
price and with the inherent potential to produce income. Consequently, it is a cost,
a fixed asset requiring replacement and development, the cost of which is returned
in the market price of the products. Or—in a case where venturing turned out to
be unsuccessful—return in the market is not, or is only partially assured.

The characteristics of managerial behaviour are also formed for the agricul-
tural enterprise through the concurrence or conflict between the given production
organization and its economic environment. (The adjustment of the enterprise to
its environment is, of course, regulated by—among other influences—Iegal rules
and by the agreement of producers of equal rights and obligations.)

With regard to the emergence of entrepreneurial characteristics it is a basic
question as to how far the constraint of adjustment to market impulses asserts it-
self in the agricultural enterprises. If they are forced to compete for winning the
opportunities of marketing and for the return of their costs in prices, and if,—in
this context—for the sake of creating the conditions of growth, they have to adapt
themselves to the market relations by organizing production and marketing, en-
trepreneurial behaviour will markedly appear in their management. If, in contrast,
the driving force and the constraint of market relations are missing, a venturing
character may come into being, but its features will be faint and will mainly—and
mostly only formally—show up in certain categories of accounting and recording.

The potential and opportunity of the agricultural enterprise for venturing can
be built up to the extent it has been from the outset inherent in the regulation system
of agriculture and as far as its other institutional conditions are given. Deficiencies
in entrepreneurial ability are also linked primarily to environmental conditions,
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first of all to the regulation and the institutional system. In the last few years
the differences in this respect between farming cooperatives and state farms have
ceased to exist, for the economic environment, especially the mechanism of economic
management is now the same in both sectors.

b) Economic environment and the limits to venturing

The economic environment of the agricultural enterprise is mostly manifested
in its commercial relations of purchasing and selling commodities, in credit trans-
actions and in connections with the state budget. In addition, specific attention
has to be paid to the impact of income (earnings) regulation on the enterprises.

1. The market relations of purchasing and selling'® can be characterized—
among other things—by the following:

— The monopoly and/or oligopoly structure of the connected organizations
has been maintained in both the input and output sides. Significant changes in this
field have only shown up since the early 1980s but no radical change has occurred
in the quality of the relationships.

— In the past period marketing of the means of production was in effect
only allocation. The market of the means of production, has only rudimentarily,
if at all, come into being. [11, 12, 13, 14] The supply of means of production has
not adjusted to the differentiated demand, and has often compelled enterprises
to make decisions under the pressure of necessity. They were frequently forced
to adopt standard processes and technology which were either unsuitable to the
relations of their productive land or, which owing to their endowments, were too
costly to utilize properly.

While the agricultural enterprises are not in general threatened by a sales
crisis, some difficulties of selling do, however, occur almost regularly. Practically no
efficient system of interventions has been developed to avoid these in the commodity
market. Interventions have not so far been part of a deliberate production policy
for eliminating the cycles, but were implemented as barely predictable responses to
unforeseen situations, determined not by the actual market conditions, but by the
level of supply in the preceding year.

— The majority of the selling prices of agricultural products are fixed by the
authorities, and are disconnected from consumer prices. For a long time prices were
one-sidedly adjusted to production costs—interpreted in an autarkic manner—and
this was assured by repeated price rises. The requirement of cost returns and
competitiveness were not and are not even today unambiguously asserted in prices.

10For details on the system of enterprise relationships see [10] and [15].
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At the same time, prices of agrarian products contain much less net income
than do industrial producer prices.11 Following the declaration of the economic
reform the disparity between prices had been reduced but still remained quite
significant. In the meantime goods of industrial origin have been increasingly used
in production, and, from 1976 on, the gap between industrial and agricultural prices
has again grown wider.

The conditions of self-financing have been only partially created in the price
system of agriculture if at all. Under such conditions,—even assuming rational
management of the enterprises—a complex system of state subsidies is necessary.
This impedes transparency, makes it difficult to evaluate inputs and yields, effi-
ciency and exportability. The system of subsidies, at the same time, entails the
constraint of permanent bargaining of the enterprises with the supervisory authori-
ties. When the resources for development (replacement) are independent of market
returns, the requirement of efficiency in selecting and utilizing the fixed assets is
reduced. Under such conditions it is even possible that certain types of growth may
be accompanied by the deterioration of efficiency.

Another effect of the price disparity is that in the regulation of production
the price mechanism plays a much smaller part than is possible and desirable.

— The lower income-content of agricultural prices confines the differentiation
of prices by quality of the products within narrow bounds.

— A rearrangement of prices can be implemented only to a small extent. A
majority of prices are fixed by the authorities and a great number of those based
on agreements appear in practice in procurement as fixed prices.

— In the restructuring of the product pattern changes in the system of sub-
sidies come at times to the foreground.

— Wastefulness in the treatment of the soil is characteristic because land
has no price.

In our opinion, the existence of price disparity (the agrarian price scis-
sors), and especially its extent has been, for a long time, a flagrant contradiction
of the Hungarian price system. The demand for income of an increasingly indus-
trialized agriculture by far exceeds that of traditional agrarian production. Beside
accumulation, which is the “cost of the future”, the demand for parity of the earn-
ings also plays a part in this. It seems that the agricultural price system which was
prevailing in the last two decades was—despite its becoming more favourable for
agriculture compared to earlier periods— essentially not in conformity with the in-
dustrialization of agriculture. Through a wide system of state supports the coverage
for income parity and industrialization can be assured even under such conditions.
This system of resource-allocation is, in reality, part of the concept of industri-
alization from above, since from the income drawn away (or from a part of it)
resources can be allocated for centrally defined purposes and technologies. In such

11For details on price disparity see [15].
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a mechanism the agricultural enterprises’ ability to accumulate, as a condition for
the operation of industrialized agriculture, can be provided not by adjustment to
the market, but by the hierarchy of allocation.

The price scissors force the improvement of efficiency but also involve some
by-effects,—even under the circumstances of the market economies. It is and expe-
rience overall that it punishes those enterprises who made a lot of investments and
undertook large debt-services, but not those whose use of inputs is most ineffective.
In Hungarian agriculture, however, opening the price scissors has entailed boosting
of the presently existing disparity to such an extent that may result in an inability
to accumulate in a growing number of agricultural enterprises and, concomitantly,
in an inability to venture.

The non-market relationships continue to represent a large weight. [16, 17]
The state bodies and various social organizations permanently interfere in enterprise
management to accomplish a variety of aims. On the other hand, the producing
organizations strive to assert their economic interests informally, through their
leaders’ contacts which are either linked to their position, or are merely personal.

Informal relationships, of course, exist in market economies too. The role
and functions of such relationships in the Hungarian economy are—to put it in
a somewhat simplified form—different. In the market economies the enterprise
managers use their non-official relationships for stabilizing the contacts between
sellers and buyers, while under Hungarian circumstances they are occasionally used
for the substitution of business transactions in the market.

2. Up to the late 1970s the Hungarian financial system had made attempts
to provide a source of accumulation for increasing production, an objective which
was then held to be the primary one. However, owing to the unfavourable marginal
efficiency of the additional inputs needed for the growth of production, this was
not realized in enterprise incomes, even though the volume of production increased.
[18], [21, pp. 13—23] Accumulation was not realized as a result of market effects, but
was in practice determined in line with the trends of development. Guarantees for
additional accumulation were extended exclusively to the sphere of the large-scale
farming units,—large-scale production was preferred to small producers, right up
to the late 1970s.

Central economic management—contrary to the original ideas—drew into the
orbit of central decisions not only the most important investment projects aimed
at increasing and restructuring production, but also refused to give up the right to
decide on enterprise investments. Economic management intended—in close con-
nection with the method of industrializing agriculture—to stimulate enterprises to
implement the development projects deemed desirable from the viewpoints of macroe-
conomy, by means of subsidies, loans, and credit preferences.

The credits, as well as the subsidies were closely linked to the production
policy outlined in the central plans. For this purpose the sectoral credit quotas were
broken down into.partial ones allocated to particular objectives of the production
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policy. The result was that loans were only granted to enterprises for preferential
objectives, from partial quotas attached to them.12

The conditions and the appraisal of credit were not influenced by the expected
circumstances of return and the creditworthiness of the enterprises applying for it,
but by the centrally defined allocation possibilities. Loans were also received by
several non-efficient and loss-making enterprises and it is not by chance that the
problem of indebtedness shows up most frequently in precisely these cases.

The banks very often performed official authority functions (e.g. immedi-
ately drawing away any surplus purchasing power for investments, compelling the
enterprises to use their excess income achieved by successful operations for paying
out-of-turn credit instalments; at the same time, granting compulsory loans to low-
efficiency companies etc.). Banking activities maintained their coercive character—
business aspects, such as the undertaking of common risks were missing from their
armory [20, pp. 14-15].

Preferential credit targets were also connected with subsidies which prompted
enterprises in making their development decisions to consider the possibilities of
obtaining subsidies or other preferences, instead of observing market conditions
and the profitability of the sector to be developed. Under such conditions,—which
characterized mainly the period ending with the late seventies—the acquisition of
external resources became the prime mover of any investment project embodying
some development. The goal and the means were mixed up, for the enterprises, in
order to gain greater possibilities for development, were ready to develop almost
anything. In ranking proposals regarding investments, ones for which subsidies
or loans could be obtained received priority. Seemingly, this tendency promoted
the use of resources in conformity with the objectives of the national economy.
Actually, in reality, the application for external resources could only be justified
by rather dubious economic efficiency calculations, and success at obtaining the
resource could not in itself assure long-term profitability for the enterprise. This is
proved by 