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ED ITO R IA L

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
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THE EXTERNAL ECONOMIC ENVIRONMENT AND PROGRAMME 
OF STABILIZATION IN HUNGARY 

(Thoughts After the Preparation of a Forecast)

A. KÖVES

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 o f  evolvement, above all to the characteristics o f 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 I 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 
so 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 o f the change o f world 
economic era, the expected dynamics and geographical structure of demand, the problem o f relative 
prices o f natural resources or raw materials and manufactured goods, and the consequences o f the debt 
crisis, see [1]

1 Acta Oeconomica 39, 1988
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4 A. KÖVES: 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. KÖVES: 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 o f  manufactured goods is 
increasing to the detriment o f  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 o f  this problem is given in Béla Greskovits's article [4] published in this

issue.
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6 A. KÖVES: 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. KÖVES: 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 o f state expenditure within the GDP o f 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 o f 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. KÖVES: 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
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A. KÖVES: 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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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 Gábor Oblath emphasized in the dispute over the forecast -  the other way round: if, 
for inherent reasons (the given mechanism and institutional system of the econom y, the position and 
scope o f manoeuvring o f enterprises, etc.) the economy is unable to adjust, then every change in the 
external environment will call forth reflexes o f 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 o f  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-à-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 o f  1984 to the end o f 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-à-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 I will rely heavily on the study of 
Veronika Pásztori, prepared in the framework o f 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 o f  additional capital imports with the simultaneous 
management o f  outstanding debts. This is a necessary precondition for economic develop­
ment and for halting the tendency of falling behind. The development o f 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 o f 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-à-vis its 
socialist partners. In a sense, the situation is just 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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ВНЕШ НЕЭКОНОМ ИЧЕСКАЯ СРЕДА 
И ПРОГРАМ М А ПОВОРОТА

(Размышления после разработки прогноза)

А. КЁВЕШ

На основании результатов долгосрочного прогноза развития мировой экономики, подготов­
ленного Институтом исследования коньюнктуры и рынка для Государственного управления в 
статье делаются некоторые выводы.

Хотя можно предположить лишь невысокие темпы роста мировой экономики даже на 
долгосрочный период, трудности приспособления венгерской экономики, вероятно, будут связаны в 
первую очередь не с этими, а с теми быстрыми и радикальными, а в отношении товарной 
структуры в большой степени непредсказуемыми изменениями, которые произойдут в структуре 
производства и потребления словами, иными в предложении экспорта и спросе на импорт. В такой 
мировой экономике, которая во многих отношениях неопределенна, нет другой возможности 
удержаться на мировом рынке, как создание механизмов приспособления благодаря повышению 
экономической открытости, усилению роли рынка и конкуренции и по-настоящему ориентирован­
ной на экспорт экономической политике. Это общее положении особенно справедливо для Венгрии и 
других стран Восточной Европы. Ведь сдача наших позиций на мировом рынке за последние 
пятнадцать лет, отставание от развитых и развивающихся регионов в первую очередь объясняется 
чрезвычайно слабой приспособляемостью, связанной с изолированностью и изоляцией от основых 
мироэкономических процессов.
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В связи с ориентированным на экспорт развитием в статье рассматриваются выводы, 
которые можно сделать из предполагаемого экономического развития стран СЭВ. Развертывание 
процесса реформ, в первую очередь идущего в Советском Союзе, в перспективе может создать 
возможность для остановки отступления на мировом рынке. Однако до тех пор нереально 
рассчитывать на динамизацию сотрудничества СЭВ, и понимание этого должно найти отражение и 
в нашей экспортной политике. Что касается экономических связей Восток-Запад, то для стран- 
членов СЭВ ключевым вопросом является достижение добавочного импорта капитала при 
одновременном снижении имеющейся задолженности.
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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 econom y to world 
market changes: 1. the long-standing protectionist seclusion of the country, 2. the highly 
monopolized nature o f the domestic market and 3. the fact that the interests o f producers are 
protected by the state against those o f consumers. All this can be traced back to the conflict o f  
interest between producers and consumers, manifest in their attitude to competition. The 
solution could be: increased openness o f  the econom y, the extension o f com petition 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?

I 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. I think, the explanation telling us “why it doesn’t work” can be found in three 
closely interrelated factors, which strengthen each other: l.th e  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, I am sincerely convinced that they are valid. If I concentrate on 
these three factors it does not mean that I do not regard the previously disclosed errors of 
the economic policy and the system of planning and management as unimportant. In fact 
I 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. I have summed up my views as 
follows: “We can hardly be wrong in considering the contrast between the high degree o f  
quantitative openness and the similarly high degree o f  qualitative closeness as one o f 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 II, 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 o f 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 o f 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 o f  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 Bős-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

â t  was Béla Balassa ([2] pp. 2 9 -3 1 )  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 o f 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 o f imports on a grand scale. By the allocation o f imports and the lack o f 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 o f András Köves: “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 o f import-substituting on a CMEA 
(sometimes on a national) scale.” Imports from capitalist countries aim first o f all at the development 
of engineering and the chemical industry. “However, the development o f these branches of industry 
has been realized mainly as part o f  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 lniroverrea 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. I think I 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 o f 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. A s 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 o f Hungarian foreign trade companies by which security aspects and 
the absolute conformity with central directives have been put into the fore (while the aspect o f  
efficiency has been played down even to a greater extent than at civil productive enterpriese) was 
termed “the superiority” o f these enterprises by István Salgó [25]г
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management finds it easier if its instructions have fewer “adressées”, 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 János Komái [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
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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 o f  the consumers i.e. the freedom of competition, opening towards the world 
which could represent the true interests o f  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 a more disciplined and efficient way, and to turn out higher-quality 
products based on a more developed technology.

Acta Oeconomica 39, 1988



A. NAGY: WHY DOES NOT IT WORK? 35

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: (2 2 1 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 11-organized 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 o f  budgetary curtailment and allowances affecting enterprise 
profits are analysed in detail by K om ái and Matits [12]. They stress as one o f the most characteristic 
features o f this system the compensation of losses and the drawing away o f  big profits (p. 180.). The 
new turnover tax system holds out the hope that such redistribution will lessen. In the wake o f the 
enhanced interest taken by citizens in the activity o f 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 o f subsidizing enterprises in the red out o f their (the tax payers’) money? 
Wouldn’t it be possible to pay less taxes or to put the money towards the financing o f 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 o f this problem has been analyzed by Komái [10], who describes the relationship of 
the “paternalistic” state and its enterprises (pp. 5 6 1 -5 6 8 ) . A spectacular feature of this is -  as termed 
by the author -  the “soft budget constraint” (pp. 3 0 6 -3 0 9 )  and/ or “pumping” from the higher 
authorities (p. 569).

**Even small ventures (moreover, the second econom y) become beneficiaries o f 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 o f social efficiency, and the position o f 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 o f  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 o f ownership rights is a subject o f debate 
among Hungarian economists. See e.g. [4, 29, 30, 8 , 26]. According to the preliminary results o f  this 
debate it can be ascertained that it seems expendient to establish not one but more forms o f exercising 
ownership rights, yet it would demand longer experiences and testing before they could function in a 
statisfactory way.

**It was János Kiss who drew m y attention to this distinction.
»♦»According too Ferenc Donáth “the reasons for the soft budget constraint o f the enterprises 

are rooted in the ownership function o f  the state” ([9] p. 189).

Acta Oeconomica 39, 1988



40 A. NAGY: WHY DOES NOT IT WORK?

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 o f  society can decide, o f  course, to make sacrifices in order to maintain the 
activities o f 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 o f 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 o f society) by means of buying at higher prices or by 
paying higher taxes.

**See more details ([121] p. 8) and ([10] p. 565).

Acta Oeconomica 39, 1988



A. NAGY: WHY DOES NOT IT WORK? 41

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.

I have drafted my statements in rather sharp terms but this does not mean that I 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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ПОЧЕМ У НЕ ПОЛУЧАЕТСЯ?

А. НАДЬ

Почему мы не движемся вперед по пути улучшения эффективности, приспособления к 
мировому рынку, изменения структуры несмотря на то, что была принята масса решений об этом и 
многие хозяйственные регуляторы были введены с этой целью и множество раз изменены? Какова 
причина того, что это, именно то, что мы с полным основанием считаем самым важным, не 
получается?

Уже многие и правильно указали на причины неудач, однако сказанное до сих пор нужно 
дополнить противоположностью интересов производителя и потребителя. Потребитель хочет 
получить как можно лучше соответствующую, качественную, современную продукцию по как 
можно более дешевой цене. А производитель как раз наоборот хотел бы продать свою продукцию 
как можно дороже и — если можно — стремится избежать удовлетворения требований к 
ассортименту, качеству и современности. Это противоречие наиболее четко проявляется в их 
отношении к конкуренции: конкуренция предприятий сферы производства и услуг в интересах 
потребителя, в то же время ни один производитель или обслуживающее предприятие не любит 
конкуренции в делает и делает все, чтобы ее избежать.

То, «почему не получается», имеет три, тесно связанные между собой, усиливающие друг 
друга, причины: 1. давно продолжающаяся протекционистская изоляция страны; 2. чрезвычайно
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сильная монополизация внутреннего рынка и 3. то, что государство защищает интересы 
производителей по отношению к потребителям. Переплетение этих трех факторов ведет к тому, что 
решающее значение в формировании экономической политики и системы управления и заинтересо­
ванности, имеют интересы таких «меньшинств», которые не заинтересованы ни в открытости, ни в 
конкуренции, ни в хорошем удовлетворении потребностей потребителей. Анализ этих трех 
факторов показывает, что нашему движению мешают весьма серьезные, экономические интересы, и 
причиной того, что «не получается», являются не просто консерватизм, желание сохранить свою 
власть и некомпетентность бюрократов. Созданию условий для рынка, для подлинной конкуренции 
и открытости мешают весьма сильная контрзаинтересованность и молчаливое сопротивление.

Решение могло бы дать то, чтобы по мере развития демократии власти в первую очередь все 
больше защищали бы потребителей с помощью развития конкуренции и поворота к мировому 
рынку, а это может произойти лишь в том случае, если задачу эффективного использования 
общественного капитала будет поручено отделенной от власти, заинтересованной организации.
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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 o f 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 o f  the European 
CMEA countries. The latter is obviously deeply rooted in the outwarn econom ic 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

Total
Manu­

factured
Engi­

neering Total Manu­
factured

Engi­
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 81 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

a based 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 5 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 parry 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

Acta Oeconomica 39, 1988



A. INOTAI: COMPETITIVENESS AND IMPORTS 49

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 com e 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 o f  industrial and engineering exports, 1980-19853 

(1980 —100 percent)

Engineering 
exportsb

Engineering
imports®

Industrial
exports'*

Engineering
exportse

total indus­
trial exports

total
imports

total
imports

engineering
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
G DRe 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 1.31 1.01 1.74 2.26

a based on data o f trade with the OECD
b figures higher than 1 show a growth of engineering exports higher than that of the total 

exports.
c figures bigger than 1 show a growth of engineering imports higher than that of total imports. 
d increment o f industrial and engineering exports projected to one unit o f imports and engineer­

ing imports
etrade with the FRG excluded
Source: own calculations based on data from OECD Trade by Commodities, Series C.

Acta Oeconomica 39, (1988)



A. INOTAI: COMPETITIVENESS AND IMPORTS 51

Table 3
Engineering imports from OECD countries

Million USD In percent o f 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
G DRa 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  percentin  
the first three quarters o f 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 o f  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 o f investments and machinery purchases after 1982 had a particularly adverse 
impact on the Hungarian economy. A t 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. ‘T he main difficulty . .  . lies in our own activity: . . .we are “afraid” o f  
deciding against the, naturally wellmeaning, representatives o f 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 1 9 8 6 -8 7  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 w ith by the international trade literature. In particular, 
studies by the World Bank and the World Econom ic Institute o f Kiel have elaborated the relevant 
experiences in various countries. It should be noted that methods have been worked out for the 
simultaneous implementation o f  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 o f  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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М ЕЖ ДУНАРОДНАЯ КОНКУРЕНТОСПОСОБНОСТЬ 
И ИМ П О РТ

А. ИНОТАИ

В рамках широкого международного сопоставления в статье показывается, что между 
международной конкурентоспособностью отдельных экономик и структурой их импорта имеет 
место определенная взаимосвязь. В последнее время ограничение импорта во многих случаях 
сменилось более либеральной системой разрешения импорта и системой рычагов, направленных на 
глобальное улучшение эффективности импорта в качестве непосредственного фактора производст­
ва. Усиливающаюся сдачу позиций в мировой экономике европейских стран СЭВ, а также неудача 
их попыток повысить свой экспорт в значительной степени зависит от проводимой политики в 
области импорта. А последняя, очевидно, имеет глубокие корни в устаревшем хозяйственном 
механизме и в усилении в результате неблагоприятных мироэкономических воздействий автарки­
ческого и рестрикционного мышления.
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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 o f  Hungarian financial policy between 
1968—1986. Reviewing the introduction o f the two-tier banking system, the author seeks 
answer to the question why and how long a substantial breakthrough cannot be expected in 
spite o f 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 Rezső 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 o f  the Hungarian econom y’s domestication was that in the Brezhnev era most o f  the 
Soviet Union’s econom ic literature did not even consider Hungary’s move to abolish mandatory 
planning as a substantial modification o f 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 strengthened 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 О economica 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 a minimal 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 m onopoly o f  
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 o f  their debtors, they would 
demand their m oney back at once f 28 ] .

Acta Oeconomica 39, 1988



A
cta O

e conom
ica 39, 1988

*

Table 1

G N P Money supply Export surplus Price increases in percent

thousand 
million F t

increment 
in percent

thousand 
million Ft

increment 
in percent

thousand 
million Ft

based on 
GDP

at state companies 
and cooperatives

con­
sumption

1979 L648.9 6.5 342.6 8.3 -2 3 .4 5.6 • 8.9

1980 1879.7 14.0 352.29 10.7 -1 5 .6 5.1 • 9.1

1981 2032.1 9.2 380.20 7.9 -  8.2 5.1 6.5 4.6

1982 2214.6 7.9 405.57 6.7 +6.8 5.8 4.7 6.9

1983 2367.3 6.9 421.20 3.9 + 17.1 5.0 5.3 7.3

1984 2559.7 8.3 443.09 5.2 + 30.9 6.3 4.1 8.3

1985 2695.0 5.1 487.77 10.1 +21.4 6.0 4.4 7.0

1986 2845.4 5.6 541.70 11.1 -1 5 .4 3.6 2.0 5.3

Source: Central Statistical Office (CSO) and National Bank o f  Hungary statistical reports.
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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 dérivâtes 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 Erdős [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 I 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 I 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 I have 
said elsewhere, I 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 anomer 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 a way 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
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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 a large 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 I 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
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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. (VÁÉV), 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 I 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

Form of  
property right

Initial
share

capital

Additionally 
subscribed 

share capital

Liabil­
ities

(mn Forints)

Number
of

clients

Central Bank
National Bank o f Hungary joint stock comp. 10 000

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

joint stock comp. 8 900
joint stock comp. 7 600
joint stock comp. 3 500
joint stock comp. 3 000
joint stock comp. 1 000

state owned 1 300
cooperative

3000 168 000 3 200
2000 146 000 2 600
1500 57 000 17 000

Development bank
State Development Institute state owned
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-  Small financial institutions
INTERINVEST Foreign Trade deposit comp.

Development Association (limited partnership) 2 170 4 000
Innovation Bank o f  Construction Industry joint stock comp. 744
TECHNOVÁ Industrial deposit company 424 888

Innovation Fund
AGRIT Agricultural Innovation Bank

(limited partnership 
deposit company 610 2 000

Industrial Cooperative Development Bank
(limited partnership) 
deposit company 300

INVEST-BANK Financial Development Bank
(limited partnership) 
deposit company 690

General Venture Bank Inc.
(limited partnership) 
joint stock comp. 2 200 6 245

INNOFINANCE General Innovation 
Financial Institution joint stock comp. 500 650

Small Venture Bank subsidiary o f OTP 673
Konsuminvest Cooperative Development Bank cooperative 405 1 500

Hungarian-Foreign joint banks 
Central-European International Bank Inc., 

Budapest joint stock comp. 20 mn $ 340 mn.
Citybank, Budapest Inc. joint stock comp. 20 mn. ?
Unie Bank Inc. joint stock comp. 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 a justified 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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МОЖЕТ ЛИ БЫ ТЬ В ВЕНГРИИ УСПЕШНАЯ 
МОНЕТАРНАЯ ПОЛИТИКА?

М. ТАРДОШ

Роль денег в реальном социализме — вопреки нашим прежним представлениям — весьма 
существенна. Реформа 1968 г. еще больше повысила роль денег. В ходе реформы ожидали, что 
благодаря роли денег как меры стоимости, их функции как средства платежа и накопления 
экономические процессы станут более обозримыми и целесообразно планируемыми. С другой 
стороны, на денежных оборот и систему цен смотрела как на инструменты, служащие достижению 
намеченных планом экономических целей, которые способствуют стабильногти хозяйственной 
деятельности, постоянному росту предприятий. И наконец, надеялись, что при этих, считавшихся 
согласуемыми, целях денежных оборот и система цен без особых конфликтов способны сделать 
руководителей и работников предприятий заинтересованными в выполнении плана и требований 
эффективности.

Статья обращает внимание на то, что этого решения недостаточно и что введение 
двухуровневой банковской системы также не является гарантией для обеспечения деньгам 
действительно определяющей роли. Условием обеспечения эффективной хозяйственной деятель­
ности является шаг вперед в трудной задаче централизованного регулирования заработной платы, 
приведение эмиссии денег в соответствие с использованием ресурсов и благодаря этому гармониза­
ция и состояния бюджета. Однако все это может дать результаты лишь в том случае, если политика 
не будет мешать, не будет нейтрализовывать конфликты, вытекающие из оборота регулируемого 
количества денег, если сможет добиться, чтобы коммерческие банки и собственники предприятий 
ответственно подходили бы к решениям в связи с порученными им средствами и делали бы из этого 
соответствующие хозяйственные и личные выводы, если гарантировано то, что хозяйственники 
принимают к сведению возможные потери и не попадают в такую ловушку, когда вынуждены к 
номинальному сохранению потерянного имещства, как это делают сегодня даже новые, ориентиро­
ванные на эффективность коммерческие банки в случае замороженных кредитов. Нельзя также 
недооценивать и то условие, что в конкуренции за платежеспособный спрос предприятия должны 
иметь гораздо большую чем сейчас свободу в определении цен и заработков.
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EXCHANGE RATE POLICY IN THE REFORM PACKAGE

G. OBLATH

Neither experiences with Hungary’s exchange rate policy nor theoretical m odels appli­
cable for liberalized economies having hard currencies give real clues to the problem: what sort 
o f  exchange rate policy should accompany a comprehensive reform package designed to change 
the possibilities and typical behaviour o f  actors in the econom y. In the trade policy sense, 
Hungarian economy is a closed one and the reform is conditional upon the lifting o f 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 o f such a 
process the experiences o f  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 I 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 I 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, I 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. I 
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.
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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? I 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.**

*Wolf is one o f the authors who formulate this question clearly[3).
**See more about this in[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 o f “the state o f being closed”.
**I 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 o f the World Bank on alternative foreign trade strategies and the various instruments o f  
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 de jure rate and

*The literature dealing with trade policy and foreign exchange regimes o f developing countries 
calls the concept termed here “de facto rate”, the “effective exchange rate” . The reason why we use
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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 o f the exchange rate o f 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 o f index is called a real-effective exchange rate index in the international literature. 
(See e.g. [101.)

**See for instance [8, 13, 14].
***This is why I regard as highly disputable the analysis by Tarafás-Szabó o f 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 I have already mentioned, I 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 Tarafás [2] correctly stresses it, of the entire economy as well. 
In my view however, (as distinct from Tarafás’s) it does not follow that the reason for the 
existence of the differentiated system of de facto  exchange rates is the a priori 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]
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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 I 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, dysfunctions and losses similar to ours and already mentioned before, see 
for instance {21, 22, 11, 12, 9].

**The relevant experiences 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

*Olson’s [23) book elaborates on this, and many other related and afore-mentioned problems 
that can be only briefly mentioned here. On the theory o f Olson and its relations to Hungarian 
conditions see the article o f  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 
a way 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 de jure rates, i.e. to unify the de facto exchange rates.

Without going any deeper into alternative models and methods, I 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 I know, this term was first used by the authors o f 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 I tried to discuss in the foregoing. However, I 
did not want to create the impression that I thought that devaluations in themselves 
could solve anything. On the contrary, I 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 I agree with the authors of “Change 
and reform’ ’ [I]-

The other closing comment is this: my treatment of the problems of economic 
policy and exchange rate policy changes might give the impression that I 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, I did not want to suggest anything like that. On the contrary, I 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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МЕСТО ПОЛИТИКИ ВАЛЮ ТНЫХ КУРСОВ 
В ПАКЕТЕ РЕФОРМ

Г. ОБЛАТ

Ни опыт венгерской политики валютных курсов, ни теоретические модели валютных курсов, 
действительные для либерализованных и располагающих конвертируемой валютой экономик не 
могут соориентировать в том, какая политика валютных курсов должна входить в пакет таких 
глубоких реформ, которые направлены на изменение возможностей хозяйственный субъектов и 
характерного для них поведения. Венгерская экономика в смысле торговой политики является 
замкнутой; а реформа предполагает ликвидацию замкнутости, либерализацию торговой политики. 
Для либерализации необходимая девальвация внутренней валюты; и в отношении целей, степени и 
предпосылок этого подходящие для использования выводы представляет опыт стремящихся к 
внешнеэкономической открытости развивающихся стран.
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WESTERN TECHNOLOGICAL POLICIES AND THE APPROACH OF 
HUNGARIAN INDUSTRIAL POLICY

B. GRESKOVITS

The management o f Hungarian industry attentively watches the trends o f  western 
industrial development but experience shows that the foreign tendencies o f development only 
influence the ideals visualized by Hungarian industrial policy, not its practice. As well as 
reviewing some tendencies appearing in the technological policies o f the advanced countries, 
this paper attempts to analyse whether or not the ideals o f 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 o f  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 o f  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 o f  the dangers inherent in such development. Also 
it ignores western alternatives to the dirigent way of development and fails to recognise the 
importance o f the econom ic control mechanisms which are able to prevent or counterbalance 
the mistaken decisions o f 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 o f 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 o f  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 o f  industrial policy.

The typical trend towards the uniformity of industrial policies can be considered 
the resultant of the afore-mentioned transformation processes; I 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 o f  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 o f 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 I rely strongly on the study o f  Klodt [11] and the paper of Török -  Kolláth
[181-

** Klodt [11] p. 36.
***Ibid. pp. 33, 35 and 41.

****Ibid. 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” (Gründerzentren). 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 extlicably 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 o f  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 o f 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 be followed 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 I 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 I cannot undertake to estimate the perspectives 
and the extent of the convergence which demonstrates the scope, the effects and the 
success of adaptation. I 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 o f  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 a full-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 o f  enterprise development: by spontaneous agglomerations and by 
state-owned “founding centres” (Gründerzentren).

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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ТЕХНОЛОГИЧЕСКАЯ ПОЛИТИКА ЗАПАДА И ВЗГЛЯДЫ  
НА ВЕНГЕРСКУЮ  ПРОМ Ы Ш ЛЕННУЮ  ПОЛИТИКУ

Б. ГРЕШКОВИЧ

Руководители венгерской промышленности следят за западными течениями в области 
развития и модернизации промышленности, однако, как показывает опыт, западные направления 
развития создействуют скорее на идеалы, а не на практику венгерской промышленной политики. В 
связи с обзором отдельных тенденций технологической политики развитых стран в статье 
рассматривается то, подходят ли они для Венгрии, то есть можно ли и нужно ли следовать идеям 
развития, подсказываемым западными примерами. Автор приходит к выводу, что не только 
практика венгерской промышленной политики несостоятельна, но и идеи ее развития также не 
могут быть реализованы.

Руководство венгерской промышленностью в соответствии со своей консервативной 
практикой систематически превратно толкует и отбирает западные примеры, формирующие его 
идеи развития промышленности. Некритично и односторонне усиливаются директивные (или же 
толкуемые как таковые) элементы, которые могут быть непосредственно перенесены в собственную 
концепцию. В то же время не замечаются ни опасности директивизма в области развития, которые 
можно видеть и на Западе, ни западные альтернативы этого, ни важность тех механизмов 
хозяйственного контроля, которые в развитых рыночных экономиках могут предупредить или же 
компенсировать ошибочные государственные решения в области развития.
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WILL THE INDUSTRIAL PYRAMID BE SET AFOOT?

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

I. SCHWEITZER

The developments in industrial organization have reflected the changes carried out 
within the “industrial block” -  the sphere o f  industrial authorities and large enterprise 
management -  as well as in its power relations vis-à-vis the financial authorities o f the 
government. The organizational decentralization o f state industry had hardly begun in 
1980—81 when it was interrupted. The dominance o f large firms, i.e. the so-called “reversed 
pyramid” o f size distribution, has been maintained. Meanwhile the number of small coo­
peratives has increased. A series o f  new possibilities has opened for small ventures, bringing 
substantial changes at the bottom o f the size scale. The size distribution o f 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 o f  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 o f units within the internal relations o f  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 I will analyze the changes which have occurred in the size structure of 
industrial firms since 1979. To put it in another way, I 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 I 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 o f the system are similarly described by Laszlo Antal [3] and Tamás Bauer 
[41.
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Since I wrote the book I 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 o f  the sectoral proposals o f a joint study by the 
National Planning Office and the Ministry of Finance, prepared in the programme “The appraisal o f  
the organizational system of industrial enterprises and the direction o f  its further development” in 
April, 1976. (See László 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 o f  industrial state firms by size categories

Size categories

Large firms
(over 5 00 workers)

Medium firms
(1 0 1 -5 0 0  workers)

Small firms
(under 100 workers)

1979

462

190

50

1986

497

281

229

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 Figyelő, in which 
the participants were: Éva Voszka György Matolcsy (March 26 and April 2, 1987), Iván Schweitzer 
(May 28, 1987), and Péter Vince (September 10, 1987).

8
i
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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), 1 641 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 o f this increase represents the establishment o f  new cooperatives; several already 
existing cooperatives were re-established as, or transformed their units into, small cooperatives.

**The decline in the number o f  medium-size cooperatives reflects a tendency towards the 
establishment o f 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 
autonomous 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 101—500 workers. At the 
satne 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 Italian state holding 
companies (INI—IRD). 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, I would like to make a comment 
on this issue.

I 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-à-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 Münchhausen 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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ВСТАНЕТ ЛИ ПРОМ Ы Ш ЛЕННАЯ ПИРАМ ИДА НА ОСНОВАНИЕ?

И. ШВЕЙЦЕР

Изменения, происшедшие в организации промышленности, отражали изменения, которые 
произошли внутри «промышленного блока», то есть в комплексе управления промышленностью и 
руководства крупными предприятиями, а также в соотношении сил между ними и органами 
финансового управления. Организационная децентрализация в государственной промышленности 
остановилась, едва начавшись. Превалирование крупных предприятий, т.н. «перевернутая пирами­
да» в размерах предприятий для государственных предприятий сохранилась. Количество мелких 
кооперативов возросло. Возник целый ряд возможностей для новых мелких предпринимательств, 
они привели к значительным изменениям в нижней части шкалы размеров предприятий. В конечном 
итоге, распределение предприятий по размерам стало весьма поляризованным, что означает также 
и то, что в промышленности в целом доля средних предприятий весьма низка.

Для достижения сбалансированного распределения размеров необходима последовательная 
финансовая строгость, проводимая в отношении крупных предприятий, которую целесообразно 
сочетать с разукрупнением предприятий в ходе проведения санации и объявления несостоятельнос­
ти. Финансовая строгость может и во внутреннем хозяйствовании крупных предприятий принудить 
к большой степени самостоятельности отдельных подразделений, когда они становятся самостоя­
тельными предприятиями в экономи .еском смысле. В заключение автор спорит с распространенной 
и среди экономистов-сторонников реформ точкой зрения о том, что децентрализованная структура 
размеров предприятий необходима в интересах внутренней конкуренции. Он подчеркивает; в такой 
маленькой стране, как Венгрия, настоящая конкуренция не может возникнуть без постепенной, но 
радикальной либерализации импорта, без сильной импортной конкуренции.
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ENTERPRISE BEHAVIOUR IN THE 1980S: BELIEFS 
AND REALITY

(Some Conclusions of Recent Case Studies)

K. LÁNYI

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 o f 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 o f 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 o f the 21 enterprises; also, a 
coherent, elaborate system o f rules was found in 7 out o f  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 a number 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 I 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 I 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 Jászberényi Hűtőgépgyár 
(Refrigerating Equipment Works of Jászberény, 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 development focusing 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 Jászberény. 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, too.) 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 or 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 o f  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 organization1 8* 9 * 11* 14

4. Good relationships with suppliers, 2 5* 6 7
reliable customer services1 2 10 12* 13 14

5. Internal planning, accounting and an incentive 1* 2 3* 5* 6 7
system serving the objectives o f 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*
9*

4 5* 7

12. Human factors (beyond incentives)5 2 3 5*
8* 12*

1 In the case o f trading companies the productive and service activities come into this group.
2 Companies acting as integrators in vertical or horizontal integrations are also included here.
3 Some speakers did not use this terminology but were talking similarly about profit.
4 Readiness 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 o f the speakers were 
talking about technological development.

5 In regard to incentives see characteristic number 5.
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Table 2

Company, No. Characteristics o f  LEHEL Other frequent 
characteristics Selection criteria

Table 3

Company, No. Characteristics o f  market 
behaviour Strategic characteristics

1 3 4 8 9
1---------
i  1 2 5 6 9

1* * ♦ * * * * *
2 * * * * *
3* ♦ ♦ * * Í * * * * *
4 * * * * *
5* * * * * * * *
6 * *

1
* *

7 * * t  * *
8* * * * * * * *
9* ♦ * * * * * ♦ * *

10 * ♦ * * ♦
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
[1].

1. A bias for action
2. Closeness to the customer
3. Autonomy and entrepreneurship
4. Productivity through people
5. Hands-on, value-driven
6. Sticking to the knitting
7. Simple form, lean staff
8. Simultaneous loose-tight properties.

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

1. Leaders are visible, guiding rules are clear
2. Autonomy (entrepreneurship) and incentives for ventures
3. Control: strict but flexible
4. Involvement with the company (incentive)
5. Market orientation
6. Zero-basing (staying with the fundamentals of the business)
7. Innovation
8. Integrity (public image, correct behaviour towards partners and employees).

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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ПОВЕДЕНИЕ ПРЕДПРИЯТИЙ В 1980-Е ГОДЫ: 
ХИМЕРЫ И РЕАЛЬНОСТЬ

(Некоторые выводы из новых конкретных исследований)

К. ЛАНИ

Среди экономических исследований в 1980-е годы выделяется расцвет конкретных исследо­
ваний предприятий как в Венгрии, так и за границей (от США до Китая). В то же время в венгерских 
исследованиях последних лет мы найдем немного примеров показа характерных для рыночного 
(делового) поведения венгерских предприятий особенностей поведения, стремлений.

У одного из средних венгерских предприятий — в ходе исследования в совсем другом 
направлении — весьма определенно проявился следующий комплекс целей предприятия: произ­
водство, в центре которого стоит сбыт; хозяйствование при сознательном отношении к затратам; 
встраивание торговой деятельности в структуру предприятия; хорошие связи с поставщиками; 
надежная служба покупателей; нацеленные на указанные цели плановая, отчетная и стимуляционная 
система.

Это подсказало автору идею, чтобы в порядке эксперимента выявить на основе проведенных 
также с другой целью (то есть исключающих по крайней мере заранее сформулированную 
концепцию) конкретных исследований или собственных материалов предприятий сходный или 
подобный обнаруженному у завода холодильного оборудования комплекс черт, характеризующих 
эффективное деловое поведение. Этому требованию хорошо отвечали доклады руководителей 21 
предприятия, которые были представлены на одной из конференций 1985 г. как хорошие примеры 
актуальной тогда экономической политики (оживление). Из 21 предприятия у 14 можно было 
обнаружит; какой-либо комплекс правил успешной рыночной стратегии, у 7 из них они были 
представлены в качестве разработанной системы правил. Среди названных правил были и известные 
из международной литературы по менеджменту критерии успеха. На основании этого эксперимента 
можно с большим основанием предполагать, что исследования, направленные на изучение 
рыночного (делового) поведения венгерских предприятий, могут увенчаться успехом.
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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 o f  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 G VEK 
(though the literal translation o f its name into English may course some trouble). The 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 СМЕА 
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 G VEK. 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 II, 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 o f the supervisory sectoral ministries. Those 
wanting to set up a joint 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 
o f  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 Ше 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 o f 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 o f  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-à-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 o f 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 o f  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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ПЕРЕСТРОЙКА ВНЕШ НЕЭКОНОМ ИЧЕСКОГО МЕХАНИЗМА 
В СССР И ВОЗМОЖНОСТИ НАЛАЖ ИВАНИЯ ПРЯМ Ы Х СВЯЗЕЙ 

М ЕЖ ДУ ПРЕДПРИЯТИЯМ И В СЭВ

Л. ЧАБА

Данная статья анализирует меры, принятые Политбюро ЦК КПСС в августе 1986 г. и 
сентябре 1987 г. по коренному совершенствованию внешнеэкономической деятельности с точки 
зрения того, как эти постановления' и налаживающееся отраслевое регулирование, а также 
организационные меры способствуют установлению прямых связей и созданию смешанных 
предприятий как со странами СЭВ, так и с западными странами. Подчеркивается повышенная роль 
промышленных отраслевых министерств. Анализируется роль валютного фонда, валютных 
коэффициентов и республиканских внешторгорганизаций. Делается попытка обзора дискуссий в 
связи с дальнейшим совершенствованием нынешнего (октябрь 1987 г.) регулирования внешнеторго­
вого механизма в СССР. В заключение сопоставляется регулирования прямых связей внутри СЭВ в 
Польше, ГДР, Чехословакии. На основе сравнительного анализа делается вывод, что при 
господствующих в настоящее время условиях международного механизма сотрудничества СЭВ 
предложения предоставить предприятиям право на свободное установление цен и создание 
смешанных предприятий являются преждевременными.
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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 o f 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 o f  Eastern European 
countries on the West will increase while their dependence on the USSR may weaken. Instead 
o f comprehensive reforms of the economic system, the governments o f  the USSR and m ost 
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 o f strengthening the role o f  
money in consumption.

Introduction

In this paper* I shall take the liberty of speculating on the future. I do not think, 
however, that one should focus on the future. Also, I 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 András Köves, Mihály Laki, András Nagy, Károly Attila Soós and László 
Szamuely for their valuable comments on the first draft o f  this paper. The full responsibility for all 
mistakes remains with the author.
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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 1 9 5 6 -6 0 196 1 -6 5 1965-75 1971-75 1 9 7 6 -8 0 198 1 -8 5

Bulgaria 12.2 9.6 6.6 8.7 6.4 6.2 3.7

Czechoslovakia 

German Democratic

8.1 7.0 2.0 6.9 5.7 3.7 1.8

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 1.3

Poland 8.6 6.5 6.2 6.0 9.8 1.7 -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 uskoreniye 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 t'he 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 o f  investment in Eastern Europe >—
(average yearly growth rates in percentages) to

Period 1951-55 1 9 5 6 -6 0 1961-65 1 9 6 6 -7 0 1971-75 1 9 7 6 -8 0 1981-85

Bulgaria 13.2 14.6 7.9 12.5 8.6 6.1 3.4

Czechoslovakia 9.7 13.1 1.9 7.2 8.2 3.5 -1 .1

German Democratic
Republic 12.5 14.9 4.8 10.0 4.5 3.4 -0 .8

Hungary 1.2 13.2 5.5 11.8 7.0 2.4 -3 .1

Poland 11.1 9.0 6.7 8.1 17.5 - 3 .0 -2 .5

Romania 18.2 13.7 11.3 11.2 11.5 8.6 -0 .5 *

USSR 5.4 7.3 6.7 3.7 3.7

*1 9 8 1 -8 4
Source: National statistical yearbooks

Table 3
The growth o f fixed capital in Eastern Europe 
(average yearly growth rates in percentages)

Period 1951-55 1 9 5 6 -6 0 1961-65 1 9 6 6 -7 0 1971-75 1 9 7 6 -8 0 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 1.4 2.2 3.6 3.5 4.1 4.3 3.9
Hungary 3.9 3.3 4.0 4 6 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 Eastern 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 accumulated 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 András Köves 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. I 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 o f Soviet-type economic systems by Professor János 
Komái 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 0 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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ЗАМ ЕДЛЕНИЕ, ЗАВИСИМОСТЬ И ДЕПАТЕРНАЛИЗАЦИЯ

Т. БАУЭР

Тенденция снижения темпов роста, наблюдаемая в европейских странах-членах СЭВ в 
послевоенный период, по всей вероятности, сохранится и в будущем. Временное оживление после 
нынешнего замедления представляется возможным в СССР, но невероятным в малых странах. 
Экономическая зависимость малых стран-членов СЭВ от Запада усилится, а их зависимость от 
СССР может ослабиться. Вместо всеобщей реформы хозяйственной системы руководство 
большинства стран-членов СЭВ будет реагировать на сложившуюся ситуацию так же, как и 
руководства Венгрии и Польши в прошлом: ослаблением опеки (патернализма) в отношении 
семейных хозяйств путем усиления роли товарно-денежных отношений в области потребления 
населения.
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SERVICES IN THE WORLD ECONOMY

É .PALÓCZ

A new interest in the role o f  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 o f services in the economy o f developed market economies, o f the rapid technological 
development o f some services (information and telecommunication services) which led to the 
internalization and tradeability o f 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 o f 1986 preparatory talks on the topics o f  the new (Uruguay-) Round was 
concluded in Punta del Este with a Ministerial Declaration, Part II o f 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. В .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 ВаитоГs 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 dçmand 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 is that with the division of 
labour among companies getting increasingly complex, it became imperative to update 
the telecommunication/information channels.
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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 o f 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. Moreover, 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
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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 is just 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 I 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 a medium-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. I did 
not dwell on the method of such adjustment because this would call for a more 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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УСЛУГИ В МИРОВОЙ ТОРГОВЛЕ

Е. ПАЛОЦ

Статья посвящена такой области мировой торговли, которой вплоть до последнего времени 
пренебрегали — международной торговле услугами. Интерес к теме оживился в начале 1980-х годов 
тогда, когда начались предварительные переговоры в ГАТТ о возможности либерализации 
торговли услугами. В ходе их выяснилось, как много неясных вопросов не только в связи с 
международным оборотом успуг, но и в связи с воздействием этого на внутреннюю экономику.

1. Поскольку особенности услуг, отличающие их от деятельности в области товарного 
производства, в должной степени не уяснены, то не сложилось до сих пор единой точки зрения и о 
том, что нужно считать торговлей услугами.

2. Вследствие быстрого технического прогресса информатики и телекоммуникации должны 
быть пересмотрены сформулированные ранее взгляды о воздействии услуг на экономический рост, 
повышение производительности и занятость. Пареллельно этому стал несостоятельным и взгляд о 
том, что услуги — за немногим исключением — не могут войти в международную торговлю.

3. Однако существенным является вопрос, какие услуги и при каких условиях могут стать 
экспортируемыми благами. Выяснение этого важно еще и потому, что без этого нельзя выяснить, 
какие возможности имеют страны, достигшие разных степеней развития, для включения в торговлю 
услугами, а также какие сравнительные преимущества могут вытекать из этого.
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WORLD ECONOMIC ENVIRONMENT AND THE HUNGARIAN 
ECONOMY: A CONFERENCE

R. SALLAI—I. 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. Deák, 
director of the Institute, and by foreign trade minister P. Veress.

The first reader was B. Csikós-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. Csikós-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
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Situation and development o f  the world economy and the adjustment to the major 
processes going on in it. They were delivered by A. Köves, В. Kádár, É. Ehrlich, É. 
Palócz, D. Somogyi, A. Inotai, J, Nyers, Z. Krasznai, B. Greskovits, V. Pásztori, T. 
Kardos, K. Botos arrd 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 o f  the CMEA countries. The lecturers were T. Bauer, L. Csaba, M. Rácz, S. 
Richter,* J. Bársony, Gy. Munkácsy 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, I. Salgó, В. Botos,
I. Ábel, Gy. Boda and M. Forgon, A. Éliás and T. Újhelyi, S. Mészáros, I. Dobozi, Z. 
Olach, I .Sessler, K.. Antalóczi, D. Bonifert, A. Szegő, 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.Pásztor, É. Nádor, G, Lamberger, A. Nagy, К. Lányi and I. 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 impoits. In the practice of

*The lectures by M. Rácz and S. Richter were published in the previous issue o f Acta 
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 1984—85 
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 I. Dunai.
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BOOK REVIEW S

SZAMUELY, L. (ed.): A magyar közgazdasági 
gondolat fejlődése 1954-1978  (The development 
of economic thought in Hungary: 1954—1978. 
Research o f the mechanism o f 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 o f 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 o f 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 o f previous reform initi­
atives and to their highly varied intensity and 
speed — in short, to anything but the straight 
initial path o f  the latest wave of reforms.

The description o f that path has now been 
explored more extensively and deeply than any 
previous attempts by a collection of studies 
edited by László Szamuely. The volume is an 
amalgam o f three genres, even if we consider 
excerpts it contains as being o f the same genre 
(although they include articles from periodicals 
and protocols o f debates as well as manuscripts 
and party documents.) The introduction o f the 
volume is in itself a theoretical and historical 
study which is useful for reference: it provides an 
analysis o f the development o f research into the 
economic mechanism, although this stands on a 
much wider basis o f 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

are closely related to the given selection. All this 
is the work of László Szamuely and therefore it 
must be added at this point that, over and above 
selecting and editing, László Szamuely was instru­
mental also as an author in making this volume 
into a basic document o f  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 o f  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 
o f the development o f  the Hungarian reform 
concept as directly as possible, without making 
détours. However, it also has to be admitted that 
m ost o f  the Hungarian reform literature con­
centrates on the issue o f  the reform o f  the 
mechanism and that, as the 1969 article o f  
Ferenc Jánossy aptly stresses, at that time (and 
let us add, even now) the reform has been 
interpreted by many as one limited to a reform 
o f the mechanism. Jánossy says: “To find 
and enter the path o f  a process of econom ic 
development which promises success, we must 
radically break not only with the old econom ic 
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 o f  the 
material available to him. Yet he has not adhered 
strictly to it, thus several important writings have 
been included in the volum e, such as those by 
József Bognár and Tibor Liska in the 5th 
chapter, by Rezső Nyers in the 6th chapter, by 
Ferenc Jánossy in the 8th chapter and by András 
Hegedűs in the 9th chapter. These deal with more 
than just the reform o f  the economic manage-
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ment, and thus they provide an insight into 
domains o f reform thought that have rarely been 
accessible so far.

László Szamuely has included in this volume a 
few documents which now appear for the first 
time. These documents are instrumental for the 
understanding o f  the development o f  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 o f  the 1957 spring debate of 
the Economic Committee, and several studies 
made during the preparation o f the reform in 
1 9 6 4 -6 5 . 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 o f people who have actually read it.

Looking at the “first and second waves” 
(1 9 5 4 -5 7  and 1 9 6 3 -6 8 , respectively) o f the 
reform debate, the introductory study follows 
the periodicity usual in Hungarian economic 
literature (it is used, among other things, for the 
better accentuation o f 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 o f  reform thinking 
can be dated to  György Péter's article in 
December 1954; that the activity o f  the Eco­
nomic Committee formed in the spring o f 1957 
remained more or less the business o f  a selected 
few insiders o f 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) o f 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 o f  instruments o f the old mechanism, 
but not fully rejecting the reform o f  the mecha­
nism.

The introductory study provides a particu­
larly significant analysis o f the results and defi­
ciencies o f the 1968 reform, as seen in the light 
of the recent debates. Many o f the deficiencies 
could be traced back to the 1966 reform con­
cept. Szamuely shows the soft points o f  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.

O f those deficiencies, professional literature has 
already delt with the unsatisfactory decentraliza­
tion o f investment decisions and with the fact 
that, primarily due to  political considerations, 
the reform concept “left untouched the tradi­
tional institutional system o f central economic 
management. . (p. 52 , italics in the original).
Although several authors, (e.g. Ferenc Jánossy in 
his article cited above), warned the government 
that without a new econom ic 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 o f  economic policy and the 
economic development strategy did not even 
occur to those preparing the reform concept 
(pp. 5 2 -5 3 , italics in the original). The “tech­
nocratic nature” o f  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  
o f  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 o f  inter­
ests and for the creation of a consensus, the 
leadership could not react to the revival o f  
movements in the labour market, to the growing 
differences in wages and incomes, and to the 
deteriorating situation o f  certain big companies 
etc. (we may add, to the ensuing intensification 
o f  the opposition to  the reform). The leadership’s 
only option was to introduce various restrictions 
and bans, that is, it stiffened the effect o f  the 
freshly introduced econom ic incentives (p. 54).

Szamuely does not mention another weakness 
o f the 1968 “new econom ic mechanism”, m ost 
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 Máriás, the foreign economic trend had not 
been significant before 1968. In this field really 
important Hungarian scientific results were only 
reached in the wake o f  realizing the necessity o f 
adjustment to the world economy, i.e. from the 
m id-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 o f big foreign trade companies were 
hardly shaken by new forms o f contacts between 
manufacturers 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 o f 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 o f reform thinking. 
As for the review of the “third reform wave”, he 
has cut this short perhaps because, as the book  
reveals, another collection o f 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 o f  
reform debates drew on earlier ones. One major 
message o f  the volume is that the theory o f  the 
reform is far ahead o f its practice,- and that quite 
a few questions -  put fifteen or twenty years ago 
— concerning the function o f the system o f  
management have still not been answered. The 
following titles may give a good indication o f  
what these questions are:

-  The role o f profits in company manage­
ment (Jenő Wile sek);

-  Optimization and humanization. On the 
modernization o f the management system  
(András Hegedűs);

- F ix e d  assets management in the new 
mechanism (Kálmán Szabó -  Miklós Mandel);

-  The problem o f complex long-term evalua­
tions of the activity o f companies (Sándor 
Kopátsy);

-  On reasonable forms of capital regrouping 
in our national economy (Tamás Vagy).

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 o f 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

role they have played in the development of 
reform thinking. The nature of this relationship is 
well demonstrated by the titles o f the chapters; 
the table o f 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 o f  the 1968 
reform o f the mechanism. The “reform history” 
o f that stage comprises such titles as:

— From attempts to rationalize the 
mandatory plan system to  the revival o f  the idea 
of reforming the mechanism (1 9 5 7 -1 9 6 4 );

— Suggestive (manuscript) studies for the 
preparation o f an economic reform 
(1964-1965);

— New considerations, different views, and 
debates during the elaboration o f the reform 
concept (1 965-1966);

— Concept o f the reform, approved in 1966;
— Ideas and plans concerning the evolution of 

the reform (1968—1970).
Thanks to the logical and clear structure o f the 

volume, the reader can thoroughly study the 
introduction and then, on the basis o f  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” o f  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 o f  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 o f  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.

Á. TÖRÖK
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SETON, F.: Cost, use and value. The evaluation 
o f  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 
o f  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 o f thought which is clear 
and convincing. What will be lost is only some 
illustrations and proofs o f 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

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. I 
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 o f 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 o f  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 o f  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 o f  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 o f  an 
economy imported, if  you wish, from Leontiefs 
great statistical kingdom. Nevertheless with all

*The latter is acknowledged as demonstrating the potentialities o f  this kind of mathematics for 
economic theory as early as 1938.
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those different assortments o f relations, all 
justified but prima facie conflicting, the disorder 
and disorientation could not be greater. Actually 
they are yielding the extreme cases o f valuation. 
No economist in his right mind would go to any 
o f these extremes — but each has a right o f 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 o f  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 o f values can be brought into concordance, 
then the result must be a system o f 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 o f economics where such 
value-systems can be encountered. Biology, the 
self-organization o f matter, survival o f 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 o f such a value -  or price — system, 
extending from mechanics (through thermody­

namics, where it has been originally conceived) to 
the m ost recondite branches o f non-linear and 
semi-infinite programming in the so-called Far- 

* kas-lemma** and I believe its skilled application 
could extent the validity o f  Francis Seton’s argu­
ment to non-linear models o f  the economy.

The proof o f the existence o f 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 o f 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 o f 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 o f theoretical 
research.

In part Ш, 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) o f Dutch prices 
to 10 years (1 9 7 0 -7 9 ) o f  Hungarian ones. If I 
remember well his original starting point in 
theory has been the mathematical fact that the 
powers o f  any non-negative and primitive matrix 
tend toward a unique dyad, formed by the 
(dyadic) multiplication o f 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 o f  The capital.
** Alfred Haar: Über lineare Ungleichungen Acta Sei. Math. 2. (1924) 1 -1 4 .

***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”) o f 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 o f 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 o f the true internal relations 
o f 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 o f a correct 
system o f 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 o f multi­
national corporations has from the very beginn­
ing been full o f controversies, but in the 1960s 
and the 1970s debates on their role became 
particularly heated. Admirers praised the multi­
nationals as the disseminators o f technical and 
economic culture, and even o f democracy; on the 
other hand, critics blamed them for being the 
source o f all economic and political troubles in 
the world. Aware o f the distortions which have 
been caused by extremist approaches in the 
foreword o f  his book the author promises to 
present a less biassed analysis.

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 o f  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 o f 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 o f capital flow  
can change considerably from one period to 
another as the result o f  changes in exchange 
rates. Also, the distortive effect o f different 
methods of data collection, evaluation and 
registration must be taken into account.

Anyhow, available data shows that before 
World War II, m ost 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 o f the m ost countries are industri­
alized ones. Another interesting trend is that 
during recessions the growth rate o f foreign 
investments accelerates. The author points out 
that more recently the parent states o f  multi­
nationals have also undergone a gradual change: 
o f prime importance is the fact that the restruc­
turing has reduced the relative weight o f  the US, 
while the share o f direct Japanese investment has 
grown. However, it is remarkable that the role 
and attraction o f the US as a host country are 
undiminished, irrespective of the exchange rate 
o f the dollar. This proves the supra-economic role 
of the US: it functions as a sort o f capital haven.

A symptomatic tendency of direct foreign 
investment is the growing role o f 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 o f  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 paît o f a multi­
national company, not infrequently due to 
incorporation into its structure.

A highly important part of the business 
strategy o f multinational corporations is the 
method o f control over foreign subsidiaries (joint 
venture, majority or minority share), the distribu­
tion o f R+D expenditures, the formulation o f a 
global trade strategy and, equally important, the 
profitable running o f  finances. Changes in 
strategy are signalled by the fact that the former 
strategies o f 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 o f  the former include the 
virtually monopolistic international news 
agencies, the internationalization of the advertis­
ing sector and the growing role o f 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 o f 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 o f huge amounts o f capital, 
freed from state control, and then the growing 
debts o f nation-states in this market, opened up 
possibilities for big international off-shore banks. 
Since the 1 9 8 1 -8 2  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 o f the direct investment in 
1978 -1 9 8 1  that ran into the gravest debts by

1983—1985. Owing to a scarcity o f local capital 
involvement, subsidiaries were forced to raise 
more foreign credits and these helped to add to 
the indebtedness o f the country they operated in.

With regard to the influence o f multinationals 
on the national economies, their relationships to  
the nation-states concerned must also be con­
sidered. The activity o f  transnational corpora­
tions exerts a strong influence on the trade, 
balance o f  payments, technological development, 
industrial production and employment of both  
parent and host countries. It also influences the 
development tendencies o f  society (for instance, 
the much-cited Americanization of taste and 
fashion).

Generally, “sending” countries try to protect 
the foreign investment o f  their multinationals, 
particularly from nationalization. In the same 
manner, they try to make best use o f 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 o f  nationalization. 
From the second half o f the 1970s, and even 
more so from the early 1980s, more ,liberal 
policies got the upper hand. This was due to the 
influence o f  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 o f  profit (under a free 
capital flow ). As a result o f  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 o f the activity 
and role o f multinational corporations. More 
recently eclectic views have prevailed and once 
more the advantages o f  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 o f  profit (under a 
free capital flow). As a result o f  a growing 
multi-phobia in the 1970s, the shortcomings o f  
international markets and the world economy, 
the internationalization o f capital were stressed 
in connecdtion with the evaluation o f the activity 
and role o f  multinational corporations. More 
recently eclectic views have prevailed and once 
more the advantages o f multinationals are stressed.

The author certainly gives them credit for the 
fact that they pulled through, almost unscathed, 
the prolonged crisis o f the world economy, at 
least until 1 9 8 2 -8 3  — and even then they 
suffered less than other (national) companies. 
Their profitability has been preserved even at 
times o f economic crises and this is a clear proof 
o f their flexibility. They play an outstanding role 
in developing, and even more in employing and 
adapting new technologies. As for the role they

play in developing countries, here the views are 
more varied. Many claim that their operation 
causes an extreme differentiation o f  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” o f  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 c f  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 I can recommend the book not only to 
readers already interested in the subject but 
perhaps to the wider public as well.

A. TÓTHFALUSI
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ORGANIZATION SYSTEM AND ECONOMIC MECHANISM 
IN HUNGARIAN AGRICULTURE

A. SIPOS—P. HALMAI

T he econom ic reform  process evolving in  H u n g ary  from  the m id -six ties also involved deep  
changes in  th e  econom ic m echanism  a n d  organ izational struc tu re  of ag ricu ltu re . Yet, fac to rs  
re stric tin g  en terp rise  have con tinued  to  assert them selves w ith a  ra th e r  b ig  weight. A ccording to  
th e  s tan d p o in t o f th e  au th o rs  a  transgression  of th e  facto rs restricting  th e  regu la ted  m ark e t an d  
en terp rise  can  only be realized in  th e  fram ework of a  powerful and co m p atib le  reform  p rocess , 
a  p recondition  of w hich is th a t  a  tren d  aim ed a t im prov ing  income p ro d u c tio n  should becom e 
d e te rm in an t. T h e  po in ts of em phasis of the desirab le  price form ation are : stren g th en in g  the  
reg u la to ry  role of m oney; in s titu tio n a l securing of au to n o m y  for the firm s in te res ted  in  lo n g -te rm  
profit; e lim ination  of th e  ad m in istra tive  obstacles to  th e  flow of resources; evolution of m ark e t 
re la tions; m o d era tio n  of the  price d isparity  and  of b u d g e ta ry  (fiscal) red is trib u tio n ; stren g th en in g  
of th e  o rien ting  role of prices; a  m ore d ifferentia ted  s tru c tu re  of estab lishm en ts; a  m ore organic  
re la tio n sh ip  betw een sm all-scale p ro d u c tio n  and th e  sim pler cooperatives; a  m ore unam b ig u o u s 
in s titu tio n a liza tio n  of ag ricu ltu ra l in terest.

Acta O econom ica, Vol 39, (3-4) ,  PP- 199-230 (1988)

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 
im portant 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 production1 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 
dem onstrated,” and the reason for this was not only the income drawn away for *

4 n  th is s tu d y  th e  s ta te  farm s, th e  agricu ltu ra l (farm ing) cooperatives a n d  associations o f these  
will be  collectively called  th e  “en terp rise  sector” . T h e  sm all-scale farm s— w hich are occasionally  
Linked in  several aspects to  some en terprise— will b e  called  the  “sm all-scale p roduction  se c to r” .

1 A c ta  Oeconomica 39, 1988 
A ka d ém ia i  Kiadó, Budapes t



200 A. SIPOS—P. HALMAI: ORGANIZATION SYSTEM IN AGRICULTURE

the purpose of industrialization. In later development periods of the Hungarian 
economy certain reform measures were in general taken earlier in agriculture th an  
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 m ajor 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 m ost im portant findings with regard to the autonom y 
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 H ungar­
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:

—  H ungary’s most im portant 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 
im portant. In the last decade the share of all active earners th a t 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 o u tp u t the demand of the 
domestic m arket—including the rising quality requirements— can essentially be cov­
ered.

—  The growth of production has been accompanied by an improving export 
performance o f the food economy ? In the foreign-trade balance of the early 1980s 
the food economy was the determ inant 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

2 In H ungary  th is  te rm  covers ag ricu ltu re  plus food  processing— E d . no te .

A cta  O econom ica 39, 1988
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terial product in MPS) is more than  17 percent and in the Net Domestic P roduct 
(SNA) about 20 percent.

—  Agriculture is, a t the same time, the supplier of raw materials for the 
m anufacturing 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 w ith it, 
the modernization of agriculture can be a factor in regional development.

The development of Hungarian agriculture, however, has been a process th a t 
has' been far from consistent. While not denying its achievements, we think th a t, 
regarding the future role and development of agriculture, some questions of ra ther 
great importance can be formulated which are still waiting for an answer. In th is 
study our aim is to formulate only the five dilemmas which are in our opinion 
the most im portant 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 subject 
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 m aterial 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 m any 
people, as the volume of production grew, effectiveness permanently decreased, 
and some even express the view tha t 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 th a t 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 im pact 
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 m aterial- 
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 th a t of 1978-79, the gross ou tput of agricultural 
enterprises grew by 12.4 percent and the net p roduct by 33.7 percent. Taking in to  
account the to tal 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 A ccording to  calculations aim ed a t elim inating  these  d isto rtio n s, th e  in d ex  o f n e t ag ricu ltu ra l 
o u tp u t betw een  1960 a n d  1980 was n o t 11 percen t, b u t  38.5 percen t. See [2]

1 Acta Oeconomica 39, 1988
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small-scale production, in contrast, m aterial inputs were growing more rapidly than 
gross ou tpu t.) All in all, in the sphere of the agricultural products the growth of 
gross ou tput 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.4

At the same time, the increase of the material inputs was only lower than 
the growth o f the production at constant prices; as a result o f the price scissors, at 
current prices the costs increased faster. Thus, in the enterprises the growth ra te  of 
the net product wets somewhat lower than th a t of gross ou tpu t and, regarding the 
to tal activity, the dynamism was similar only because the share of the pluriactive 
(multifarious) various supplementary activities has grown. At the same tim e, in 
the small-scale farms the increase of the net product at current prices rem ained far 
behind the growth of the gross product, and its real value markedly declined.

The lim its to growth o f 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 tim e being, 
cannot be expected.5 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 exports 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 m arkets.

Or, to  formulate it more generally: Is it possible to  increase agricultural 
exports w ithout a foundation in a protectionist domestic market?

W ith 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 im ports 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 targe t countries of Hungarian agricultural exports.6

4 We m u st n o te  th a t  in  1985— owing m ostly to  unfavourable w eath e r— the value of ag ricu ltu ra l 
p ro d u c tio n  decreased . [3]

5 W h eth er, in  th e  context o f th e  curren t p rice  system , an  increase  in  dem and w ould  really 
im prove th e  incom e realization  conditions of th e  ag ra rian  producers, is ano ther question .

6 A ccording to  certa in  calcu la tions, in th e  case o f liberalizing in te rn a tio n a l trade , th e  w orld  level

A cta  O econom ica 39, 1988
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—  The endeavours aimed at self-sufficiency are also powerful in the CMEA 
countries. Food im ports—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 a rigid structure, reduces 
the ability to adjust, i.e. increases unilateral dependency on the external m arket.7

—  It is not only sales of agricultural products th a t meet w ith  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 m arketable 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 h igher. See [3, p . 160.], [5] deals w ith  th e  in terdependence 
of liberaliza tion  an d  th e  price  level, draw ing up  different a lte rn a tiv e  m odels. A b o u t th e  po ten tia l 
effects of liberalizing ag rarian  trad e  in  th e  CM EA countries see [5, pp. 1423-1425].

7In  de ta il see [6, pp . 9-14].

A cta O econom ica 39, 1988
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land valuation which, in taking account of the engagement of agricultural capital, 
would make the utilization of land measurable?8

4. Should adjustment to changing market conditions and the safety o f 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 m arkets (sensitive to quality) well-organized vertical rela­
tionships and a rapid flow of information are im portant and indispensable. In these 
markets it is especially advantageous for the producer to  know, where the prod­
uct th a t 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.9

—  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 adjustm ent and an indispensable stability. The 
warding oflF of market disturbances is, a t the same time, provided by s ta te  inter­
vention, using tools th a t are in conformity with the m arket. [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 
m aterials 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 num ber 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 m eans 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 C e rta in  questions of price  d isparity  will b e  d e a lt w ith in th e  n e x t  point.
9For d e ta ils  on  th is p ro b lem  see [7, pp . 13-14] a n d  [6, p . 10].

A cta  O econom ica 39, 1988
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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. W hat is more, 
attem pts are made at restoring in part the agrarian production tha t 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, m eat-poultry, slaughter pig);
—  the income of the agricultural producers is primarily obtained from agrar­

ian production, and the various complementary activities have secondary signifi­
cance;

—  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.

I f  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 th a t 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 /o r their ventures shortens the route of commodities from the producer 
to the customer;

A cta  O econom ica 39, 1988
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—  the regulation of production becomes more decentralized; the role of the 
trading companies th a t are in direct contact with the market, and of the producers’ 
own commercial organizations, grows; the s ta te ’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 a t 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 proclam ation 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 /o r 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 adjustm ent 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 adm inistrative measures, to carry out a set of activities determined 
from outside.

A cta  Oeconom ica 39, 1988
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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 an d /o r 
made possible by the effects of the market, and limited by m arket 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 th a t 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 tem porarily 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—legal rules 
and by the agreement of producers of equal rights and obligations.)

W ith regard to the emergence of entrepreneurial characteristics it is a basic 
question as to how far the constraint of adjustm ent 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,

A cta  Oeconomica 39, 1988
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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 o f purchasing and selling10 can be characterized— 
among other things—by the following:

—  The monopoly and/or oligopoly structure of the connected organizations 
has been m aintained in both the input and ou tpu t 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 o f the means of production, has only rudimentarily, 
i f  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 p art 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 m ajority 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. 10

10For de ta ils  on  th e  system  of en terp rise  re la tionsh ips see [10] an d  [15].
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A t 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 o f self-financing have been only partially created in the price 
system o f agriculture i f  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, a t 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 th a t certain types of growth may 
be accompanied by the deterioration of efficiency.

Another effect of the price disparity is that in the regulation o f 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 
m ajority 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 treatm ent 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 th a t 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 th a t 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

11 F or de ta ils  on  price  d isp a rity  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 adjustm ent 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 m arket economies. It is and expe­
rience overall th a t 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 m arket 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 fo r  stabilizing the contacts between 
sellers and buyers, while under Hungarian circumstances they are occasionally used 
fo r  the substitution o f business transactions in the market.

2. Up to  the late 1970s the Hungarian financial system had made attem pts 
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 im portant investment projects aimed 
a t 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 o f macroe­
conomy, by means o f 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 tha t 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; a t the same time, granting compulsory loans to  low- 
efficiency companies etc.). Banking activities m aintained 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 the examples of several investment projects to which high priority was 
given (e.g. that of the animal breeding plants). W hat is more, often the increasing 
depreciation costs— arising in the wake of investments which were ill-considered, 
but which were given high preference—caused losses or decreased profits.

At the same tim e—according to the typical practice of the central develop­
m ent programmes— if the parameters of process and technology were not in con­
formity with the centrally prescribed ones, the agricultural enterprises could count 
on neither the support of the investment, nor on obtaining credit. This m eant tha t 
they were in practice unable to develop. Based on the foregoing, one may state tha t 
with regard to the selection of production process and technology, the agricultural

12 C red it preference m ea n t n o t favourable c redit conditions b u t  th a t  th e  s ta te  g ran ted  loans first 
of a ll to  developm ent p ro jec ts  connected  w ith  the p referen tia l objectives.
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enterprises were almost completely deprived o f the possibility o f making autonomous 
decisions on venturing.

After the cessation of the granting of supports, in a large number of agri­
cultural enterprises the bases of production became exhausted, and a p art of the 
capacities which had been built up with significant support turned out to  be inap­
propriate for efficient production. It can be clearly seen th a t recently the weight 
of the cost-reducing investments has been growing, as a result of the increasingly 
severe economic conditions and the strengthening sensitivity to costs of the enter­
prises.

3. It is a common characteristic of the income (earnings) regulation of the 
agricultural enterprises tha t among operating costs wages are specifically brought 
under excessively strict control. While the savings achieved by live labour can fully 
be used for other expenses, the benefits of economizing on assets influence personal 
incomes only indirectly and to a degree tha t is very restricted and is usually almost 
imperceptible. The prohibitive type of taxation built into the system as a brake on 
labour remuneration elicits behaviour in the enterprises which results in a complete 
lack of interest in the saving of to tal costs. For a long tim e one of the primary 
aims in labour management of the agricultural enterprises has been to evade the 
steeply progressive wage tax and not to employ the optimum  labour required for 
production. The extremely variable types of income (earnings) regulation and the 
particular elements of the given regulation system deserve special attention. All of 
the several—and repeatedly modified—regulations exercised, in some way, an effect 
adverse to the desired goals.

The income regulation system permanently and very strictly protected the 
potential for accumulation inherent in the realized gross income of the enterprises. 
At the same time, in the most im portant m atter, i.e. in dividing the income between 
accumulation and personal income, it delimited the enterprises’ freedom of decision 
to  a very narrow range. This means th a t, in the final analysis, this decision had 
also been taken into the hands of the state.

The experimental methods of income regulation in the 1980s were formed 
with the aim .of getting rid of the “fetters of the average wages” . They have un­
deniably granted greater freedom for personal interests to assert themselves within 
the enterprise. However, even in this context, some problems can already be formu­
lated. On the one hand, to maintain setting aside a continuously increasing ratio 
of income for development purposes is not always sound and not even possible in 
the long run. Hence, with this form of regulation every enterprise will, sooner or 
later, fall into the danger of paying penalizing taxes. The tax  payable on personal 
earnings by the large-scale enterprises will, in turn, still prompt them to employ 
workers with low wages and poor performance.
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c) Transformation of cooperative membership relations

The proprietary interests postulate th a t a considerable part of the gross in­
come stemming from savings of assets should regularly increase the shares of the 
members. Such an interest should also let the members bring their influence to 
bear on purchasing the assets, on innovations of processes and technology, and 
on replacement of the assets. This interest can only become typical if the risk 
of utilizing the assets also prevails in a realistic form. In the share of the mem­
bers of the gross income of the enterprise the results of both utilizing the assets 
which are in common ownership, and of the live labour performed by them, ought 
to manifest themselves. Common ownership cannot be expressed, strengthened, 
and maintained in the farming cooperatives, if the interest of the members in the 
utilization of the means of production does not provide a lively driving force.13

The member of the agricultural cooperative is not a partial owner, but, in 
principle, a member o f the owners’ com m unity. Common use and joint disposal 
of the property are deliberately undertaken and integrated objectives in the model 
of the agricultural cooperatives. Theoretically, the bonds of personal ownership 
ought to be replaced by the bonds of group ownership. Collective disposal of 
the cooperative property ought to be assured by the system of forums created 
by cooperative democracy. In the m ajority of cases the activity of the corporate 
bodies responsible for self-government is only formal; a t the same time, the process 
of alienation from the membership is also rather advanced.14 The growing size of 
the cooperatives greatly contributed to the acceleration of this process.

Under present circumstances the position of the members and th a t of the em­
ployees became rather similar to one another. The cooperatives must permanently 
compete in the labour m arket with other potential employers in order to maintain 
and restore their workforce— including also their members. At the same time, no 
property consequence is linked to either the establishment, or the term ination of 
membership.

The employee-like position is also promoted by the decisive weight of the 
indivisible cooperative property in the possessions of the cooperative. The most 
im portant problems raised by the fact th a t the indivisible common property is 
becoming almost exclusive, are the following:

—  it is difficult to draw in the personal savings of the members for the 
purpose of financing the development of the common undertaking. The proposed 
solutions of the problem do not fit organically into the model (the transactions in 
question are practically loans for limited periods and occur relatively rarely).

—  the creating of personal interests in increasing the common property is 
not adequately solved; neither is the recording of the personal contribution to the

13A bout th e  position  of th e  s ta te  farm s a n d  th e  special cooperatives see (22], a n d  [24, p p . 64-81].
14 A bout th e  W est-E uropean  practice  see [24].
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increment of the property, nor the allocation of the share in the property in the 
case of resigning membership, retirem ent, or even for the period of continuous 
membership;

—  under such conditions an active participation in property, undertaking of 
the risks, as well as interests proportional to  these on the part of the collective farm 
members could not actually unfold.

The development of the institution of the cooperative farm as an enterprise, 
the however limited but still extending market relations, the huge volume of com­
m odity production and the growing size of the cooperatives required the increasing 
im portance of professional skills and experience of the management. The profes­
sional staff o f leaders increased not only in numbers, but its role in the guidance of 
the cooperatives also went through a decisive change. Its original function was to 
assist the elected management in making the best possible decisions and to assure 
appropriate business administration. In opposition to this, for a long time now the 
most im portant decisions have been made by the professional leaders.

The collective, which is de jure a group of owners, seems to become more and 
more a collective of employees, the members of which content themselves mainly 
with improving their own performance and income situation.

d) Tendencies and counter-tendencies—A few further conclusions

A specific feature of the agricultural enterprises is the pursuit of supplemen­
tary  activities. The profitability of these far exceeds tha t of the basic activity, so 
th a t they reduce the risks inherent in agrarian production.

Supplementary activities evolved in agricultural enterprises following the eco­
nomic reform. The large upswing th a t started in the late 1960s, was, however, not 
smooth. From the early 1970s the number of restrictions again increased. Then, af­
ter 1978, owing to  the changing economic conditions, which came to be increasingly 
severe, the opportunities of venturing grew broader once more.

From supplementary activities essentially the following advantages are ex­
pected:

—  increase of the enterprise income, i.e. “pumping over” the produced in­
come into the area of basic activity;

—  more intensive utilization of certain technological capacities of the enter­
prise (buildings, vehicles etc.);

—  for the sake of fully utilizing labour capacity, levelling out the “valleys of 
workload” (which are typical because of the seasonal cycles of agricultural produc­
tion) with the aid of non-agricultural activities.

The first two functions are realized by an increasing number of activities in 
ever more agricultural enterprises. It was also hoped tha t first of all the farming 
cooperatives, which are working under unfavourable conditions, would compensate
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for their low income with supplementary activities, but this failed to  come true. T he 
m ajority of such activities unfolded in the enterprises situated in the neighbourhood 
of towns, which were provided with a better supply of infrastructure, and which 
had dynamic management.

In the wake of the changing economic environment, the income situation of 
agricultural production grew continuously worse. A n  increasing pari of the agri­
cultural branches, instead of being income producers, become income consumers 
and, consequently, are devalued even within the enterprise. The income disparity 
between the basic and the supplementary activities causes devaluation of the agri­
cultural sectors—and not only in terms of their prestige. The tendency to use the 
income from supplementary activities not for the development of agriculture, bu t 
for th a t of the sectors most capable of producing and increasing income, is also 
gaining ground, opposing, at the same time, the system  of “pumping over” . (Along 
with the evolution of economic accounting of the branches and the production units, 
this approach is spreading widely.)

The auxiliary activities of the West-European farmers (Nebenerwerbsbetrieb) 
and part-tim e farming are obviously analogous to  supplementary activities in Hun­
gary. [28] But there is a decisive difference in quality between the two types of 
supplementary activities. The Hungarian agricultural enterprise organizes these 
activities itself as a business operation (i.e. on a scale suitable for group opera­
tion), and what is more, as a kind of venture. T he family farm, in contrast, offers 
its non-utilized labour capacity individually, and the large-scale enterprise might 
set up at most a business-like organization for the  outworkers. T he farmer uses 
supplementary activities for increasing his income, bu t not for the compensation of 
the losses occurring in his basic occupation. Of course, this cannot be completely 
excluded, as in the case of some years of adverse weather, but if agricultural pro­
duction were to become permanently non-profitable, he would give it up. There 
are no administrative constraints to  prevent him  from doing so. In contrast, the 
Hungarian agricultural enterprise is often forced to support its basic activities by 
its highly profitable supplementary operations fo r  some longer time.

2. It has already been shown in the foregoing that so far the effect of the 
agricultural price system was to limit, to a large extent, the venturing possibilities 
of the agricultural enterprises. At the same time it is a strange paradox that the 
prices fixed by the authorities also mean an external condition for the agricultural 
enterprises which they are compelled to reckon w ith in their operations. [25]

Apart from the sales in the free market, the prices of the agricultural products 
are easy to handle, they are typically dictated from  outside (exogeneous) for the 
agricultural enterprises, hence, the enterprises accept, and do not set the prices. 
No hidden price rise is possible for the agricultural enterprise (w ith regard to the 
agrarian products), as is the case with manufacturing enterprises. An increasing

2 Acta Oeconomica 39, 1988



216 A . SIP O S— P. H A LM A I: O R G A N IZ A T IO N  SY ST E M  IN  A G R IC U L T U R E

“pressure” caused by the costs does not automatically lead to a price rise. The 
agricultural enterprise is unable to shift this effect onto the user.

The agricultural enterprises also obtain  some re turns from sales which are 
not considered to be agricultural ones. A significant part of these is represented by 
reselling agricultural products bought up from small producers. In such cases the 
prices are governed by the aforementioned conditions. Another decisive p a rt of the 
non-agricultural sales returns stems from industrial, construction and commercial 
activities. Such returns come from the sales of products and services where the 
success of the business is not automatically guaranteed and where—and th is  is the 
most im portant rule— the agricultural enterprises are not in a monopoly position. 
Their potential to set the prices—if it can be asserted, e.g. on regional level,—is 
limited, and can only move within narrow boundaries.

The prices realized from the supplementary activities of agricultural enter­
prises cannot in themselves justify their high profitability.15 The experience— 
gained especially in the agglomeration of Budapest—underlines this by showing 
that, along with the slowdown in growth, with the growing number of supplemen­
tary industrial and services workshops, and with the emergence of various forms 
of small undertakings, with respect to certain activities, the market has become 
saturated.

The conditions of the agricultural price system— aside from some unfavou­
rable effects—meant a powerful constraint which resulted in a relatively stronger 
sensitivity o f the agricultural enterprises to costs and prices. (This tendency grew 
especially strong after 1978.) The only possible response of the agricultural enter­
prises—at least in their basic activities— was a series of real actions, e.g. better 
utilization of the available resources, a reduction of im ports, and a modification of 
the input-output combinations. M anipulation of financial variables, raising prices, 
or receiving some gift from the state—though it was not excluded—could not be 
typical to  the extent it was in a large sphere of industry.

A particular agricultural enterprise (even if it is a large one) only represents 
a small weight in relation to  the whole sector; the centrally set objectives can be 
achieved without its participation, and its weight in the to ta l supply is not a decisive 
one. The regulation of the survival and growth of the enterprises is adjusted to  these 
conditions. Enterprises in agriculture (and especially farming cooperatives) have 
to face relatively more threats than those working in other fields of the national 
economy. Despite the successfulness of the sector as a whole, great numbers of 
enterprises in agriculture regularly meet with serious financial troubles, and some 
cooperative farms were even liquidated.16

15 T he h ig h  profitability  of th e  supplem entary  activ ities can  be  explained no t by  th e  partie- 
u larities of th e  price re la tions, o r regulation , b u t  by  the  low co sts. See [26]. O th erw ise , from 
1983 on, th e  grow th of th e  supplem entary  ac tiv itie s  came to  a  s to p  a n d  in certain  fields (e.g. in 
co n stru c tio n ) a  setback could  be  observed. T h e  average profitab ility  o f th e  activ ities a lso  declined.

^ R e o rg a n iz a tio n  has, however, so far been p ractica lly  an  adm in istra tiv e  process. T h e  latest
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3. Although the Hungarian reform process brought about some progress 
in the evolution of certain enterprise factors, in the last two decades elements 
which restrict venturing activities were also heavily present. Beside those we have 
mentioned earlier, these include the following:

—  The hierarchical dependence of agricultural enterprises on the state ad­
m inistration has not ceased even following the declaration of the economic reform, 
but merely the extent of it has been reduced. Even in the present situation the— 
usually coordinated—intervention of the external, typically local and regional bod­
ies in the daily m atters of management is still strong and the abolition of the earlier 
system of districts17 brought about no radical change either. A characteristic means 
of paternalism is to influence the appointment of the enterprise managers and to 
evaluate their activity. The supervisory bodies also powerfully influence the man­
agement of the cooperatives, which are independent from the sta te , by applying 
widespread state preferences and discriminations.

Informal interventions in the management of the enterprises cannot be ex­
cluded. At the same time, the controlling organs are, on the one hand, able to get 
the enterprises to carry out activities which would otherwise bring no benefit to 
them, and, on the other hand, they interfere with the utilization of the enterprise’s 
gross income, or with the disposal of monetary assets. The proprietary functions 
are actually divided between the agricultural enterprise and the state, regardless o f 
the form  of ownership.

—  The institutional potentialities of adjustment are limited. T he industrial­
ization carried out with the aid of central programmes—beside decisive technolog­
ical modernization— restrained the enterprises in selecting technological processes 
suitable for their endowments. The hierarchy of allocation granted certain means 
to the enterprise, but fundamentally restricted their autonomy in selecting and uti­
lizing them. This way of industrialization was, up to  the late 1970s, accompanied 
by a deteriorating efficiency of the tied up assets and, in the meantime, the agri­
cultural enterprises failed to bring about conditions sufficient for improving their 
efficiency.18

On the other hand, an optimum structure of agriculture in a process of mod­
ernization can only be developed by an economically rational combination of the 
means of production available in particular enterprises,—land, labour and capital. 
This may also include the partial withdrawal of one or another factor from agri­
cultural production, if it is favourable for the enterprise. However, the objectives 
proclaimed in the period of the economic reform did not include the creation of a

reg u la tio n  aim ed a t a rrang ing  the  situ a tio n  of insolvent en terp rises cannot as y e t be  unequivocally 
evaluated .

17Districts were adm inistrative units w ithin counties.—Ed. note.
18 See [11, 18] on m u tu a l in terdependence of agrarian  m o dern iza tion  and th e  p o litica l system  of 

in s titu tio n s  in selecting th e  technologies to  be  in troduced, a n d  for some exam ples from  the  th ird  
world, see [27].
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capital- and a land-market. Though some measures were taken with regard to the 
flow of capital, the lack of turnover of land, and adm inistrative measures forcing 
the utilization of land restricted producers’ possibilities for adjustment.

In the last few years even enterprises in a good financial position were al­
lowed to resort to their reserve fund only if it was aimed a t financing actual losses. 
Compensation for unrealized profits was rendered possible neither by the rules for 
using the reserves, nor by borrowing. As a result of this situation developments 
already commenced were often partly stopped, or postponed. Investments promis­
ing high profitability were cut, and many times the consumption of m aterials and 
means of production had to  be restricted—without reasonable consideration. The 
maintenance of even simple reproduction became difficult in a significant sphere 
of agricultural enterprises. These enterprises sometimes even use up some part of 
their available means, but are unable to  provide for their renewal and replacement; 
further adjustm ent is out of their reach. [18, p. 32] The wide variety of options that 
should be available to a proprietor to act in order to change the current situation 
is missing, and such change can only be brought about with state support.

The product structure of agricultural enterprises is still developed very much 
in the direction expected by the supervisory authorities. These authorities are 
striving in practice to provide physically defined product quantities (or forecasts of 
sowing areas, livestock etc.), which are not profitable, or are insufficiently profitable 
for the enterprise. By observing these expectations enterprises are normally able to 
produce the volumes of use value determined in the central plans, but such external 
pressures have at least two further effects. On the one hand, the enterprises cannot 
shape their product-mix according to  their own interests. This implies th a t they 
are deprived of some income, i.e. th a t certain business transactions w ith higher 
risks, even though promising greater income, and being outstandingly efficient (but 
not included in the plan) cannot be realized. On the other hand, fulfilling these 
demands raised by the authorities means tha t enterprises are entitled to  claim at 
least partia l compensation. It follows th a t central economic management cannot 
deal forcefully with an enterprise if its financial problems are partly due to  activities 
forced on it from above.

This specific situation of the agricultural enterprise is called the responsibility 
for production, since—in contrast to  m ost manufacturing enterprises— in agricul­
ture it is not the individual enterprise which decisively covers the domestic demand 
for a product (or product group). The prevailing production responsibility (i.e. the 
obligation to utilize the potential elements of agrarian production) is often accom­
panied by a certain non-explicit expectation, i.e. responsibility for employment, 
too, especially in the regions where surplus labour is available.

Under present conditions the economic context of agricultural production 
imposes especially strict constraints on enterprise management. State supervision 
expects the enterprises to  respond profitably to this challenge. At the same time 
abandoning production tha t is permanently operating at a loss, has been, even
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quite recently, considered a harmful measure, a violation of “national economic 
interests.” 19

Transferring production risks to the enterprise while simultaneously deter­
mining the production structure from above -  by regions and enterprises -  may 
cause a state o f split personality in the enterprise sphere and, at the same time, it 
may hinder the spreading of the germs of venturing.

—  The requirements imposed on agricultural enterprises are formulated for 
the most part on the basis of regional development goals. Certain regional organiza­
tions treat the enterprises—especially cooperatives — as organizations responsible 
for communal public services. [11, pp. 33-36] In  addition to price disparity, re­
distribution also afflicts agricultural organizations in terms of the development o f 
settlements, i.e. it afflicts the typical settlement form  of agrarian production, the 
village.

4. About the autonomy and venturing characteristics of agricultural enter­
prises a complex picture unfolds on the basis of our examination. On the one hand, 
it can be seen th a t the financial position of the agricultural enterprise depends, 
at least to a certain extent, on its success in the m arket, and, th a t its survival is 
not autom atically guaranteed. The interest of an average agricultural enterprise 
in profitability is more intensive, and its budget constraint is harder than those of 
a typical industrial enterprise. Its relatively greater necessity to rely on itself per­
manently forces it to exploit its reserves and potentials, to operate its production 
capacity more flexibly, and to rapidly adjust to demand. In the short-term  enter­
prise regulation of the potentially rather price-sensitive output s tructu re (though 
this sensitivity is often neutralized by intervention of the supervisory authorities) 
the price-sensitiveness of decisions on investments has recently also increased. It 
can also unequivocally be seen tha t the mechanism following the declaration of the 
economic reform was not quite favourable for venturing, though certain elements 
tha t favoured venturing had already evolved in the 1968-1971 period and later, 
after 1978. However, even today, Hungarian agricultural enterprises can barely, or, 
at best, partly be characterized as real ventures.

19 W hereas it is easy to  ad m it th a t  first of a ll th e  capacities p roducing  w ith th e  h ighest m arg inal 
costs ought to  be closed down, or converted to  p roduct lines w hich are p rofitable a n d  presum ably 
also boost the  n a tio n a l incom e.
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Small-scale production in the organizational 
system o f agriculture

a) Development and differentiation

In the performance of Hungarian agriculture—especially when comparing it 
to other sectors—small-scale production is very significant; with respect to  several 
products such production even plays a determ inant part. The value of production 
turned out by the approximately 1.4 million small farms steadily exceeds one-third 
of the gross output in agriculture, 40 percent of the ou tput in animal breeding, and 
half of the Net National Product of agriculture.

Hungarian small-scale farming is the product of the creation and development 
of socialist agriculture. Though in certain particularities it is similar to  the  family 
farms, in the Hungarian economy small-scale farming is typically and generally an 
auxiliary activity (with the exception of some part of the members’ farm s in the 
specialized cooperatives). [29]

The small-scale farm s have survived, or have developed further, with modified 
functions. The significance of traditional self-sufficiency has decreased, commodity 
production came to be determinant, and, simultaneously, also specialization, which 
is closely connected with the latter, is gaining ground. This functional modification 
came to  pass parallel with a process of differentiation and polarization. T he com­
modity production of the auxiliary farms and household plots is on the increase, 
in spite of the fact th a t a growing number of cooperative members and sta te  farm 
employees are not engaged in agricultural production pursued in a family frame­
work. At the same time, there still exists a (decreasing) number of the traditional 
type of household plots which are variegated, mainly self-sufficient, and in which 
only the superfluous products are brought to the market.

In our experience, there are still some traditional-type small-scale farms, run 
mainly by families of a low educational level. (This is the reason for the low in­
come characteristic of agricultural small-scale production, which, on the average, 
remained a t a far lower level than did the income level of the socialist sector.) At 
the same time, a venturing stratum  has begun to separate itself from the  special­
ized commodity producing farms in which the ratio of better educated families is 
significant. The role of inertia and the power of tradition, of the pressure to make 
profit a t any rate, and of constraints deriving from the deficiencies of supply, is 
replaced by the endeavours of the workers (families)  to utilize their working power 
in rational ways.
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b) Small-scale production in the medium of the commodity-producing economy

The state is able to influence small-scale production as an indispensable 
sphere of agrarian production almost exclusively by the use of economic tools. 
This, however, affects the enterprise sector, too. The small-scale farms have m ade 
it possible for the supervisory authorities to avoid compelling large-scale production 
of those products which can be more profitably produced on a small scale.

The costs of small-scale production are, a t the same tim e, rather specific. 
[30, pp. 1059-1062] Namely, only those inputs which also exist in the form of 
commodities and are marketable can be taken into account as costs in the stric t 
sense of the word. Those for which there is no market are converted into money 
only through the return from sales, and their remuneration usually constitutes the 
more variable part of income. The possibilities of cost reduction are different in 
particular groups of small farms; the additional costs of an increased quantity of 
commodity production can be offset by the growing amount of the income.

The groups of farms belonging to the small-scale producers’ sector include 
farms whose situations vary, and who are differentially affected by changes in the 
market (as well as by the modifications of the regulation system ).20 Generally, 
commodity producers who are specialized and belong to auxiliary farms without a 
large-scale farming background, are most sensitive to these changes. These produc­
ers are dependent on the market to a much greater extent than the other small-scale 
farms. Their market position is less protected and their cost background more un­
favourable.

The small-scale producers respond to market changes in a specific but not in 
a uniform manner. [30, pp. 1061-1062] There are two major reasons for this:

1. Since they pursue production in the framework of supplementary activities, 
their existential safety does not depend on the market. The domestic small-scale 
producer, who is oriented to commodity production and to maximizing income, 
is freer in being able to decide whether to continue or stop the production of 
commodities—i.e. responds to market relations more sensitively and rapidly—than  
the individual private farmer, or than the large-scale farm.

2. Their reaction is also modified by their perspective of self-sufficiency and 
production destined for the local market. If the price in the m arket falls, they 
reduce commodity production, but maintain their production capacity and utilize it 
by supplying themselves. Under favourable m arket conditions the available reserve 
capacity can result in a rocketing commodity production.

These features of small-scale production are indispensable in the Hungarian 
economy.

20 Owing to  th e  lack of space we do n o t touch  upon th e  effects of taxa tion , a n d  u p o n  the  s itu a tio n  
of th e  purchasing  a n d  selling re la tions of small-scale p ro d u c tio n . A bout these  issues see [29].
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The enterprises— if only because of their relatively high capital-intensity—cannot 
develop large reserve capacities, thus, for them  the possibility to suddenly reduce 
or increase production is much more limited.

c) The lim its to combining the resources

An im portant factor which limits agricultural small-scale production is the 
land area th a t can be obtained by the small producer. The maximum area equals 
the allowable area of the household plots (0.6 hectare) and strongly restricts po ten­
tial output. T he possibility of renting can substitute for the land market, bu t this 
restricts, for two reasons, the investments of the small-scale producers tha t can be 
made in land-intensive branches. On the one hand, the current turnover rules of 
land in private ownership and use are aimed at incorporating the land sooner or 
later into s ta te  or cooperative ownership. On the other hand, in the case of land 
rented from large-scale enterprises, there is no sufficient guarantee for the pay-off of 
investment. Hence, small-scale production came to be oriented first of all towards 
labour-intensive activities adaptable to sm aller land areas.

In such settlements as villages, farm steads and garden-cities, small-scale pro­
duction is suitable for utilizing otherwise unemployed working capacities. Small- 
scale production can provide— though at the cost of much work—significant ad­
ditional income. At the same time, without appropriate mechanization and mod­
ernization, small-scale agricultural production can hardly continue to increase. Ac­
cording to  the current situation, mechanization in small-scale farming is possible 
only to a very limited extent, and capital has to be replaced by so much work tha t 
its economic rationality is already questionable. The country is not prepared to 
mechanize small-scale production. At present the demand of small-scale farming 
for machines can be covered neither from domestic production, nor from socialist 
imports, while capitalist im ports are impeded both by their high prices and by the 
lack of foreign exchange.

In a significant part of the small-scale activities little  capital is invested in 
agricultural production, since the land-, and capital-intensive branches and tech­
nologies can only develop in the large enterprises. This has two consequences. 
Firstly, to  enter into small production and become a producer, or to cease to  do so, 
does not entail, in most cases, a great risk. T hat about two-thirds of agricultural 
small producers are, by (full-time) occupation, not agriculturalists has to do with 
this (actor. This means th a t the farming profession is open a t the bottom, and even 
those with neither land nor capital can enter into this sphere. Secondly, above this 
base level the farming profession is rigidly and strongly lim ited, for even the owners 
of small pieces of land have no possibility to  accumulate either land or some means 
of production, since this is, from the outset, impeded by agrarian policy. Under
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such conditions even the successful small producer can respond to  an increasing 
m arket demand by extending his production only between very narrow boundaries.

d) The small-scale farm  and the agricultural enterprise

Gradual development has brought, in its wake, a typical division of labour— 
which is to some extent, a complementary one—between the collective (or state) 
farms and the household plots.

The relationship between the agricultural enterprise and the household plot 
is to a great part extrinsic. It is partially based on the fact th a t the fodder and 
services needed for field production, which are necessary for the small producers, 
can only be provided by the large-scale farms.

A t present the collective farm  provides (increasingly expensive) services for  
the cultivation of household plots, which are situated mainly in external areas, and 
can influence them by the integration of purchasing and selling. From this point of 
view the collective farm has an advantage over any other potential integrator.

Several variant of the relationship between the large-scale agricultural en­
terprises and the commodity producing small farm s are known; tighter and looser 
types can be found among them. The variant when the agrarian enterprise provides 
the small producer with the most im portant conditions of production (sowing seed, 
fodder, animals for breeding and fattening, services etc.) and, together with that, 
prescribes certain conditions regarding type and quality of the commodities and 
the time of selling them, is a closer relationship than  that of merely selling and 
buying. But even so, in most cases the risk of production lies with the small-scale 
producer.

In the organization of certain dynamic agricultural enterprises another qual­
ity of relationship, much more organic than the foregoing ones, was established with 
the small producers, who ire some cases became subcontractors. Another system is 
when the enterprise, beyond providing for the conditions of production and m ar­
keting, determines the materials to be used, together with the other parameters of 
production. In this type of relationship some preconditions of production (such as 
m aterials, animals, etc.) are often owned by the enterprise, while the small pro­
ducer offers his labour power and certain means (buildings etc.). The value of the 
inputs made by the small producer is usually calculated on the basis of predeter­
mined norms, and the risk of production is divided between the small producer and 
the integrating enterprise. This m ethod of integration is only one step away from 
the form of relationship where the employee of the large-scale farm  undertakes to 
perform some activity within the agricultural enterprise on the basis of a contract 
concluded with the enterprise management. [31]

Organizing the small-scale producers’ activities involves significant inputs in
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term s of money. The payments received for the services and products sold to  the 
small-scale producer, the commercial trade margin, and trade surcharge of large 
farms divided between the parties cover such exenditures of the enterprise. For 
some cooperatives this has resulted in a certain amount of profit, but there are 
some enterprises where the payments for services performed at direct costs and for 
certain products having no trading price (e.g. grass fodder) do not completely cover 
the inputs of the collective farm. It seems, however, th a t lately the relationship 
between the small producers and the large-scale enterprises has been changing 
towards the increasing dominance of commodity and money relations.

The basic problems of the system  of interest representation 
in agriculture

The structure of the interest representation of cooperatives [32, 33]—not­
withstanding the undeniable achievements of the representative organs— can be 
characterized by at least two contradictions:

1. These organizations are not only destined to  represent the interest of the 
member cooperatives in the current system, but also serve to exercise state influence 
on the cooperatives. This Janus-faced nature makes it difficult to unambiguously 
represent the interests o f the enterprises and result in compromises which can un­
favourably affect the producers’ interests.

2. The organs representing interests ought to simultaneously represent and 
assert the most varied and often m utually contradictory interests (various interests 
of enterprises, members, small-scale producers etc.). The undifferentiated combined 
representation of the interests of various stra ta  makes it difficult for the represen­
tative organs to act unambiguously. In addition, certain partial interests may be 
less intensively represented than other (contradictory) ones which are given priority 
by the organs in question. It is a hard question whether safeguarding and repre­
senting the interests of the cooperative as an economic organization and those of 
the collective and also personal interests of the cooperative members is inseparable 
or not. Another question is whether the current state of affairs (i.e. declaration 
of the formal unity regarding the interests of the cooperative enterprises and their 
members) means as obvious an advantage in fact as is usually attributed to  it.

W ith regard to the activities of the organs representing the interests of the 
agricultural cooperatives—based on the experience of the preceding years— we em­
phasize the following:

1. The representative organs (especially the National Council of Agricultural 
Cooperatives, under the Hungarian acronym TOT) participate in planning and in 
developing the economic regulatory system. In such decision-making they strive to 
represent the interests of their founders but, at the same time, they also under­
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take the transmission of central objectives. Owing to their transmission role, these 
organs—especially the regional associations— came to be powerfully integrated with 
the hierarchy of state control and sometimes try  to  influence the production struc­
ture of the enterprises (e.g. prom pt the cooperatives not to give up certain loss­
making agricultural activities etc.).

2. The tensions in management which developed and became palpable m ost 
recently and the low profitability of certain sectors of agrarian production forced the 
representative organs to face new situations. These conditions m ade it clear th a t 
specific sectoral and professional interests are not institutionalized in the present 
system of interest representations.21

3. The significance of the representation of production interests which were 
developed in the commodity relationships of the cooperative farms and in purchas­
ing and sales, is on the increase.

4. The representative organs also perform certain tasks of the authorities, 
often those which the state adm inistration is reluctant to carry out. The transferred 
administrative functions strengthen the assimilation of the representative organs 
to the state bodies. The fact th a t legal supervision of the regional representative 
bodies is exercised in practice by specialized organizations of the county councils, 
also acts in this direction.

Up to the present period the situation of the state farm s has been charac­
terized by the lack of any institutionalized representation of their interests. In the 
absence of a representative body, the National Centre of the S tate Farms, as their 
supervisory authority, represented their interests.22

The current possibilities for the protection and assertion of small-scale pro­
ducers’ interests are extremely limited; these functions are divided among different 
organizations of little competency. [29] Such activities of the specialized groups 
and the home-plot committees only extend to  the partnership relations, whereas 
the roots of the problems are far deeper. In addition, usually the enterprise (farming 
cooperative, state farm, general consumers’ cooperative), on which the small-scale 
producing organization depends in several respects, is the direct partner. Thus, 
the assertion o f the small producers’ interests is only successful to the extent they 
coincide, i f  they coincide at all, with those of the enterprise.

21 A fter th e  p roc lam ation  of th e  reform — according to  th e  original ideas— w ith in  the  sy s te m  
of o rganizations for th e  rep resen ta tion  of in te rest som e b ra n ch  rep resen ta tio n s should also have  
been  b u ilt up. B u t such  in itiatives soon died  ou t a n d  curren tly  in p rac tice  only the fishery  
cooperatives have th e ir  own rep resen ta tio n  w ith in  the  T O T  (N ational C ouncil o f th e  A gricu ltu ral 
C o o peratives).

22 T h e  association  established as th e  successor of th e  A G O K  (N ational C e n tre  of the  S ta te  
Farm s), which h as been  established— beside pursuing c e r ta in  coordinatory  ta sk s—for th e  re p ­
re sen ta tio n  of th e  in te res ts  of these enterprises, offers new  opportun ities a n d  m ore unequivocal 
ones th a n  earlier for a n  in stitu tio n a l in te res t rep resen ta tio n . For evaluating i ts  operation  to  d a te  
however, o u r available experience is insufficient.
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W ith respect to the representation of the small-scale producers’ interests, 
their coordination in large areas, regions, or in the whole country, is missing. Also 
missing are the autonomous organizations of small producers, which would be nec­
essary for this purpose. Hence, both the chance to influence decision-making on 
higher levels, as well as the related information channels, are limited.

At present the protection of the small producers’ interests falls within the 
competency of those organizations which are primarily responsible for representing 
the interests of the agricultural enterprises and the general consumers’ coopera­
tives. W ithin the work of these, the behaviour towards the small-scale producers 
is determined rather by political expectations. Currently, regarding the contacts 
between large-scale enterprises and small-scale production, the state agencies and 
social bodies have a broad function of coordinating these interests. At the same 
time, the structure of the representation of the small producers’ interests is built 
upon indirect and mostly informal means, and can hardly be reconciled w ith the 
basic principles of a regulated market mechanism.

The general conditions and main directions of the recommended changes

The objective of overcoming the contradictions in the economic mechanism of 
agriculture, and the overall development of the system of agricultural organizations 
postulates a deep-going transformation of the economic mechanism as a whole. It 
is true also about agriculture that increasing the economic regulatory role of the 
market would improve the performance potential of society and adjustment capacity 
of the economy.

We think tha t the troubles that we have pointed out cannot be solved with­
out comprehensive changes. [34, 35, 23] This does not m ean that smaller steps of 
correction are not acceptable. But we claim with complete certainty tha t an elas­
tic system of agricultural production oriented toward increasing income producing 
capacity (and an economic mechanism of this kind) can only unfold through a 
consistently continued reform process.

For a consistent unfolding of a regulated market, not free from the element 
of risk, bu t promising significant improvement of performance, in our opinion, the 
following changes of the system of institutions, centred on agriculture, are necessary. 
We have grouped them around seven focal points:

1. Strengthening the regulatory role o f money, monetizing the economy, and 
institutionalizing the general regulation o f demand.

2. Institutionally assuring the autonomy of enterprises that are interested in 
long-term profitability.

3. Elimination of the administrative hindrances to resource allocation, insti­
tutionalizing the capital and labour markets, and -  following appropriate preparation 
-  the land-market.
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4. Developing conditions of economic competition, bringing out market rela­
tionships in the agroindustrial sphere. [10, 15, 25] A strong line, using economic 
and legislatory means, has to  be taken in order to terminate monopolies and the 
supply responsibility of the enterprises.

5. Reduction of the disparity between industrial and agricultural prices and, 
in general, restricting the role of budgetary redistribution, and finally, connected 
with this, strengthening the orienting function o f prices.

6. A more differentiated system of agricultural enterprise structure. I t is 
necessary to move forward—from the current, extremely polarized enterprise struc­
ture—towards the development of elastic small organizations, supplied with capital 
and land. (Beside the newly established enterprise organizations, also including the 
autonomy, or the increasing weakening of dependency of certain divisions in some 
existing enterprises.)

7. More unambiguous institutional representation of the interests of producers 
than it is currently the case. In order to achieve this:

—  the quasi-authority functions of the present interest-representing organs 
ought to  be eliminated;

—  based on the possible options, an alternative representation of interests 
has to be created, because a single institutional channel from the outset involves 
the danger of merely transm itting state intentions;

—  for institutionalizing the many-sided representation of interests, it would 
be desirable to establish a Chamber of Agriculture.
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ОРГАНИЗАЦИОННАЯ СИСТЕМА И ХОЗЯЙСТВЕННЫЙ МЕХАНИЗМ 
В ВЕНГЕРСКОМ СЕЛЬСКОМ ХОЗЯЙСТВЕ

А. ШИПОШ -  П. ХАЛМАИ

Развернувш ийся в Венгрии с середины 1960-х годов процесс экономи­
ческой реформы сопровождался глубокими изменениями в хозяйственном 
механизме аграрного производства и в организационной системе. Цель ре­
формы состояла в создании регулируемого государством рынка и — что 
является условием этого —  хозяйственной самостоятельности. Процесс ре­
формы способствовал ш агу  вперед в создании отдельны х элементов пред­
принимательства. Однако в действительности, как это показы вается в ста­
тье, постоянно и с большой силой действовали факторы, ограничиваю щ ие 
предпринимательство. Т ак , сохранились диспропорции сельскохозяйствен­
н ы х  цен, модернизация сельского хозяйства шла не эволюционным путем , 
а с помощью проводимых в порядке кам паний программ по инициативе вы ­
ш естоящ их органов, что подкреплялось иерархической системой распреде­
ления ресурсов, ограничивались институциональны е предпосылки приспо­
собления, возможности выбора вариантов затрат и выпуска, отсутствовала 
предпринимательская автономия, производственные единицы де факто на- 
ходилисъ в иерархическом подчинении, между предприятиями и сегодня 
в значительной части действую т не ры ночны е связи.

В статье подробно рассматривается процесс обезличивания коопера­
тивной собственности, положение с дифференцированным развитием мел­
кого сельскохозяйственного производства, представлением интересов.

Согласно точке зрения авторов, регулируемый ры нок и ликвидация 
ограничиваю щ их предпринимательство факторов м огут быть достигнуты  
только в р ам ках  всеобъемлющего и комплексного процесса реформы, пред­
посылкой которого является такж е и то , что вместо односторонне ориен­
тированной на количество производственной политики решающее значение 
приобретет направление, ставящее цель повышения доходности. Основные 
моменты ж елательного ценообразования — усиление регулирующей роли 
денег, институциональное обеспечение автономии заинтересованны х в дол­
госрочной прибыли предприятий, ликвидация административны х препон 
перетоку ресурсов, развертывание ры ночны х связей, снижение ценовы х 
диспропорций и бю джетного перераспределения, усиление ориентирующ ей 
функции денег, более дифференцированная система структуры  предприя­
тий, более органичное включение в нее мелкого производства и более прос­
ты х  форм кооперации, налаж ивание более определенного представления 
интересов сельского хозяйства.
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THE PERFORMANCES OF HUNGARIAN AGRARIAN 
PRODUCTION SYSTEMS AND THE INCOME 

PRODUCING CAPACITY OF THE PARTNER FARMS

F. FEKETE

T he a u th o r seeks an  answ er to  th e  question how  perform ances a n d  th e  income p ro d u c in g  
ab ility  can  be  increased  in  m o d em  ag ricu ltu ra l p ro d u c tio n  system s. He exam ines the  share  o f th e  
p ro d u c tio n  system s in  th e  H ungarian  economy. C o m p arin g  them  to th e  fa rm s outside  th e  system , 
he analyses in  de ta il the  position  of th e  four biggest p lan t production  system s, the in d ica to rs  of 
o u tp u t, incom e a n d  profitability  in  th e  branches o f cu ltivation  of th e  fa rm s which belong to  the  
system s.

Nowadays, in the Hungarian economy and in public life, it is a key question, 
as to how performance and income-producing capacity can be enhanced (and let 
us add: realistically measured). We have to  search for a quantified analytical 
answer which is based on a sound methodology and adaptable to the possibilities 
of recording and accounting. It should also take into account the experience and 
observations gained by the up-to-date agrarian production system s.1

The study outlines the position and share, in Hungarian agriculture, achieved 
by the production systems which have gained great significance from both quanti­
tative and qualitative viewpoints. The following characterizes the performance of 
those production branches of the member farm s which are connected with the sys­
tems, mainly on the basis of output indicators and average yield (i.e. efficiency of 
land utilization, or, employing the “traditional” Hungarian terminology of agrarian 
economics, ‘intensity’). The results will then be compared with the performance 
of farms outside the systems and with the average performance of branches not 
involved in the modern production systems.

1 T h e  study  is based  on a  p a r t  o f some ongoing research  work, in p a r tn e rsh ip  w ith K a ta lin  
Sebestyén.  We have also m ade use  of th e  in form ation  a n d  lessons we lea rn ed  from  work o n  th e  
co rp o ra te  organs o f th e  m ost w idespread production  system s and  o ther in ter-en terp rise  o rg an iza ­
tions a n d  th ro u g h  personal consu lta tio n s w ith the lead ers  of the system  cen tres  and  the  m em b er 
farm s. T h e  co n trib u tio n  of Iván  B en e t ,  K ata lin  D aubner  and  Éva Palcsó-Zám  should also be  ac­
know ledged in  connection  w ith th is  work. We wish to  express our thanks fo r th e  help given b y  th e  
above m entioned  persons. O f course, for any errors in  th is  paper the  a u th o r  alone is responsib le.
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The production systems as enterprising organizations aim ed at cooperative
surplus performance

In our earlier paper [1] we were dealing w ith industry-like production system s 
as cooperative associations of enterprises—namely, an undertakings consisting of 
a system centre and member farms. The members are typically agricultural orga­
nizations, i.e. large-scale agrarian enterprises which are linked to the system not 
through their whole operation but only through a part of their activities (through 
certain branches). They keep their enterprise autonomy even after having joined 
the system. The system centre can be found on the other side of the cooperation 
within the system. The enterprise-character and economic separation of the sys­
tem  centre depends on the organizational and legal form in which the production 
system operates. The major forms are: bilateral agreement (enterprise contract), 
economic association and jo int venture.

In 1987, 62 production systems were operating in Hungarian agriculture. 
From this figure 20 were engaged in plant growing, 24 in anim al husbandry and 
18 in horticultural branches. 28 production systems (45.2 percent) were economic 
associations. A smaller number 22 =  35.4 percent), were formed by bilateral agree­
ments and only 12, i.e. about one fifth, were jo in t ventures.

In the name of several systems working in the form of joint ventures, the 
expression “agrarian development” can be found. This term  would practically suit 
any of the production systems, since, based on the division of labour between the 
system centres and member farms, research and development as advanced and 
ramifying activities are concentrated in the system centres.2

The 50 production systems which do not operate in the form of joint ventures, 
are managed by farms or other enterprises responsible for the system. They are 
mostly agricultural enterprises, but industrial and other types of economic units 
have also undertaken the organization of systems. In 1987 the majority of the 
responsible units were state farms. Of the 50 production systems almost half (23) 
are managed by state farms; 20 are managed by agricultural cooperatives; and 
in 5 cases industrial companies are responsible for management. Furthermore, a 
commercial enterprise and even a production system itself, TAURINA,3 are also 
responsible leaders of a production system. O f the five industrial firms, two belong 
to the food industry, and two to  the textile industry; they organized the system  in 
order to cover their raw m aterial requirements. The fifth one is the chemical factory

2T he use o f th e  term  “agrarian  developm ent" is d u e  to  the fact th a t ,  from  1982 on, financia l 
regu la tion  favoured  the  so-called “developm ent com panies” . L ater on  th is  preference was d iscon­
tinued  a n d  th e  cu rren t regu lation  of th e  developm ent com panies does n o t  differ from  th a t  o f any 
o th e r en terp rise .

3T he B O V IN A  production  sy s tem  for beef c a t t le  a n d  sheep b reed ing  has been organ ized  by 
th e  TAURIN A jo in t venture for ag rarian  developm ent.
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ALKALOIDA which also organizes the production of poppies for the purpose of its 
own raw material supply.

W ithin the production systems two spheres of modern agrarian activities 
i.e. research and development (R  +  D) on the one hand and mass commodity 
production on the other, are structurally separated from one another—yet linked in 
a specific way. Large-scale commodity production is pursued in the member farm s 
which produce the same products “in parallel” and through horizontal cooperation, 
i.e. without a division of labour. R + D  and, furthermore, the advisory and 
training activities closely linked to  them are — beyond m anagement and control— 
centralized in the system headquarters. Advice and training— together with the 
material services—connect the R  + D  activities of the centre w ith the commodity 
production in the member farms. In many respects the latter is a routine operation.

The enterprises (enterprising organizations) participating in the production 
systems have established and maintain the systems because in this way they are 
able to achieve some additional result (a cooperative surplus performance), in com­
parison to what they could perform without joining the systems. Cooperation can 
contribute to greater performance in three ways:

1. Identical inputs can be more efficiently utilized, i.e. they bring about 
larger outputs, since the division of labour and specialization allow the economical 
assertion of special knowledge (skills) and capabilities or faculties (quality). (This is 
one of the typical ways of intensive growth—also suitable for the better exploitation 
of material production factors th a t cannot be augmented.)

2. Through the aid gained by cooperation larger quantities of inputs can be 
used which, under the conditions of sound management, result in greater outputs. 
(Such a phenomenon shows up in “pure” form when, on a given land area, the level 
of intensity in the conventional sense of the word is raised.

3. More up-to-date means serve as sources determining the cooperative sur­
plus (which is a factor of growth and extended reproduction stem m ing from scien­
tific and technical development). The cooperative surplus is expressed both in the 
income and the performance indicators (it also appears in o ther factors).

We are going to analyse the cooperative surplus and other achievements and 
development opportunities of a production system  on the basis of the field crop 
production systems. This will rely heavily on the data and experience of four big 
systems.4

Thus it will be possible to study more or less separately the specific position, 
achievements, difficulties and sources of growth of the agrarian production systems.

4T h e  four big system s are: th e  B áb o ln a  In dustria l C o rn  P roduction  sy s te m  (IK R ), th e  C orn - 
and  In d u stria l P lan t P roducing  A ssociation  of the “V örös Csillag” A g ricu ltu ra l C ooperative  of 
N ádudvar (K IT E ), th e  Socialist C o m  P roduction  C o llabora tion  of Szekszárd  (KSZE) a n d  th e  
C om  P ro d u c tio n  System  of B a ja  (B K R ). Owing to  th e  lack of necessary d a ta  and inforrriation 
we were com pelled to  om it th e  s tu d y  of an o th er very la rg e  enterprise— th e  P ro d u c tio n  sy s tem  of 
C ereals an d  Indu stria l P lan ts  of Szolnok-Rákóczifalva (G IT R ).
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The characteristics of the horticultural and animal-breeding systems in Hun­
gary are, a t present, primarily and most directly determined by their particular 
economic conditions, first of all by the high living-labour-intensity of production. 
The producer price level, the prices of the inputs of industrial origin and central 
financial regulation (the system  of subsidies also, and taxation) are linked with 
the techno-economic characteristics of these two activity groups (e.g. with their 
live labour requirement and the  presonal income aspects of it) in such a way th a t 
in these areas, the performances and development opportunities of the m odern 
production systems cannot be explored by an economically well-founded analysis 
within the framework of a short study.

The absolute and relative dimensions of the production systems

The vast majority of the Hungarian large-scale farm s (agricultural enter­
prises) are members of some production system. This situation  has not changed 
since 1985, when only 35 of the 1399 large-scale farms did no t belong to any of 
the production systems involving some of their production branches. Most of the 
systems’ participants are agricultural enterprises, i.e. state farms or agricultural 
cooperatives. Even some industrial and commercial enterprises take part, mainly 
in the larger production systems. In addition to this, certain organizations of a 
non-enterprise character (research and educational institutes) also join the produc­
tion systems as members. In 1985 the ratio  of the various types of members was 
as follows (in percent):

S ta te  farms, combines 8.6
Cooperative farms 82.3
Special agricultural

cooperatives 1.3
O ther organizations 7.8
Total 100.0

The cooperatives participate in the production systems in a greater propor­
tion than their share in the land area of large-scale farming and in the to tal ou tput 
of products.

The land area covered by the systems had increased from 2599 thousand 
hectares in 1981 to 3039 thousand by 1985, i.e. by more th an  one-seventh (16.9 
percent). T hus the share of the production systems in the arable land under large- 
scale operations grew from 60.1 to 68 percent and from 10.1 to  18.4 percent in the 
areas of pasture.

In respect of the field crops, the area of cereals and lucerne grew at the highest 
rate. The area of a few im portant crops (corn, sugar beet, potato) decreased.
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Table 1
Land area of the major field crops in the production systems in 1981 and 1985

P ro d u c ts
Area

(tho u san d  h a ) 

1981 1985

T he 1985 a rea  
as a

percen tage 
of th a t  in  

1985

Percentage of 
the  sy s tem s’ 
share in  th e  
to ta l a rea  of 

large scale farm s
W heat 984.5 11743 119.27 89.01
W inter barley 26.8 88.6 330.42 49.87
Spring b arley 36.9 34.6 93.80 44.47
C om 809.2 758.0 93.67 92.40
Rye ,12.9 10.9 85.30 100.00
Sunflower 241.6 258.9 107.18 76.88
Sugar beet 104.4 99.7 95.44 97.28
P o ta to 9.2 6.7 72.11 50.31
Lucerne 68.3 97.8 143.30 31.49

Source: A termelési rendszerek főbb ágazatainak költség- és jövedelemviszonyai a VI. ötéves terv­
időszakban  (C ost an d  incom e re la tions of th e  m ajo r b ranches of th e  p ro d u c tio n  system s in  th e  
6 th  five year p lan  p e riod ). M ÉM  STA G EK , B u d ap est, 1986.

Between 1981-1985 the average yields of field crops were higher in the pro­
duction systems than they were in the farms outside the systems. Therefore their 
proportion in the quantity of output was also greater than it was in the land area.

In view of the changes in their output, the examined crops can be divided 
into three groups. In the production of wheat and winter barley, as well as in that 
of lucerne there was a significant growth. The ou tpu t of spring barley, corn and 
sunflower did not change singificantly. The production of sugar beet and potato was 
considerably lower. The member farms of the systems responded to the changing 
income position of the branches in question, by modifying the sown area, this having 
been the primary factor in the changes of the quantities produced. The reduction 
in corn production, or the substantial extension of the area of wheat and winter 
barley, bear witness to this fact.

The member farms further increased their share in the ou tput of the most 
im portant crops between 1981 and 1985 (with the exception of corn). In 1985 they 
produced 90.5 percent of the wheat, 93.6 of the corn, 78.1 of the sunflower and 
97.4 percent of the sugar beet of all large-scale farm s (see Table 2). The shares, 
calculated on the basis of the total five-year production, are characteristically be­
tween those of 1981 and 1985; they were 89.1 percent in wheat, 92.7 in corn, 82.2 
in sunflower and 94.0 percent in sugar beet. Only in the case of sunflower was the 
1985 share of the production systems less than the five-year average, in conformity 
with the declining trend of the output.

In 1986 the four big field crop systems included 1137 member farms. The over­
whelming majority of them (95.8 percent) were large-scale agricultural enterprises
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which accounted for 78.2 percent of the to tal number of large-scale agricultural eco­
nomic organizations. At the same time, out of all the partner farms which joined 
the production systems, 83.4 percent are concentrated in the four big systems. (In 
1981 these proportions were 68.6 and 71.4 percent, respectively.)

Table 2
Production volumes of the field crops in the production systems in 1981 and 1985

P ro d u c ts
P ro d u c tio n  

volume 
1981 1985

pro d u c tio n  as 
a  percentage 

of th a t  in 
1981

in  th e  to ta l of 
large-scale 

p roduction  (%) 
1981 1985

W heat 4011 5746 143.3 89.3 90.5
W in ter barley 93 355 381.7 21.7 50.2
Spring  barley 1115 120 104.3 29.0 45.3
C om 5251 5230 99.6 92.3 93.6
Sugar b eet 4115 3817 92.8 88.0 97.4
Sunflower 512 516 100.8 82.4 78.1
P o ta to 243 173 71.2 46.3 56.2
L ucerne 425 600 141.2 22.7 31.9

Source: A termelési rendszerek főbb ágazatainak költség- és jövedelemviszonyai a VI. ötéves terv­
időszakban  (C ost a n d  incom e re la tions of th e  m ajo r b ran d ie s  o f th e  p roduction  system s in  the  
6 th  five-year p lan  p e rio d ). M ÉM  STA G EK , B u d ap est 1986.

Concerning the number of member farms attached to these production sys­
tems a t present, the greatest one of these is KITE with 412, and smallest is BLR 
with 171 member farms. Between 1981 and 1986 the to tal number of the members 
of the “big four” increased by 14.3 percent.

In all four systems non-agricultural enterprises also participate. Most of 
them, 22 in number, are members of BKR. The smallest group comprises the non- 
agricultural organizations in KITE, amounting to not more than 1.5 percent of all 
of its member enterprises. Between 1981 and 1985 the to tal area of the “big four” 
increased by 14 percent. W ithin that, KITE extended its area by 33, KSZE by 21, 
IKR by only 4 percent while BKR reduced its area by 29 percent.

The “big four” increased their ou tput of wheat, corn and sunflower.
W ith the exception of sugar beet output, the production of the most impor­

tan t crops was larger in 1986 than in 1981. The increases were greatest in wheat 
(45.5 percent), followed by sunflower (19.9 percent) and by corn (11.6 percent).

From among the four big systems the production of wheat and corn increased 
at an above-average rate in KITE. In the KSZE the growth rate of every product 
was higher than average, but the increase was greatest in sunflower production. In 
the IK R  the growth rate in the output of wheat and sunflower exceeded the average 
level. In contrast to the above the ou tput of all the examined products declined in 
the BKR.
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Table 3
Changes in the production volumes of four crops m all, and in the examined four, big

production systems

T o ta l 1985 P ro d u c tio n  of th e  four
p ro d u c tio n  of big p ro d u c tio n  system s

P ro d u c ts  th e  p ro d u c tio n  as a  percen tage of 
system s as a  th a t  in 1981
percen tag e  of

1981 1985 1986
W h ea t 143.3 154.8 145.5
C o m 99.6 96.3 111.6
Sunflower 100.8 95.8 119.9
Sugar beet 92.8 93.4 91.3

In 1985 more than two-thirds of the ou tput of the four m ajor crops—93.9 
percent of corn, 82.5 of wheat, 68.7 of sunflower and 79.4 percent of sugar beet— 
came from the four big field production systems. In 1985 the share of the “big 
four”—except in sunflower—was higher than it had been 4 years earlier.

During the period under analysis—as we have already mentioned—the num­
ber of the member farms grew most rapidly in the KSZE. Therefore its share in 
the number of members increased while that of the other systems declined. W ith 
regard to land area drawn into the systems the KITE increased its share from 33.6 
to 39.5 percent. The share of the KSZE also grew, and at the same time there weis 
a slight decrease in the share of IK R  and a significant one in th a t of BKR.

KITE extended the system to other crops (beets, soybeans, french beans etc.) 
and increased the land for fodder production. It could thus increase its land area 
faster than the number of the member farms and in this way the area per member 
farms grew also larger.

The different growth rates changed the ratios of outputs between the systems 
(in the combined output of the “big four” ). KITE enhanced its production ratio in 
wheat and corn, but its share in sunflower and sugar beet grew less. In 1986 the 
members of KSZE represented a higher proportion in all four crops than they did 
five years earlier.

IK R ’s share in wheat and sunflower increased, while it declined in the other 
two crops. The proportion of BKR’s member farms declined in the ou tput of each 
type of produce.

Table 4 gives information about the activity groups linked to the crops of the 
“big four” both about the relative proportions and about the “weights” (the shares 
in the total large-scale farming area) of the systems we have studied in detail.

In all four systems the production of field crops is dominant, standing at 
a level of approximately 95 percent. Relatively small are the areas of pastures 
and meadows, especially in KSZE. Based on area relations, cereals and corn are
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Table 4
Distribution of the joint area of the four field crop systems and its share in the total area 

of large-scale farming in 1986 (percent)

P ro d u c ts K IT E K SZE IK R B K R T o ta l

Percen tage of 
share  of th e  
four system s 
in  to ta l a rea  
of large-scale 

farm s
C ereals 45.2 42.8 47.3 44.9 45.0 62.4
C o m 28.6 31.5 37.0 27.3 31.4 79.4
Silage com 2.7 6.0 1.5 4.7 3.5 -
Sugar beet 4.1 2.4 2.5 - 2.9 67.6
O il p lan ts 8.0 13.4 6.6 10.0 9.4 -

Soybean 0.4 0.1 0.2 0.6 0.3 -
Lucerne 1.8 2.7 1.2 4.9 22.2 17.0
O th e r  p lan ts 5.1 - 0.2 1.5 2.2 -
T o ta l field crops 95.9 98.9 95.5 93.9 96.9 51.8
G rass
(m eadow -f-pasture)

4.1 1.1 3.5 6.1 3.1 6.8

G ran d  to ta l 100.0 100.0 100.0 100.0 100.0 -

Source:  T h e  in te rn al m ate ria ls  o f th e  p ro d u c tio n  system s.

determ inant, their joint proportion exceeding 70 percent in all four systems, and 
being especially high in IKR, at 84 percent.

The system s’ physical performances in the member farms

We shall investigate the performances of the production systems in three 
sections—in the member farms, in the system headquarters and in a framework 
including both.5 The performance analysis will cover inputs, outputs and efficiency 
and profitability indicators which are quotients of the former two. The la tter ones 
also reflect the internal sources of economic development.

It is expedient to  begin the study of relevant performances of the member 
farms with gross and net output of the systems branches. Gross ou tput can be 
expressed by the quantity of products or the value of output produced by the 
branches belonging to  the systems. For characterizing the net output regarding the 
crops involved in the systems our database allows—from the spheres of the gross 
income (net output value), enterprise net income (profit), and centralized social

5 T h e  s tu d y  of th e  two la t te r  spheres an d  a descrip tion  of th e  developm ent tren d s a re  contained 
in [2].
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net income (taxes and similar payments for central purposes)— us to use the net 
income of the branch. This is practically the difference between the gross ou tput 
value of the crops of the systems (at average selling price), and the total cost of 
production.

Comparison of the outputs within and without the systems renders it possible 
to exhibit a special form of cooperative surplus— the so-called “negative cooperative 
surplus” . This is the quantity of products th a t has failed to  come about because 
the farms outside the systems have achieved a lower specific'yield than tha t of the 
production systems.

We calculated the negative cooperative surplus using two variants. F irst we 
reckoned with the average output of the production systems, i.e. we examined 
how much greater the ou tput (in the most im portant crops turned out by the 
large farms) would have been if the yield achieved by the production systems had 
also been achieved by the farms not belonging to production systems. In this 
case 1.7 percent more wheat, 1.9 percent more corn, 1.5 percent more sunflower 
and 0.5 percent more sugar beet could have been used for increasing domestic 
consumption and /o r exports. In the course of the given five-year period this would 
have amounted to several tens or hundreds of thousand tons.

Table 5
Potential surplus production calculated on the basis of the systems’ average yields in the 

total period of 1981-1985, in two variants

P ro d u c t
Q u an tity  of 

surplus p roduction  
(th o u san d  tons)

R atio  o f th e  
surplus p ro d u c tio n  

(in p e rcen t)
V arian t 1* V ariant 2** Variant 1* V arian t 2**

W h ea t 489.3 1224.0 1.7 4.2
W in te r barley 63.3 344.7 2.2 11.8
Spring  barley 79.7 361.7 4.5 20.5
C orn 542.8 1083.6 1.9 3.8
S u g ar beet 113.7 640.4 0.5 2.9
Sunflower 44.3 105.0 1.5 3.5
P o ta to 228.4 371.9 11.8 19.2
L ucerne 426.4 932.6 4.6 10.0

N o te :
‘ V ariant 1: C alcu la ted  w ith th e  average yields of th e  p ro d u c tio n  system s.
“ V ariant 2: C a lcu la ted  w ith th e  average yields of th e  “four big” p ro d u c tio n  
system s.
Source : Own calcu la tions based  on th e  d a ta  of M ÉM  STAG EK .

In the second variant our calculations were based on surplus of the average 
yield of only the four big systems.
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In this way the surplus which failed to  be produced seemed to be even more 
significant: in wheat it was 4.2 percent, in corn 3.8 percent, in sunflower 3.5 percent 
and in sugar beet 2.9 percent.

For assessing the performance of the production system s the return from 
sales and the calculated value of output can be used. Inform ation available allows 
calculation of the value of production. Calculation based on the data of the “big 
four” can be made in two ways. One of them  is to express the quantity of the 
products in the form of money (value) by using the procurement prices. The average 
selling price, however, is higher than the procurement price. Therefore—and this 
is the other way—a more realistic output value can be calculated by applying the 
selling prices. The indicator of the “output value” obtained in this way is closer to 
the actual sales receipt. (This would have been, namely, the sales returns of the 
member farms, had they sold all their products in procurement and other markets. 
This assumption is realistic in the case of the “industrial” crops, e.g. sunflower or 
sugar beet. But a significant portion of wheat and corn is used by the member 
farms for feeding their own livestock.)

According to calculations made at the average prices of 1985, in comparison 
with 1981 the value of the combined output of the four big systems in the four 
crops increased by 37.1 percent. W ithin the 1985 production figures the share of 
KITE was 38.6 percent, tha t of KSZE 28.8 percent, of IKR 26.1 percent and th a t 
of BKR was 6.3 percent. Compared to 1981—conforming to  what we said above 
about the number of the member farms and the changes of the  system areas— the 
share of KSZE within the to ta l output value increased (by around 3 percent), the 
proportion of KITE remained unchanged, and those of IKR and BKR declined (the 
former by 0.3 percent and the latter by 3.3 percent). It may be mentioned th a t in 
relation to  the preceding year, the proportions of 1986 did not change in IKR and 
BKR, increased in KSZE and somewhat declined in KITE.

The average production index relates to  the above characterized gross ou tput 
to a unit of land area. Considering its nature, this is a partia l efficiency indicator; 
it reflects the utilization level of agriculture’s most im portant resource, i.e. th a t 
of land. It is at the same tim e an im portant indicator of intensity which, from 
the trinity of relationships: land-output-yield, emphasizes the relationship between 
land and yield, i.e. it characterizes intensity regardless of ou tput. In static form it 
represents the level of intensity and the dynamic changes in intensity, i.e. the de­
viations towards either intensive or extensive extended reproduction and economic 
management.

The graph in Figure 1 shows that in the production of the two major crops 
of the systems, i.e. in wheat and corn, the systems reached higher averages than 
the farms which did not join any system. In the figure the area between the two 
corresponding lines can be understood as a kind of physical cooperative surplus. 
The annual changes of the averages reflect the impact of the weather conditions, too. 
The lines, which dem onstrate the changes of average production in the analysed
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t/ha

1. Average yield of wheat in the production systems
2. Average yield of wheat in the farms outside the production systems
3. Average yield of corn in the production systems
4. Average yield of corn in the farms outside the production systems
5. Cooperative surplus in the production of corn
6. Cooperative surplus in the production of wheat

Fig. 1 The average yield of wheat and corn in the production systems and in the farms 
outside the systems

branches of the farms within and without the systems, proceed almost in parallel.
Between 1981 and 1985 the production systems m aintained their advantage 

of average .yield in the analysed areas, although they were able to enhance it only 
in wheat and winter barley. The average yield incrased more rapidly in the farms 
not belonging to any system, owing to the fact that, starting  from a lower level, 
the opportunities to raise the yield were usually greater.

In order to eliminate the fluctuations caused by the weather conditions, we 
have calculated the five-year averages of the yields (Table 6). According to  this, 
the averages of the production systems exceeded those of the farms outside the 
systems in respect of every examined crop, albeit to different degrees. The greatest 
difference representing the cooperative surplus was found in the yields of corn, 
where the average of the farms belonging to the systems was 25.3 percent higher. 
The difference in the yields of potato is almost the same.

The 1986 average yields of all the production systems are as yet unknown. 
From reports and the internal data of the four big plant cultivation systems, how­
ever, the conclusion can be drawn that the average yield of the production systems
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Table 6
A verage yields of the years 1981-1985 in p lan t production (to n s /h a )

In  th e  farm s 
ou tside  th e  
p ro d u c tio n  

system s
W hea t 4.7 4.1 16.0
W in te r barley 4.0 3.8 3.3
Spring  barley 3.6 3.3 9.6
C orn 6.7 5.4 25.3
S u g ar beet 39.2 37.0 5.9
Sunflower 2.0 1.9 8.6
P o ta to 26.1 21.0 24.7
L ucerne 6.2 5.8 6.5

S o u r c e :  The same as in T a b les 1 and  2.

Table 7
A verage yields o f the fo u r  big production system s in 1986 ( t /h a )

P ro d u c ts K IT E K SZE IKR B K R
Average 

of the
four system s

C ooperative 
surp lus in 

percen t
W h ea t 4.5 4.8 4.7 4.5 4.6 5.7
W in te r barley 3.6 3.8 4.2 2.4 3.6 7.8
Rye 2.5 - 2.3 1.7 2.2 11.8
Spring  barley 3.6 4.3 3.7 4.2 3.9 12.6
C o m 7.3 7.0 7.1 6.9 7.1 5.1
Silage co m 20.2 24.4 35.6 - 24.3 16.7
Sugar b ee t 39.4 37.1 36.8 - 38.3 5.6
Sunflower 2.3 2.3 2.5 2.1 2.3 6.1
R ape 2.0 2.3 2.0 1.8 2.2 -

Soybeans 2.0 - 2.4 2.4 2.2 -

Source: In te rn a l m a te ria ls  of th e  p ro d u c tio n  system s.

surpassed the averages of all the large-scale farms, even in 1986 (see Table 7). The 
differences varied by crops but in the yields of wheat, corn, sugar beet and sun­
flower (which were determ inant with regard to  the shares of land area) there were 
increases of around five percent.

The average yields of the “big four” show the following results: e.g. in the 
case of KITE, rye, potato and lucerne rose abov^the average level, by surplus yields 
of 23.4 percent, 13.0 percent, and 15.5 percent-,*respectively. In KSZE significant 
surpluses appeared in winter barley (12.7 percent) and spring barley (26.2 percent);

A c t a  O e c o n o m ic a  3 9 , 1 9 8 8

Averages of th e  years 
1981-1985 ( t /h a )

In  th e  
p ro d u c tio n  

system s

C ooperative  
surp lus 

(in  percen t)
Products
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in IKR the production of winter barley, rye and sunflower significantly exceeded 
the averages of the large-scale farms.

Characteristics of the cost and income relations

The aggregate performance of the production systems, as well as tha t of the 
selected “big four” , can be measured in monetary term s by indicators of cost and 
income—in our case primarily by the direct costs and net income of the branch. 
We have already defined the latter; the former means the sum of the direct costs 
accounted to the product or the product group (i.e. to the so-called branch), and 
the general overhead costs of the m ain branch. This means that it does not contain 
the indirect costs spent on management at the corporate level, (of the so-called 
central guidance) nor the land tax.

The product cost depends on two factors; these are the cost per hectare and 
the average yield. The cost per hectare of current agricultural production increased 
between 1981 and 1985, both in the member farms of the systems and in the large- 
scale farms operating independently of the systems.

In the systems the direct costs are higher, which means th a t the member 
farms reached the higher production with greater inputs, i.e. at more costs. All the 
typical cost items—fertilizers, plant protection, auxiliary operations— are higher in 
the production systems. In cereals and lucerne the additional costs am ount to 6-8 
percent, while in the branches of sunflower and sugar beet growing only minimum 
extra costs appear.

Despite the higher cost per unit of land area the costs per un it of product 
are still more favourable in the member farms of the systems.

According to the average of the years 1981-1985, the unit costs of products 
were 7.8 percent lower in wheat and 13.5 percent lower in corn in the production 
systems than in the farms outside the systems. In the system-controlled production 
of the other field crops the level of the direct costs was also somewhat lower.

The decisive direct cost data, calculated by using slightly different procedures, 
are somewhat higher in the four big systems than the averages of the production 
systems. The differences in the structure of activities, especially the preponderant 
practice of renting machines (for example, introduced over almost the whole area 
of IKR) make the comparison very difficult.

The indicators of total product cost, including the overheads, are also more 
favourable in the production systems, e.g. in the five-year average of corn the figure 
is 12 percent, and for wheat it is 6.4 percent.

The comparison of the net branch incomes of the systems, with those incomes 
of the farms outside the systems (already analysed above) allow us to  determine 
the cooperative surplus in the form of income.

Acta Oeconomica 39, 1988



244 F . F E K E T E : H U N G A R IA N  A G R A R IA N  P R O D U C T IO N  SY ST E M S

Owing to the advantage of the production systems th a t appear in the average 
yields, the cooperative surplus—expressed in the form of net income per unit of 
land area— reached 141 percent in the case of corn and 25.6 percent in th a t of 
wheat.

The fact that the net branch income per unit of product and per un it of area 
is usually lower in the big systems—except in KSZE— than  the average of all the 
field crop producing systems, is due to the varying critical spheres of the production 
costs— as we have already pointed out above—and to  the very different m ethods of 
accounting. This phenomenon would need a further and more detailed analysis.

Table 8
Branch net incom e p er product u n it as an average over the years 1981-1985

P ro d u c ts
A verage o f 1981-1985 

( F t / t )
in th e  in  th e  farm s 

system s outside the  
system s

C ooperative
surplus

(percen t)

W h ea t 958 885 8.2
W in ter barley 812 717 13.3
Spring  barley 1199 1497 -19.9
C om 660 343 92.4
Sugar b eet 242 226 7.1
Sunflower 2949 3150 -6.4
P o ta to 7786 553 42.1
Lucerne 550 336 63.7

Source: T h e  sam e as in  Tables 1 and  2.

By comparing production costs and incomes we arrive at profitability indica­
tors (rates). The rate of net income of the branch, per unit of costs (indicating the 
cooperative surplus reached), was considerably higher in the average of the produc­
tion systems—by 118.7 percent in corn and 15.6 percent in wheat—than  it was in 
the farms outside the systems. (As regards the incomes stated and the profitability 
rates, the position and differences of the four big systems are the same.)

T he data processed above, which relate to the partner farms which joined 
the agricultural production systems, according to current experience, bear witness 
to successful operations. In the establishment of the systems the relatively low- 
level supply of agriculture with the means of production has played a significant 
p a rt.6 However, overcoming relatively rapidly the initial difficulties, the operation

6 In  th e  expert opinion of C saba Csáki th e  H ungarian  a g ricu ltu ra l p ro d u c tio n  system s sue 
typ ica l re su lts  of the  sh o rtag e  economy a n d  if  there  had  been  a  b roader range of choice of the  
m eans of p ro d u c tio n  a n d  com petition  by ag ricu ltu ra l m achine im ports, it is very likely th a t  
different s itu a tio n  would have developed in  Hungary.
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of the systems has greatly contributed to the general rise of the production level in 
Hungarian agriculture.
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ПРОИЗВОДИТЕЛЬНОСТЬ ВЕНГЕРСКИХ АГРОПРОМЫШЛЕННЫХ
СИСТЕМ и доходность входящих в них хозяйств

Ф. ФЕКЕТЕ

Автор ищ ет ответа на вопрос, как мож но повысить производитель­
ность и доходность современных агропромыш ленных производственных 
систем. Рассмотрев долю производственных систем в венгерском сельском 
хозяйстве и сравнив их с хозяйствами, не являю щ имися членами систем, 
он более подробно касается положения четы рех крупнейш их растениевод­
ческих систем и анализирует показатели производительности, доходности 
и прибыльности хозяйств-членов отраслевых систем. В ходящ ие в системы 
земельные территории возросли с 2599 ты с.га в 1981 г! до 3039 ты с.га в 1985 
г., т.е. более чем на 1/7 часть  (на 16,9%). Тем  самым на пахотн ы х  зем лях 
крупны х хозяйств доля производственных систем возросла с 60,1% до 68%, 
а на пастбищ ных территориях -  с 10,1% до 18,4%. М ож но подсчитать, 
насколько более высоких урожаев могли бы получить крупны е хозяйства 
за пять лет, с 1981 по 1985 г., если бы и не входящ ие в системы  хозяйства 
достигли бы средних показателей урожайности производственных систем. 
В этом случае мы могли бы получить пш еницы на 1,7%, кукурузы  -  на 
1,9%, подсолнечника -  на 1,5%, сахарной свеклы -  на 0,5% больше для  
нуж д внутреннего потребления или же экспорта. Если ж е в основу расчетов 
взять среднюю дополнительную  урожайность четырех крупнейш их произ­
водственных систем, то разница была бы еще больше: в случае пшеницы -  
4,2%, кукурузы  3,8%, подсолнечника 3,5% и сахарной свеклы  -  2,9%.
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HALF-HEARTED ORGANIZATIONAL DECENTRALIZATION: 
THE SMALL STATE ENTERPRISE

T. LAKY

As p a r t  of th e  decen tra lization  process in  H ungarian  economy a  new  o rgan izational form : 
th e  sm all s ta te  firm , was estab lished  in  1982. T h e  id ea  was th a t  such o rgan izations, m uch sm alle r 
th a n  trad itio n a l firms, w ith  sim plified accounting , preferential ta x a tio n , au tonom ous in  th e ir  
dealings, will be  m ore efficient a n d  will have a  p ositive  effect on dom estic  com petition .

In 1985 som e 196 sm all s ta te  firms were active , m ost of th e m  in  services b u t th e  hopes 
a tta c h e d  to  th em  were no t fulfilled: the  quality  o f services did no t im prove. Instead  of co m peting , 
th e  employees o f sm all s ta te  firm s try  to create  th e ir  own clientele a n d  to  work in  official h o u rs  
w ith  th e  s t a te ’s tools an d  m ate ria l on their own, th u s  obtain ing  u n fa ir advantages ag a in st b o th  
independen t craftsm en  (who assum e all the  b u rdens o f independence) a n d  employees in  large-scale 
industry . T h e  p a p e r analyzes som e causes of th is unsa tisfac tory  s ta te  o f affairs.

The organizational decentralization and breaking up of large-scale, monopo­
listic enterprises (which were mostly artificially established with state resolutions 
and fusions) and the establishment of smaller, independent organizations is an es­
sential condition of the reform process. This process, started  a few years ago, 
has come to  a standstill after insignificant results—as the studies analyzing the 
circumstances of the reorganization conclude unanimously. [1, 2, 3, 4]

It is true tha t 350 new enterprises were established. However, the reorganiza­
tion—contrary to all expectations—was in practice limited to  the food-processing 
industry and certain services: other areas of the economy were left virtually un­
touched. “The reorganizations have not basically changed the onesided structure 
of the large state enterprises”—this is how Eva Voszka sums up the facts [2]. The 
mentioned studies explain the quick exhaustion of the process of reorganization, 
due to the counter-interests of the directing administration and their insistence on 
maintaining their previous functions. Because of this, the studies rightly judge 
the other steps of the reform— aimed at economic revival— as having an uncertain 
outcome.

The doubts are strengthened by the experiences of the small state enter­
prises, established during the process of decentralization and representating new 
organizational forms. Where decentralization has been successful—at least in the 
case of the numerical m ajority of small enterprises—it has become evident, in no 
more than a few years, th a t the organizational change has only brought about a 
‘half’ solution. Although small-scale organizations have been established through 
the dissolution of a few large trusts and enterprises, it is only the sizes th a t have

4 A cta  Oeconomica 39, 1988 
A kadém ia i  Kiadó, Budapest
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decreased. T he administrative organs directing the reorganization did not want to  
confront the real causes of the decade-long functional disorders, and they did not 
make the necessary changes to  the framework of activity of state  enterprises which 
had, even at an earlier date, proved to be unsuitable.

This paper attem pts to point out these critical points, by analyzing the 
problems of small enterprises, and showing where we have not succeeded in go­
ing beyond the old principles and methods which sometimes stick to the old direct 
central management of economy. After all, these are the m ain reasons why the 
form of small state  enterprise has not been able to  function as a successful way of 
decentralization.1

The intention of reorganizing the economic organizational system has called 
into being the small state enterprise, as a new form. In the private sector the 
partnership forms (economic workteams, business partnerships); in the cooperative 
sphere the small cooperatives and cooperative specialized groups; in the state sector 
mainly the small enterprises. The main expectations of the affiliated firms (and 
the enterprise economic workteams as joint undertakings of enterprises and their 
associated employees) were centred on the hope tha t the organizational pyramid 
of the Hungarian economy—now “inverted”— would return to  its normal position.1 2 
In compliance with this, the Enterprise Law was modified in 1981; the M inister 
of Finance and the Minister of Industry gave joint directives about the economic 
criterion of small enterprises.3

The prospective small enterprise have received different advantages to facili­
ta te  their existence and activity and to prom ote their versatile adaptation. (A part 
of these— such as the right to expand spheres of activity w ithout restrictions on 
lines of production—was later extended to the whole enterprise sphere.) The most 
im portant concessions have been:

1 T his a rtic le  is based  on a  m ore com prehensive s tu d y , w ritten  in the  L a b o u r Research In s ti tu te  
[5]. T h is s tu d y  analyzes in de ta il th e  p a rtia l m arket o f th e  servicing a rea s touched  upon, a n d  th e  
c ircum stances o f th e  estab lishm en t o f sm all en terprises on  th e  basis of th e  yearly  d a ta  concerning 
th e ir  ac tiv ities. I have used here  th e  sm all en te rp rises’ balance-sheet d a ta ,  th e  reports o f th e  
C en tra l S ta tis tic a l Office,—th e  analyses m ade continuously  a t different au th o ritie s  ab o u t th e  
whole servicing sphere and  its  d ifferent areas. I have  also used th e  ev a luations regularly m ad e  
b y  the  Servicing R esearch In s titu te . In  add ition  to  th is—elaborating  spec ia l questions— A gnes 
Oszoli has  w r itte n  a n  independent s tu d y  ab o u t th e  s itu a tio n  of car rep a irs , K lá ra  Czenki  on  th e  
servicing of household  and  telecom m unication  app liances, L ajos Hegedűs a b o u t hairdressing  a n d  
Ju d it  Lakatos  on  th e  m ain  ch aracteris tics of th e  in d u s tr ia l sm all en terprises. In  th is article , I  use  
num erous conclusions and  th o u g h ts  em erging from  th ese  docum ents a n d  analyses— som etim es, 
a lb e it involuntarily , w ithout referring  to  th e  source.

2T h e  w itty  figure of th e  “in v erted  pyram id” com es from  Iván Schweitzer  [6].
3 Law -decree No. 20 1981 as well as th e  Decree of th e  Council of M in iste rs  42/1981. / I X .2 8 ./  

which m odified th e  im p lem en tation  o f th e  act, as well as th e  jo in t d irectives 347/1981. /Р К .2 5 /  of 
th e  M in ister o f F in an ce  and  th e  M in iste r of In d u stry  o n  th e  econom ic c rite rio n  of small en terp rise .
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—  The economic regulation, accounting, and statistical data-supply func­
tions were reorganized into a simplified system (imposing less responsibilities than 
the bigger firms had).4

—  The taxation of small enterprises became simpler and more favourable 
than th a t of the bigger ones and over recent years it has become even more 
favourable. As distinct from traditional enterprises, which are linked to the bud­
get through a complicated system, the small enterprises only make two kinds of 
payment into the budget: 18 percent of their gross income (the sum  of profit and 
wages) and 40 percent of their depreciation allowance are withdrawn from them. 
“In the case of small enterprises, in this way the ratio  of budgetary payments to 
the monetary means staying at the enterprise has been modified to  1:3.”—sums up 
a report[7].

—  The economic regulation makes special concessions to those small enter­
prises where at least 51 percent of their activities are made up of (personal and 
communal) services. The small enterprises functioning in the industry have become, 
with only a few exceptions, so-called “consumption servicing” small enterprises.5

—  The servicing enterprises—among them also the small enterprises—re­
ceive, in additon, a refund from the 40 percent social insurance contribution. This 
is paid after wages, in proportion to the services rendered to the population.

—  While the tax burdens of the big enterprises have increased, the small 
enterprises and the small cooperatives have receive further allowances: the tax on 
their gross income has decreased to 15 percent and the total sum of the deprecia­
tion allowance remains at the enterprise. Although the refunding of a part of the 
social insurance contribution has stopped, enterprises performing services for the 
population are granted a 10 percent tax benefit from the sales returns from the 
services performed (deducting invoiced material and part values).

—  Finally, according to the regulations, the founding organ cannot deprive 
the small enterprise of its assets. On the other hand, financial rehabilitation pro­
ceedings cannot be taken for the enterprise either. If the enterprise’s balance-sheet 
shows a deficit or, because of its management, there is a shortage of funds and it 
is not able to stop this on its own, the founding organ can liquidate the enterprise.

The legislators have helped small enterprises with many kinds of favours. 
The idea was that they would complement the activities of the large factories, 
carry out “background” industrial activities, be the prime producers (in smaller 
batches) of special final products, and meet the demands of the population—above 
all, the demand of the population for services. The directives of the Minister of 
Finance and the Minister of Industry especially emphasize that “the establishment

4 T h is principle was ex tended  by th e  regulations to  th e  estab lishm en t of a ffiliated  firms from  
th e  1st o f Jan u ary  1982, an d  th en  to sm all cooperatives also.

5T he sm all cooperatives and  affiliated firms functioning in  th e  form  of sm all en terprises, could  
choose th is  form.
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of small enterprise can be justified in every branch of the economy” and they list 
many dozens of activities in the m anufacturing industry, the building industry, 
and home trade and transport which would be deemed especially suitable for this 
organizational form.

Only three small enterprises were established in 1982, but in 1983 132, in 1984 
148 and by 1985 196 were functioning—of which 160 were in specialized branches 
of the repair-servicing industry. In the rest of the branches of the national econ­
omy their number is insignificant: 13 in the building industry, in transport and 
telecommunications only two, in commerce one, and in other “material” branches, 
18 (of this 10 in hairdressing); there are two in the health, welfare and cultural 
services. In 1985 21,300 people worked in the small enterprises, out of which about 
17,000 people were in the industrial services, 1800 in the building industry, 2400 in 
other branches of “m aterial” activities (within this 1700 in hairdressing) and about 
100 people in the rest of the branches of the national economy (health, commerce, 
intellectual services).6 O ut of the 196 enterprises functioning in 1985, only one was 
established for productive activity (a paper processing enterprise employing hand­
icapped people). The rest—instead of the many kinds of suggested production 
activities-—were established in different areas of the service sector.

Each of the established small enterprises existed a t an earlier date, although 
under a different name and in a subordinate relationship. The m ajority of them 
were established by granting independence to the local units of two trusts which 
had a nation-wide network (AFIT, dealing with car repairs, and GELKA, dealing 
with the repair of electronic household and telecommunication appliances).

At the end of the 1970’s, AFIT was made up of 13 enterprises, having several 
sites which operated 68 service-shops in every part of the country, and employing 
about 10-12 thousand workers. However, of the service shops only one dealt exclu­
sively with passenger car repair and servicing. The rest, beside the repair of trucks, 
also repaired passenger cars—in smaller or bigger proportions. (In 20 service shops 
more than 80 percent of the workers, in 5 services less th an  20 percent carried out 
passenger car repair.) The service shops which became small state enterprises were 
those in which the share of passenger car repair was determ inant.

The state enterprises had a share of about 50 percent in the to tal yearly value 
of car repair and servicing— performed for the population— until 1974 (within this 
AFIT accounted for 4 percent); the cooperatives employing about 6-7000 people 
accounted for nearly 20 percent of this figure, and private small-scale industry, 
employing 3-4000 people, accounted for nearly 30 percent.

By the end of the 1970’s—with roughly the same number of people— the share 
of the state  industry in the increasing demand slackened to about 40 percent; the

6 A t th e  tim e of w riting  th is  article, I  d id  n o t have access to  th e  d a ta  of 1986. T h e  source of 
th e  d a ta  m entioned  in  th e  a rtic le  is the  p u b lica tio n  of the  F in ancia l Research In s t i tu te . [8]
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share of the cooperatives decreased a little; that of the private small-scale industry 
increased to 43 percent.

At the end of the 1970’s GELKA maintained about 320 service workshops— 
usually employing less than 15 people and scattered around the country—for the 
servicing of telecommunication and electric household appliances. In the service 
workshops of GELKA, in 1979 altogether about 4900 people were working; (in the 
cooperatives about 1700, in the service workshops of the manufacturing firms, 350). 
In these two repair trades about 1600 artisans were working in 1980: 50 percent of 
them  full-time, 40 percent of them  part-tim e and 10 percent as retired people but 
still active.

The determ inant part of the value of repairs (expressed in term s of sales 
returns) made for the population was performed by the state enterprises until the 
middle of the 1970’s (telecommunication 67 percent, household appliance services 
40 percent; the share of the cooperatives was 16 and 20-24 percent; the rest was 
performed by private small-scale industry /a rtisan s/). By the end of the decade the 
share of the private small-scale industry in the increasing demand had gradually 
increased (telecommunication equipment 25 percent, household appliances about 
50 percent).

This is also how 10 individual small enterprises were established out of the 
Budapest State Hairdressing Saloon. The Budapest State Hairdressing Saloon op­
erated with 111 shops and 1800 workers. The proportion of the state  sector in 
hairdressing and cosmetic services was never high: over the decades it gave about 
one-tenth of the to tal of the value performed. The dominant form was the cooper­
ative, with two-thirds of the value performed. The private sector operated mainly 
in the countryside. In 1982, 4900 (in Budapest 760) barbers and hairdressers, cos­
meticians, manicure-pedicure artisans and employees, and helping family members 
were registered in this trade. In this servicing branch the performance ratios by 
sectors, on the basis of ownership, did not change considerably until 1981.

One of the reasons for the administrative decisions on the breaking up of these 
large servicing organizations—made after troublesome delays—was the constant 
poor economic results of these organizations: comparing the main indicators show­
ing the efficiency of management they fell well behind cooperatives and artisans. 
It was hoped tha t the possibility of greater independence and flexible functioning 
would improve results. In the bargaining between the central authorities affected 
by the decentralizations envisaged in the central programme for the modernization 
of organization it was also suggested that sooner or later it “would be better to 
take a few organizational decentralization measures, and to show willingness to ac­
cept a reorganization qualified as well-founded by them, in order th a t they could 
act more efficiently in preserving the organizational framework in other cases” . [4] 
In the case of a few of the former local enterprises (repair mechanics, building in­
dustry designers), a change of form simply proved more favourable (although with 
the independence of the units of the provincial Laundry Enterprise they expected

A d a  Oeconomica 39, 1988



252 T . LAKY: SM A L L  ST A T E  E N T E R P R IS E

the easing of their problems, as in the case of the state-run repair services). The 
predecessor of most small enterprises performing intellectual—designer, organiz­
ing, advisory—services, was the sectoral organizing isn titu te or educational centre. 
W ith the abolition of the 3 industrial ministries, only one possible form was given 
for m aintaining their activities: transformation into small enterprises. Therefore, 
the past of most two-year old small enterprises generally reaches back, in general, 
ten to twenty years. The transformation did not bring great improvements in their 
economic results. In fact, their efficiency indicators lag behind those of other small 
organizations (affiliated firms, small cooperatives, and affiliated cooperative firms) 
using similar simplified accounting.7

—  The share of the small enterprises in the sales returns is smaller in every 
branch of the national economy than their importance measured by employment. 
In other words, the staff-proportionate sales returns are the lowest in the small 
enterprises (321 thousand Forints, as opposed to the affiliated firms’ 767 thousand 
Forints). In the small enterprises the wage cost per 100 Forint sales return is the 
highest (21 Forints). It is 15 Forints on average; in the affiliated firms 11 Forints. 
The input per 100 Forint sales return is also the highest (86) at these enterprises. 
(The appropriate da ta  of the small cooperatives is 65 Forints.)

—  According to the calculated profitability indexes (results compared to as­
sets, sales returns, income and resources), the management of the small enterprises 
proved to  be the least profitable, tha t of the small cooperatives the most profitable.

—  One third of the small economic organizations showing a deficit were small 
enterprises. (Another one third came from the small cooperatives, bu t it is true 
th a t one third of the to tal loss of 243 million Forints occurred in three affiliated 
firms of the building industry.)

—  The poor results have come into being in spite of the fact th a t, out of 
the small organizations, the small enterprises (and the affiliated firms) make the 
smallest payments to the state budget: 11 (the affiliated firms 10) Forints out of 100 
Forint returns from sales, as against the average 17 Forints of the small cooperatives 
and 13 Forints of the affiliated cooperative firms. In addition, the taxes per unit 
of sales returns have decreased exclusively in the small enterprises (by 19 percent); 
with the rest, they have increased (with the affiliated firms by 4 percent and the 
small cooperatives by 6 percent).

The Hungarian public rarely reads about these figures, but they every day 
experience the poor supply of most small servicing enterprises, the increase of 
prices, the non-improvement of services offered to individuals and households, and 
the long waiting periods. The discontent and the complaints are perm anent topics 
in the press, television and broadcasting. It is well-known, but gets less publicity, 
th a t in the organizations offering industrial and personal services—comprising the 
m ajority of small enterprises—many people work on their own with the machinery

7 Source of d a ta  [8] p p . 29-37.
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and m aterials of the enterprise. This creates unfair competition for the enterprise 
itself, and also for the artisans who bear a m ajor share of the taxes and operating 
expenses.

The obvious economic and social problems related to the operation of small 
enterprises are rooted in several determining circumstances. In my opinion, and 
in the first place, they are rooted in the fact that the adm inistration only wanted 
to establish small enterprises by routing, by simply breaking up the big organi­
zations. It did not undertake the truly complicated task of looking for the ap­
propriate form of the numerous service activities. This was principally prevented 
by the m entahty which insists on the superiority of state property. On the other 
hand, the government—in spite of its intentions—could not find a way to handle 
the small-scale enterprises in any different manner from the big ones. The neces­
sary standardization of central management and the pursuit of a generally valid 
regulation have quickly integrated the small firms into the existing order of state 
enterprises. In addition, the obvious contradictions between the given organiza­
tional frameworks and the activities have made numerous small enterprises operate 
at an economically low efficiency; at the same time, they became state-privileged 
organizations for unfair individual profitmaking.

Activity, organizational form, property

As regards size and organization, the legal rules concerning the establishment 
of small enterprises only state that “the small enterprises have a much smaller staff 
and less fixed assets than the other enterprises functioning in the given sphere of ac­
tivity” . The staff—especially as compared to  the usual size of enterprises—is really 
small (see Table 1) and this perfectly coincides with the structural modernization 
conceptions. Yet the question arises: is there really a need for such small-scale state 
enterprises, and if the answer is yes, are they needed where they have actually been 
established?

The measures related to structural modernization have, in recent years, ju st 
like the relevant national literature, only kept in view the necessity of modifying 
the size-structure of enterprises. They have not examined which form of ownership 
and organization would be the most appropriate framework for the given activ­
ity. The approach which concentrates only on size has remained; this is in spite 
of the fact th a t in numerous servicing branches affected by the measures of s truc­
tural modernization—car repair, hairdressing, servicing of household appliances 
and telecommunication equipment, textile cleaning— many years of experience 
have shown, tha t the (mostly diversified) cooperatives and artisans have produced 
far better results than the specialized state  enterprises.
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Table 1
D istribu tion  by size of en terprises (according to  number o f em ployees) in 1985

N um ber of 
em ployees

N um ber of 
sm all

enterprises

M anu­
factu ring

B uild ing
in d u stry
branches

O th er
m ate ria l
classified

O th e r
b ranches (no t 

elsew here)
2 -1 0 10 7 - 2 1

11-30 45 43 - 1 1
31-50 8 7 - - 1

51-100 43 38 3 1 1
101-150 48 34 6 8 -

151-300 39 28 4 6 1
301- 3 3 - - -

T o ta l 196 Г • 160 13 18 5

Source: [8]

The organizational form in which a given activity can be carried out most 
successfully depends primarily—according to experience— on the following charac­
teristics of the activity:

—  The need for division of labour: this depends on whether we are talking 
about one com petent person or a work organization made up of several people, such 
as the cooperation of helping family members; also occasional or regular labour is 
sufficient for carrying out the work; perhaps there is also a need for the cooperation 
of people having different professions.

—  Technological equipment: are hand tools sufficient or is there a need for 
more complex equipment, machinery, and factory-like circumstances?

—  The scene of performing work: is the work done at the customer’s home 
or at the servicing firm?

The fact th a t numerous services—mainly the less capital-intensive ones—have 
remained everywhere in the world in great part in- individual or family establish­
ments, and th a t big industry has not invaded the many areas of services (even at 
the time of its rapid expansion) can be traced back to these factors. In contrast 
to  this, the big servicing organizations have become dominant in Hungary. Added 
to  the above mentioned complexes, the textile cleaning “factories” were founded to 
serve big districts, the staff of the big building and designing enterprises could be 
about 100-200 etc. At the tim e of their establishment the obvious principles of or­
ganizational rationality were not taken into account. They were replaced—said or 
unsaid—by the demand for the existence of big state-owned organizations and their 
easy manageability. At the tim e of decentralization of the big organizations, the 
“protection of the already invested state property” and “its keeping together” had 
become more im portant than  the organizational forms adequate for the particular 
professional characteristics or the real capital intensity of the different activities.

It is, therefore, worth examining more closely what property the small enter­
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prises have inherited; furthermore, it is necessary to see what chances there are for 
the realization of state property by mechanically giving independence to the units.

Since, in the course of reorganization, the procedure usually followed was tha t 
the building and equipment used until th a t time came to constitute the property 
of independent small enterprises, the established small enterprises did, in some 
cases, not even dispose of the necessary means. In other cases, just the contrary 
happened: they inherited a much too large manufacturing capacity, which they had 
not been able to utilize satisfactorily even at an earlier date. This is the situation, 
for example, in textile cleaning, where the constant problem of the small “Patyolat” 
enterprises is the unutilized capacities established for the centralized supply of the 
wide districts.8

Many enterprises originating from the division of AFIT have also inherited 
large unutilized servicing capacities. “A big car repair enterprise has been estab­
lished, for example, in the capital. It has been advertised as being the biggest 
service workshop in Central Europe. Not one word was said about what types of 
cars would be repaired here and how they would try to win customers” [10]. The 
result was that, even in 1985, there were many complaints about the unutilized 
capacities [11]. In addition, the technical instrum ents—bought mainly from state 
development subsidies—piled up at the big service stations. These provided evi­
dence of the whimsical nature of the earlier acquisition of these instrum ents [23]. In 
the case of hairdressing, a relatively less instrument-intensive activity, the immov­
able property of the small enterprises was also causing trouble. Some of the shops 
were established between 1980 and 1982, in the framework of a 128 million Forint 
development project (half received as state  grant), and renewals implemented ear­
lier and paid for by state subsidy. The new oversized shops—especially designed 
for the expected residents in the servicing houses of the new housing estates— (just 
like the entertainment units, established in the same mentality) did not win many 
customers. W ith time, almost all of these shops have suffered financial losses. 
(The losses were covered— as with GELKA and AFIT— by the predecessor of the 
enterprises, th a t is, from the “common h a t” .)

The majority of the assets of the successor enterprises of GELKA are immov­
ables. The value of their machinery and equipment does not even make up half

8Tw o years ago one of ou r da ily  papers rep o rted : “ . . . t h e  netw ork  h as been estab lished  for 
th o u san d s of m illion of F t, i t  can n o t be changed. I t  is certa in , th a t  m ore sm all-scale shops 
a re  needed in stead  of the  m onstrous ones . . . ” [9] T h e  m anager of th e  first estab lished  sm all 
“P a ty o la t” en te rp rise  said in a  b ro ad cast last year: “T h e  different needs a n d  constra in ts fo rced  th e  
enterprises to  tak e  up  different ac tions.” G rasping th e  o p p o rtu n ity  w hich enables sm all en terp rises 
to  au tonom ously  widen th e ir  sph ere  of activity , w ith  th e  s team  gen era ted  during  w ashing they  
are  growing asparagus in foil ten ts  on 400 m  of th e  factory  hall. T h ey  have m ade F t  100.000 in 
one year. A n o th e r F t 400.000 w as earned  by th e ir  u n d ertak in g  to  b u rn  environm entally  ha rm fu l 
m ateria ls . T h e ir  g reatest p ro fit, F t  1 m illion cam e from  com m ercial ac tiv ity ; th ey  sold  shoes, 
dresses a n d  left-over textiles. T h is  way they  cou ld  s tan d  on th e ir  own feet, b u t th e  cen tra l 
e stab lishm en t has little  work. (R ad io  Petőfi, J a n u a ry  1986)
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the value of their immovables—i.e. their workshops and the buildings including the 
workshops. According to a survey conducted by the Ministry of Industry in 1985 
(in which they received processable answers from 63 enterprises of GELKA) op­
erational conditions were satisfactory in only 14 enterprises. The rest complained 
about settlem ent, the conditions of the premises, and— 62 percent—about the 
inappropriate technological equipment and the supply of instruments.

The out-dated technological equipment and the lack of needed equipment are 
old and constantly reappearing problems. The former shops of GELKA received 
equipment more or less depending on whether they functioned in small or large 
settlements. However, they could not utilize the capacities—in spite of the general 
discontent— even before the reorganization.

The assets of other small enterprises not mentioned here are insignificant— 
they do not even make up 10 percent of the small enterprises’ to tal assets. A 
significant p art of them are also in the form of buildings, offices and premises. The 
inherited immovables are in part really necessary, but they would like to get rid 
of some of them  if they could (incorrectly built buildings which are very large and 
consume big heating, lighting and maintenance costs).

Protection of assets at the majority of the small enterprises means primarily 
the protection of the state property. Yet there are other possibilities for this. 
For instance the buildings might be handed over to the local councils and the 
small enterprises could rent them. This solution would ease the liquidation of the 
units which continuously show deficits; only the tenant would change, so the state 
property would not suffer any damage.

A more moderate proportion of the property of the small enterprises is tied 
up in machinery and equipment. (In the small enterprises repairing telecommuni­
cations and household appliances this value was only 50.000 Forints per employee, 
and much less in hairdressing.) There is relatively less capital engaged in the means 
of production in the activity of workers in small enterprises— probably less than 
each artisan would invest in this profession.

The decentralization, introduced with the slogan of protecting state property, 
actually disregarded the protection and utilization of productive property. As a 
m atter of fact, even the analysis of the degree and composition of the productive 
property itself makes it questionable whether “keeping together the state property” 
is necessary and correct in all services.9 If it has to be kept together—as it is 
believed— (because the high-value, built-in equipment is localized), is the enterprise 
form the exclusive framework, or can other utilization possiblities be brought up 
(lease, franchising, inner venture, etc.)?

Naturally, a contributory fact to the neglect of these questions was tha t the

9 I t  is obvious th a t  “T he scissors, th e  razo r an d  th e  h a ir-d rie r will n o t really  be  public  p ro p e rty  in  
ha irdressing  sa loons em ploying one o r two people, no  m a t te r  how big th e  s ta te -ow ned  ha irdressing  
saloons we organ ize  actually  a re ”—  w rote Balázs H ám ori  an d  K a ta lin  Szabó in  a n  article  [13].
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central management urged the quickest possible term ination of the rather clumsy 
decentralization process.

I for one, find the main cause in the fact that, in the course of decentraliza­
tion, the government did not intend to face either the contradictions of development 
conceptions already involving determining circumstances, or the possibly uncom­
fortable consequences of progress.

Every concept which prepared for the modernization of organization and of­
fered various possible solutions, started  from the fact th a t existing state organiza­
tions and national networks are, under the present circumstances, not flexible and 
efficient enough. T hat is why they should be divided into small units, which are 
able to adapt to the requirements or the buyers. The idea th a t the establishment of 
the inflexible structure of big, state service enterprises is the product of an economic 
policy endeavour which may be qualified as mistaken from the outset, has not come 
up. In fact, just the opposite has occurred: instead of a critical review, insistence 
upon the correctness of earlier decisions has been a characteristic feature. “We 
have to recognize tha t the network could only be established by the concentration 
of forces. It would be a pity to deny in retrospect those things which were correct.” 
[11] Every centralized development programme has also been justified: “In the pe­
riod of extensive development until 1980 a modern, well-equipped service-network 
was built. Thus, laundries and services were built all over the country. The open­
ing of these businesses was needed, because the growing demands of the population 
could only be satisfied in this way.” [14]

Is our service network really so good, that “it would be a pity do deny the 
way of its establishment, the conception of its development in restrospect”? The 
constant shortage of services, the lasting dissatisfaction of the population, the poor 
efficiency of the servicing units in monopolistic situations which are indifferent to 
the customers’ demands, and the spreading of illegal activities have shown, for a 
long time now, the radical error of this development conception. The mentioned 
opinions— which exist in a wide circle— protect the very practice which prevented 
natural organic development in the servicing sphere for decades. Instead, organic 
development was replaced by artificial expansion.

The conceptions developed in the 60’s were really organic continuations of 
those of the 50’s: instead of letting the characteristics of the servicing activity 
determine the organizational form, the fundamental principle of state property 
and the tight central manageability of the organizations and processes remained 
dominant. Yet organizational form like the individual enterprise, the family work 
organization or a workshop employing a couple of people did not conform to th is.10

10K a ta lin  Szabó  w rites a b o u t th e  fetishism  o f s ta te  property : “We trea te d  s ta te  p ro p e rty  as a  
form  in w hich th e  o th e r p ro p e rty  solutions cou ld  finally be resolved, w hich could  th e n  be  su itab le  
for “hom ogenizing” the  p ro p e rty  system  . . .  We gave preference to  s ta te  p ro p erty  in  every aspect, 
against o th e r  p roperty  form s. We d iscrim inated  against the  cooperative  an d  ind iv idual en terp rises
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For example, the natural product of the demand for this type of management was 
the decision th a t the state had to organize the servicing network for the quickly 
expanding durable consumer goods. The decision (and what goes with it: restric­
tion of the vital conditions of the small-scale servicing industry, and the decay of 
the servicing network of small-scale industry) has delayed the natural and organic 
development of numerous servicing branches for a long time.

The further development of the sphere of servicing continued according to the 
old principles in the 1970’s. Furthermore, in the years of recentralization the old 
preferences cropped up again and this sphere was naturally included in the demand 
for wide-ranging central management. The existence of the big state servicing en­
terprises provided possibilities for this. Allocation of the central development funds 
to  a few big firms and keeping track of their managements are routine administra­
tive tasks. In this way, the investments could not be qualified as rational according 
to  the real, differing needs of various spheres or the weighing of the profitability 
differences; rather, it appeared rational to the central developmental intentions 
which conformed to the interests of the large enterprises: th a t is, services should 
be expanded by the location of big units and capacities ( “planned network devel­
opm ent”) in the areas considered as being unprovided for.

It was, of course, rational for the state to take over the establishment of units 
which satisfied actual needs and which required greater capital investment. For 
others —beside cooperations— there was no possibility to do th a t. However, the 
development conceptions focused exclusively on centrally manageable big expan­
sions and disregarded the small servicing units. Yet the majority of the population’s 
needs was actually satisfied by these units. The servicing-development conceptions 
thus did not serve the general expansions of these services, but the unilateral de­
velopment of the socialist sector.

This was supported by many ideological arguments, starting with an insis­
tence on the principle of responsibility for supply (taken as a state  responsibility), 
all the way to  th a t thesis according to which the concentrated utilization of the 
central sources is the main pledge of rationality. Moreover, the principle of the 
central development and management of the servicing sphere necessarily strength­
ened one side of the arguments concerning an issue which is still handled today in 
an ambivalent manner: the unsolved question of the place and role of the private 
sector.

This is why the question of why thousands of millions intended for the devel­
opment of services were not utilized in another way, never came up: for example, 
should the people working in services receive it as tax  relief or in other forms of ad­
vantages or, parallel to the establishment of units with greater capital investment,

in  tax a tio n , as well as in  the  d is tr ib u tio n  of social resources. T his k ind  of favouritism  does n o t 
cause th e  g rea tes t dam age w ith th e  social tensions it provokes, b u t  w ith th e  fac t th a t  it does n o t 
leave eno u g h  room  fo r th e  “n a tu ra l  selection” of th e  form s. [15]
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should the competent state organizations work out stimulating programmes for the 
development of small-scale industry workshops?

It is mainly the “traditional socialist” values of a significant p a rt of the man­
aging adm inistration th a t explain why the earlier years’ organizational development 
conceptions were not revised on their merits, thus such values affected the practice 
even in the 1980’s. They stressed the superiority of state property, against the 
“class-alien” nature of the small private property of the means of production; there 
was verbal acknowledgement of the economic necessity of the private sector, but it 
was judged carefully and with distrust.

The organizational development programmes of the 1980’s did not openly 
break away from the old principles and this is why the course for future development 
was characterised in an ambiguous way. Instead of a radical revision of the whole 
system of services—within this the role of the s ta te  enterprises—only the small 
enterprise model was established. This compromise proved to be feasible in practice.

The previous experiences with the functioning of small enterprises did not 
generate the need for a revision of the organizational forms in the mentioned ser­
vicing branches. In the eyes of the government adm inistration the sm all enterprise 
is the product of, on the one hand, a successfully executed adm inistrative action 
(of organizational modernization) and its mere existence is qualified as an achieve­
ment: small organizations have replaced large organizations. On the  other hand, 
the organizational development conceptions have chartered the course for further 
development; thus the administrative organs consider the execution of such concep­
tions as their task—not the revision of the actual situation and functioning of small 
enterprises. According to the conceptions, there should be even smaller, indepen­
dent units established under the auspices of the small enterprises. This should be 
in such a way that the smallest, separately located units and shops would operate 
under contract across a wider range. (The cooperatives also strive for this, with the 
establishment of the ‘lump-sum’ accounting units.) Yet this contractual operation 
has not gained ground in the past few years. At the same time, the proposal—which 
still appeared in the original conception of organizational development—that the 
smallest workshops should be leased to artisans or to  work collectives of artisans 
has been removed from the agenda. The proposal has been unpopular from the 
beginning since, in the eyes of many, small-scale industry is invariably the real ri­
val threatening the “truly socialist” state sector. This is why many people in the 
economic management and political bodies are afraid of the expansion of private 
property (although many analysts have pointed out th a t the flexibility of small- 
scale industry results from its organizational characteristics and from the fact that 
the artisan usually works alone, in a self-governing organization with little admin­
istration). The guard of the old principles wants to ignore the advantages inherent 
in the work organizations of small-scale industry.

For the time being, the organizational development conceptions do not even 
plan to introduce other modes of utilization of state property. (One way would be,
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for example, the utilization of a part of the high-value equipment in a technical 
station. This could be leased to cooperatives or to individuals—or even sold to 
them.)

The central management of small enterprises—intentions and reality

Regulation o f the functioning of small enterprises

In the beginning it seemed tha t the small enterprises, which functioned in 
the simplified system of economic regulation, accounts, accounting and statistical 
data  supply, would have the benefit of greater independence. However, it soon 
became evident that the small enterprises were not going to receive any greater 
autonomy than the big ones. This was partly because— as mentioned earlier— 
many kinds of conditions of independent operation were missing from the small 
enterprises. (And this was caused by the mechanical way of their foundation.) They 
inevitably needed the help of their new manager, the local council; the difficulties 
which occurred later made these relations even tighter. On the o ther hand, it 
also became evident th a t although the economic management strived to  take into 
consideration the characteristics resulting from the small proportions and the form 
of small enterprises, later on they could not handle the small ones in a manner 
different from the big ones.

The most im portant of the few remaining distinctions is the taxation of the 
gross income. This undoubtedly simplified the generally valid, multi-channel with­
drawal system of the state enterprises. W ith this, the regulation made the financial 
accounting of small enterprises easier and, together with other financial advantages, 
made a significant increase possible in the results, even in the case of organizations 
working with a high wage cost ratio. [7] After the payment of taxes, the small 
enterprises can freely use their profit, decide what proportion to keep in reserve, or 
they can use the money for development or the increase of wages. Yet the small 
enterprises—-just like the big ones—-put wage increases in the first place.

The free widening of the sphere of activities—which at the beginning was an 
advantage only offered to  the small enterprises—was also a great help. The profit 
resulting from the widening of the scope of activities, from the utilization of the 
premises and from commercial business enabled them  to  function and provided the 
possiblity of good results.

However, the facilitating measures were accompanied by more and more de­
tailed, all-embracing regulations and, in the end, “as a consequence of the combined 
effect of the different regulations, instead of the expected improvement, the prof­
itability of the small service enterprises in fact decreased.”
[16] Yet in the system of the regulations, as usual, the “gaps” , and conflicting reg-
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illations have appeared. The managing organs conscientiously worked hard on the 
modification and regulation. W ith this they tried to indicate th a t they do in fact 
pay attention to every problem of the small enterprises and are ready to take even 
newer measures. (W ithin the regulation of wages, for example, they regulated w ith 
meticulous care— and with several modifications— the premium of the managers 
and their deputies, the so-called “higher executives” ; they encouraged the tra in ­
ing of apprentices, reduced the tax  on wages paid for economizing materials and 
granted credit with favourable term s for development, etc.)

The very detailed regulations extended to  small firms and the solicitude of 
the central directing bodies have made the relations of dependence unequivocal for 
the small enterprises. Thus, instead of the expected market behaviour (competition 
for the buyers), they adjusted their operations m ore and more to the requirements 
of regulation. In fact, they did not have a genuinely different choice: prices and 
wages depend on regulations and not on the m arket situation. Instead of the 
price-forming effect of demand and supply, the price authority regulated their price 
and first the successor companies of GELKA and AFIT; then sm all hairdressing 
enterprises applied for the possibility of raising their prices,—and they did.

In such a regulative environment, the intended simplification of the admin­
istration of small enterprises could not succeed either. Immediately after their 
establishment, and by the time their rules of operation had been elaborated, se­
rious administrative burdens began to fall on these organization and their small 
staff: “the authorities set the same requirements for them as for traditional enter­
prises. They are controlled by the fire department, labour safety authorities, social 
security authorities, the state prosecution and—for tax, price, personnel and other 
reasons—by various offices. Their rules of organization and operation have been 
elaborated according to the viewpoints of these organizations. One of these rules 
actually runs into more than 500 pages, and its implementation requires consider­
able expense and time” . [17] “Small enterprises have to prepare more than 23 rules 
(according to certain opinions, even more)” .[18]

The burdens of small state enterprises have continued to grow because the 
regulations of the directing bodies— concerning economy—put ever newer admin­
istrative obligations on them—as is the case with the big companies.

The supervision of small enterprises

The direct supervision of the functioning of small state enterprises—and thus 
the responsibility—was delegated to the local councils. (Sectorial direction has re­
mained the task of the competent ministry.) In the beginning, the councils were 
a little bit hesitant about what should be the substance, methods and means of
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supervisory activity, especially if the declared independence of small enterprises 
was to be respected.

According to the law, they could practice a legal supervision. Yet it was 
evident from the beginning th a t most small enterprises required concrete help. The 
supervising bodies could not and did not want to deny help. This was formulated 
for them by the Council Office of the Council of Ministers: “local councils should 
not interfere with the functioning of the enterprise, bu t should help where they 
find problems; if bankruptcy threatens, the councils should help them  to  avoid 
it—within the possibilities of their manoeuvring.” [19]

Thus, in times of need, the supervisory organ of the council—sometimes at 
the request of the small enterprise, sometimes on its own initiative—had recourse to 
the usually applied means: if needed, it gave financial support (in the form of trans­
ferred or repayable circulating-capital provisions, supplementation of development 
funds, elimination of liquidity problems, granting of sites, cession of assets etc.), 
took part in the changing of managers, in the solution of staff problems, and “not 
least they helped the development of enterprises by paying continuous a tten tio n  to 
their activity, by making the managers report, and through different resolutions” . 
[20] The councils are ready for this because the general principle is th a t they are 
responsible for the quality of services in their own area. T he responsibility for sup­
ply in itself justifies the fact that elimination of the economic problems of small 
enterprises should be helped by-all means a t the disposal of the councils. T his is all 
the more in their interest because, in cases of bankruptcy among the bigger units, 
the sale of assets seems to be an insoluble task for the tim e being.

Under the present circumstances it is also understandable that sm all enter­
prises do not demand greater independence. Employees were thoroughly discon­
tented in certain enterprises when some councils appointed their “own” people to 
the higher posts of the enterprise, instead of selecting the adequate leaders from 
among the employees of the small enterprise. In the course of the election of the 
director, in certain places this led to a situation where the director appointed by 
the council was not re-elected.

In fact, the small enterprises do not want to  become independent of the 
councils which comprehensively help them  in their operations. The practice of the 
councils so far has been reaffirmed by the position of the Council Office of the 
Council of Ministers: “It is a just requirement th a t—even after the introduction 
of new enterprise management forms— the presidents of the Budapest and  county 
councils should pay closer attention to , and help the activity and increase the 
supplying ability of, small enterprises.” [19]

Thus, instead of developing the conditions of autonomous management, the 
unequivocal dependency relations, the all-comprehensive regulations and the ever 
widening da ta  supply obligation (which all give an opportunity for intervention) 
made small enterprises an integral part of the hierarchy of economic organizations. 
The adaptation was helped by the unchanged autom atism s of central management
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practice and the invariably prevailing ideas about the superiority of state property 
and the necessity of its being held together.

The stability of ideological values has an interest-asserting function in this 
case, too: these can justify the necessity of existence of central managing organs; 
they are indispensable even in this small sphere, since they manage, guard, develop, 
and supervise the property of the state.

Yet in the meantime, it is precisely the state adm inistration which has left 
unsolved numerous problems which basically determine the existence of small en­
terprises. The most serious failure, affecting almost every industrial service, is 
tha t in the course of establishing small state enterprises the earlier central provi­
sion of spare parts weis eliminated without reorganizing the nature of its trade. In 
its absence, the spare part market disintegrated, supply became disorganized, and 
shortages became overwhelming. In the interest of preventing disturbances, only 
those steps were taken which cooperating smaller or bigger organizations could 
solve on their own; in fact, a really comprehensive, resolute state conception, and 
a general settlement was what were really needed.

Illegal services

The 160 small enterprises functioning in 1985 are mainly the successors of 
AFIT and GELKA. In the circle of their mechanics it became a general endeavour— 
exceptions are worthy of respect—to try  to increase (illegal) income with a greater 
part of the countervalue of their services—instead of the sales returns of the enter­
prise. In consequence of their working conditions, some of the employees are able 
to influence considerably the scale and proportions between legal enterprise and 
illegal personal incomes. This aggravates the problems of the functioning of small 
enterprises within them, adding to the problems th a t stem from without—from the 
circumstances related to  the establishment and conditions of their activities.

Since 1983 an increasing number of analyses have reported on the expansion of 
illegal services and the increase of illegally tax-free incomes in the field of car repairs 
and telecommunication and household appliances repair. (Apart from this, illegal 
work is estimated to be considerable in the sphere of apartm ent maintenance.)11

According to estimates, the proportion of illegal services is high and has been 
continuously on the increase since 1983.

At the time of the establishment of small enterprises many hoped th a t if 
they succeeded in making mechanics interested in increasing the results of the 
small enterprises—mainly by raising wages—illegal services would be forced back,

11 On th e  basis of a  m any-sided  analysis, a  com prehensive e stim a te  was m ade by Drexler— Belyó  
[21], on  th e  custom s prevailing  in the  field of c a r  repair by  Polgár  [22] an d  Oszoli [23, 24]; on  the 
telecom m unication  a n d  household  appliance re p a ir  by Czenki [25].

5 Acta Oeconomica 39, 1988



264 T . L A K Y : SM A LL ST A T E  E N T E R P R IS E

a t least in this circle. After the establishment of small enterprises, wages really 
began to grow (the officially announced average monthly income in industrial small 
enterprises was F t 5515—somewhat lower than the industrial average: F t 6674).

Beyond the continuous raising of wages, the earlier system of task-wage has 
been modified. It now strives to  increase the share of manual workers in the pay­
m ents received after their own work. This was aimed at suppressing illegal activi­
ties. “By certain incentive elements mechanics are stimulated to do a bigger part 
of their work within the framework of small enterprises.” [26]—in other words, not 
illegally. The introduction of a more incentive wage system and the increase of 
payments due to  the employees no doubt also made legal work for the enterprise 
more advantageous—at least in certain professions and within certain limits. In 
the small enterprises repairing telecommunications and household appliances av­
erage earnings have increased, but at the successor firms of AFIT even the more 
incentive wage system proved to be insufficiently attractive to increase enterprise 
performance— and thus legal earnings.

Illegal work is not a socio-economic problem affecting only small enterprises, 
but it directly threatens their viability. I would like to stress ju st one reason for 
the spreading of illegal activities: the role of the organizational form which does 
not suitably adjust to the activity. At the same time it places firm managers in a 
position of impotence, for they cannot force back illegal incomes attained to the 
detrim ent of the enterprise.

Probably the key problem is that in the case of many different activities the 
buyer and the worker inevitably get into personal contact. An enterprise, no m atter 
how small, cannot handle this relationship. In this contact the buyer can ask for, 
and the mechanic can offer certain additional services (for example, a deadline 
shorter than the official one, in general, quicker service and “shortage” parts). In 
extreme cases, the enterprise can be left out of the whole business. T hat is why 
servicing enterprises were always at the mercy of their employees, on whom the 
fulfillment of the plan and the returns from sales depended.

In the case of small enterprises it is the labour force th a t makes up the real 
capacity. The volume of performances depends rather on the quantity of living 
labour than, for example, on the volume of the engaged capital—in some cases ma­
terialized in real estate. In other words, incomes are “brought” by skilled workers. 
The elementary interest of small enterprises is to keep their specialists. (According 
to one deterrent example from an analysis: after the loss of a television mechanic 
one small enterprise lost 300 clients.)

The managers of small enterprises try to solve the dilemma of the interest of 
the enterprise (namely that if they do not take a stand against illegal work, they lose 
their clients; if they do, they might lose their workers) with a reasonable compro­
mise: they increase the legal framework, introduce supplementary activities—and 
pu t up with illegal work. Even so, it is up to the workers in what proportion they 
want to share the incomes with the enterprise.
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In this situation, every kind of demand which is aimed at stim ulating man­
agers to take a firmer stand and to “force back the illegal activity of their employees 
by taking more resolute measures” is irresponsible.

Instead, both the managers of small enterprises, and those searching for solu­
tions bring up the most diversified ideas in order to increase the legal performance— 
and thus the legal income—of the employees of the small state enterprises.

According to one of the characteristic conceptions, for example: “the inter­
nal structure of a small organization should be reconstructed as if it were a private 
one. Mechanics would organize their own work themselves and would appear as en­
trepreneurs.” [18] According to this, the small state servicing enterprise— although 
it has not proved to be an economically advantageous form—should be further 
m aintained. The ideological background of the conception is invariably the rather 
non-substantial slogan concerning the “protection of s ta te  property” . Yet the pro­
posal itself is so pragmatic that it builds the future of small enterprises upon illegal 
work perm itted by the state, during working hours, and performed with state- 
owned tools and materials. This then legalizes the privileged situation which the 
employees of small enterprises (and other servicing units) enjoy over the employees 
of both  large factories and artisans.

Interests related  to the maintenance 
of the small enterprise form

Strong interests are related today to the maintenance of this form. The proof 
shows tha t the viability of the small enterprise is an unambigous interest for both 
the state administrative agencies which establish this form, and the managers12 
integrated in the hierarchy of management of state-owned enterprise, and also of 
the people working there.

I would only like to analyse here the least obvious phenomenon: why do 
manual workers cling to the small s ta te  enterprises?

In the beginning, the small enterprises were afraid of losing experts and skilled 
workers, but their number quickly became constant. In the mentioned professions 
very few small independent ventures were established a t the beginning of the 1980’s. 
From 1985 on—especially because of the high social security contribution—not only 
did the process of becoming independent come to a sudden stop, bu t many people 
went back to the socialist sector because it offered greater security. (According to 
the da ta  of the National Association of Artisans, the fluctuation among artisans is 
25-30 percent annually, while the number of full-time artisans has stagnated.)

12 T h e  m anagers and  th e  deputies who h ead  sm all en terprises were p u t in to  th e  sam e ‘B ’ category 
en terprises rank , as are th e  m anagers of s ta te  industry.
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According to the data  of surveys, the people leaving the small ventures prefer 
the socialist sector because it offers greater security than  the private enterprises.13

This shows th a t in the present situation—for many reasons—neither the tra­
ditional small-scale industry (artisans) nor the company forms can offer attractive 
perspectives. The changeover from the state sector to  the private sector can only 
be realized by the taking on of serious financial burdens. The value of the abso­
lutely necessary initial capital differs by trades, but its finding requires financial 
efforts in any case. The self-managing entrepreneur has to cope with the every­
day problems of continuous operation, (for example, the difficulties of purchasing 
m aterials). To these are added the tax  burdens and extremely high social security 
expenses which, moreover, entitle the entrepreneur to less services than  in the so­
cialist sector. When considering the possibilities of becoming self-employed, this is 
a very im portant factor.

However, the employee of a small state enterprise involved in repairing or 
assembling (at times building or hairdressing) can use every piece of equipment 
th a t the firm has, due to his rights as an employee. Thus he can form his illegal 
activity and clientele (albeit linked to the legal one), and also work on his own. 
Through the company, he might have access to otherwise constantly lacking service 
parts or m aterials, which he utilizes to  favour his “own clientele” . In this way—if 
he wishes—his income can come from 2-3 sources: the “official work” for the firm, 
illegal activities on his own account and tips. (According to the estim ates of experts, 
managers of small enterprises and employees, the income of certain mechanics in car 
repair services—stemming from tips and from working on their own account—can 
reach 1000 F t and th a t of their assistants 500 F t per day. Among the mechanics 
of the successor-companies of GELKA, a good telecommunication technician can 
increase his monthly income by 4000-5000 Ft, and a qualified household appliance 
mechanic by 3000-4000 F t just by working on his own account. According to a 
more modest estimate, mechanics can earn an am ount— by working like this and 
with tips—which, even at its minimum, is equal to their official salary in the small 
enterprise. Although in the circle of hairdressers illegal activity is not unknown, 
the principal source of supplementary income is traditionally tips, which amount 
approximately to 4-5000 F t per month—according to estimates—of hairdressers 
with good clientele.

The interests of people working in small enterprises are unambiguously in 
favour of the preservation of this form of operation. It ensures these unique ad­
vantages, and there is the reasonable compromise th a t a lot of people apply for 
an artisan’s licence beside their official job, which implies modest tax  liability.14

13T he lab o u r-tu rn o v er was surveyed in 1984 a t  th e  sm all a n d  affiliated  successor enterprises of 
th e  A F IT  an d  G ELK A . A bou t 5500 employees en te red  or left. In  th e  sam e year, a b o u t  250 became 
in d ep en d en t in  th e  m entioned  occupations; th e  change of jobs took  p lace w ithin th e  socialist sector 
in  such  a  way th a t  em ploym ent increased in th e  sm all an d  affiliated  firms.

14 A ccording to  th e  d a ta  o f th e  C entra l S ta tis tica l Office, in  th e  above m en tio n ed  repairing-
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For this reason,—between “reasonable” limits— they are interested in the moderate 
growth of the small enterprises’ results; thus they can maintain the  already existing 
state of affairs and can have untroubled access to  their income stem m ing from other 
sources, too. This “interest” is not enough for the efficient functioning of an eco­
nomic organization. In the present state of affairs one can expect the “mechanist 
to become ever richer while the servicing firm becomes ever poorer,” [27] and in the 
field of services, the small state enterprise is thus proven to be the least successful 
form.

Small-state enterprises, as organizational forms, are already existing realities. 
The evident deficiencies of this form in several fields of services lead to  consequences 
beyond the questions surrounding small enterprises: i.e. they lead to  the essential 
questions of organizational modernization. We have known for a long time th a t 
the restructuring of the economy’s organizational set-up, and the establishment of 
smaller, self-managing economic organizations is an inevitable, necessary process. 
We already know tha t new forms and solutions can only be successful if we do not 
try to build new things on old and shaky bases. If a critical review of the basis is 
missing and if central managing organizations evade more complicated, non-routine 
tasks, endeavours at modernization can only lead to  half-hearted solutions and thus 
reproduce the problems.
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МЕЛКОЕ ГОСУДАРСТВЕННОЕ ПРЕДПРИЯТИЕ—ПАЛЛИАТИВ 
ДЕЦЕНТРАЛИЗАЦИИ ОРГАНИЗАЦИОННОЙ СТРУ КТУРЫ

Т. ЛАКИ

В ходе попы тки децентрализации чрезмерно концент-рированной ор­
ганизационной системы экономики с 1982 г. возникла новая организа­
ционная форма, мелкое государственное предприятие. Предполагалось, что 
эти гораздо меньше традиционны х предприятий организации, с более прос­
ты м делопроизводством, с льготны м налогообложением, самостоятельно 
работающие, будут способны рентабельно функционировать и ож ивить кон­
куренцию.

В 1985 г. работало уж е 196 таки х  м елких предприятий, подавляющее 
большинство— в сфере услуг (ремонт легковы х автомобилей, ремонт бы­
товы х электро-приборов и радиоаппаратуры , парикмахерские, химчистки 
и т.д.). Однако они не оправдали возлагавш ихся на них надеж д: качество 
обслуж ивания не улучш илось. Вместо конкуренции работники государ­
ственных мелких предприятий создали собственную клиентуру и работают 
в свою пользу, используя государственное оборудование, материал, в рабо­
чее время, пользуясь тем самым нечестными привилегиями как по отно­
шению с рабочими крупны х промыш ленных предприятий, так  и самостоя­
тельными мелкими ремесленниками, легально занимаю щ имися таким тру­
дом и платящ ими соответствующие налоги.
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В статье рассматривается несколько причин неудовлетворительного 
функционирования м елких предприятий. Не удалось создать соответству­
ющую организационную  форму: большинство видов подобной деятельности 
требует не предприятия как  организационной формы, а специфическое мас­
терское с одним или несколькими работниками. Однако и на этот раз не 
отказались от неоднократно объявленного ошибочным принципа, провоз­
глаш авш его превошодство государственной собственности и определявше­
го на протяж ении  десятилетий и соответствующую практику. Все это усуг­
убило то, что государственное управление не способно дать даж е мелким 
предприятиям  более полную самостоятельность, чем крупным. Пример 
мелких предприятий—это урок для всех наш их попы ток реформ: новые 
формы и реш ения не м огут быть успеш ными, если базируются на стары х, 
прогнивш их основах, успешные мероприятия требую т более глубоких из­
менений.
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MARKET-ORIENTED SCIENTIFIC RESEARCH 
AND DEVELOPMENT AFTER THE ECONOMIC REFORM

K. BALÁZS

T he economic reform  of 1968 was followed by new Science Policy G uidelines issued  a  
y ear la te r . T h e  success o f th e  Guidelines m ade  H ungarian  science m arket o rien ted , however, th e  
m ark e t on  which it em erged  is no com petitive  b u t sellers’ m ark e t. T he reac tion  exerted  by m arket 
re la tio n s confused th e  ro les of an d  th e  d ivision of lab o u r betw een  th e  in s titu tes . I t  transform ed 
th e  resea rchers’ activ ity  s tru c tu re  and  tied  th e  s tan d ard s o f research  to  th e  low technological level 
of H u n g a ry ’s na tional econom y. Science an d  th e  sphere of R-\- D  have ad ju s ted  them selves to  th e  
o p p o rtu n itie s  offered by re la tions w ith in  th e  economy. B asic research  has g radually  been  re legated  
to  th e  background while app lied  research a n d  developm ent have come to  th e  fore because they  
b ro u g h t incom e. It also involved intensive a tom iza tion  of th e  R  D  sphere.

In recent decades the economic roles of technical development and scientific 
research, respectively, have not received much attention from Hungarian economic 
theoreticians. Aside from, mostly technocratic, writings formulating expectations 
toward technical-technological development, the issue has been dealt with at ran­
dom and almost incidentally in professional literature. [1, 2] Empirical research 
into the economic mechanism and into the reform has passed over a systematic 
survey of technical development.

The question has failed to arouse the interest of both companies and re­
searchers and this indicates the peripheral role of the problem within enterprise 
management and, up until recently, in central economic management as well.

It is a proven fact of economic history that, simultaneously with the estab­
lishment of m andatory planning, functions necessary for the market operation of a 
firm were separated and removed from the enterprises, while bureaucratic sections 
serving a vertical dependency were extended. [3] Researchers trying to explore 
company attitudes and their internal operation mechanisms simply wrote about 
what they found at companies. [4]

They could not describe non-relevant company functions. This would have 
resulted if the question had been posed differently.

In (central) economic management and in the m ajor trends of system regula­
tors and industrial policy, numerous other expectations and guidelines have dom­
inated the requirements of technical development in recent decades. The role of 
investments and that of the technical development cannot be fully separated within 
the centrally initiated and implemented development programmes. The examina­
tion of the economic role of technical-technological development, seen as an eco-
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nomic question, was overshadowed by restructuring, by the allocation and distri­
bution problems of investment quotas, by the debates on selective industrial policy 
and by other related issues.

Beside stressing the importance of the market in general and analyzing the 
role of market factors in particular (price, exchange rates, credit, shares, capital and 
labour market, banking system etc.), the literature on reform economics has tended 
to neglect the technical development—that is, with regard to its economic content— 
a competition-related category and not a market category. It is an activity necessary 
for the market competitiveness of firms and for the world market competitiveness 
of the economy as a whole. Thus its role is closely related to the role of the market, 
and to the im portance of success in the market.

If, to put it simply, we identify the economic reform mainly with m arket pro­
cesses, the economic analysis of technical development is left to offer only indirect 
clues about the reform process. As it is, the attitude to the new technology (tech­
niques) of companies and economic management (the relevant interests and ways 
of behaviour) provide information about the actual role of market coordination.

Looking into the question from such viewpoints means analysis in at least 
three directions: the survey of companies, of central management organs and of 
institutions engaged in R +  D\ such analysis should concentrate on their interest 
in techn(olog)ical development, their relationship to the market and to  each other.

In this article I will not give all three directions equal attention. In this study 
the focus is upon scientific and R + D  institutions and what I try to  establish is 
how the R +  D  sphere has adjusted to the post-reform economic environment. The 
research looks to see if changes and trends in R  -f D  institutions can qualify the 
state of the domestic market as established in the 1970s and 1980s.

Since the company, (central) management and R  + D  spheres are closely 
interrelated with supply and demand and with the hierarchy, I have deemed it 
necessary to support the reality of facts, beside stating them, with some theoretical 
reasoning and statistical data. However, I appreciate th a t a part of the correlations 
require further research.

Scientific policy implications of the reform

The 1968 economic reform was followed by new Scientific Policy Guidelines 
in 1969. In the spirit of the economic reform, the scientific policy formulated new 
expectations towards, and set new goals for Hungarian science. The essence of 
this was tha t R  + D  institutions should contribute to  improving the Hungarian 
economy’s efficiency and that scientific research should be practice-oriented. The 
means of implementing the guidelines were, as with the economy, to create finan­
cial interest and to turn toward the scientific m arket. When studying the reform
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process, one cannot shun the question whether the Hungarian science policy was 
successful in implementing the concept as it was understood in 1969 and, if it was, 
can this now be considered as having been a success for the Hungarian economy 
and science?

By analyzing the processes of the past 20 years I want to  prove my hypothesis:
The successful implementation of the Science Policy Guidelines, while making 

Hungarian science market-oriented, included certain destructive elements as well. 
Hungarian R + D  has actually become market-oriented, bu t the market in which 
it has become an actor is not a competitive market but one of a resource-constrain 
economy. The repercussion of market relationships muddled up roles within the 
science as well as the division of labour among institutions, it changed the structure 
of activity of research workers and tied the level of scientific research to  the low 
techn(olog)ical standards of the Hungarian economy. The atom ization of the R  + D 
sphere and the devaluation of science had started and it soon accelerated.

First of all, an explanation of the meaning and im portance for science of the 
notion “market-oriented” is needed. Why has the market to  be analyzed in order 
to understand processes going on in science?

This is necessary in order to understand and to see where the processes to  be 
analyzed actually originated, and to do this it is necessary to  look at the pre-1969 
history of the Hungarian R + D .

Point of departure

In Hungary, scientific research and development activities were separated 
from the economy, from companies and from all other institutions pursuing other 
basic activities. This is why the relationship of science (R  +  D)  and practice (in­
dustry, agriculture) has to be analyzed as a relationship of separate institutions.

The systematically separated R + D  network was the product of the autarkic 
economy- and science-policy of the 1950s. The task of intitutional scientific disci­
plines and types of research was to help Hungarian science catch up with the world 
by producing autarkic scientific achievements. The R + D  sphere thus developed 
in the way outlined below.

In the spirit of specialization, rationalization and centralization (dominant 
features of the industrial policy, too), big academic research institutes were set 
up to perform original or basic research for a single discipline, and parallel to 
that, for each branch of industry industrial research institutes were established 
to conduct applied research and development. At the same time, research teams 
at companies were dissolved and the prim ary task of universities became teaching. 
The establishment of scientific institutes involved the regrouping of research workers 
and technical experts.
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The build-up of the relevant R + D  structure and the running-in of institutions 
continued well into the 1960s. The sums spent on R  + D  grew at a faster rate than 
the national income. (In fact, this trend continued until the early 1980s.)

Research institutes financed their operations from tha t part of the state bud­
get allotted for them  and occasionally complemented from various central sources. 
Beside the sum  spent from the budget on science and R  + D, some two thirds 
of the technical development funds (the setting up of which was obligatory for 
companies) were centralized. OM FB1 and the ministries disposed jointly of the 
centralized technical development funds. The size of share from the budget was set 
in line with the given institu te’s size.

(Uniform statistical recording of R + D  started  in 1966; consequently, data from 
before and after 1966 are not homogenous and cannot be put into chronological 
order.)
Source: [5, 6]

Fig. 1 National income and expenditures on scientific research

Fig. 2 shows the increase of the average d ata  of research institutes and the 
differences in this respect.

1 OMFB is the abbreviation for N ational Technological Development Board.
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Table 1
Essential data on research institutes, according to the number of research workers

employed, 1966

D istrib u tio n  in percentage of
N um ber of 

research 
workers 

employed

Research
insti­
tu tes

Research
workers

A uxiliary
scientific

sta ff

Research
expen­
ditures

Invest­
m en ts

Research
pro jec ts

underw ay

1-10 8 1 1 1 0 2
11-25 26 9 6 7 6 10
26-50 29 21 18 18 18 27
51-100 24 33 32 32 36 33

over 100 13 36 43 42 40 28
T otal 100 100 100 100 100 100

(Nine m edical scientific in s titu tes  exluded.) 
Source: [5]

1 -1 0  11-25 26-50 51-100 over 100 research workers

Fig. 2 Average data per one research institute, according to -the number of scientific 
research workers (Average of institutes with 10 or less =  1) 1966

The institutes began to compete for allocations and for more central resources 
in order to further growth and investment. T hus the financing of research depended 
on the availability of resources— that is, on relationships to R  +  D  centres.
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The first and foremost interest of institutes was, due to  their professional 
commitment and central financing, to cultivate the individual disciplines on a high 
level and to actively participate in domestic and international scientific life.

Changes induced by the reform

As a result of the 1968 economic reform, new conditions of operation were 
created for R + D  institutions too. The central idea of the reform was that, by letting 
market mechanisms work, the positive im pact of the market would emerge and 
develop. The ensuing competition, operating as a kind of selection, would improve 
economy’s efficiency and its world market competitiveness. Accordingly, scientific 
research institutes were expected to serve the requirements of the economy using 
technical innovations; their activity was to be normative in the long run and at the 
same time satisfy the orders and requirements of companies. T he expections were 
combined with new measures with regard to  management. The amount of central 
subsidies was frozen at the then prevailing level and new financing possibilities were 
provided fo r  the research institutes. They could enter into contracts with, and 
perform work for, other institutes and companies. They could also keep their 
earnings. A further source of income was state orders and R+  D  target programmes. 
(Unfortunately, budget statistics of institutes are not available. Owing to changes 
in the number and type of institutions, aggregated data of R  + D  cannot be used to 
illustrate the afore-mentioned relationship. W ith regard to the entirety of R + D ,  
we shall return  later to changes in the relative weight of financial resources.)

The economic reform did not evolve as originally expected. In the event, com­
petition did not prevail in a limited market; the state-bound, hierarchic dependency 
of companies remained a decisive feature, determining interests.

This had, however, profound consequences for the implementation of scientific 
policy as well, since the reform failed to bring a radical change to the innovatory 
capacity of economic organizations; technical development or the introduction of 
new technical solutions are still not in the interest of companies themselves.

The readiness of companies to innovate and their relationship to new tech­
nology is of vital importance for the sales opportunities of R  +  D  institutes. In the 
market of scientific achievements, the products and working capacities of research 
institutes are on the supply side and the companies stand on the demand side. 
The demand which research institutes face is closely related to  the introduction of 
new technical achievements at companies and to the interest of the companies in 
innovation. Therefore, to be able to analyze the demand-and-supply position of 
research institutes entering the market, we must get acquainted with the sta tu s of 
innovation in the post-reform Hungarian economy.
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Facts and theoretical considerations with regard to the status of innovation

The most palpable result of innovation by companies is evidenced by the pro­
portion of their new or updated products. The primary means of making headway 
in the market is to come out with new products, to improve existing ones (quality, 
service) or to reduce their price. In Hungary, the proportion of new products is very 
low (1.5 percent approx.) and over 90 percent of all products have been marketed 
unchanged for many years. It is customary to calculate the cycle of full replacement 
of products on the basis of the proportion of new products introduced in a given 
year. Taking the 1.5 percent into account, this would take some 67 years in the 
Hungarian economy. (It is not a good comparison but illuminating to know that 
the same cycle for the electronics industry of OECD countries is 6 to 10 years.) In 
Hungary, there has been a nationwide recording of new products since the 1980s 
only, bu t it would be futile to assume th a t the situation was any better before.

Table 2
Sale of industrial products—according to their up-to-date characteristics—in state-owned 
industries, as a percentage of the sale of products manufactured in commercial quantities

1981 1982 1983 1984 1985 1986
T ota l num ber of p ro d u c ts 100 100 100 100 100 100
New products in  th a t  year 1.4 1.1 0.9 1.6 1.7 1.3
U p d a ted  p ro d u c ts 1.3 2.4 2.1 1.7 1.8 1.5
M odified p ro ducts 3.2 3.9 4.1 5.0 5.2 2.4
New products for th e

com pany 1.3 1.0 0.9 1.1 0.8 1.2
U nchanged products 91.8 91.6 92.0 90.6 90.5 93.6

Source: [7]

Also, data  on the applications for licences provide useful information on the 
innovation activity of companies. The extent of licences applied for is im portant for 
my line of reasoning because they, and their introduction (through imports) may 
be an alternative source of technical information to the “supply” side of domestic 
R  -f D  institutions.

W ith regard to the magnitude of innovation activity, the difference in the 
data of two consecutive years provides information. (This difference depends on 
several factors: the number of new licences, the development of sales by the branch, 
in the branches, etc.)

An internal comparison can be m ade with regard to licence imports.
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Table 3
Share of sales of products manufactured by the socialist sector* industries under licence,

as a percentage of total sales

1980 1981 1982 1983 1984 1985 1986
M ining
E lec tric  energy

0.1 0.1 0.2 0.2 0.3 0.3 0.3

in d u stry - - - - - 0.0 0.0
M etallu rgy 7.3 7.4 7.2 8.3 9.5 8.7 8.0
E ngineering  
B uild ing  m ate ria l

8.5 7.2 8.0 9.2 9.5 9.4 9.4

in d u stry 4.4 3.6 3.9 4.9 5.4 4.9 7.8
C hem ical industry 9.2 8.7 10.0 11.0 16.2 18.0 18.7
H eavy in dustries 7.0 6.3 6.9 7.8 9.7 10.0 -
L ight ind u strie s 2.9 3.1 3.0 3.8 3.3 4.2 4.0
Food in d u stry 1.3 1.5 1.1 1.1 0.9 1.3 1.3
In d u stry  to ta l: 5.3 4.9 5.2 5.9 7.1 7.6 7.5

• In  H ungarian  term inology  th is m eans s ta te  plus cooperative  firms. (Ed.no te .)  
Source: [7]

Table 4
Licence ‘imports’ as a percentage of R  + D expenditures

T h e  N etherlands 17.4
Sweden 5.8
Norway 11.0
Belgium 17.2
A u stria 13.8
F in lan d 13.4
G reece 22.0
H ungary 4.0

Source: [8]

Considering countries which are particularly dependent on licence ‘im ports’ 
as part of their R + D  expenditures, Hungary certainly appears to  be lagging behind.

The source of finance for companies buying licences, as well as other R + D  
expenditures, is the technical development fund.

As can be seen, less than 10 percent of both corporate^and central TDFs is 
being spent on licences. Its overwhelming part could thus^be spent on domestic 
development. Still, in the fifth and sixth five-year plan periods some one-third of 
the corporate T D F remained unspent. (Source: [7]).

W ith the above data I want to support the following assertions: tha t inno­
vative activities in Hungarian industry are significant, th a t there are reserves in 
the industry th a t could be spent on R + D  and tha t buying licences from abroad 
would not harm  the domestic R + D .  (A thorough statistical verification would of
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course call for a deeper analysis.) In the following I would like to  raise a few theo­
retical thoughts as well to show why such assertions can be m ade about Hungarian 
companies.

The post-reform Hungarian economy is a resource-constrained one and it 
is essentially a sellers’ market. The economic interest of companies is set by a 
hierarchic dependency. W hat do these facts mean for innovation?

Table 5
Licence expenditures as a proportion of drawing on the technical development funds

C o rp o ra te  technical developm ent C en tra l technical-developm ent
funds (T D F) funds (T D F )

1976-80 1981 1976-80 1981
1. M ining 7.6 3.5 a) M in istry  of 8.7 10.4

In d u stry
2. E lectric  energy b ) M in istry  for

in d u stry 2.2 2.2 C onstruc tion  an d  
U rb an  Developm ent

11.1 13.9

3. M etallurgy 10.3 8.1 c) M in istry  of Food
a n d  A griculture 0.8 3.9

4. Engineering 10.4 5.2 d) M in istry  of
T ran sp o rt and 2.4 0

5. C hem ical in d u stry 7.4 7.5 P o st
e) N a tional Technical

6. Light industries 7.4 15.0 Developm ent B oard 6.9 7.2
f) N a tio n a l W ater

7. Industry , o th er 7.4 0 B oard 8.1 5.1
1-7 T otal 9.4 6.3 E conom y to ta l 7.5 8.3
8. B uilding m ate ria l

in d u stry
9. C o n struc tion

in d u stry

16.4

7.9

4.5

3.2
8-9 T o ta l 11.6 3.7

10. Food-processing
in d u stry 11.8 7.2

11. A griculture 8.6

10-11 T otal 11.8 7.6

12. T ran sp o rt an d
telecom m unications 0.9 0.4

N ational economy,
to ta l 9.3 6.1

Source: [8]
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Innovation or the introduction of new techniques means changing production 
conditions. T hus there needs to  be a restructuring of production, the working 
process and, because of the new tasks of purchasing and selling, the com pany’s 
m arket position. This brings changes to the life of the company as an organization. 
All organizations and all established hierarchic structures tend to strongly resist 
any changes [9]. The change of such an organization, or th a t of the roles in it can 
only be achieved by enforcing an external interest stronger th an  the power interests 
tied up with its internal stability. In the case of changes tied to innovation, the 
internal interest is to hold fast in competition.

Yet in resource-constrained economy there is no genuine competition in the 
m arket.[10] It is a sellers’ m arket where anything can be sold because demand 
cannot be satisfied properly. In such a m arket, the seller’s position implies th a t 
he does not have to fight for the buyers by improving the quality of his product, 
reducing its price or adding products to the range offered. There is nothing to 
force him to  upset his well-established organizational and m arket relationships— 
i.e. there is no incentive to introduce new techniques. W hat is more, the seller 
enjoys such a position in the market that he is able to keep his position. Thus he 
remains indifferent, moreover, resistant to technical development. Innovation is not 
in the interest of companies.

From the stable position of companies as sellers there follows another pecu­
liarity of the sellers’ market. Even if they appear as buyers, their attitude is preset 
by what they can expect as sellers. Excess demand in the m arket determines, as 
a sort of a vicious circle, the  behaviour of sellers and buyers. The company as a 
buyer is com peting with o ther buyers for the product. This compels the company 
to  buy the more expensive products of inferior quality, simply to keep production 
running. The company, as a buyer, can make such allowances since later on, as a 
seller, it will pass the burdens onto its buyers. A dominant feature of the sellers’ 
market in a resource-constrained economy is th a t anything can be sold (irrespective 
of price, quality, selection, delivery date etc.) except one group of products— and 
this is the range of products embodying innovation. This is because products and 
production procedures embodying new technologies do not serve the preservation 
but the change of current production, which companies are reluctant to do.

Analysis of the market position of companies shows their relationship to in­
novation with regard to their horizontal ties. T he vertical dependency of companies 
is also of vital importance.

Companies are relieved of the pressure of competition due to their hierarchic 
relationships. The array of subsidies and withdrawals removes genuine competi­
tiveness and, instead of risks, it creates “safety of existence” . In order to win and 
keep a favourable bargaining position, companies do their best to get along well 
with the authorities and to  live up to the expectations the authorities and others 
raise towards them.
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W hat does technical development as an expectation mean in this type of 
economy?

An “expectation” may be an efficient means of industrial policy if firms can 
be called to account for its implementation. How can the authorities insist upon 
the implementation of innovation? The answer is: quantitatively. W hat can be 
observed and controlled is the amount spent on an innovation and the resultant 
number of new products or new processes introduced. Yet the quality of technical 
development cannot be insisted upon, because it simply cannot be measured.

From the viewpointof efficiency, the essence of innovation is the improvement, 
or at least preservation, of a market position. In the absence of competition, the 
competitiveness of companies cannot be measured; thus the quality and success of 
an innovation cannot be measured either.

It follows from the above that innovations introduced in this economy are 
frequently of poor quality and, their appearance is merely a formality.

In the following we want to show how science, and in it the R  + D, have 
adjusted themselves to the economic environment created by the reform.

Status and position of institutes and research workers in the 1970s

The situation of institutes and research workers in the 1970s was determined 
by two basic factors:

—  budget allocations were frozen and the way for earning incomes through 
contractual assignments was opened; thus the method of widening financial re­
sources became the taking on of ‘outside’ jobs;

—  owing to the absence of interest in new technologies and the lack of mo­
tivation, no genuine and active demand for R  + D  institutes emerged. Moreover, 
economic organizations remained passive, sometimes even resistant, to the intro­
duction of new scientific and techn(olog)ical achievements.

The shift in the financial/economic possibilities of R  +  D  institutions, along 
with an inflation tha t substantially reduced the purchasing power of subsidies, 
forced research managers to look to the market for the acquisition of investment 
goods, instruments and research materials. Thus the “reform concept” took effect 
in this circle of institutions: science became exposed to market influences and 
was compelled to adapt itself to the market in order to earn a livelihood. In the 
course of this adaptation the attitude and structure of activity of Hungarian science, 
research and development was gradually transformed and consequently adjusted to 
the situation of the economy.

The main trends in the changes which evolved are considered below. [11]
1. In the relationship between science (R +  D) and the economy a unilateral 

interest emerged, this coming from the side of the science. The way to increase the
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share in real value of financial possibilities became the joining of central medium 
and long-term programmes, getting the support of the Central Committee for Tech­
nical Development (OMFB) and entering into contracts with companies and other 
economic organizations. Dependence on central technical development funds re­
sulted in limited possibilities only, so contracts became instrum ental and vital for 
institutions. Since the economy did not actively seek R + D  “products” , it was 
the institutions who moved into action and went to look for partners, organized 
cooperations, and established and maintained contacts. Such a process means th a t 
research workers m ust not only handle sales and perform the relevant managerial 
tasks but, on top of this, they must do so in a passive and sometimes even resistant 
atmosphere. Managerial and organizational tasks have become part of the life of 
institutions, and this situation has not helped scientific work. Research institutes 
were not designed to  have an “economic infrastructure”, their employees must act 
as research workers, managers, scientists and accountants.

Since companies are not interested in buying R +  D  products (for reasons as­
sociated with advertising, competition, price, quality, expected market advantages 
etc.), the realization of scientific achievements m ust take place in an atmosphere 
of indifference; consequently, it seems the best method of accomplishing such real­
ization to make use of informal contacts. The basis for establishing and stabilizing 
personal and institutionalized informal contacts is the conciliation of interests (al­
though not those of the competitive market).

2. There are two major types of relationship between R +  D  and the economy. 
These depend on the “sacrifices” and efforts th a t confront the economic organiza­
tion concomitant with its acceptance of cooperation with the R  + D  institute:

a) Cooperations concerning the short-term interests of companies. Since the 
constant change of regulators, and the lack of accumulation possibilities and finan­
cial interest force Hungarian companies to devise mainly short-term  strategies, such 
types of relationships are more acceptable to  them . In the context of short-term  in­
terests, we find “business” forms of cooperation th a t do not cause too big a change 
in the process of production and do not require substantial intellectual, physical or 
m aterial investments. Relationships concerning short-term interests are, in most 
cases, built on personal acquaintances or on common personal interest (individual 
professional interest, ambition, financial interests, prestige).

In this form of cooperation, research institutions are helped in fighting the 
indifference of companies by two factors. One is the m andatory technical devel­
opment funds th a t the companies are perm itted to spend on R  +  D  only. (The 
accumulation of such funds was mandatory until January 1 1985; since then only 
the chemical industry and engineering companies are required to observe such a 
practice—and they provide two thirds of the to tal TDF.)

If the com pany’s technical development funds have not been used up the 
cooperation can be financed w ithout any difficulties. (As I mentioned before, about 
one third of the T D F of companies remains unspent.)
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All companies give formal recognition to  the need to  meet the high-level 
expectations concerning technical development.

b) The other type of cooperation concerns the long-term interests o f compa­
nies—but this is much more difficult to implement. Companies dislike planning 
for the long run and long-term interests do not function as economic incentives. 
This is partly because of the changing and unpredictable economic regulators and 
environment and partly because bargaining—a typical relationship between com­
pany and authority—determines economic terms for companies for short periods 
only. Long-term cooperations change the routine company operation. They call 
not only for expenditures bu t also for organizational changes, for the reorganization 
of long-established production procedures, the rearrangement of market contacts 
and not infrequently, they also affect the position and power of certain executives. 
All in all, it requires efforts tha t are not in the primary interest of the company.

Hence to conclude such types of cooperation demands much more preparation, 
organization and persuasion from the research workers concerned. To persuade 
companies and to overcome their reluctance (or resistance) with regard to long­
term planning is an enormous task which calls for ceaseless effort. Often it requires 
much more than the activation of personal contacts or the mobilization of the 
unspent TDF. For instance, institutions use their close personal and institutional 
contacts with the authorities who represent technical development expectations. 
This is done in an indirect way and, in order to realize the cooperation, they also 
solicit administrative pressure from authorities (OMFB, ministries).

Satisfaction of financial requirements th a t go beyond the technical develop­
ment funds is made possible by acquiring central subsidies (for instance OMFB), by 
participation in development programmes or by companies and research institutes 
taking part jointly in competitions for funds (for instance provided by the Hungar­
ian Academy of Sciences). The solution of financial problems is also the interest of 
researchers but this is the point where they may raise the interest of their economic 
partners as well. Money raised for the purpose of cooperation may often be spent 
on solving other development problems o f the company and may thus be used fo r  its 
own purposes as well.

c) Since the beginning of the reform process the science and the R  + D  sphere 
has complied with the possibilities of relationships with the economy. All types of 
institutions have restructured their activities. They have gradually pushed basic 
research into the background; consequently, in academic, industrial and university 
research places—as well as in certain resurrected corporate research departm ents— 
applied research and development has become the priority, together with other pay­
ing activities. The originally rigid differentiation of the types of institutes and 
types of research has ceased, along with the institutional hiearchy and disunity of 
the innovation chain—th at had been the basic idea behind the set-up of the R + D  
network. Now, a sort of coordinative, homogenizing tendency can be observed with 
regard to the different types of research.
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d) Adjustm ent to the conditions and interest relationships of economic ties 
has resulted in the formations described below.

The m ain types of the so-called “short-term ” relationships are as follows:
—  Financing the in stitu te’s own research projects as a company project by 

drawing on the company’s technical development funds. The utilization of the 
resulting “study” is at the discretion of the company, and financing is no sacrifice 
because of the reasons mentioned before.

—  Researchers offer to cooperate with companies in order to  solve problems 
of mutual interest. Since the industry rarely contemplates strategic development, 
researchers are given tasks which, if solved, may help m aintain and organize the 
current production—namely, they tackle actual problems. In other words, the 
cooperation does not go beyond daily development and application questions.

—  In possession of special instruments, equipment and professional knowl­
edge, the research institute is able to render services.

“Long-term” interests are affected by two forms of cooperation:
—  introduction of production technologies and autom ation procedures for 

the modernization of products and regulation of the production process,
—  introduction of new products developed by R  + D  institutions.
Except for the first form of “cooperation” , in all cases it is the research 

interests th a t comply with the demands of companies—more precisely with the 
existing technical level of the economy and with the organizational flexibility (or 
rather inflexibility) of the economic organization (factory). Yet compliance with 
the “customer” , or let us say with the “m arket” , demands not the achievement of 
the possible professional optimum  but just the other way round: science must lower 
its standards to that of the “quasi-customer” and it can force the introduction of 
new techniques to the limit of the low tolerance of the receiver only.

Another typical consequence of the difficulties in industrial, economic rela­
tionships has been postponement—that is, the companies delay putting the prod­
ucts into industrial production and eventually the research institu te itself starts 
the m anufacture of new equipment or instruments. Production became a common 
activity o f R  + D  institutions in the 1970s. Beside the difficulties of transferring 
new ideas to industry, this was also caused by the R + D  institutions need to be self­
financing. Owing to favourable production and sale conditions, income from the 
sales of their own products has become a stable part of the gross earnings of research 
units. Economic regulators affecting research institutes have made them interested 
in increasing their gross output value. Profits are accumulated in proportion with 
the gross ou tpu t value and, due to the classification as institutions, no production 
tax is applied. On January 1 1985 a modified regulation of R +  D  institutions came 
into force, this m eant that instead of institutions, the regulation favoured the R + D  
activity itself (such as profit tax  allowances, preferential allocations, non-repayable 
subsidies). Regulations both  before and after 1985 have made institutions inter­
ested in “in-house” production, because of the increase of the gross output value.
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(Theoretical research results may be sold “only” as a value added; material costs, 
depreciation allowance etc. may be taken into account to a much smaller extent.) 
At the same time, the institutes also requested th a t their production be accounted 
for not as production but as a part of their research and development activity. 
(Before 1985 this was desirable so that the institu te could keep its R  +  D  status.) 
This has m eant tha t equipment—often produced in batches— has been sold, with 
slight modifications and as a specific scientific achievement or a piece of individual 
equipment, in the form of an R  + D  contract.

It follows from the above-said that the magnitude of production within the 
R + D  field cannot be statistically observed. Production-related data  in official 
R  + D  statistics are not realistic, for they do not fully cover the actual processes.

e) Contrary to the foundation concepts, basic as well as application-oriented 
basic research was pushed to the background and preference was given to activities 
ensuring financing and financial returns. However, this structure of activities be­
came a necessity by the late 1970s, since incomes earned on outside contracts were 
sufficient to cover the costs of ongoing basic research (in universities, often those of 
education, too [12]). W ith regard to the Academy, profitable production and the 
taking on of other jobs became a sine qua non of operation for the whole network 
of institutions belonging to the Academy.)

f) Sales contracts, cooperation agreements between science, the R  + D  sphere 
and the economy (industrial companies, agricultural organizations) appear on the 
surface in market forms. They may also be described by using market categories— 
even if there are no competition-market relationships and there happens to be 
no competition-market interest reconciliation. Since it is the research institute 
th a t is interested in establishing economic contacts and the company is passive or 
resistant, contracts are usually individual agreements. Though R + D  products 
and cooperation have their prices, this does not play a critical role in establishing 
relationships; the ciritical factors are the personal informal relationships and the 
formal, hierarchic dependencies hidden in the background. There is no such thing 
as a “scientific-market” , there is no competition among research workers, there 
is no market publicity and thus no demand develops. Owing to the division of 
research territories and the monopolistic position of the individual themes, some 
of the relationships with industry are forced ones, and central organs supporting 
preferred themes (for instance OMFB: “the money must be distributed” ) are also 
in a difficult situation—i.e. they have no choice.

In the course of the process of adaptation, the research institutes have turned 
from being budgetary institutions into economic organizations— that is, they form 
a second layer in the economics of production (industry taking first place).

Due to  the fact that there is also production going on in the institutes, the 
whole innovation process often takes place there as well. By marketing their re­
sults, the performance of all enterprise and economic functions has become the task 
of R + D  institutes. Management has moved to the forefront of institutional and
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research life and research tasks now conform to the provision of economic condi­
tions. The internal management and the financing system of institutes (institu­
tions) also conform to this. Subsidies from the budget are usually divided, by some 
time-honoured method, among departm ents (other units). Apart from this, the 
departm ents or units are self-financing, and their independent task is to ensure the 
income necessary for carrying on their work—i.e. as independent economic units. 
The central management of the institute has, in the process, become increasingly 
a mere guider, a coordinator, and its managerial functions have prevailed over 
scientific control. In many places a complicated system of internal management 
has developed: with the establishment of institutional risk funds, internal credit 
systems and incentive schemes. In fact, complementing the economic functions of 
units, the managem ent of such institutions undertakes banking functions, too.

New developments of the restrictive period

The restrictive economic policy introduced in 1979, by modifying the system 
of regulators, did not change the direction of the adaptation process started in the 
1970s. In fact, it deepened the existing tendency. [12] The structure th a t had 
evolved in the 1970s was stabilized, and production and management functions 
became prevalent. The real value o f central subsidies— nominally frozen in the 
early 1970s— in most cases fell. The early 1980s saw an adverse change in the 
relationship between the growth of R  + D  and the national income. Over the 
fifth five-year plan period R  + D  expenditures grew by an average 9.3 percent 
p.a. in current prices, but by a mere 4.7 percent in the sixth fivè-year plan period. 
However, corrected by the implicit price index of the produced national income, the 
above-mentioned average growth was 4.1 percent between 1976 and 1980 and -1.46 
percent between 1981 and 1985. In the latter period the annual average decrease 
of the national income (calculated with the implicit price index) was some -0.9 
percent. Thus spending on R +  D  fell quicker than  the decrease of national income 
(used a t home).

Table 6
Annual growth of R  +  D expenditures

1981 1982 1983 1984 1985 1986
A t current
prices
D eflated

106.4
100.2

106.0
99.2

95.1
90.0

110.3
103.9

106.3
100.0

105.3

Source: [13]

The figures show tha t on a national economy level, money spent on R  +  D
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decreased. The relationships of researchers with industry were adversely affected by 
the growing tax burden on companies, by shrinking development funds, by a lid on 
investments and by the gradual lifting of the companies’ obligations to  implement 
m andatory accumulation of company technical development funds. As the financing 
possibilities of companies narrowed, the terms of establishing relationships became 
more difficult. Nowadays it is not enough to use the well-trodden informal or formal 
paths, or to operate with the given in stitu te’s prestige; nowadays it is not only 
interest but also the financial background th a t is missing—especially since nothing 
can be squeezed out of companies. These facts show th a t the managerial tasks of 
R + D  institutions are getting tougher and thus the provision of the necessary finance 
takes much more time and effort than  before. A restructuring of the proportions 
of financing resources has taken place over the past 15 years. Of course aggregated 
data do not apply equally to changes in academic, sectoral and other R + D  units. 
At units where institutes had been almost completely financed by the state budget 
in the early 1970s (i.e. those belonging to  the Academy), the relevant d ata  cover 
deeper-going changes.

Table 7
R + D  costs of R  + D units according to the method of financing and financial resources

1970 1975 1980 1985
From  th e  cen tra l T D F  of O M FB 3.2 5.9 4.9 3.6
From  th e  c en tra l T D F  of M in istry 17.5 14.8 13.9 9.9
From  th e  s ta te  budget m in istry 6.8 10.9 7.3 13.6
R esearch-developm ent in s titu tes 1.2 2.4 2.6 2.2
From  com panies 35.6 33.9 39.8 4 1 . 2

O thers 2.1 7.3 6.7
C o n trac t, assignm ent to ta l 
In s titu te  financing,

6 6 . 4 75.2 75.2 78.4

from  b u dget research  subsidy 31.3 23.1 21.6 16.8
O thers 2.3 1.7 3.2 4.6
T o ta l (in percen t) 100.0 100.0 100.0 100.0

Source: [6]

The processes th a t took place can be characterized mainly by changes in the 
proportion of the financing of institutes from the budget and contracts/assignments. 
In the 1980s new symptoms emerged and accelerated the tendency towards the 
independence of the research institutes and university departm ents, thus furthering 
the atomization of the R + D  sphere.

Owing to the modification of the system of regulators, new organizations 
emerged and spread. The formation of business work partnerships,2 civil law part­

2GM Ks by th e  H ungarian  abbrev ia tion  (Ed.  note)
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nerships, and enterprise business work partnerships3 gave research workers a greater 
freedom in the choice of project. It also provided them  with more flexible possibil­
ities for enterprise and greater opportunities for increasing their personal incomes. 
GMKs were often organized in the “shadow” of formal research institutes, based 
in scientific departm ents, and run by fellow research workers who knew each other 
as well as their trade. The capacity of GMKs to take risks is greater than  that of 
the departm ents. The basis of such risks is the personal free time expended when 
investing their intellectual capital and physical labour. In the cooperation between 
research institutes and GMKs, both sides are interested in the market relationships. 
To sell its results, the GMK needs the prestige and weight of the institu te and, in 
exchange for its name, the institute gets a share of the income.

W ith the spreading of GMKs, a dual structure has developed in the R  -f D  
institutions. The parallelism of departm ents and GMKs has created a “doubling” 
of research team s and strengthened their nature as self-financing, independent eco­
nomic units. The past few years have been marked by the level and structure of 
scientific research getting closer to the level of the economy and by a further and 
forceful atomization of the R  + D  sphere.

Summary

A few practical and theoretical consequences may be drawn from what has 
been said:

1. In the wake of the reform, the R +  D sphere adjusted itself to  its economic 
environment since financing regulators forced it to do so. Owing to  the almost 
overall lack of demand for innovation in the Hungarian economy, this adjustment 
resulted in the devaluation of the previously heavily promoted scientific, research- 
development institutions.

2. It follows from the first point that should Hungarian scientific policy want 
ot maintain a high-standard research basis, it cannot build the activity of the latter 
on the demands of Hungarian industry. Experience of the past fifteen years or so 
indicates th a t research accomplishments have failed to  stir up the innovative spirit 
of industry. On the contrary: due to disproportions in the structure of interest, it 
was the economy tha t forced “science” to adapt itself to the former’s own technical 
standards.

3. The present R + D  basis may significantly contribute to the improvement 
of the economy’s efficiency and competitiveness only if a genuine demand for its 
products emerges. However, demand for new techniques can be spurred on solely 
by adaptation to a competitive market.

3VG M Ks by  th e  H ungarian  a b b rev ita tio n  (Ed. note)
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4. The main characteristics of the market of a resource-constrained economy 
do not apply uniformly to all actors and segments of the m arket. Unlike most 
of the market, products carrying the new techniques—and their distributors— do 
not operate in a favourable seller’s market. T hey do not encounter an “almost 
unsatiable” demand and the m arket for their products is not tha t of sellers. There 
is no balance between supply and demand sides in the market of R  + D  products 
and services either. Interest, hence defencelessness in the market, is stronger on the 
supply side. This is, however, caused not so much by tougher economic conditions 
(stricter budget constraints) but by other rules of the game. Securing incomes 
depends not only on the authorities but equally on the quality of relationships and 
bargaining with companies or with the “customer” in general. The nature of R-\-D  
products results in their varying market positions.

It is safe to assume that there are even more special m arket segments in 
a resource-constrained economy th a t appears uniform  in many respect, but their 
exploration and analytical study would require further research.
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ОРИЕНТИРОВАННЫЕ НА РЫ НОК НАУЧНЫЕ ИССЛЕДОВАНИЯ

К. БАЛАЖ

Через год после экономической реформы 1968 г. появились новые 
принципы  научной политики. В результате их осущ ествления венгерские 
НИОКР стали  действительно ориентированными н а рынок, однако рынок, 
на котором  они проводятся, не является конкурентны м, а  представляет 
собой ры нок экономики с ограниченны ми ресурсами. На ггам ры нке роль 
инновации незначительна, поэтому не склады вается спрос по отношению  
к предлож ению  НИОКР. Ввиду отсутствия заинтересованности институтов 
НИОКР в самофинансировании и отсутствия спроса начался такой процесс 
приспособления, в ходе которого изменилось разделение труда м еж ду  ин­
ститутам и, структура деятельности исследователей, основные исследовани- 
я отодвинулись на задний план и большую роль приобрели проектны е рабо­
ты , обслуживание, производство, обеспечивающие доходы. Деятельности 
сети НИОКР связана с низким техническим  уровнем венгерской экономики.

В экономике с ограниченными ресурсами ры нок продукции, несущей 
новую технологию ,—своеобразный частны й ры нок, для которого вслед­
ствие характера продукции не характерен  почти неудовлетворенный спрос, 
это не ры нок продавцов.
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ECONOMIC DIFFICULTIES—ECONOMIC R E FO R M - 
SOCIAL EFFECTS AND PRECONDITIONS

R. ANDORRA

In the next years the reduction of personal incomes seems to be necessary in consequence 
of the existing economic difficulties. In  addition, the reform  measures needed to  overcome these 
difficulties might also cause tem porary hardships for parts of the population. T he paper analyses 
the social and demographic stra ta  influenced most intensively by these hardships and suggests 
some measures against them . Families having children, young couples w ithout suitable dwelling 
and  urban unskilled workers are seen as the population groups experiencing th e  greatest economic 
difficulties.1

In the last two years an extensive debate has unfolded on the pages of 
the Hungarian economic periodicals. This debate is between the sociologists and 
economists who have been advocating radical economic reform, and it concerns the 
social preconditions and effects of the economic reforms and the social policy to be 
followed.[1, 2, 3] In this short study I would like to  pu t forth my contribution to 
this sphere of questions.

I deem it necessary to develop the economic reforms with the aim  of furthering 
the laws of the market such th a t they should grow much more predominant than 
they are today. Central planning should concentrate on the complex objectives of 
the national economy, should determine the trend of the changes and should only 
set concrete targets in the field of the public services. Parallel with this, I think 
it desirable to firmly support the activities belonging to what is called—not quite 
accurately—the “second economy” (i.e. activities outside of the socialist sector 
or usually additional to full-time working hours, which together have the effect of 
increasing national income and welfare.) It is also my opinion that, considering the 
present circumstances in Hungary, only a widely open foreign trade policy oriented 
to the world market can bring about further economic progress.

The type of economic reform as outlined above may cause some temporary 
economic tensions among the population. If, however, the resolute measures of 
the reform were not implemented, or were protracted, it would only postpone and 
very likely also increase the burdens laid on the people. By taking the necessary

1 This study contains several ideas formulated during intensive discussions involving some mem­
bers of the Departm ent of Sociology in the Karl Marx University of Economics. For the views set 
forth  here I am alone responsible, yet in the main it is the product of collective work and thus I 
express my thanks to  my colleagues.
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steps, however, there will be an opportunity to get out of the familiar economic 
difficulties. Consequently and in due course, the burdens lying on the population 
have the chance of being alleviated.

W hat are the economic difficulties th a t will very likely afflict the population 
in the coming years?

1. For the differentiated development of the efficient, productive economic 
units and branches capital investments are needed. The funds for such investments- 
—or at least a part of them —would have to  be raised by temporarily reducing the 
personal consumption of the population. (In the long run, of course, significant 
amounts will be released for this purpose by ceasing to  subsidize loss-making en­
terprises. In addition, in order to increase the exports and to stop the tendency 
of growing indebtedness (and, later on, to  revert it) a certain restriction of home 
consumption is necessary. Therefore, we must reckon with a transitory reduction of 
the per capita real income. However, the problem with these policies concerns the 
extent to  which they will affect the social stra ta  already living under unfavourable 
economic conditions.

2. Closing down loss-making production units will cause a tem porary reduc­
tion of jobs—in other words, a certain level of structural unemployment will de­
velop. Once again the question arises: will this not impose an even higher burden 
on a certain part of the population of active earning age— namely, on those already 
suffering from disadvantages such as the unskilled or those living in backward areas?

In the following I wish to add a few ideas to the possible development and 
treatm ent of the likely problems, based on what Hungarian sociology knows about 
today’s Hungarian society.

Living standards and inequalities

T he most often used indicator of the standard of living is the per capita 
real income of the population. After two decades of smooth and rapid growth, 
its increase came to halt in 1978 and since that time it has been rising with slight 
fluctuations and at minimal rates. The real wages in 1986 were, however, lower than 
the peak level reached in 1978. Up to  1982 income inequalities were— in contrast 
to the widely accepted opinion—not growing but diminishing somewhat. [4] The 
feeling th a t the inequalities were increasing may be explained by the fact that 
significant social and financial rearrangements had come into effect; the position 
not only of certain families but even of whole strate significantly improved, while 
th a t of some others grew considerably worse. Those in a deteriorating position, 
seeing the others “overtaking” them, felt, understandably, that the inequalities 
were increasing.

In the near future, for the sake of recovering from the current difficulties, it
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may become necessary to  reduce the personal consumption of the population. This 
will come about due partly  to the devaluation of the currency, partly to increased 
price levels resulting from the introduction of an overall turnover-tax (VAT) and 
the implementation of a system of personal income tax. This reduction of living 
standards may afflict the particular demographic groups and social s tra ta  to very 
different degrees and may consequently lead to increasing differences in standards 
of living. An additional factor causing part of the society will be the job losses 
resulting from the closing down of loss-making enterprises. I shall deal with this in 
the next paragraph.

Let us see which groups and s tra ta  are most likely to be affected by this 
unfavourable process and what protection can be offered to them.

Almost two decades ago—at least since the introduction of the first economic 
reforms— a process began in which an increasing part of the population (especially 
low-income groups and families forced by their personal financial situation to  make 
capital investments, primarily for the purpose of building or purchasing some form 
of housing) undertook various jobs after finishing their daily work in full-time jobs of 
the state-owned or the cooperative sector. This “extra” work served to supplement 
their “official” incomes. By doing so— with great efforts involved and considerable 
time expended—they could improve their financial position. According to a public 
opinion poll conducted by the Mass Communication Centre in 1980 the households 
also pursue the same strategy when their financial situations begin to grow worse. 
Thus, when asked what they would do if their families fell into an unfavourable 
financial position, 62 percent of the sample population responded tha t they would 
undertake additional work. [5]

Therefore such activities for the purpose of acquiring supplementary income 
are widespread in Hungarian society. According to Gy. Szepesi, the ratio of the 
labour incomes earned by such work within the total of personal incomes increased 
from 17 to 21 percent between 1980 and 1985. He estim ates the time spent on 
surplus labour to be three of four thousand million man-hours per year. [6] Ac­
cording to G. Révész 3.9 million persons are engaged in such work—totalling a 
number of man-hours th a t would equal the man-hours of almost one and a half 
million full-time active earners. [7] In the opinion of T. Kolosi only 25 percent of 
Hungarian households do not participate in the second economy. [8] Although the 
time expended on this kind of work is very high [9]—and it may, in the long run, 
have unfavourable effects— the fact that a situation in which incomes are worsening 
may be reduced or even eliminated by people undertaking surplus work shows that 
there are some advantageous points attached to supplementary work. The number 
of people involved and the time expended are likely to continue growing, and for 
many, this strategy will, a t least temporarily, retard the decline of their living stan­
dards. But to this end it is also necessary th a t economic policy should broaden the 
opportunities for pursuing income-supplementing jobs and create better conditions 
for them. The possibility of income-supplementation is not open for every family.
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The people staying away from such work will primarily be those who, owing 
to  their health conditions, are unable to perform surplus labour (or labour at all), 
i.e. the sick, the disabled and, to a particularly large extent, the elderly. We must 
emphasize th a t this does not apply to  every elderly or pensioned person, because 
m any of them  m aintain—if at a gradually declining rede— their ability to  work for 
several years beyond the age of retirement. From the evidence of several surveys it 
seems tha t a significant number of pensioners take the possibility of employment in 
order to supplem ent their pension. Also, it appears th a t even more such people pur­
sue income-supplementing activities (as opposed to paid employment)—especially 
in the villages, where a great many of them are involved in small-scale agricultural 
production. Of the to tal labour-tim e spent on small-scale production in 1982, 36 
percent was performed by people of the age of 60 and over. [10] However, a large 
and increasing proportion (4.2 percent in 1984) of the population is older than 70 
and in this age category the opportunities for supplementing incomes very probably 
decline.

We must also call attention to  another demographic group: namely, the fami­
lies with small children, especially where they take care of several children. In such 
cases the m others—especially if they are active earners—can hardly find time to 
perform any work beside household activities.

From among the s tra ta  characterized by their socio-economic group or by 
domicile, the unskilled workers living in towns have the least opportunity to sup­
plement their income. They have, in general, no possibility for small-scale agri­
cultural production; at the same time they have no skills or starting  capital for 
other types of income-supplementing jobs. This is why the wage level of the urban 
unskilled workers has been gradually This study contains several ideas formulated 
during intensive discussions involving some members of the D epartm ent of Sociol­
ogy in the Karl Marx University of Economics. For the views set forth here I am 
alone responsible, yet in the main it is the product of collective work and thus I 
express my thanks to my colleagues. This study contains several ideas formulated 
during intensive discussions involving some members of the D epartm ent of Sociol­
ogy in the Karl Marx University of Economics. For the views set forth here I am 
alone responsible, yet in the main it is the product of collective work and thus I 
express my thanks to my colleagues. This study contains several ideas formulated 
during intensive discussions involving some members of the D epartm ent of Sociol- 
ogy in the Karl Marx University of Economics. For the views set forth here I am 
alone responsible, yet in the main it is the product of collective work and thus I 
express my thanks to my colleagues, decreasing in relation to the average since 
the 1960s. According to the classification of the Central S tatistical Office, which 
divides the population into nine strate (based on the profession of the head of the 
household), in 1982 the stratum  with the lowest per capita income consisted of the 
unskilled workers living in provincial towns. [11] Their position was even worse 
than  any s tra ta  of the pensioners’ households classified by domicile (living either
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in Budapest, in provincial towns, or in villages). (The income level of the unskilled 
workers living in Budapest or in village communities was somewhat higher.)

However, even the participants of the so-called “second economy” are, in the 
majority, not in a particularly favourable situation. More than one-third of them  
are involved in agriculture, being merely self-sufficient small-producers, who at most 
reduce, by their excess work, their food expenditure. [8] A quarter of them  are only 
engaged in small-scale agricultural commodity production. Slightly more than a 
third work in the non-agricultural second economy (although a certain  number of 
them  work parallel with small-scale agricultural production). The average income 
th a t can be reached by small-scale agricultural production is very low. In 1982 
the net output value per man-hour was 14 Ft. Only a rather small number of the 
agricultural small producers’ households achieved an annual o u tpu t value of 151 
thousand F t or more (with a considerably high— 9 hours per day—labour input). 
[10] In recent years—owing to the fact that the raw m aterial prices have been rising 
more rapidly than the selling prices—the profitability of small-scale agricultural 
production has declined. Therefore, the share of the income earned by agricultural 
small-scale producers within the to tal of the village population diminished, whereas 
the to tal of working hours spent on it has not decreased from the levels of the 
early 1970s. In the vast majority of cases, those engaged in small-scale agricultural 
production are not at all in a favourable income position—they merely earn a small 
supplement to the relatively low income earned in their full-time job .

We are much more vaguely acquainted with the income relations of the non- 
agricultural sectors of the second economy. In 1985, 242 thousand persons were 
participating in the enterprise economic work team s (VGMK by the Hungarian 
abbreviation) (with an average monthly income of 3000 Ft), 93 thousand were 
working in industrial and servicing cooperative groups (it was a full-time job for 31 
thousand of them) and 60 thousand in independent economic workteams (GMK) 
established by private persons (18 thousand of these had this form as their full-time 
job). According to estimated data  the incomes per hour gained by such activities 
were substantially higher than the hourly wages earned in the full-time jobs—even 
including over-time. The majority of the workteam-members, however, apparently 
undertake the excess work in order to  cover some of their basic needs and not for the 
sake of luxury consumption. [12] There were 146 thousand artisans in the country 
in 1985 (77 thousand of these having their trade as their full-time job). Although 
we know little about their income relations we can conclude th a t their per capita 
income is not much higher than the average of those earning wages and salaries. In 
fact, only a small proportion of them  achieved excessively high incomes. [13, 14, 15]

Those listed above constitute, however, only a  small minor proportion of those 
engaged in the non-agricultural second economy; and about the income relations 
of the majority we know practically nothing. Such income-supplementing activities 
are mainly performed by skilled workers and the intellectuals bu t the differences, 
according to skills or professions, can be very high in both strata. For illustration,
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it is enough to consider the extra income possibilities of a nursery school mistress 
and a leading obstetrician, or a skilled plumber and a skilled worker of the weaving 
trade. Even under such circumstances it can be stated , that very probably the 
members of these two s tra ta  will be able to  cope with or prevent the decline of 
their standards of living.

From among the demographic groups, the relative income situation of families 
with children has unequivocally deteriorated in comparison with the average (and 
in comparison with childless families) since 1972. [11] On the one hand, th is trend 
indicates the growth of a type of social inequality which can by no means be justified 
(after some decades, the majority of the children of currently large families will 
produce the national income needed as the source of old-age provisions and pensions 
for the now childless and one-child parents). On the o ther hand, it prevents the 
assertion of income distribution according to performance, since by the restriction 
of the number of children a much higher rise of the individual living standards can 
be achieved than by increasing labour performance. T he significance of this fact 
cannot be played down by the argument th a t within the sphere of the younger 
generation it is hard to find families with three or more children. Indeed, in 1984 
not more than 3.7 percent of Hungarian families had three or more children below 
the age of 15, whereas 17 percent of the children under 15 were living in families 
having three or more children (and if we take into account those who were older 
than 15 years but still dependants, this ratio  is even higher).

Connected with the situation of young families w ith children, we m ust also 
touch upon the possibilities of obtaining a flat. In 1985, of the 72.507 new-built flats, 
only 12.956 were financed by the state. Thus, young m arried couples have almost 
no chance of obtaining state-owned tenem ent dwellings. Several sociological surveys 
have also revealed th a t it is precisely the young families a t a greater than  average 
disadvantage which have lesser chances of renting a state-owned flat; am ong other 
things, this is because in the villages hardly any state-owned dwellings are built. 
I must mention that the minimum income needed for a “narrow livelihood” does 
not contain the cost of building-up or purchasing some kind of dwelling. Therefore 
young couples either have to receive significant support from the parents (this is 
only possible if the financial situation of the parents is a t least at an average level) 
or they must make extraordinary efforts to raise the am ount needed for getting a 
flat. Taking as a basis the about 6000 F t monthly average income in 1985 and 
the approximately 20.000 F t/square m etre current costs of housing, for a 50 m 
apartm ent (which is about the minimum size sufficient for a 4-member family), it 
is necessary for one of the parties to save 15 years’ to ta l income. Of course, the 
young couples can resort to  loans granted by the National Savings Bank and other 
potential credits too; furthermore, it is possible to build houses from private sources 
at much lower costs, e.g. if a significant p a rt of the construction work is done by the 
family members, relatives and friends. W hatever the options, there is no doubt that 
the acquisition of a dwelling imposes serious financial burdens on young people, on
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top of the other grave difficulties they face. It is therefore necessary to  improve 
the opportunities of getting a flat by providing credits for founding a family or for 
building dwellings; this is all the more vital because the construction of flats from 
state resources cannot be extended to a degree appropriate for solving the problem.

As regards the pensioners, the situation is different. The average per capita 
income of the pensioners’ households (as opposed to families with children) has 
been gradually approaching the national average since 1962. One of the reasons 
for this is tha t the average pensions has moved nearer to  average earnings and the 
other one is that the pensioners’ opportunities to earn supplementary income have 
been improving. Despite this fact, the situation of most pensioners is deteriorating 
year by year, because the real value of their pensions is diminishing (except in those 
cases in which rising prices have been compensated for by central arrangements) 
and because, owing to  progressing age, they are becoming less able to  work for 
supplementary incomes. The relative betterm ent in the average position of the 
pensioned stratum  is due to the fact th a t the older people with lower pensions are 
dying and their places are being “filled” by newly-retired persons receiving higher 
pensions. The deteriorating situation of the individual pensioners could only be 
eliminated by a constant revaluation of the pensions (i.e. linked to price indices, 
especially when greater price rises are expected). For a complete solution of the 
problem, however, the transformation of the pension system seems to be necessary.

In addition to solutions specific to  some particular strata , a large extension of 
the social aid system seems to be desirable, at least for a transitory period, so that 
immediate support can be granted to the families finding themselves in an acute 
emergency situation. In 1985, 48.671 persons received regular social aid (28.896 of 
them  receiving the whole of the standard amount, i.e. approximately 2000 F t per 
month). This is less than  a half percent of the population. In order to  extend the 
coverage of aid it is also necessary to increase the network of welfare centres and 
the number of social workers. It is their task to notice when a family comes to face 
an emergency situation.

Employment

For several decades the Hungarian national economy has been characterized 
by full employment. W hat is more, in some areas of work a shortage of labour has 
even been present. However, there is concern that, due to the measures needed 
for overcoming the economic difficulties, many people will lose their job. This is a 
realistic expectation. In other words, if the enterprises permanently making losses 
cease to  be subsidized from the state budget, they will have no choice bu t to close 
down. The weight of the problem can be demonstrated by the fact tha t a t the close 
of 1986 Parliament granted Ft 20.5 thousand million for the transitory settling of
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the debts of certain permanently loss-making large enterprises. This amount is 
nearly equal to  th a t paid for family allowances in the course of the same year (21.5 
thousand million F t).

The tem porary unemployment emerging in this way is an unavoidable evil 
which has to be faced for the sake of economic restructuring—although full em­
ployment must always remain the final objective. It is, namely, not valid to justify 
unemployment on the grounds th a t it would increase labour intensity and disci­
pline. These factors are primarily dependent on proper work organization—thus it 
is mainly the responsibility of enterprise management to improve them. In badly 
organized workplaces even the workers threatened by unemployment cannot work 
efficiently.

Also, I do not belive tha t perm anent, general unemployment would be un­
avoidable if price developments and the foreign exchange rates were to conform with 
m arket relations. In any case, however, some kind of structural and “frictional” 
unemployment has to be reckoned with. In order to  treat it rationally, priority 
m ust be given to efficient re-training (along with the payment of re-education sub­
sidies). This will provide the possibility of directing the labour force released from 
the closed down enterprises to other productive working areas. Even now, there 
are some sectors of the Hungarian economy which would be capable of employing 
a large part of the labour force released from the areas. For instance, the service 
sector provides such an opportunity. The share of those employed in this sector 
in Hungary lags far behind tha t found in other countries at our level of develop­
ment (and could earlier be found in countries which are now more developed than 
Hungary but were then at an economic development level equal to  our present 
position).

A perm anent shortage of labour in the service sector is an every-day experi­
ence. Consequently, the fulfilment of society’s service requirements is rather poor. 
True, the cost of the new jobs to be created in the sphere of the non-material ser­
vices (health care, education, social care) will, by and large, be borne by the state 
budget. Yet if the burden of subsidizing permanently loss-making enterprises is 
lifted, a part of the amount saved can be spent on the creation of such jobs in the 
service sector.

Another large field offering potentional employment is the second economy, 
considered in a board sense. More accurately, I am  referring to  the activities 
pursued in small units. It is worth dealing with some particular branches of this 
rather heterogeneous area.

Small-scale agricultural production for self-supply may help m any families— 
mainly those living in villages—in surviving the period of transitory income reduc­
tion; also, specialized commodity production could provide substantial additional 
income for a significant number of households. Creating and/or improving the nec­
essary conditions (materials, machinery, marketing) would promote the spreading 
of such new types od small-scale production.
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Table 1
The share of the active earners employed in the ter tiary  sector, in a few  countries

C ountry
T h e  share in  p ercen tage  of all 

active earners employed
in  trade in  th e  non-m ateria l 

services
A u stria  1982 17.6 25.7
F in land  1982 13.9 33.2
Ita ly  1981 17.2 25.6
P o rtugal 1981 12.6 20.8
Spain  1982 19.6 21.1
H ungary  1980 9.8 19.9

In recent years the industry of private artisans has not developed in the way 
the economic leadership originally intended. In particular, the number of full-time 
private artisans grew far less rapidly than had been deemed desirable. R. I. Gábor 
and D. T. Horváth found the distrust of the potential artisans as the cause of 
this [13]. If this distrust could—by appropriate measures—be dispelled, and if, by 
granting loans (e.g. by paying unemployment benefits for several months in one 
lump sum), the artisans could be encouraged to make capital investments, it is sure 
tha t many more people would undertake activities which are, beside everything else, 
most useful for society as a whole.

In addition, employment could also be raised in other parts od the small- 
scale enterprise sector. A dynamic development of small undertakings would be 
favourable from the viewpoint of long-range economic and societal politics too, since 
today the centralization of workplaces is much high in Hungary than  is desirable.

Nevertheless, in order to avoid acute emergency situations, the permanent 
establishment of unemployment benefit seems to  be rather im portant and it should 
be, as far as possible,linked with re-training.

The conditions of social development over the longer term

Although it is im portant to concentrate our attention on getting out of the 
actual economic difficulties and on avoiding the emerging social problems linked 
with this process, it would be a mistake to forget about the questions of long-range 
social development. It is necessary to re-consider time and again the objectives 
and conditions which were formulated in earlier periods of long-term planning of 
the social process—primarily in the Comittee for Long-term Planning of Manpower 
and Living Standards, which has been working since the end of 1967 [16], and also to
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assess the goods and results of the more recent poeriods of long-term planning ([17, 
18]). An im portant factor in this respect is the long-term development conception 
of social policy drawn up by the Research Institute of Sociology of the Hungarian 
Academy of Sciences. On the basis of the recommendation of the Academy this 
has been accepted by the government in the form of a resolution of the Council of 
Ministers [19].

We have to recognize that for successful economic development, in the long 
run the existence of certain social preconditions is necessary. Among these we 
may mention appropriate demographic development (a dimishing and, as a re­
sult, rapidly aging population is an impediment to economic development), good 
provision for the health of the population, a high level of school education, the 
development of professional skills, a way of life appropriate for the most favourable 
human values, a spirit of culture which fosters the warmness of human relations, 
democracy extended to all spheres of social life and so on. Therefore special atten­
tion ought to be paid to the negative tendencies, such as the number of children 
per families which is insufficient even for the simple reproduction of the population, 
the growing disturbances in social adaptation, the conditions which lead to dete­
rioration of the health of the population (also reflected in the data on m ortality), 
the troubles in the operation of the health service, public education etc.

It is, of course, possible to claim th a t it is difficult to influence such trends. 
Obviously the earlier wilful approach, according to which all these social processes 
could be planned and influenced, was basically wrong. However, it would also be a 
mistake to  run to the other extreme and suggest that they cannot be influenced in 
any way towards the desirable direction.
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ЭКОНОМИЧЕСКИЕ ТРУДНОСТИ 
— ХОЗЯЙСТВЕННАЯ РЕФОРМА —

ОБЩЕСТВЕННЫЕ ВОЗДЕЙСТВИЯ И ПРЕДПОСЫЛКИ

Р. АНД ОРКА

Автор россмотривает проблемы запланированны х с целью преодоле­
ния нынеш них хозяйственны х трудностей реформ с точки зрения соци­
ологии. В ближ айш ие годы мож ет возникнуть необходимость в сокращ е­
нии потребления носеления, что весьма по-разному удорит по розничным 
демографическим группам и общественным слоям. Д ля компензации этого 
все большая часть носеления помимо основной работы  занимается рознич­
ной деятельностью  с целью дополнительного заработка. Экономическая 
политика дольж на разш ирить возможности работы с целью дополнитель­
ного дохода и улучш ать ее условия.

Среди демографических групп с 1972 г. ухудш илось положение семей 
с детьми по сравнению с бездетными семьями. Э та тенденция недопус­
тима. Вызывает тревогу, что планируемый подоходный налог с населения, 
вероятно, будет взим аться по прогрессивной ставке и таких дополнитель­
н ы х  заработков, которы е необходимы для обеспечения самого скудного 
ж изненного уровня. Это поставит почти пятую часть детей в тяж елое ма­
териальное положение. Положение молодых семей с детьми ухудш ается 
тем, что все труднее становится приобретение ж и лья .

Положение пенсионеров ухудш ает постоянная инфляция, то, что над­
бавки к пенсиям компенсирую т лиш ь малую долю обесценивания пенсий 
в результате инфляции. Новые социологические проблемы создает струк­
турная безработница, которая, по-видимому, возникнет вследствие струк­
турной перестройки экономики. Д ля ослабления эти х  проблем н уж н о рас­
ш ирить занятость в сфере услуг, мелком предпринимательстве и на таких 
крупны х предприятиях, на которы х возможно экономичное расширение 
пользующейся ры ночным спросом продукции.

3 0 2  R . A N D O R R A : E C O N O M IC  D IF F IC U L T IE S , R E F O R M , SO CIAL E F F E C T S
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THE SIMULTANEITY OF THE EFFECTS OF DEVALUATION: 
IMPLICATIONS FOR MODIFIED PLANNED ECONOMIES

T. A. WOLF

T h e  p a p e r a tte m p ts  to  prov ide a  clearer concep tua l basis for exchange ra te  policym aking 
in  m odified p lanned  economies (M P E s), by  clarifying th e  in teractions involved in  th e  s im u lta ­
neous d e te rm in a tio n  of th e  price level, term s of tra d e , re a l incom e an d  t r a d e  balance effects of 
a  d evaluation . U sing a  three-good m odel, it is shown th a t  existing em pirical estim ates of tra d e  
e lasticities in M PE s m ay be dow nw ardly biased, and  th a t  extrem e pessim istic  assessm ents of th e  
effects o f devaluation  m ay no t be en tire ly  in ternally  consisten t. A lth o u g h  tra d e  e lasticities in  
M P E s probably  a re  lower th an  in m ark e t economies, th e y  could  be ra ised  b y  m easures a im ed a t 
ex p and ing  factor m obility  and en te rp rise  autonom y.1

I. Introduction

W ith the partial decentralization of economic decision making and the es­
tablishment of direct links between many foreign currency and domestic prices in 
some planned economies, the potential significance of the exchange rate as an in­
strum ent of economic policy is enhanced. In particular, in “modified” planned 
economies (M PEs) such as Hungary and Poland, changes in the official exchange 
rate may be useful in helping to  a tta in  both internal and external balance.1 2

The addition of the exchange rate to the authorities’ policy portfolio in MPEs 
has understandably led to increased discussion of issues of exchange rate policy, 
both within these economies and among outside observers. Given the long-held 
social and economic policy priorities of policy makers in planned economies, and 
in particular their commitment to relatively low rates of open inflation, they have 
tended to emphasize the unwelcome inflationary impact of devaluation. At the

1TWs p ap er was originally p resen ted  a t  the  T en th  U .S .-liu n g an an  E conom ics R o u n d tab le , 
D ecem ber 1-5 , 1986. A sim ilar version is to  appear in  H ungarian  in K ülgazdaság, an d  possibly 
in Polish in a  jo u rn a l published in P o land . T he a u th o r  h a s  benefited from  com m ents on earlie r 
versions of th is p a p e r from  K atalin  B o to s , Pa trick  de  F o ntenay , A nthony  L á n y i , P au l M a re r , 
M ichael M a rres t , G áb o r Oblath, Jong-goo Park,  Já n o s  Somogyi,  Ju d it Szabó,  István  Szálkái,  
Im re Tarafás,  A dám  Torok,  P e ter W ickham,  and  E rnő  Zalai.  All in te rp re ta tio n s  and  any erro rs  
o r om issions are solely th e  responsib ility  of th e  au tho r, a n d  do no t necessarily reflect th e  views of 
th e  In terna tional M onetary  Fund.

2 T his issue is explored  in some d e ta il in  W olf [1].
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same time, in recognition of existing structural rigidities and the related unwilling­
ness, heretofore, to permit the failure of inefficient enterprises, many policy makers 
appear to  be skeptical tha t devaluation would have more th an  a negligible im pact 
on the pattern  of resource allocation, and therefore on the trade balance. Indeed, 
the perception of relatively low export supply and import dem and elasticities only 
tends to  reinforce the common view th a t devaluation will have mainly an inflation­
ary im pact in MPEs.3

In some cases it is explicitly recognized th a t the responsiveness of enterprises 
to a devaluation will depend on the imposition of strict financial discipline on firms 
as well as the elimination of excess demand pressures on the domestic m arket more 
generally.4 All too often, however, such a recognition is coupled with the perception 
th a t the successful shifting of resources into exports as a result of devaluation will 
cause the terms of trade to deteriorate and indeed will worsen rather than improve 
the convertible currency trade balance.5 A high degree of dependence on im ported 
interm ediate products is seen by some observers as yet another argument against 
devaluation. W ith most or all imported inputs priced on a “transaction price” 
basis6, and with domestic enterprises perm itted to incorporate in the prices of final 
products a given mark-up over costs or to  set these prices equal to their transaction 
prices, devaluation is viewed as having mainly an inflationary effect and possibly 
as causing a deterioration in the terms of trade as well.7

Despite the growing literature on exchange rate policy in the M PE, there 
continues to be a disturbing lack of recognition of the complexity of interactions 
involving the im pact of devaluation on the trade balance, the terms of trade, and 
the price level. For example, the necessary and sufficient conditions for devaluation 
to have its maximum impact on the price level are often not clearly specified. Or 
the mistaken impression may be conveyed th a t even if the maximum price level 
effect of a devaluation is experienced, the terms of trade m ay still deteriorate.8

This paper clarifies the relationships involved in the simultaneous determ i­
nation of the trade balance, terms of trade, real income and price level effects of a 
devaluation. The objective of the paper is to contribute both  to a clearer concep­
tual basis for exchange rate policy making, and to an improved basis for empirical 
work in this area for MPEs. In Section I I , a simple three-good general equilibrium 
model is briefly outlined; the full model is elaborated in the Appendix. To facilitate 
analysis, two of the key characteristics of the MPE, the existence of fix-price goods

3T h is  view is o ften  encoun tered  in the  lite ra tu re  as well, as reflected  fo r example in P ortes  [2], 
M ar er [3] a n d  Tarafás an d  Szabó  [4].

* See, for exam ple, Botos  a n d  Riecke  [5].
5T h is  im pression  is left, for in stance, by [5].
6 See W olf [1] for a  discussion of tran sac tio n  prices.
7M arer [3]
8T h is  im pression  is left, for in stance, by  th e  analysis of [4].
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and trade with separate “rouble” area, are not included in the model.9 It bears 
stressing, however, tha t incorporation of these features would simply add to  the 
very complexity of interactions which it is the purpose of this paper to highlight.

The main analytical findings using this model are summarized in Section I I I . 
In Section IV  these findings are used to clarify our understanding of everal of the 
key issues th a t tend to emerge in MPEs with respect to the use of the exchange 
rate as a stabilization instrument. The findings are particularly relevant to the case 
of Hungary, but they may also be applicable to  other emergent M PEs as well, such 
as Poland. Brief concluding remarks are presented in Section V .

II. The m odel

The model elaborated in the Appendix (Equations (A l) through (A18)), and 
used to generate the findings of Section II I  is relatively simple. The economy is 
assumed to produce two composite goods, bo th  final products: an exportable and 
a nontradable. An imported intermediate good, not produced domestically, is used 
in the production of both final products, in fixed proportions. T he model there­
fore incorporates both the effects of substitution between tradable and nontradable 
goods, and the possibility of changes in the term s of trade arising from devaluation. 
It also permits analysis of the effects of im ported inputs, a consideration stressed 
by many close observers of the East European MPEs. Although the extension of 
a model from two to three goods, with the prices of two being determined endoge­
nously, normally vastly complicates the task of solution, it was facilitated here by 
assuming tha t the imported intermediate is used in fixed proportions and that these 
proportions are identical for the two final p roducts .10 11 As discussed in Wolf [6], a 
more realistic stylized model of a MPE should also include a fixed priced good and 
a good which is traded only with the rouble area .11 Expansion of the model beyond 
two or three goods vastly complicates the m athem atics as well as the intepretation 
of the results, however, and such additional complexity of interaction that arises

9 A preliminary model incorporating these features appears in Wolf [6]
10 O th e r  m odels th a t  a tte m p t to  in co rpora te  m ost o r  all o f th e  above effects include Schmid,  

Steinherr  an d  Dornbusch  [9]. T he Schm id an d  S te in h e rr m odels, however, o n ly  include one good  
w ith  an  endogenously determ ined price . T he D ornbusch m odel has two endogenous prices, b u t  is 
only p a rtia lly  e lab o ra ted  an d  applies only to  th e  case o f variable em ploym ent.

Of course our model would be more representative of actua l East E uropean conditions if the 
im port intensity of exportable production were assumed to  be higher than  th a t for the nontradable. 
Given the additional complexity and derivation time introduced by such an  assumption, however, 
it m ust be saved for future work.

11 T h e  ad m in istra tive  control over m any dom estic p rices , even in the  M P E , g reatly  com plicates 
th e  analysis o f devaluation . As no ted  in Wolf [6], th e  presence of a  fixed p rice  com posite good 
can  b o th  reinforce an d  work against th e  positive tra d e  ba lan ce  effects of a  devaluation .
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even within a simple three-good model. The purpose, in other words, is to focus on 
those interactions that exist independently of widespread administrative control of 
prices and the peculiarities of the foreign trade institutions of the CMEA .12

If simplicity were the only objective in the model, it would obviously be 
convenient to  assume that the M PE is a price taker, with respect to both tradables, 
in the world m arket. But while the price taker assumption is probably reasonable 
regarding the convertible currency imports of most planned economies, many close 
observers of these economies question its validity on the export side. A lthough 
these countries’ to tal exports in each case represent a negligible share of to tal world 
imports, it is plausibly argued by some th a t they are far from being price takers 
in many of the specific product markets in which their exports to the convertible 
currency area are concentrated .13 The model consequently allows for the possibility 
th a t the M PE may face a downward sloping rest-of-world demand curve for its 
exports. Foreign real income, however, is assumed to be fixed exogenously. This 
economy is therefore similar to  the “semi-small” economy sometimes encountered 
in the international trade literature.

The economy is assumed to have one financial asset, domestic money. 14 Real 
aggregate domestic expenditure is assumed to  be positively related to real income 
and to be a negative function of the excess of desired over actual real money bal­
ances. The quantity  of the exportable (nontradable) produced domestically is as­
sumed to be determined by the economy’s production possibilities and to  be a 
positive (negative) function of the value added per unit of the exportable relative 
to th a t of the nontradable .15

The responsiveness of enterprises to relative value added rather than to  rel­
ative price per see may well be a more realistic assumption for the MPE, in which 
value added ra ther than profits may effectively play the dominant role in the ob­
jective function of enterprises. Domestic dem and for the exportable (nontradable) 
is assumed to  be positively related to aggregate real expenditure and negatively 
(positively) related to the relative price of the exportable.

Again for simplicity, the existence of initial excess demand pressures and 
quantitative restrictions on trade are assumed away. The price of each good is 
determined solely by m arket forces, and domestic and foreign currency prices are 
linked by international commodity arbitrage. Foreign demand for the exportable,

12T h e  C M E A , o r Council fo r M u tu a l E conom ic Assistance, consists of B ulgaria , C u b a , 
Czechoslovakia, th e  G erm an D em ocra tic  R epublic , Hungary, M ongolia, Poland, R om an ia , th e  
U .S.S.R . a n d  V iet-N am .

13See, for ex am p le , Holzman  [10].
14T he im p o r ta n t d istinction , p a rticu la rly  for p lan n ed  economies, betw een household a n d  e n te r­

prise  hold ings o f m oney, is ignored  in  th is p ap er, fo r simplicity.
l s As long as th e  im port in ten sity  of th e  e x p o rtab le  is equal to  o r g reater th a n  th a t  o f th e  

n o n trad ab le , re la tiv e  value a d d ed  p e r  u n it will necessarily  be positively  corre lated  w ith  th e  re la tiv e  
p rice  of th e  tw o  goods.
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as mentioned, is assumed to be negatively related to its price expressed in foreign 
currency. The foreign supply of the im port is considered to  be infinitely elastic 
from the point of view of this economy. The foreign currency price of the imported 
interm ediate is consequently invariant with repsect to a devaluation by the home 
country, and its domestic currency price will rise proportionately with the exchange 
rate (defined as the domestic currency price of foreign currency). In this simple 
model, therefore, devaluation will either lead to a decline or to no change in the 
terms of trade.

For simplicity, the economy is assumed to be fully employed, and in an initial 
position of balanced trade. The focus of the model is on the short-run, when flow 
equilibrium is reattained after a devaluation. In particular, Section III examines 
the consequences of devaluation for the terms of trade, real income, the price level 
and the trade balance.

III. Price level, terms of trade, real income and trade balance effects of
devaluation

The impact of devaluation on the domestic price of the exportable, the terms 
of trade, real income, the overall domestic price level, and the balance of trade is 
summarized in equations (A 19) through (A32) in the Appendix. The im pact of 
devaluation on each of these variables is seen to be determined simultaneously as a 
function of several “exogenous” elasticities and the other parameters of the model.

The exogenous elasticities include:
1 . the elasticity of rest-of-world demand for the economy’s exportable with 

respect to a change in the foreign currency price of the exportable (£*„);
2 . the elasticity of domestic demand for the exportable with respect to  a 

change in its price relative to the price of the nontradable (e fn);
3. the elasticity of domestic ou tpu t of the exportable with respect to its 

relative valued added per unit (e’„);
4. the elasticity of domestic demand for the exportable and nontradable with 

respect to a change in real aggregate domestic expenditure (e* and е£);
5. the elasticity of the nominal supply of money with respect to a change in 

the price level (e™)—essentially a policy variable; and
6 . the elasticity of money demand with respect to  a change in real income 

(7 ), and with respect to a change in the price level (ф), respectively. T he other 
parameters determining the impact of devaluation on prices and the trade balance 
are the domestic output and expenditure weights for the exportable (a * , a j ) ,  the 
ratio of domestic expenditure on, and output of, the exportable to actual exports 
{ßx ,6X), the rate at which desired hoarding adjusts to a stock disequilibrium in the 
money market (A), and the velocity of money (T).
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The domestic price o f the exportable

By raising the domestic currency price received for exports, and thereby in­
creasing their relative value added per unit, devaluation will initially lead enter­
prises to bid up the price of the exportable domestically. W hen the effects of 
devaluation in the current period have run their course, the domestic price of the 
exportable will have risen proportionately to the exchange rate change in only three 
extreme cases (see equations (A22)-(A24)). One of these is when monetary policy 
is fully accommodative (c™ =  </>), and the authorities permit the nominal money 
supply to rise pari passu with the domestic price level, in effect perm itting domestic 
economic agents to  retain their initial level of real money balances without having 
to  cut back on real spending. (It should be pointed out tha t although the MPE 
may still be lacking many of the institutions or instrum ents usually associated with 
“monetary policy” in market economies, governmental actions designed to cushion 
enterprises from adverse disturbances, in the form of subsidies or credits, have iden­
tical effects, in terms of the magnitude of domestic credit extended by the banking 
system, as in m arket economies (see Wolf [11]).

A second possibility might be that, while monetary policy may not be fully 
accommodative, enterprises might be completely unresponsive to the change in rel­
ative value added per unit induced by the devaluation (e*„ =  0 ), and consumers 
might likewise be completely unresponsive to the changed relative price (exn =  0 ). 
Such a situation is difficult to imagine, and would involve a downward spiral in 
the price of the nontradable .16 It should be pointed out, however, th a t if substitu­
tion effects were totally lacking only on the supply side, the domestic price of the 
exportable would increase less than proportionately to the exchange rate change. 
This is because in this case expenditure-switching and -reducing effects of the de­
valuation would still free some of the exportable for sale abroad, and as long as the 
economy faced a downward sloping export demand curve the attem pt to expand 
exports would pu t downward pressure on the domestic as well as the foreign price 
of the exportable . 17 Analysts of devaluation in M PEs frequently assume this type 
of onresponse, although the underlying reasons are not always fully elaborated. 
Among the factors limiting the ou tput response of enterprises might be limitations 
on factor mobility, and the ease with which enterprises or divisions specializing in 
nontradables are able to persuade the authorities to subsidize their losses (i.e., weak 
financial discipline).

16 In th is case, equ ilib rium  in b o th  m arkets could only be  m ain ta in ed  by a  fall in th e  price  of 
th e  non trad ab le  th a t  was sufficient to  cause  no net change in  th e  overall p rice  level an d  no  change 
in  e ith e r th e  term s o r th e  balance of trad e .

17 A sim ilar a rg u m en t would show th a t  a  less th a n  p ro p o rtio n a te  increase in  th e  price  of th e  
ex p o rtab le  would a lso  occur if su b s titu tio n  effects ch aracte rized  only p ro d u c tio n  (i.e., if e^n =  0, 
b u t  e ’xn  >  0).
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A third case of a proportionate increase of the domestic price of the exportable 
following devaluation would be when enterprises face a perfectly elastic rest-of- 
world demand curve for their exportable (ef =  — oo). Later in this section it 
will be shown that it is only in the first case, namely, when monetary policy is 
fully accommodative, th a t the positive effect of devaluation on the trade balance 
is necessarily eliminated. Unless one of the three cases holds, and the second case 
would seem to be implausible, the domestic price of the exportable will rise by less 
than in proportion to the exchange rate.

The terms o f trade effect

The elasticity of the terms of trade with respect to  a change in the exchange 
rate may be summarized by:

elot =  (e* -  1), ( 1)
where and £x are the elasticities of the terms of trade and of the domestic 
price of the exportable, with respect to  devaluation. In this model, in which the 
foreign currency price of the imported intermediate is fixed by the world market, 
the terms of trade response depends solely on what happens to the domestic price 
of the exportable. The greater the increase in the latter, the smaller will be the 
deterioration in the term s of trade. Under any of the three conditions mentioned 
in the previous subsection, ef =  1.00  and the terms of trade remain unchanged.

The price level effect

The elasticity of the domestic price level with respect to devaluation will be 
the expenditure-weighted sum of the aforementioned elasticity of the domestic price 
of the exportable and the elasticity of the price of the nontradable:

rP -= a ‘ - e ‘  + a e„e", ( 2)

where epe is the elasticity of the price level, e" is the elasticity of the price of the 
nontradable, and a* and a® are the respective expenditure weights (a ex +  a® =  
1.00). As the price of the exportable increases with devaluation, its higher relative 
price domestically will induce, in general, a shift in ou tput from the nontradable 
to the exportable and a shift in expenditure toward the nontradable. Aside from 
resulting in additional supplies of the exportable for sale abroad, these shifts will 
create excess demand for the nontradable. As a result its price will rise, but whether 
it increases proportionately to the price of the exportable depends on whether
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m onetary policy accomodates the overall price level effect of the devaluation. If 
not, consumers and producers will a ttem pt to rebuild their real money balances, 
eroded by the higher price level, by cutting back on real expenditure. In effect, 
aggregate real expenditure falls, and this will keep the price of the nontradable 
from rising proportionately to the price of the exportable. In all cases other than 
a fully accommodating monetary policy, therefore, the relative domestic price of 
exportable will rise in flow equilibrium and e" <  exe . This means th a t the domestic 
price level must rise by less than the rate of depreciation of the currency (epe < 1 .0 0 ). 
Only in the event th a t monetary policy fully accommodates the price effects of 
devaluation will the maximum potential price level im pact be witnessed (ep — 1 .0 0 ).

The real income effect

The im pact of devaluation on real income in this model may be summarized 
by:

el = a l ß ~ \ e l  -  1), (3)

where eye is the elasticity of real income (=  real value added), a% is the expenditure 
weight for the exportable, and ßx denotes the initial ratio of domestic expenditure 
on the exportable to exports (=  imports). If m onetary policy is fully accommoda­
tive, causing both  prices to increase proportionately to tha t of the imported inter­
mediate, or foreign demand for the exportable is perfectly elastic, there will be no 
real income effect from the devaluation (e\ — 0). Under the simplifying assump­
tions of this model any decline in real income will of course be larger, the greater 
is the deterioration in the terms of trade (i.e., the smaller is ef ).

The trade balance effect

The im pact of devaluation on the trade balance, assuming for simplicity tha t 
trade is initially balanced, is summarized by:

ef = (ef -  l )  +  ve*x n e vt  -  ß x [ e dx n ( e *  -  e nt )  +  e xa e l ] .  (4)
In this equation e f  denotes the export-normalized change in the trade balance 
(denominated in foreign currency) divided by the percentage change in the exchange 
rate, s is a param eter defined in equation (A28), £xn (>  0) is the elasticity of 
domestic supply of the exportable with respect to  a change in relative value added 
per unit of ou tput, eve (>  0 ) is the elasticity of relative value added with respect 
to a change in the exchange rate, ßx is the initial ratio of domestic expenditure on
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the exportable to exports, £%„ (<  0 ) is the elasticity of domestic demand for the 
exportable with respect to a change in its relative price, exa (>  0 ) is the elasticity 
of domestic demand for the exportable with respect to a change in real aggregate 
expenditure, and (<  0 ) is the change in real aggregate expenditure with respect 
to  a change in the exchange rate.

The first term  on the righthandside of equation (4) is the elasticity of the 
terms of trade with respect to devaluation (see equation (1)). As noted earlier, this 
will either be zero, in the event tha t the economy is indeed a “small country,” or 
negative. The second term reflects the impact of substitution in production on the 
trade balance, after taking into account the im pact that the shift in production will 
have on imports of the intermediate product.18 Except in the cases in which there is 
no quantity response on the part of enterprises to  devaluation (e*n =  0 ) or relative 
value added does not change because a fully accommodative m onetary policy has 
nullified any potential change in relative price (eve — 0 ), this term  will be positive. 
The third term  summarizes the expenditure switching effect on the demand side. It 
will carry a net positive sign except in the event th a t there are no substitution effects 
in consumption (efn  =  0 ), or monetary policy is fully accommodative and there is 
no change in the domestic relative price (e% =  e" ). The fourth term  reflects the 
expenditure reducing effect of devaluation. Its net effect on the trade balance will 
also be positive unless either the elasticity of expenditure on the exportable with 
respect to a change in real aggregate spending is zero (г* = 0 , which is unlikely), 
or real aggregate expenditure remains unchanged (e“ =  0 ), the latter occurring 
only in the event th a t monetary policy is fully accommodative, or the size of the 
devaluation is inadequate to eliminate an initial stock of excess liquidity .19

W hether the trade balance will improve with a devaluation therefore depends 
in this model on whether the combined positive substitution effects in production 
and consumption and the expenditure reducing effect are sufficient to more than  
offset the negative terms of trade effect. From equation (4) and the foregoing dis­
cussion it is clear that if monetary policy fully accommodates the devaluation, all 
four terms on the righthandside of the equation will be equal to  zero and the trade 
balance impact will be nil. It is also clear, however, that a positive output response 
on the part of enterprises is not a necessary condition for an improvement of the

18 T h e  value for positive s will be  sm aller, th e  h igher th e  im port in ten sity  of th e  ex p o rtab le  
relative to  th a t  of th e  nontradab le . W hen th e  im port in ten sity  of the two p ro d u c ts  is equal, as is 
assum ed in th is p ap er, a  =  6X-

19 O f course, if th e  econom y is characterized  by an  in itia l excess stock of m oney, the  effects o f 
devaluation  will be m ore complex. B u t observe th a t if  th is  situation  in itia lly  prevails, dom estic  
prices are  n o t m arket-c learing  and , unless all prices a re  suddenly liberalized  coincident w ith  th e  
devaluation , th ere  is no reason to  expect th a t  the  full inflationary  effect o f devaluation  will be 
experienced in th is case e ither. C learly  the  existence of in itia l excess d e m a n d  for goods in  th e  
M P E  will reduce an d  possibly to ta lly  elim inate  the  p ositive  trade balance effect of a  devaluation  
(see W olf [6]).
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trade balance. As seen earlier, the domestic price of the exportable will increase 
sharply in this case, but not proportionately with the exchange rate. Expenditure 
effects will be such as to leave demand for the nontradable unchanged ,20 but domes­
tic demand for the exportable will decline, freeing additional supplies for export. 
It is the increased exports which, in the absence of a flat export demand curve, 
will keep the domestic price of the exportable from rising proportionately w ith the 
exchange rate.

Equation (4) contains four endogenous variables: £*, e” , eve and sae . W hen 
the system is solved in terms of only the exogenous elasticities, the various weights, 
and exogenous variables, we have:

e f  = [ X V -  4>){edx +  1 )C ][B D ]~\ (5)

where B , C  and D  are lengthy expressions defined in equations (A24), (A30) 
and (A32), respectively. Evaluation of those equations and equation (5) indicates 
tha t the necessary and sufficient condition for the trade balance impact of devalua­
tion to be positive is the combination of ( 1) the existence of substitution effects in 
either domestic production and /o r consumption (edn <  0 and /o r exn >  0 ); (2 ) a 
less than fully accommodating monetary policy (e™ < ф)\  and (3) an elastic export 
demand curve (ed < (—1 .0 0 )).

Because the price elasticity of demand for the imported input is here assumed 
to be zero (i.e., the assumption of a fixed im port intensity of domestic ou tpu t), the 
requirement th a t the elasticity of foreign demand for the exportable be greater than 
unity becomes a kind of Marshall-Lerner condition. Observe, however, th a t  this 
condition alone is a necessary but not a sufficient condition for a devaluation to 
improve the trade balance. It should also be noted that by equation (5) the trade 
balance cannot deteriorate in response to  devaluation unless the export demand 
curve is inelastic .21

312 T. A. WOLF: THE SIMULTANEITY OF THE EFFECTS OF DEVALUATION

IV. Implications for exchange rate policy 
in modified planned economies

The foregoing discussion has concentrated on the m utual determ ination of 
the price level, terms of trade, real income and trade balance effects of devaluation. 
It has shown th a t conclusions regarding the direction and magnitude of these effects 
should only be drawn after taking into account all the pertinent elasticities, other

20T he su b s titu tio n  effect will b e  positive b u t th e  ex p en d itu re-reducing  im pact will b e  negative.
21 T echnically  speak ing  e f  co u ld  also be neg ativ e  in  th e  event th a t  th e  export d e m a n d  curve 

were e lastic , dom estic  su b s titu tio n  elasticities h a d  th e  expected  signs, b u t  th e  m onetary a u th o ritie s  
m ore them co m p ensa ted  for th e  in itia l price effects o f devaluation  (e™ >  0).
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param eters, and exogenous policy variables. Even in the relatively simple three- 
good model discussed in this paper, the interactions among the different variables 
are fairly complex. Clearly for a more complicated model th a t reflected more closely 
the reality of a real-world MPE, the interactions would be even more complex.

In the model, which is composed of two composite final products and an im­
ported intermediate good used in fixed (and, for simplicity, identical) proportion in 
relation to output, a devaluation will improve the trade balance only if each of the 
following three conditions is met: ( 1) enterprises and /o r consumers are responsive 
to  a change in relative price in their ou tput or expenditure decisions; (2 ) the mone­
tary authorities do not fully accommodate the price level effects of the devaluation; 
and (3) the economy is operating in the elastic range of its export demand curve.22

In the model, in which all prices are market-determined, the overall domestic 
price level rises by the theoretically maximum rate following devaluation in only 
one extreme case—when the monetary authorities fully accommodate the initial 
price effects arising from the devaluation. In this event there will be no deteri­
oration in the terms of trade nor in real income, but neither will there be any 
improvement in the trade balance. Yet with some notable exceptions (see [5]), 
the economic literature in the MPEs and the work of western analysts of these 
economies frequently does not make clear that the full price level effects of deval­
uation really depend upon monetary policy being fully accomodating. As noted in 
the introduction, some analysts have stressed that in MPEs domestic enterprises 
are often perm itted to pass along to consumers the increase in costs arising from 
higher prices for imported intermediates. On the basis of this institutional fea­
ture and the observed high import intensity of much of domestic production, it is 
frequently concluded that devaluation will have an almost exclusively inflationary 
im pact, with very limited scope for a change in domestic relative prices and an 
improved trade balance. While such price rules may well govern much of enterprise 
behaviour in MPEs, this model demonstrates that as long as monetary policy is not 
fully accommodative, proportionate increases of domestic prices for final products 
would lead to fall in real money balances, and economic agents could be expected 
to cut back real expenditure. At prevailing output levels this would lead to excess 
supplies, which could only be eliminated by cutting prices on the nontradable and 
some combination of price cutting and increased sales abroad of the exportable. 
The ultra-inflationary argument based on the existence of imported intermediates 
thus ultim ately depends either on the assumption th a t monetary policy is fully 
accommodative, or tha t institutional factors prevent any downward flexibility in 
domestic prices.23

22In  th e  long-run, once (Vll stock  equ ilib rium  is re -a tta in ed  in  th e  m oney m ark e t, th e  trad e  
balance will have reverted  to  its  initial position . T his is of course th e  typical finding of the 
so-called “m o netary  approach” to  devaluatiort.

23In  th is  la tte r  case, en terprises w ith a  h a rd  b u d g e t constrain t p resum ably  would be  forced to
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It should be emphasized th a t a zero elasticity of output of the exportable 
with respect to a change in its relative price is not sufficient, in and of itself, to 
cause the price level to  rise by its theoretical m aximum following devaluation, or 
to  keep a devaluation from improving the trade balance. Therefore the argument, 
frequently encountered in the MPEs, tha t the alleged low price elasticity of out­
pu t will cause devaluation to be wholly or mainly inflationary in its impact, is not, 
strictly speaking, correct. Indeed, it was shown in the previous section th a t respon­
siveness of enterprises to changes in the relative price is not a necessary condition 
for the trade balance to improve with devaluation. As long as any initial excess 
demand in the economy is more than eliminated by the price effects of devaluation 
(combined with tight financial policies), and consumers are responsive to changes in 
relative prices, devaluation will lead to expanded exports. Of course, the potential 
for export expansion will be greater, the larger is the responsiveness of enterprises 
to  changes in the relative price.24

Another implication of the analysis in Section II I  is that it is inconsistent to 
argue, as some have done, that devaluation in the M PE will tend to have only an 
inflationary im pact and that at the same time it will result in a deterioration of the 
term s of trade. The maximum domestic price level effect depends on the domestic 
price of the exportable rising proportionately with the exchange rate. Yet if this 
happens, clearly the terms of trade cannot also deteriorate. By holding out the 
picture of a simultaneous maximum increase in domestic prices combined with the 
real income loss associated with a deterioration in the terms of trade, the opponents 
of devaluation as an instrument of stabilization in M PEs would appear to present 
too pessimistic a picture.

If the MPE faces less than perfectly elastic rest-of-world demand for its ex­
ports, and monetary policy is not fully accomodative of the price level increase 
triggered by devaluation, then devaluation will indeed lead to a deterioration in 
the terms of trade. The decline in the terms of trade will lead to  some fall in real 
income, but it implies a deterioration in the trade balance only if the economy is in 
the inelastic range of its export demand curve. It is therefore a critical importance 
whether the export demand curve is inelastic in the relevant range.

Although the suggestion by many economists in MPEs tha t the overall export 
demand curve is downward-sloping is plausible, there is reason to suppose tha t 
it may not be as steep as commonly supposed. Those Hungarian estimates of 
the elasticity of export demand (e^) that are known to this writer, for example, 
are based on single equation estimates of an export demand function. (See e.g.

reduce o u tp u t. In any even t, the  capability  of th e  p roducers of th e  non trad ab le  to  pass along to  
consum ers the  increase in  costs arising from  a  h igher dom estic  p rice  of th e  im p o rted  inpu t w ould 
n o t in  general lead  to  a  proportionate  increase in th e  p rice  o f th e  nontradab le , because  th e  cost 
of th e  form er good accoun ts for only a  frac tio n  of th e  price o f th e  latter.

24 O f course, u n d e r certa in  circum stances h igh e lasticities could  still lead  to  a  “perverse” tra d e  
balance  response to  devaluation . See [12].
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[5] and [4]) Because these Hungarian empirical investigators presume that this 
country does not face an infinitely elastic export supply curve, and because the 
assumption of an infinitely elastic export supply curve would clearly not be tenable, 
they should really be using a simultaneous system of export demand and supply 
equations to estim ate these elasticities. Orcutt [13] long ago dem onstrated th a t such 
single equation estimates are likely to be downwardly biased if prices are actually 
determined simultaneously.25

Because the available export supply elasticity estimates are also based on sin­
gle equation regressions, (See [4]) Hungarian empirical researchers may also have 
been led to overly pessimistic conclusions regarding domestic expenditure switch­
ing possibilities. It should also be noted, on the basis of the discussion of Section 
I I I , th a t an empirical finding th a t the elasticity of export supply with respect to 
relative price is statistically insignificantly different from zero implies tha t domes­
tic substitution effects are absent on both the ou tput and expenditure sides (i.e., 
£ x n  — £xn  ~  0)- Such a finding would seem to be implausible from a conceptual 
standpoint, and raise further questions about the reliability of such estimates of 
export supply elasticities.

The issue of simultaneous equations bias aside, it is possible tha t the very 
low estimates of the price elasticity of export supply for the past reflect, in part, 
excess demand conditions domestically which, strictly speaking, have nothing to 
do with the price elasticities. Estimations of the elasticity of export supply with 
respect to a devaluation should, as indicated by equation (4), distinguish between 
expenditure-switching and expenditure-reducing effects.26

Alternatively, it might be argued that the elasticity of export supply is indeed 
low precisely because the budget constraints faced by enterprises in MPEs are soft 
and factor mobility, even in the case of hard budget constraints, is restricted. Most 
likely the export supply elasticity in MPEs is lower than in otherwise comparable 
m arket economies for these reasons, but it is also probably not as low as present 
empirical estimates might suggest, because of the lack of recognition in existing 
empirical work of the aforementioned simultaneity and ceteris paribus problems.

25 T h e  H u n garian  estim a tes are also based  on to ta l “nonsocialist” tra d e . Because rep o rted  
nonsocialist ex p o rts  a re  known to  include large  re-exports o f petro leum , w hich m ay  be assum ed to  
be  d e term ined  by  o th er factors in ad d itio n  to  th e ir  foreign currency re -ex p o rt price, th e  H ungarian  
e stim a te s  of th e  ex p o rt dem and  e lasticity  are  p robably  dow nw ardly b iased  fo r th is  reason as well.

26 It should  also b e  no ted  th a t  if  a  devaluation  were accom panied  by th e  phasing  o u t of various 
com m odity- o r enterprise-specific ex p o rt incentives, th e  devaluation  m ight re su lt in  extensive 
re la tive  p rice  a n d  q u an tity  changes within  th e  trad ab le  sec to r as well as be tw een  trad ab les  a n d  
no n trad ab les, trad ab le s  an d  nontradab les.
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V. Concluding remarks

The failure of many empirical researchers in MPEs to take account of the full 
extent of simultaneity implicit in the determ ination of M PE exports is consistent 
with, and may well even partially reflect, a more general neglect by analysts of 
these economies of the quite complex interaction of the effects of a devaluation. The 
foregoing discussion, adm ittedly based on the analysis of a relatively simple three- 
good model, but for th a t reason even more compelling given the emphasis of the 
paper on the simultaneity of interactions, suggests the following m ajor conclusions.

First, economists and officials in the MPEs may well exaggerate the infla­
tionary consequences of a devaluation, and in any event frequently neglect to  point 
out th a t these consequences are very im portantly determined by the degree of 
stringency of the credit and monetary policies of the authorities. Specifically, the 
inflationary impact of a devaluation will be less than the theoretical maximum 
perm itted by the domestic price system as long as the authorities do not fully ac­
commodate the price level increase through expansionary monetary policy. It is 
im portant for the authorities to realize th a t the inflationary impact of devaluation 
is determined by the stance of the monetary authorities and the relevant price 
elasticities, and not by input-output coefficients per se.

Second, close observers of MPEs may be overly pessimistic regarding the 
terms of trade deterioration that may accompany devaluation. Although a devalu­
ation-induced decline in the terms of trade is plausible for otherwise “small” MPEs, 
it should also be recognized tha t to the extent it does occur, the inflationary impact 
of devaluation is correspondingly weakened. Although a deterioration in the terms 
of trade does involve a loss in real income, it also implies a worsening of the trade 
balance only in the event th a t the economy is actually operating in the inelastic 
range of its export demand curve. In any event, existing empirical studies of trade 
elasticities in these countries may have overstated the term s of trade implications 
of devaluation.

Third, these same analysts may tend to  underestim ate the trade balance im­
provement th a t might come with devaluation. In part this may reflect the miscon­
ceptions th a t exist regarding the necessary and sufficient conditions for devaluation 
to improve the trade balance. The pessimism has undoubtedly also been reinforced 
by empirical studies th a t conclude th a t trade elasticities may be negligible. While 
there may be good reasons to suppose, in an economy with soft budget constraints 
for enterprises, limited factor mobility, and widespread intervention by the author­
ities, th a t the elasticity of export supply may be low relative to that of market 
economies, there is also some cause for suspecting tha t existing empirical estimates 
of both export demand and supply elasticities for MPEs are biased downwards. 
These biases are partially the result of using econometric specifications th a t ignore 
the sim ultaneity among certain key variables in the M PE th a t is stressed in this 
paper.
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Finally, it should be pointed out that existing price elasticities, as well as the 
responsiveness of domestic expenditure to devaluation, are in reality not param e­
ters beyond the control of the authorities. Indeed, the “elasticity” of real aggregate 
expenditure with respect to devaluation, a rough measure of the expenditure reduc­
ing effect, is in theory very much under the influence of the financial authorities in 
a MPE. Regardless of the particular institutional structure of the financial system, 
it is the authorities that ultim ately can control the extension of credit to the pop­
ulation and the degree of financial discipline exerted on enterprises. The various 
“price elasticities” are also subject to influence by the authorities, to  some extent 
even in the short run, through policies that enforce strict financial discipline on 
enterprises. Over the medium term  and longer term  these elasticities can be raised 
through measures aimed at expanding factor mobility and reducing pervasive in­
tervention by the authorities in the microeconomic affairs of enterprises .27

Appendix: A three-good m odel of devaluation

Consider a fully-employed economy with three composite goods: an export­
able final product (X ), a nontradable final product (N ), and an im ported interme­
diate (M ) tha t is used in fixed proportions ( ix ,in ) in production of the two final 
products. Domestic output of the exportable (nontradable) is a positive (negative) 
function of relative value added per unit of ou tpu t (v ):

Sx = S x (v), (A l)

S n = S n (v ) ,  (A2 )

V = (Px -  ix Pm)(Pn -  in Pm)~ 1 (A3)

Here Sx and Sn refer to output of the exportable and nontradable respectively,
and Px ,Pn and Pm are the respective domestic currency prices of the exportable, 
nontradable and imported intermediate. If the im port intensity of the exportable 
is higher than or equal to that of the nontradable, an increase in the relative price 
of the exportable will always imply an increase in the relative value added per unit 
of th a t product.

The volume of imports of this input (Q m) is the sum of imports used in 
production of the two final products: * 11

2 7 T h e  in s titu tio n a l a n d  policy environm ent th a t  co n stra in s th is enforcem ent is discussed in  [3],
[11] a n d  th e  references therein.
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Q m  =  ix S x  "b i n S w  (A4)
The domestic currency prices of the two traded products are linked respectively 
to  their foreign currency prices by the usual international commodity arbitrage 
equation:

Px = p ;e ,  (A5)

P m  = O .  (A6)

where P* and are the two foreign currency prices and e is the exchange rate, 
defined as the domestic currency price of foreign exchange. Domestic demand 
for the exportable (nontradable) is negatively (positively) related to the relative 
domestic currency price (q = Px/ P n) of the two products. The demand for both 
goods is also a positive function of the level of real aggregate expenditure (a):
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E x =  E x(q,a), (A7)

En — Efi^q^ü^j. (A8)

Foreign demand for the exportable (Qx) is assumed to be a negative function of 
its foreign currency price relative to the price for similar goods in the rest-of-the- 
world. Both the price level and real income abroad are assumed, for simplicity, to 
be fixed. The home country is assumed to  be a price taker for its imports (hence 
P* is exogenously fixed), but not necessarily for its exports. The supply of exports 
(Qsx) equals the excess domestic supply of the exportable, such that the m arket for 
the exportable clears:

Q r  = Sx -  Ex, (A9)

Q dx =  Q Î ( P ' x ) , (A10)

Q l  = Q Í - (A ll)

The m arket for the nontradable is also assumed to clear:

S n =  E n. (A12)
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The balance of trade, denominated in foreign currency prices:

в ;  =  p : q x -  p ^ Q m  (A13)
is assumed to be initially equal to  zero.

Real aggregate expenditure is equal to the difference between real income, or 
value added (y), and real hoarding (/i):

a = y — h. (A14)

Real hoarding equals real desired hoarding (h ):

h = h*. (A15)

Here the latter is a positive function of the difference between the desired level of 
real money balances (M * P _1) and the stock of real money balances held at the 
beginning of the period (M P _1):

h* = X t f  P * -1 -  M P ' 1], (A16)

where P  is the price level, 7  and ф are the elasticities of money demand with 
respect to real income and the price level respectively ( M* P~l =  y7 P ^ -1 ), and Л 
is a coefficient indicating the speed of speed of adjustm ent of real desired hoarding 
to any imbalance between the desired and actual real money stocks.

Real income is defined as the ratio of nominal value added to  the overall price 
index for final products.

y = {PxS x + PnSn - P mQ m ) P - \  (A17)

The price index is constructed in terms of expenditure weights:

P = P?* * P n ‘n (A18)

where a* and a en are the weights for the exportable and nontradable respectively
( a J + <  =  !-0 0 ).

Equations (A l) through (A18) contain 18 endogenous variables. The produc­
tion possibilities of the economy and the foreign currency price of the exportable 
are considered to be fixed. Policy instruments are the exchange ra te  and the nom ­
inal money supply, although the latter will also be jointly determ ined by economic 
agents according to the hoarding equations (A15)-(A16). Having made the sim pli­
fying assumption that the import intensity of production of the two final products is 
the same (ix =  i„), which considerably facilitates the solution of this simultaneous 
system, the trade balance, price level, real income and terms of trade effects of a 
devaluation were derived. The interrelationships between these different effects can
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best be shown by expressing them in term s of the response of the two endogenous 
prices, Px and Pn , to a change in the exchange rate.

In this model the term s of trade response to a devaluation depends in effect 
solely on the impact of devaluation on the price of the exportable, because the 
foreign currency price of the import is assumed to be fixed. The elasticity of the 
terms of trade with respect to  a change in the exchange ra te  is:

4 “  =  ( 4  -  1), (A19)

where e* is the elasticity of the domestic price of the exportable (Px) with respect 
to a change in the exchange rate. The greater the increase in the domestic price of 
the exportable, the smaller will be the deterioration in the terms of trade.

The im pact of devaluation on real income may be summarized by the elasticity 
of real income with respect to  a change in the exchange rate:

4  = o£(i»  -  * * )4 „ 4  +  а Ж 1(ехе -  1), (A20)

where a ’ and a£ are the initial output and expenditure weights for the exportable, 
£xn is the price elasticity of domestic supply of the exportable, e" is the elasticity 
of relative value added per unit of output w ith respect to a change in the exchange 
rate, and ßx denotes the initial ratio of domestic expenditure on the exportable to 
actual exports. Recalling th a t in =  ix , it is clear that if monetary policy fully ac­
commodates the devaluation so that both domestic prices increase proportionately 
to the exchange rate (e£ =  e" =  1 .00 ), a n d /o r foreign dem and is perfectly elastic, 
there will be no change in real income (equation (A20) will be equal to zero).

The elasticity of the domestic price level with respect to devaluation is:

4  = 4 4  +  a*e?. (A21)

Both prices are determined endogenously in the model, bu t their derivation is 
painstaking and the resulting expressions are very cumbersome. The elasticity e , 
for example, is equal to:

£x — A B  1, where (A22)

A  =  e dx [ - £ dx n a ex  + _n _a л ei
I _  j eaepa nJ (A23)

+e*J4/44) + «*Ar44«n “ + e x n a ' J x ]

4-s^ £s ' t'xnt'xnii1 — l

+
0.(1  -  i)

— [cxan a exßxa ’x +  £>£*'<$*],
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and

В  =

+ £in[(a 5)2£*(/J +  ßx£p) -  е " (^ а х +  £pßx) +  exna<xßx]

+ed e* r̂ l̂ îL]I c arnc'a:nL1 -J I — г

(A24)

+
A (1 -  О
епац а ех6х

+£naeap8xßx\-

~ [ a ‘s exaa exnßx

+ e > o £ í r  +  a ax (ßx )2e xae t

In the foregoing equations £d (<  0) and exn (<  0) are the (relative) price elasticities 
of foreign demand for the exportable and domestic demand for the exportable, 
respectively. exn is the elasticity of output of the exportable with respect to  a 
change in relative value added per unit, which when ix = in is equal to (1 — ix ) times 
the elasticity of supply of the exportable with respect to its relative price; and 
exa are the elasticities of demand for the nontradable and exportable, respectively, 
with respect to a change in real aggregate expenditure. The values fi and e“ are 
defined as follows:

/г =  ( 1 - Л и - 17 ), (A25)

eap =  X V - \ Ç  -  ф), (A26)

where c™ is the assumed policy exogenous elasticity of the nominal money supply 
with respect to the price level and the param eters are as defined in equation (A16). 
£p is in effect an elasticity of real aggregate expenditure with respect to the price 
level. Although the signs of A  and В  are not formally unambiguous, it can be 
shown tha t they will both be negative provided the foregoing price elasticities have 
the expected signs.

If monetary policy fully accommodates the price level effect of a devaluation, 
preventing any decline in real money balances, =  ф, and e“ =  0. In that event, 
it can be seen tha t A =  B, and the domestic price of the exportable will rise by 
the full amount of the devaluation (e* =  1 .0 0 ), as will the price of the nontradable. 
When £p < 0, £% > and the increase in the relative price of the exportable will 
induce the shift of resources into exports, which is necessary for an improvement 
in the trade balance.

The elasticity of the trade balance with respect to devaluation is

e?  =  «  -  1) +  ^ xne\ -  ßx [4 n (ex'  ~  en. )  +  e*aeae)], (A27)
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where eve is the elasticity of relative value added per unit with respect to a change in 
the exchange rate, is the elasticity of aggregate real expenditure with respect to 
devaluation (where expenditure is the difference between real income and hoarding- 
recall equation (A14) and:
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c  — 6X ax(ix d" (A28)

The first term  on the righthandside of equation (A27) is the elasticity of the term s 
of trade w ith respect to devaluation. If the export demand curve is downward 
sloping, this elasticity will be negative. The second term is the substitution effect 
on the o u tpu t side, after taking into account the impact th a t the shift in production 
will have on imports of the intermediate product, and which in general would 
be expected to  be positive. The third term  reflects the combined (and generally 
positive) im pact of domestic expenditure switching ([— -  £")] >  0 ), and 
of the expenditure-reducing effect of devaluation ([—ßx£aee] >  0 ).

W hether the trade balance will improve with devaluation depends on whether 
the combined positive substitution and expenditure effects will be greater than  the 
(in general) negative terms of trade effect. In the case of ix =  in :

e? = -  <j>)[edx + 1]C[BD}~\ (A29)

where

C

+ <*l] + e2

+ £- f ^ [ a axß x (2a'xexa + e na)\
I — i

, ( ^ m )  Г О  - X  !  _ » \2 l
+  ( f ~ :) 2 ~  l A r £ 0 ( a J

(A30)

(A31)

and
D  =  ( - a y m  + -  e ^ < ) .  (A32)

The expression C  in equation (A30) will be non-zero only if at least one of the 
domestic elasticities of substitution is non-zero and carries the expected sign; in 
that event C  will be negative. D  will be non-zero if either or both of the domestic 
(relative) price elasticities are negative, an d /o r monetary policy is not fully accom­
modating (с“ <  0); in this case, D will be positive and the denominator in (A29), 

, will be negative. T he numerator will also be negative if, in addition to  C  
being negative, monetary policy is not fully accommodating (£JJ* < ф) and foreign
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demand for the exportable is elastic. The necessary and sufficient conditions for the 
trade balance to improve with devaluation (e f  >  0 ) are therefore: exn <  0 and /or 
£xn >  0 (i.e.j there exist substitution effects domestically); e™ < ф— monetary pol­
icy is not fully accommodating; and £x < (—1 .0 0 )—the economy is in the elastic 
range of its export demand curve. Observe, however, that there need not be sub­
stitution effects on the output side (i.e., e‘xn >  0 ) for devaluation to improve the 
trade balance.
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ОДНОВРЕМЕННОЕ ВОЗДЕЙСТВИЕ ДЕВАЛЬВАЦИИ:
УРОКИ ДЛЯ ИЗМЕНЯЮЩИХСЯ ПЛАНОВЫХ 

ЭКОНОМИК

Т А . ВОЛЬФ

В статье делается попы тка уточнить концептуальную  основу формиро­
вания политики валю тны х курсов в изменяю щ ихся плановы х экономиках 
с учетом воздействия пониж ения курсов на уровень цен, обменные про­
порции внешней торговли, реальные доходы и торговы е балансы. С по­
мощью трехтоварной модели показывается, что существующие практичес­
кие оценки эластичности торговли м огут быть изменены  в сторону пони­
ж ения и что крайне пессимистические оценки, возможно, несколько пре­
увеличенны. Хотя эластичность торговли в странах  с изменяю щ имися 
плановыми экономиками и ниже, чем в странах с рыночной экономикой, 
она м ож ет быть повышена с помощью мер по увеличению мобильности ка­
питала и труда и расш ирения самостоятельности предприятий.
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CYCLE AND REPLACEMENT

J. KOVÁCS - T. TARJÁN

T h e  artic le  ra ises th e  problem  how th e  growing d e m a n d  or replacem ent affects the s ta b ility  
o f investm ent. T h e  question  is topical because  d ep rec ia tion  w ith in  gross in v es tm en t has becom e 
p rep o n d eran t in  th e  H ungarian  econom y in  th e  eighties. T h e  au thors prove t h a t  in  the case o f  a  
stern-heavy  d is tr ib u tio n  of investm ent, w hen th e  bulk o f investm ent p ro jec ts  a re  realized to w ards 
th e  end  of th e  investm ent period , th is  surely  takes p lace a long  an  un stab le  p a th ,  while th e  fa c t  
th a t  th e  d is tr ib u tio n  of investm ent is stem -heavy, th a t  is, th e  p rojects a re  im plem ented  in b u lk  
in  th e  first h a lf o f th e  period , is only a  necessary b u t insufficient condition o f th e  stability  o f th e  
investm ent p a th . T h e  grow th  of rep lacem ents makes th e  investm ent p a th  u n s ta b le  sooner o r la te r .  
P resum ably , th is  also h as  unfavourable im p ac ts  on the  g ro w th  p a th  itself.

Introduction

The share of investments in national income has been decreasing in Hungary 
since 1979. In recent years it has decreased from  1/3 to about 1/4. This process 
has also led to peculiar shifts in proportions within the investments. W hereas 
the proportion of the net accumulation compared with replacement was about 60- 
40 percent, this proportion has now been inverted. At first sight it may seem 
tha t this process is only affecting the rate of modernization. As a m atter of fact 
the decrease of net accumulation holds back the modernization of the national 
economy by restricting the very sources needed for the introduction of the new 
technology. At the same time the process also has another, equally ominous grave 
effect. Our inquiries tended to demonstrate, how the stability of the economy is 
affected by these processes. In our paper we shall show, that w ithin the investments, 
the prevalence of replacement could affect the economy’s stability. Namely, this 
phenomenon may destabilize the investment and, by dint of this, also the course of 
growth. An article of Tarján and Tényi [1] tried  first, by means of a m athem atical 
model, to support the fact that uneven investment starts may lead to spontaneous 
cycles due to the later commitments which are assumed by the launchings; the 
authors also tried to describe the way in which this happens. T he same problem  
appeared in very different forms in several o ther articles also. The aim of such 
analyses is to “smooth down” and alleviate the  effects of such investment cycles. 
One of the most m ature examples of the inquiries of this kind is the article of András 
Bródy [4]. This present article tries to continue and develop the themes of previous
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analyses. T he first aim is to  examine, from the point of view of the stability of the 
investment process, the course of the cyclic movements generated by the investment 
structure; namely, the conditions under which the cyclic fluctuations of investment 
may approach a stable course, especially when fluctuations become a destabilizing 
factor. The paper tries to  give an exact answer to the questions connected with 
the so-called “stem-heavy” and “stern-heavy” investment- repartitions as proposed 
in [1], to which, in the forementioned article, only conjectures could be enunciated. 
Thereafter, in possession of a possible answer, the paper will try to reply to  the 
questions which touch upon the role of replacement.

Description o f the model

It has long been understood in investment practice, th a t the launching of in­
vestments is necessarily accompanied by such later commitments, the superposition 
of which leads to cyclical overstrain (more exactly, to regression). This problem 
has been dealt with by a number of authors in the economic literature concerning 
cycles, particularly with respect to investments (see, for example [1], [4] and [5]). 
How can this cycle-generating effect be described by a m athem atical model? Let 
us start with an example:

Example 1

In our example let the gestation period of investments, from launching to 
putting into action, be 4 years. Let the technical coefficients of cost-shares in 
successive years be 0.3, 0.4, 0.1 and 0.2 and let us assure th a t these coefficients 
remain constant. This means, tha t if we s ta r t a 100 unit investment, then in the 
first year we must invest 30 units, in the second year an additional 40 units, in the 
third year 10 units and in the fourth, final year, 20 units. These figures represent 
the cost proportions during the gestation period. For the sake of simplicity let the 
annual allocation of investments be exactly 100 units. We m ust suppose a starting  
state for the first year: let us suppose th a t from the previous year’s launching 
a commitment of 40 units remains, from the launching effected two years earlier 
a commitment of 30 units, and from the launching effected three years earlier a 
commitment of 10 units. Since the limit is 100 units, this year we can start w ith  20 
units only. It can be easily calculated, th a t our next (second) year’s commitments 
will be the following: from the first year’s launching (0.4/0.3)20 =  26.7 units; from 
the launchings effected two years earlier (0 year) (0.1/0.4)40 =  10; and finally from 
the launchings effected three years earlier (-1 year) (0.2/0.1)30 =  60 units. Thus, 
being in the second year, all the earlier commitments due in this (2nd) year to tal
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96.7 units, and for new starts (again considering the limit of 100) only 3.3 units 
remain. The counting for the next years we may continue in a similar way.

Table 1

t

cd1) = 0.30 cd2) = 0.40

4 2)

orl3) = 0.10 

i><3>

cd4) = 0.20

ь(,4) ct

1 20.0 40.0 30.0 10.0 100.0
2 3.3 26.7 10.0 60.0 100.0
3 68.9 4.4 6.7 20.0 100.0
4 0.0 91.9 1.1 13.3 106.3
5 68.5 0.0 23.0 2.2 93.7
6 0.0 91.3 0.0 46.0 137.3
7 39.9 0.0 22.8 0.0 62.7
8 1.2 53.2 0.0 45.6 100.0
9 85.1 1.6 13.3 0.0 100.0

10 0.0 113.5 0.4 26.6 140.5

However, at year 4 we already encounter a problem; namely, the total of 
our previous year’s commitments surpasses by 6.3 units the 100 units considered 
as a limit. If we now advance these 6.3 units to the next year’s allocation, we 
can proceed in such a way tha t in the 4th  year we launch nothing (0 launching); 
this of course would have consequences in the 5th year also. At the same time, 
due to the fact that from the 5th year’s allocation 6.3 units in the 4th year have 
already been exhausted, in the 5th year a total of 93.7 units only can be used. This 
reduced allocation means tha t in the 5th year there will be a launching of 68.5 
units and therefore all our commitments, even without a new, 6 th year’s launching, 
surpass the 100 units. Nevertheless, the overshoot is much higher, because our 
commitments in the 6 th  year total 136.3. In continuing the operation, it turns out 
tha t in the 7th year a to tal of 62.7 units can be made use of and in the 10th year 
our limit is, by a commitment of 140.5 units, again considerably surpassed. This 
process can be illustrated by means of Fig. 1.

The model

Let us try to formulate our algorithm  of calculation in a general form. We in­
dicate the investments’ cost share during their gestation years by оД1), аД2) , . . .
. . .  and we consider them constant. In our example: ad1) =  0.30; a (2) =  0.40;

9 Acta Oeconomica 39, 1988
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Fig. 1 A n  u n stab le  course

c*(3) =  0.10; a =  0.20 and T  =  4. In year t we indicate by the commitments 
resulting from the previous year’s launching. According to the meaning, 6, is the 
launching of the f-th year. Let us note, tha t by definition

T

£ « ( i )  =  i
jt=i

(1 )

T

Jb = l
(2 )

Let us now suppose, th a t in our example the commitments of the first and of the 
second year have been successively

b[1] =  206(!2) =  406(!3) =  306(!4) =  10 (3)

6(1), =  3.36(2), =  26.76(3), =  106(4), =  60 (4)

The value of C  has been, in our example, 100.
Our argument retains its validity, if the limit is supposed to be incrasing 

or decreasing uniformly; therefore let us formulate the relation (2 ) in some more 
general way as follows:
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T

E ‘ ! l |  =  c o 7  — o o  <  t <  o o  ( 5 )

k = i

w h e r e i n  7  i s  a n  o p t i o n a l  p o s i t i v e  c o n s t a n t .

T h e  c o s t - s h a r e s  o f  t h e  i n v e s t m e n t  w e r e  s u p p o s e d  t o  b e  c o n s t a n t .  F r o m  t h i s ,  

i . e .  f r o m  t h e  f i x i n g  o f  t h e  a l p h a s ,  i t  f o l l o w s  t h a t  t h e  r e l a t i o n

« ( * )  6 ( ‘ )
— r —  =  - 77T------  1 <  к < T ,  - 0 0  <  t <  0 0  ( 6 )
a l l )  k(l ) ~  ~

i s  v a l i d .  T h i s  r e l a t i o n  e n u n c i a t e s  t h a t  t h e  p r o p o r t i o n s  o f  t h e  c o s t - s h a r e s  a r e  i d e n t i c a l  

w i t h  t h e  p r o p o r t i o n s  o f  t h e  r e l a t i v e  i n v e s t m e n t  u n i t s .  ( I n  o u r  n u m e r i c a l  e x a m p l e  

t h e  c o m m i t m e n t s  o f  t h e  s u c c e s s i v e  y e a r s  w e r e  o b t a i n e d  p r e c i s e l y  o n  t h e  b a s i s  o f  t h i s  

r e l a t i o n . )  T h e  s y s t e m  o f  c o n d i t i o n s  o f  o u r  m o d e l  i s  g i v e n  b y  t h e  f o r m u l a e  ( 1 ) ,  ( 5 ) 

a n d  ( 6 ) .  B y  s u b s t i t u t i n g  t h e  r e l a t i o n  ( 6 )  i n  ( 5 ) w e  o b t a i n  t h e  f o l l o w i n g  d i f f e r e n c e  

e q u a t i o n :
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( i )
t - k + i Cot' ( 7 )

T h i s  i s  a  c o n t i n u o u s  i n h o m o g e n o u s  l i n e a r  d i f f e r e n c e  e q u a t i o n  w i t h  c o n s t a n t  c o e f f i ­

c i e n t s .  O u r  m o d e l  i s  r e d u c e d  t o  t h e  s o l u t i o n  o f  t h i s  e q u a t i o n .

T h e  s o lu t i o n  o f  t h e  m a t h e m a t i c a l  m o d e l

I n  o r d e r  t o  m a k e  t h i n g s  m o r e  m a n a g e a b l e  w e  t r a n s f o r m  ( 7 ) t o  i t s  h o m o g e n o u s  

f o r m .  ( S e e  [ 1] ) .

w h e r e i n

T

У .  ak£t-k+\  = 0  -  0 0  <  t <  0 0

k = 1

aW
ak =  1 < к < T

( 8)

( 9 )

aOCo
£t =  — ;------------- ------------  -  0 0  <  t <  + 0 0

7' EL i a*
( 10)

W e  c a n  o b t a i n  t h e  s o l u t i o n  o f  t h e  a b o v e  h o m o g e n o u s  e q u a t i o n  b y  a p p l y i n g  t h e  t h e ­

o r y  o f  d i f f e r e n c e  e q u a t i o n s ,  i n  t h e  u s u a l  w a y ,  a n d  w i t h  t h e  h e l p  o f  i t s  c h a r a c t e r i s t i c  

e q u a t i o n .  T h e  r o o t s  o f  t h e  e q u a t i o n  ( s e e  e . g .  [6 ] ) :
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J 2 “kZT- k = 0- ( И )
k=l

From the characteristic polynomial (9) we can see th a t the solution depends on 
the oik cost-shares and on the 7  ra te of increase. The paper of Tényi-Tarján [1] 
claims th a t by means of the roots of the ( 11) characteristic polynomial the general 
solution of the (8 ) homogenous equation can be obtained, and th a t by means of 
(10) the general solution of the (7) in homogenous equation concerning the invest­
m ent launching1 can be obtained. If the largest root radius of the characteristic 
polynomial is 1 , or larger than 1 , the investment given by the model follows an un­
equivocally unstable course; i f i t  is under 1 , the investment course is unequivocally 
stable. The stable and unstable characters of the course depend therefore, through 
the roots of the characteristic polynomial, on the growth rate of the investment 
barrier and on the cost-shares, respectively. This model has been described in the 
paper [1] of Tarján— Tényi also. The issues raised by the paper were the following:

—  The cost-shares may have a cycle-generating effect. (The root-radius of 
the characteristic polynomial > 1).

—  The cycles may
— decrease spontaneously (stable course), as in the following example (root- 

radius < 1). (See Fig. 2)
— spontaneously explode (unstable course), as in the example 1 (root-radius

>  !)•

Fig. 2 A  stab le  course

The paper of Tarján-Tényi also formulated the following conjectures:
1. Certain cost-share configurations—called “stem-heavy” distributions, 

where the bulk of investment must be effected in the first years are of a stabi­
lizing nature;

1 We no te , th a t in  th is  m odel, due to  th e  fixing of th e  a lp h as, the  b investm ent launchings are 

p ro p o rtio n a l to  th e  to ta l  volume of in vestm en t launched in  th e  sam e year. f 'Y2k—i ^t+k— 1 )
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Table 2

t

cd1) =  0.30 a t 2) =  0.40 a t 3) =  0.25 

b<3>

a t 4) =  0.05

Ct

1 20.0 40.0 30.0 10.0 100
2 42.3 26.7 25.0 6.0 100
3 21.9 56.4 16.7 5.0 100
4 32.2 29.2 35.3 3.3 100
5 31.8 42.9 18.3 7.1 100
6 27.2 42.4 26.8 3.7 100
7 31.9 36.3 26.5 5.4 100
8 29.5 42.5 22.7 5.3 100
9 29.6 39.3 26.6 4.5 100

10 30.6 39.5 24.6 5.3 100

2. The “stern-heavy” distributions— where the bulk of investment is post­
poned toward the end—are of a destabilizing nature.

The exact argument, disproving these conjectures, was missing at the  time. 
Strictly speaking, this inquiry continues the research initiated in the article of 
Tényi—Tarján. First of all we tried to decide whether the above conjectures are 
true. For this purpose we succeeded in obtaining a convenient mathem atical instru­
ment, by means of which we can assess the investment process exactly: whether 
it is stable or unstable. This method is an adequate application of the Hurwitz- 
proposition [2] known in algebra, which concerns the relation of the roots and of 
the coefficients of a polynomial. In this way an exact concept is given abou t the 
conditions of stability. Finally, the concept of the investment process is extended 
to the problem of replacement, and we try  to answer the question concerning the 
effect of the increase of the weight of replacement (within the investment activity) 
on the economy’s stability.

Stable and unstable courses of investment

The necessary conditions of stability

The Hurwitz-proposition [2] affords the necessary and sufficient condition 
for all roots of an n-degree polynomial to  belong to the sphere of complex num-
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bers having a negative real com ponent.2 On the other hand, in our problem the 
necessary and sufficient condition must determine the coefficients of the ( 11) char­
acteristic polynomial, in order th a t the absolute value of all roots should be un­
der 1. The Hurwitz-proposition, by means of a proper complex transformation, 
provides and answer to this problem also. However, we cannot make use of the 
Hurwitz-proposition in its full generality, for the necessary and sufficient condition 
concerning the coefficients is perplexing, th a t its  economic interpretation is nearly 
impossible. Therefore we believe, that we will “hold more” for the economist, if 
we “grasp little” . Instead of the necessary and sufficient condition we rest satisfied 
with the interpretable necessary conditions relating to the coefficients. Let us de­
fine the amounts s i ,  S2 , st - i , s t by means of the (11) characteristic polynomial (9) 
in the following way:

„  =  =  f > < r - ” +,) ( 12 )
k = 1 fc=1

ST-1 =  2 > l ) * - 4 T- 2t+1); ST =  ^ ( - l ) * - 1«* (13)
1 * = 1

1st proposition. In order th a t the absolute value of all the roots of the (11) 
characteristic polynomial are under 1 , it is necessary that both  Si • s^ > 0 and 
•sr-i ■ s r  >  0 are fulfilled.3 We try  to interpret our above necessary conditions in 
the following. T he reader, who has had to struggle through our expatiations, must 
excuse us if he cannot yet see the economic advantage of this; however, in order 
to facilitate the presentation of the economic statem ent, we will now make use of 
a physical analogy. First of all let us turn to  the demonstration of the positive 
character of the product of the multiplication Si «2- In order to demonstrate, 
when s and s are of opposed or of similar sign, we avail ourselves of the system 
of parallel forces known from physics, which act on a lever. Let us take a T  — 1 
meter long horizontal lever. From the left, in к m etres (1 <  к < T ), an a* force acts 
downwards, if a* is positive; it acts upwards, if a*, is negative, where a* =  a k / y k~ 1. 
In our case for all 1 <  к < T, а к >  0, so all forces act downwards.

It is well known from physics, that—s figuring in [7]—is the magnitude of the 
resultant of the force-system, whereas S2 /2  is the momentum calculated on point 0 
at (T  +  l ) /2  metres. This, according to our definition, coincides with the momen­
tum  on point 0 of the resulting force. It is easy to  see, that if the resultant attacks 
leftwards from 0 , the signs of si and s2 are identical; whereas they are opposite, if it 
attacks from the right. Our 1st proposition therefore states, th a t if the resultant of 
the parallel system  of forces acting downwards and compiled from the coefficients

2For th e  id ea  of ap p ly ing  the  H urw itz-proposition , acknow ledgem ent is d u e  to  György Molnár.
3We do n o t in te n d  to  burden  w ith  proofs the  m ind of th e  economist n o t  in te rested  in m a th e ­

m atica l deta ils . T h e  d e ta iled  p roof c an  be  found in [7].
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a t t a c k s  f r o m  t h e  r i g h t  o f  0 ,  n o t  e v e r y  r o o t  ( i t s  a b s o l u t e  v a l u e )  o f  t h e  c h a r a c t e r i s ­

t i c  p o l y n o m i a l  i s  u n d e r  1 ,  i . e .  t h e  i n v e s t m e n t  t a k e s  p l a c e  o n  a n  u n s t a b l e  c o u r s e .  

T h e r e f o r e  w e  m a y  c a l l  “ s t e m - h e a v y ”  d i s t r i b u t i o n s  t h o s e  d i s t r i b u t i o n s ,  w h e r e  t h e  

r e s u l t a n t  o f  t h e  f o r c e - s y s t e m  ( c o m p r i s i n g  t h e m  a n d  a t t a c k i n g  d o w n w a r d s )  a t t a c k s  

i n  t h e  c e n t r e  0 ,  o r  t o  t h e  l e f t ;  a n d  w e  c a l l  “ s t e r n - h e a v y ”  t h o s e  d i s t r i b u t i o n s ,  t h e  

r e s u l t a n t  o f  w h i c h  a t t a c k s  f r o m  t h e  r i g h t  o f  t h e  c e n t r e .  O n  t h e  b a s i s  o f  t h e  a b o v e ,  

t h e  p r o p o s i t i o n  c a n  b e  e n u n c i a t e d .

2nd proposition.  I n  t h e  c a s e  o f  “ s t e r n - h e a v y ”  d i s t r i b u t i o n s  t h e  d e s t a b i l i z i n g  

e f f e c t  a r i s e s  s u r e l y ,  h e n c e  t h e  i n v e s t m e n t  t a k e s  p l a c e  o n  a n  u n s t a b l e  c o u r s e .  W i t h  

t h i s  p r o p o s i t i o n  t h e  2 n d  c o n j e c t u r e  c o n c e r n i n g  t h e  “s t e r n - h e a v y ”  d i s t r i b u t i o n s  h a s  

b e e n  v e r i f i e d ,  w h e r e a s  t h e  1 s t  c o n j e c t u r e  c o n c e r n i n g  t h e  “ s t e m - h e a v y ” d i s t r i b u ­

t i o n s  i s  n o t  v a l i d .  A  p r o p e r  c o u n t e r - e x a m p l e  f o r  t h i s  i s  t h e  1s t  e x a m p l e ,  w h i c h  

i s  e v i d e n t l y  “ s t e m - h e a v y ” . I t  a p p e a r s  f r o m  t h e  t a b l e  t h a t  i t  l e a d s  t o  a n  u n s t a b l e  

i n v e s t m e n t  c o u r s e .  F o r  t h e  s a k e  o f  e x a c t  d e m o n s t r a t i o n  o f  t h i s  t h e  r o o t s  o f  t h e  ( 1 1 ) 

c h a r a c t e r i s t i c  p o l y n o m i a l  s h o u l d  b e  d e t e r m i n e d  b y  t h e  s u b s t i t u t i o n  7 = 1 .  T h i s  

i s  a  ( T  — 1) c u b i c  p o l y n o m i a l .  I n s t e a d  o f  t h e  d e m o n s t r a t i o n  o f  t h e  r o o t s  o f  t h i s  

p o l y n o m i a l  l e t  u s  o b t a i n  S 3  a n d  s 4 , w h i c h  a r e  o b t a i n a b l e  a n d  a r e  s u c c e s s i v e l y  1 0 0  

a n d  - 2 0 ,  i . e .  t h e  s e c o n d  c o n d i t i o n  o f  t h e  1 s t  p r o p o s i t i o n  i s  n o t  f u l f i l l e d  a n d  t h u s  

t h e  c o u r s e  i s  u n s t a b l e .  I n  o r d e r  t o  i l l u s t r a t e  t h e  p o s i t i v e  c h a r a c t e r  o f  t h e  p r o d u c t  

o f  m u l t i p l i c a t i o n  {s t-  1 • s y )  l e t  u s  c o m p i l e ,  a s  a b o v e ,  t h e  s y s t e m  o f  p a r a l l e l  f o r c e s  

a c t i n g  o n  a  l e v e r .  O n  t h e  T  — 1 m e t r e - l o n g  h o r i z o n t a l  l e v e r ,  a t  к m e t r e s  f r o m  t h e  

l e f t  (1  <  к <  T)  a  f o r c e  o f  ( — l ) * - 1 a ;t  m a y  a c t  d o w n w a r d s ,  i f  ( — l ) i _ 1 afc i s  p o s i t i v e ,  

a n d  u p w a r d s ,  i f  n e g a t i v e — w h i c h  m e a n s  a *  =  < * ( * ) /7 * - 1 . S i n c e  i n  t h e  c a s e  o f  e v e r y  

l < к < T  t h e  dk >  0 , a l l  t h e  f o r c e s  o f  o d d  i n d e x  a c t  d o w n w a r d s  a n d  t h o s e  o f  e v e n  

i n d e x  u p w a r d s ;  h e n c e  t h e  s y s t e m  o f  f o r c e s  a l t e r n a t e s .

S i m i l a r l y  t o  t h e  a b o v e  i n t e r p r e t a t i o n ,  t h e  m a g n i t u d e  o f  t h e  r e s u l t a n t  o f  t h e  

a l t e r n a t i n g  s y s t e m  o f  f o r c e s  i s  s i  , w h e r e a s  s y _  i / 2  i s  t h e  m o m e n t u m ,  a t  p o i n t  0 ,  o f  

t h e  s y s t e m  o f  f o r c e s  a t  (T  +  l ) / 2  m e t r e s .  A c c o r d i n g  t o  t h e  d e f i n i t i o n  t h i s  c o i n c i d e s  

w i t h  t h e  m o m e n t u m  o f  t h e  r e s u l t i n g  f o r c e  a t  p o i n t  0 . S i m i l a r l y  i t  c a n  b e  s e e n  t h a t  i f  

t h e  r e s u l t a n t  a t t a c k s  t o  t h e  l e f t  f r o m  t h e  0  c e n t r e ,  t h e  s i g n s  o f  s  a n d  s  a r e  t h e  s a m e ;  

a n d  i t  c a n  b e  s e e n  t h a t  t h e y  a r e  o p p o s e d  i f  t h e  r e s u l t a n t  a t t a c k s  f r o m  t h e  r i g h t .

Acta Oeconomica 39, 1988

Fig. 3 S y s t e m  o f  p a r a l l e l  f o r c e s  a c t i n g  d o w n w a r d s



334 J. KOVÁCS - T. TARJÁN: CYCLE AND REPLACEMENT

Fig. 4 Alternating system of forces

Hence our 1st proposition states: if the resultant of the alternating system of forces 
made of the coefficients attacks to the right from 0 , the absolute value of not all 
the roots of the characteristic polynomial is under 1 , hence investment takes place 
on an unstable course. Already the 1st example casts light on the importance of 
the positive character of the product st_ i ■ s t , since si ■ S2 >  0 ( “stem-heavy” ) and 
S3 • S4 < 0. In this case the instability of the investment process is demonstrated by 
the condition concerning the alternating system, since stable and unstable courses 
may equally belong to the “stem-heavy” distribution. The condition concerning 
the positive character of the s t -  1 - st product of the alternative sums becomes 
especially im portant, if replacement is also considered.

Extension of the model

The model, taking into account also the sums spent on replacement, cor­
responds to our foregoing model in m athem atical respects. However, from the 
economic point of view it differs from it, because here not only the investment 
process is considered, but the— much later effected—replacement is also included.

1. As initial condition the cost shares of replacement are also considered fixed.
2. The profile of distribution changes in such a way th a t the a c o e f f i c i e n t s  

approach 0 w ithin 4-7 years after being put into service (0 period). Thereafter they 
will again be positive on an essentially lower level.

3. In the Ci limits of spending the replacement costs are also included. Hence 
the value of T  changes from between 3-6 to 10-20 years.

Formally and identical model describes the discontinued and—much—later 
finished investment-processes. However, in this case the part following the 0 period 
of the investment profile does no t represent replacement, bu t the continuation of 
the “frozen” investment process. If the a* values taken in the substitution period do
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not surpass the mean of the a values obtained in the investment period4, then it is 
easy to see th a t the distribution is always “stem-heavy”—namely, the resultant of 
the downwards-acting parallel system of forces attacks to the left from the centre 0 . 
Therefore, only the necessary condition concerning the alternating system of forces 
can be taken into account. We underline, th a t it is also only a necessary condition 
of the stability. The condition concerning the alternating system of forces indicates, 
that the possible “small” fluctuation of replacement may destabilize the investment 
process in spite of the “stem-heavy” character of the distribution. To put it clearly, 
from the stated condition, it follows that this case can really take place. Moreover, 
curiously, the more balanced the investment period, the more powerful will be the 
destabilizing effect of the smaller fluctuations arising in the replacement period. In 
the first instance, let us take the resultant of the alternating system  of forces for the 
investment period only. The resultant calculated for this period may be zero, or 
very small, if the absolute values of the positive and negative forces are very near to 
each other—i.e. if the / q *-1  total of the a* quotas discounted by and realized
in even and odd years is nearly equal or equal. In this case the small fluctuations 
arising in the substitution-period—especially over a longer period—displace the 
point of attack of the total resultant to the right from the centre and in th is way 
destabilize the process.5

In the foregoing we pointed out the fact, tha t the fluctuation of the invest­
ment fulfilments may introduce a destabilizing element in the investment-process. 
However, in the following we should also point out that the extrem e protraction of 
the replacement period—that is, the extrem e postponement of the replacement of 
capital equipment—may destabilize the investment process in the same way th a t 
it is made “stern-heavy” . One kind of extension of the Tarján-Tényi model con­
sists, therefore, of the drawing into the conceptual sphere of the technical-economic 
structure of investments the replacement-demand. Namely, the introduction of new 
capacities is, after a shorter or longer period, necessarily followed by the replace­
ment of the equipment used up. In the beginning this, compared to the volume 
of investment, may be negligible. However, if the lifetime of the investments is 
relatively long, this demand for replacement necessarily increases and we m ust take 
it into account in view of the whole investment process. A peculiar relation exists 
between wear and tear and the really necessary replacement. Under normal condi­

4However, th is  can  be  assum ed to  be  a  “cu sto m ary ” d istribu tion , w hich takes in to  accoun t 
replacem ent.

5 D isregarding th e  illu stra tio n  of th e  system  of forces, th e  above c a n  be  sum m arized  in  the  
following. If in th e  investm ent p e rio d  th e  6 difference of the  even a n d  o d d  a* coefficients is, in 
com parison w ith  th e  sim ilar p difference, insignificantly  sm all for th e  rep lacem en t-period , th en  
th e  investm ent process takes p lace on an  u n stab le  course. To be m ore  exact, if b a n d  p a re  of 
opposed signs, i t  is sufficient th a t  |6| <  |p|, a n d  if  6 an d  p are of sim ila r sign (supposing, say, a 
5 y ears’ investm ent period , a  5 y ears’ 0 period a n d  a  10 years’ rep lacem ent period) 2\b\ <  \p\ is 
certain ly  sufficient for th is purpose.
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tions the am ortization fund has the task of ensuring, in due course, the refund in 
value of the investment and has to create an adequate source for renewal and, for 
the replacement of worn equipment, replacing them  with more up-to- date items. If 
the period of return is not too long and the replacement takes place at the norm al 
rate of change of new up-to-date technology, it is possible to  rearrange the am orti­
zation within comparatively large frames and to  utilize the amortization fund for 
the necessary structural changes. However, if we operate the capital equipm ent 
for too long, this restricts our freedom. The replacement-demand of the time-worn 
capital equipm ent increases, and an unavoidable pressure for direct replacement 
arises. This extracts a more and more im portant part of the amortization fund 
from the sphere of reallocation. Consequently, let us modify our model slightly.

1. We regard the a* henceforward as fixed but, taking into account the sub­
stitution period, we do it in principle for a very long time. T his is feasible, because 
the capital equipm ent realized by means of the investment can operate in a proper 
sense indefinitely, while more and more parts of it are renewed and replaced. A t 
the end perhaps not a single part of it will be original, but the equipment is still 
producing in its original form.

2. The T  investment time-level is not regarded as technologically given in 
advance, but is a t our discretion, eligible at any point of the replacement period.

It is easy to see that by stretching out the T  time-level, the replacement- 
period also becomes longer while the replacement-demand increases more and more 
(after a certain point the a к coefficients increase monotonously). The result is th a t 
if we put the T  time-level far enough, the investment-course may become “stern- 
heavy” . This takes place necessarily, if the coefficients of the replacement-period 
reach the average level of the net investment period. In the sense of the enunciated 
proposition th is means, th a t in this case the destabilizing effect certainly takes 
place. In order to illustrate how this happens in the economy, let us take an 
example. Let us consider road transport. In order to organize road transport, 
we buy 100 m otor vehicles. We purchase these over a period of 4 years, in the 
following partition: 30, 40, 25, 5 (see the 2nd example). We have seen that this is 
described with the C barrier, which is constant in the net investment model and 
is a stable process. Let us suppose that the norm al life-time of the motor-vehicles 
is a period of 8 years. This means that in the four years following the investment 
period the investment-coefficients are negligible (zero-period). However, following 
this a more and more im portant replacement-demand appears. At first, the m otor 
vehicles purchased in the first year begin to break down and so, increasingly, do 
the later purchased ones. More and more m otor vehicles require the replacement 
of major components and a complete overhaul. If we want to extend the T  tim e of 
their running to, say, 15 years, there will be, by and by, not a single vehicle in which 
the original (not replaced or renewed) parts would still be in operation. It is easy 
to  see that a t the end of the overextended period the demand for replacement will 
be approximately the price of 25 motor vehicles. (Every m otor enthusiast knows
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tha t assembling a motor car from parts costs more than the purchase of a new car; 
this is due to the relative expensiveness of the parts, not to mention the fact th a t 
after a certain time original parts are not available and their special fabrication is 
even more expensive). Finally, the satisfaction of the replacement demand may, 
even in this case, come up against a barrier, if this barrier is regarded as a constant 
one— and this is without considering a case in which the barrier is decreasing. Our 
model does not deal with production; therefore in our illustration we cannot speak 
of the losses, which are due to the fact th a t the outputs of supply are behind the 
nominal capacity. This has further effects. Of course the message of the model 
could be similarly illustrated using the example of, say, an agricultural machine 
park, or of any branch of industry. In this way we can reach an easy understanding 
of the investment problems of the whole national economy. As a comprehensive 
illustration of our message we give a numerical example, wherein the distribution 
is evidently “stem-heavy” , the level of replacement is under the level of the net 
investment and the course pertaining to it, with the addition of replacement, still 
becomes unstable. See Table 3 and Fig. 5.

Fig. 5 A  stem -h eavy  course, u n stab le  because o f rep lacem ent

So far we have only demonstrated tha t the technical-economic distribution 
of the investment, especially with regard to the long-postponed replacement, may 
render the investment process unstable; however, it follows also from our model, 
th a t the instability of investment may go hand in hand with the instability of 
growth itself. The model contains a number of limitations; however, we think tha t 
despite its limits we have succeeded in demonstrating the following:

1) The suspension of the investments embarked on, or the postponem ent 
and protracted rearrangement of the gestation periods may weaken the economy’s 
stability due to  the fact tha t the proportions of the commitments change, and the 
coefficients defining the previous stable course may become unfavourable. In this 
way the investment course turns from “stem-heavy” into “stern-heavy” .
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Table 3
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1 30.0 40.0 0.0 0.0 2.0 28.0 100.0
2 60.0 22.5 0.0 0.0 8.5 10.0 100.0
3 12.0 45.0 0.0 0.0 5.5 37.5 100.0
4 56.8 9.0 0.0 0.0 6.7 27.5 100.0
5 20.3 42.6 0.0 0.0 3.8 33.3 100.0
6 58.5 15.2 0.0 0.0 7.5 18.8 100.0
7 17.1 43.9 0.0 0.0 1.5 37.5 100.0
8 72.6 42.8 0.0 0.0 7.1 7.5 100.0
9 7.5 54.4 0.0 0.0 2.5 35.5 100.0

10 74.4 5.6 0.0 0.0 7.3 12.7 100.0
11 5.5 55.8 0.0 0.0 2.1 36.6 100.0
12 76.1 4.1 0.0 0.0 9.1 10.7 100.0
13 0.0 57.1 0.0 0.0 0.9 45.4 103.4
14 82.6 0.0 0.0 0.0 9.3 4.7 96.6
15 0.0 62.0 0.0 0.0 0.7 46.5 109.2
16 77.9 0.0 0.0 0.0 9.5 3.4 90.8
17 0.0 58.4 0.0 0.0 0.0 47.6 106.0
18 83.7 0.0 0.0 0.0 10.3 0.0 94.0
19 0.0 62.8 0.0 0.0 0.0 51.6 114.4
20 75.9 0.0 0.0 0.0 9.7 0.0 85.6

2) The replacement-demands may likewise have a part in the stability of the 
investment course and through it in the stability of growth, in the same way that 
the technical-economic composition of inevestment does. If we extend the lifetime 
of the equipment created by means of investment in a such way, that it augments 
the need for replacements: a—at first the fluctuations in the replacement may make 
the investment-course unstable; b— later the ever increasing weight of the volume 
of replacement may make the course “stern- heavy” and again unstable.

3) The results of the model emphasize the theoretical consequences of the 
[3] Kovács—Virág-model6:it is practical to plan the investment periods. Moreover, 
if it is possible, we should connect these to technical generational modernization 
so th a t as much as possible will be realized at the beginning of the reconstruction 
period—that is, we are taking a “stem-heavy” investment course.

6 The growing interest in this topic is shown by the Banai-Lukács [8] paper, which gives a 
generalization of this m odel. It dem onstrates that the optim al path has to satisfy our “stern­
heaviness” criterion to secure stability.
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Conclusions

It follows from the cycle-generating affect of the investment-launches and from 
the commitments deriving from them, that it is necessary to make the investment 
statistics suitable to research of this character. The detailed investm ent-statistical 
da ta  becomes necessary. The expectable lifetime of investments must be very care­
fully assessed. It follows from this tha t there is a need to assess and plan the periods 
of change of the technical generations. The assessment of the replacement-needs 
made in the lifetime of investments is probably more im portant than  was thought 
previously. Replacement must be also planned. The strengthening of the economic 
autonomy of enterprises, being indispensable for the enhancement of the market- 
processes, does not reduce the responsibility of the central planning authorities in 
the field of investment-planning. On the contrary, for it ensues from this tha t the 
demand for investment-information from the central planning bodies should not 
decrease, but increase. Only in possession of proper information can the central 
planning bodies calculate satisfactorily the investment periods and prepare them­
selves for the possible cycles (overheating and regressions) which might occure in 
due course.
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ЦИКЛ И ЗАМЕНЫ 

Я. КОВАЧ -  Т . ТАРЬЯН

В статье рассматривается влияние роста потребности в зам енах на ста­
бильность капиталовлож ений. Этот вопрос актуален  для венгерской эко­
номики потому, что в 1980-е годы значительно возросла доля амортизации 
внутри валовых капиталовлож ений.

Авторы исходят из результатов, полученны х Т .Т арьяном  и Д .Тени, 
которы е показали, что неравномерное распределение освоения капиталов­
лож ений внутри инвестиционного периода приводит к цикличности. Они 
подтверж даю т высказанны е в работах этих  авторов предположения, что 
т.н . инвестиции с кормовой перегрузкой. Т.е. когда большая часть капи­
таловлож ений осваивается в конце инвестиционного периода, приводят к 
нестабильности, однако т.н. капиталовлож ения с носовой перегрузкой, т.е. 
когда основная масса освоенных инвестиций падает на начальную  часть 
инвестиционного периода, являю тся необходимым, но отнюдь не достаточ­
ным условием инвестиционной стабильности.

Опираясь в основном на два названны х условия, авторы доказываю т, 
что увеличение доли замен рано или поздно приведет к нестабильности 
инвестиций. А это, повидимому, неблагоприятно скаж ется и на пути эко­
номического роста.
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THE AFTER-LIFE OF NÉP

L. SZAMUELY

T he “New Econom ic Policy” (N E P ) in troduced  in  Soviet Russia in  1921 is usually  con­
sidered  th e  p ro to type  a n d  the  leg itim ate  p o in t of reference of economic a n d  social reform s p u t  
from  tim e to  tim e on th e  agenda in  Soviet-type societies. T h is  is why th e  in te re s ts  an d  co u n te r­
in te res ts  a tta ch ed  to  th e  reform s p roduce  an  imbroglio o f N E P  in te rp re ta tio n s. In  fact, even th e  
p o litica l struggle going on  ab o u t th e  necessity  and d irec tion  of reform  a p p ea rs  u n d e r  th e  disguise 
of d ifferent in te rp re ta tio n s of NEP.

“In reality , th e  e lem entary re la tio n s of which such 
categories as comm odity, p rice , wage, profits, e tc . 
are the  ideological expressions, do  an d  do n o t ex­
ist, a t th e  sam e tim e. T h ey  do  n o t exist, b u t  ap ­
p ear in  such a  way th a t th e y  seem  to  exist, a n d  
do exist in  such  a  way th a t  th ey  seem  to  be n o n ­
existent. T h ey  subsist in  som e queer, ghostly  
realistic  a n d  realistically ghostly  m anner, as the  
souls of th e  dead in ancien t Slav im agination , or 
as the  p a g a n  gods in pious C h ris tia n  religion.”

N. B ukhar in  ([7] p. 125)

Although the passage quoted above is about the fate of value categories during 
the period of War Communism in Soviet Russia (1918-21), the description would 
ju st as well fit the fate of NEP, i.e. the “new economic policy” which replaced 
War Communism. The first and, so far, the most radical reform experienced by a 
socialist system is entangled in a mesh of innumerable old and new interpretations 
so that, after 60 years, it has lost its clear outlines and even its very existence is 
questioned by some [15, 18]. W hat lends a “ghostly cally ghostly” after-life to this 
short chapter of economic and political history is th a t NEP is usually considered the 
prototype, in some case the pattern , but in any case the legitimate reference point, 
of the economic and social reform initiated at 10-15-20-year intervals in the Soviet- 
type socialist systems. Therefore, interests and counter-interests attached to socio­
economic reforms and economic policy changes do not only produce an imbroglio 
of NEP interpretations (almost justifying the Orwellian dictum: “Who controls 
the past controls the future: who controls the present controls the past” ), but also 
the ideological and political struggle going on about the necessity and direction of 
changes sometimes appears under the disguise of different NEP interpretations.
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In this paper I shall try  to answer the following questions:
1. Why is NEP an appropriate tool for justifying different economic and 

political strategies and trends?
2. W hat can be considered as the lasting legacy of NEP, and has NEP at all 

ended?
3. Which aspects of NEP have usually been stressed a t the various stages of 

the East European societies’ development since World War II?

The three trends of NEP

W hat actually gives scope for the different interpretations of NEP is that 
the switch-over to it in 1921 gave rise to  the simultaneous development of three 
significant features:

1. First of all, there was the change from a war economy to post-war recon­
struction, and all available resources were spent on this objective.

2. The economic policy towards the non-proletarian groups of society was 
changed; this involved the peasantry but in a broader sense it also included the 
different s tra ta  of the middle-class (artisans, merchants, industrialists). The power­
holding communist party switched over from its restrictive-eliminating policy to a 
tolerating-stim ulating one, albeit within certain bounds. It gave up the principle of 
to tal nationalization (and the forced organization of cooperatives), allowed private 
enterprise, the private employment of wage-workers, and the import of foreign 
capital (direct investment) in the form of concessions; these developments led to a 
peculiar mixed economy never known before in history.

3. The trade and market were legalized; certain methods of market economy 
were introduced instead of centralized management without exchange of commodi­
ties and money, the money circulation, banks and credits were restored. T hus the 
immediate realization of an economy with no money and market, i.e. of socialism- 
communism thus interpreted, had to be given up (at least for a time).

It is quite easy to see that the three trends were organically linked. The 
solution of a seemingly pragmatic task such as post-war reconstruction— under 
N o.l— was only enabled by asserting the points specified under Nos 2 and 3. This 
is also an early and clear illustration of what can develop from the concentration 
of economic, political and ideological decision-making in the same hands (charac­
teristic of the new system th a t had emerged after the October Revolution): a  sort 
df political and ideological fight is necessary even for the success of endeavours 
m otivated by pure economic rationality .1

(One can bring a newer counter-example to show to w hat extent points 2 and 
3 were necessary for the success of the “reconstruction” feature of NEP, and this is

1T h is p a rticu la rity  of th e  Soviet m odel is t r e a te d  in an o th er p a p e r  o f m ine [31].
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supplied by Vietnam: in the revolution, civil war, and the war of independence— 
and after much bloodshed—the communist party won universal trium ph. However, 
it cannot “win” the peace: twelve years after the war, economic consolidation and 
reconstruction have not been achieved, since the socio-economic system, political 
objectives, methods, and ideological priorities have not been revised.)

However closely the different aspects and trends of NEP are related and over­
lap each other, they represent separate processes and require different ideological, 
political and economic-political interpretations. T he different interpretations can 
then be turned against one another, positions th a t are disliked can be made rela­
tively unim portant and one trend can be used to cover up the other in the course 
of the reform debates. Let us see the typical interpretations that emerged as early 
as the introduction of NEP, or not much later.

The Stalinist interpretation stressed the transition from a war- to  a peace-time 
economy: official ideology proclaimed this as a doctrine through long decades. War 
Communism was thus seen as nothing else but necessity of a war economy, which 
the Soviet state gave up without delay after the war, reverting to  the economic 
policy proclaimed before the civil war in early 1918.2 The glossing over of history 
had its obvious apologetic aim: not only is the party  policy shown to be perfectly 
consistent, but it is proved to have always been correct and justified. W hat is 
more, it had been conceived as such right from the beginning. This trend of NEP 
ended with the completion of the reconstruction, somewhere in the mid-1920s. Of 
course, it is not especially relevant for today’s socialist systems, apart from a few 
exceptions.

Lenin’s best known interpretation of NEP concerns the second trend i.e. the 
toleration of a mixed economy: according to it, N EP was a “concession” to the 
commodity producing nature of the peasantry, a “re trea t” in the struggle against 
capitalist forces. In this interpretation, the main point of NEP was coexistence 
with the non-socialist economic sectors, yet it had to  lead in the long run to the or­
ganization of the small-scale commodity producing peasantry into cooperatives on 
the one hand, and to the suppression and elimination of capitalist enterprise on the 
other. The Leninist formula “re treat—gather forces— then push forward” covers 
this aspect of NEP. All the controversies within the Bolshevik Party were actually 
concerned with the scheduling of the phases covered by the formula, and the scale 
of the processes involved. The “great debate” of the mid-1920s— centred on the 
industrialization issue—was also concerned with this trend, since the answers given 
to its main question (i.e. the provision of resources wanted for industrialization) 
raised two alternatives: either fruitful cooperation w ith the non-socialist economic 
sectors, or their expropriation and elimination. T he latter course eventually also

2 A m ore deta iled  descrip tion  can be found  in  my book w hich  deals w ith th e  su b jec t.
7-9)

([29] p p .
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signalled the end of NEP. As for the real course of history the second trend  turned 
out to be the most im portant, even decisive, aspect of NEP.

There is more uncertainty with regard to the precise moment a t which this 
decisive trend of NEP ended. If NEP is assumed to  have ended when the Soviet 
state abandoned the policy of economic cooperation with non-socialist sectors and 
began to forcibly abolish them—this is the commonly accepted view reflected in 
the realistic treatm ents of the issue—then the date coincides with th a t of the mass 
collectivization of agriculture, i.e. the so-called years of the great tu rn : 1928-9. 
However, official Soviet textbooks and encyclopaedias give the late 1930s as the 
end of the transitory period and, thereby, of NEP. Obviously, they rely— at one 
time it was explicit but in the last th irty  years it has been implicit— on Stalin’s 
famous announcement of November 1936 to the effect th a t “in the m ain we have 
already achieved the first phase of communism: socialism” ([26] p.548). Either 
way, according to the traditional interpretation of socialism when state cooperative 
owner-ship—the latter almost the same as the former— had become exclusive, NEP 
had to be ended.

Nevertheless, looking at the experiences of the 50 years since th a t time, it 
is exactly this interpretation of socialism that has proved to be changeable. The 
practical operation of Soviet-type economies of several decades has dem onstrated 
tha t such principles and values of socialism as economic rationality, economizing 
on social labour, satisfaction of the different and changing needs of the  people, 
the many-sided development of the individual and his self-realization in productive 
activity, self-management and industrial democracy, etc. come into conflict with the 
established monopolistic character and monolithic structure of state ownership. It is 
no mere coincidence tha t the reform programmes of the socialist countries all have it 
on their agenda not only to transform the existing structures of state ownership, but 
to stim ulate and enlarge group, individual, and private activities.3 In o ther words, 
a plurality of the ownership forms is acknowledged in the socialist economy. This 
phenomenon is, of course, incompatible with the old NEP approach of “retreat— 
push forward” , and today’s situation cannot and should not be interpreted in that 
light, either. In this original sense, NEP has definitely ended. Nevertheless, if the 
necessary changes in the interpretation of socialism are seen clearly enough and 
their consequences are looked at with an open mind, it is certainly not irrelevant to 
refer to NEP. After all, NEP in fact provides the first example of the feasibility of 
a successfully functioning pluralistic, multi-sectoral economy in a “really existing” 
socialist socio-economic system. It is true, however, th a t NEP was introduced under 
special historical circumstances and it was not independent of them. Namely, it 
was introduced within the framework of a peculiar ideological-political conception, 
wanted to  see the experiment last for the shortest possible time.

3See, for exam ple, one of th e  stud ies by  G . Popov,  [20] an  em in en t rep resen ta tive  o f  th e  Soviet 
concep tion  of economic reform .
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Today, of course, it is the third trend of N E P—legalization of the market, 
and the restoration of trade and money—that is most appealing to  the social­
ist countries. Related to this is the interpretation of NEP as a radical reform of 
the economic mechanism, and this interpretation has gradually been universally 
accepted. It is in this sense, too, th a t Lenin considered NEP as a correction of 
the “error” of War Communism. He saw NEP as a secure road for the building 
of socialism, while he continued to use certain concepts taken from the ideology 
of “retreat-push forward” . Yet although NEP was a practical revision of the so­
cialist economic management methods, by its restitution of money on pragmatic 
considerations, it in fact questioned the theoretical interpretation of socialism as an 
economic system without commodity and money.

The ideologues of the period did not see this quite clearly: in their inter­
pretation the market economy was tied only to the NEP period— namely, to the 
transition to socialism. Take Bukharin for example, justly considered the leading 
ideologue of the NEP strategy. In the summer of 1925 he wrote, in a booklet which 
he himself regarded as the best theoretical sum m ary of his views:4 “It is through a 
struggle on the market, by means of market relations, and in the course of a com­
petitive fight th a t state-owned enterprises and cooperatives will drive back their 
com petitor i.e. private capital. Ultimately, the development of m arket relations— 
together with trade, money, credit, stock exchange, etc.—state-owned industry 
and cooperatives will subdue all other forms of economy and gradually drive them 
out definitely by means of the market so the m arket itself will gradually die out, 
since the distribution of the goods produced by s ta te  and cooperatives will replace 
everything.” ([8] p.289). Obviously, in the mid-1920s, the elimination of the non­
socialist sectors was still equal to the disappearance of the market, the exchange of 
commodities, and money.

However, five years later, when the private sector had in fact been eliminated 
in villages and towns, the official ideology came up against a problem it was unable 
to solve. If it was to declare the end of NEP, it ought also to declare the end 
of commodity and money relations. Yet these were far from being dead. On the 
contrary, exactly with a view to more efficient economy, a campaign was launched 
to strengthen economic accounting (the khozraschet), and financial discipline. If, 
on the other hand, it was to acknowledge the survival of commodity and money 
relations, then either socialism was not to be considered as an accomplished aim, or 
the official doctrine was to be declared wrong. As is now known, the solution was 
ambiguous: the achievement of socialism as well as the end of NEP were announced, 
while the existence of commodity and money relations was also adm itted (more

4 B oris Nicolaevsky  m entions th a t on  h is last visit a b ro ad  in  1936 B ukharin  to ld  him , am ong 
o th e r  th ings, th a t  th is  p a rticu la r work of his also ren d ered  L enin’s views in th e  m ost precise 
m an n er, which th e  la t te r  had  e laborated  in long talks w ith B u k h a rin  in au tum n 1922. (Nicolaevsky 
was a  M arx ist h is to rian  in exile: his m em oirs are quoted in  [12] pp. 51-2).
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exactly, prolonged)—but theoretical revision was not undertaken. To th is day, 
these theoretical ambiguities have not been properly resolved. It can be added, as 
a humorous footnote to the history of ideology, that Stalin, then already proclaimed 
as theoretician number one, was compelled to tamper w ith his own words a t a  later 
date, in order to satisfy contradictory ideological challenges. At the 16th Party 
Congress in June 1930 Stalin reported on the “victorious advance of socialism” and 
commented on the question of the ending of NEP, saying: “In going over to the 
offensive along the whole front, we are no t yet abolishing NEP, for private trade 
and capitalistic elements still remain, commodity turnover and money economy still 
remain— but we are certainly abolishing the initial phase of NEP, and developing its 
next phase, the present phase of NEP which is the last phase of NEP.” ([22] p. 37) 
In the 10th edition of the “Problems of Leninism” in 1937, however (i.e., after the 
announcement of the realization of socialism), as well as in the post-war edition of 
S talin’s Works, the said congress report was printed with the following change in 
the underlined words: “‘free’ commodity turnover still remains.” ([25] p .307)5

Accordingly, if we accept Stalin’s original words of 1930, the last phase of 
NEP is still on, since money economy has not come to the end, and still trade is 
pursued instead of product exchange.

This humorous episode only accentuates the most important and valid legacy 
of NEP: the survival of commodity production and money economy in socialism. 
T hat is why,—and it also indicates the extent to which—NEP can be regarded as 
the most thorough reform of a socialist economy, and the one with the longest- 
lasting effect.

As for the various trends of NEP and their relevant interpretations, it has to 
be made clear, what kind of trend was not to be found  in NEP. This is because 
subsequent interpretations in (not the professional) literature often seem to  suggest 
the opposite, or at least they fail to throw light on the real situation. NEP was 
not a political reform, as for either the mode (institutional system, m ethods), or 
the contents (trends, objectives) of ruling. It was strictly limited to the economic 
sphere (although it is true that this sphere covers a rather broad field of social 
relations). The emphasis was laid on the so-called economic link between state- 
owned big industry and private peasant farms, i.e. not on a policy of alliance as it 
is understood today. It was during the NEP years th a t the one-party system  was 
definitively established and all legal functioning of the remnants of earlier socialist 
parties (social-revolutionaries, Mensheviks) abolished. W ithin the Bolshevik Party, 
it was the 10th Party Congress, which launched NEP, th a t prohibited the estab­

'J T he subsequent ‘co rrec tio n ’ in S ta lin ’s w ords is reported  by th e  Finnish econom ist Pekka 
Sutela [28]. R eferring to  th e  em inent B ritish  scho lar R .W . Davies,  he reports on a n o th e r  “tex t- 
am en d m en t” o f Stalin: in  one of his articles o f 1930, Stalin  w ro te  th a t  NEP w ould e n d  when 
“we have th e  possibility  o f arrang ing  econom ic links betw een to w n  an d  countryside v ia  p roduct 
exchange” , while in the  la te r  version “product exchange” is rep laced  by “our own tra d e  organiza­
tio n s .” ([24] p.187)
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lishment of fractions (groups taking a different stand on the political platform) and 
laid down severe punitive sanctions for disobedience. (Later on, this proved to be 
highly useful for Stalin, enabling him to silence all contrary opinions, to  finish with 
his opponents and to build his undivided personal power.) True, during the NEP 
period, jurisdiction was restored to quasi-normal: judicature in political m atters 
was taken out of the hands of the political police (Cheka, and later the GPU). 
However, this lasted only 3-4 years for, by the summer of 1927, as economic and 
international tensions began to rise, the old practices were re-established, including 
preventive and collective retaliations ([21] pp. 11-18). The impression of liberaliza­
tion is igven by the livening up of intellectual (scientific, cultural, artistic) activities 
after the war, following the economic consolidation. This is especially true if a com­
parison is made with the pre-NEP (War-Communism), and the post-NEP (Stalinist 
dictatorship) periods.

In this sense, NEP was the prototype of a successful economic reform imple­
mented with the political power relations remaining intact.

NEP as a point of reference

In an economic, political and ideological sense— related to current develop­
ments— NEP was not referred to in the socialist countries until the mid-1950s i.e. 
after 20 years of silence. This occurred first in the Central and Eastern European 
“people’s democracies.” This silence had two causes. First, since Stalin announced 
in November 1936 tha t socialism had been accomplished in the Soviet Union, NEP 
ceased to be relevant, for the transition period had officially come to  an end. Sec­
ond, social transformations in the Central and Eastern European countries did not 
s ta rt with the conditions of war communism. On the contrary, it was within the 
framework of mixed economies that, over shorter or longer intervals, differing from 
country to country, the state-owned sector was extended and made predominant, 
and the collectivization of agriculture was started . In other words, the commu­
nist parties had, from the beginning, followed the NEP strategy6 and applied its 
m ethods—but they did so tacitly, without referring to it. In those early years they 
wanted to avoid even any hint th a t they might be intending to introduce the Soviet 
model in their respective countries (which even most of their own members would 
have probably disliked). Also, they did not need to  make such references, since they 
did not make changes of direction necessitating self-examinations of the NEP-type 
and their ideological legitimation.

6T his was p o in ted  o u t in  Iván  T . B erend 's  doc to ra l d isse rta tio n , in  w hich it  is em phasized 
([3] pp . 239-246) th a t  in  H ungary  N E P m ethods h ad  a lread y  been used before th e  “year of tu rn ” 
i.e. un d er th e  governm ent of th e  coalition  parties for th e  restric tio n  an d  repression  of p rivate  
cap ita l.
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However, the situation was different in the mid-1950s. After S talin’s death it 
became obvious in most socialist countries that the Stalinist social and economic 
model had to be revised, and policy practices had to be changed without delay. In 
the Soviet Union this change of direction could not refer, for obvious ideological 
reasons, to  NEP. However, NEP could be mentioned in the other socialist countries, 
for they were still in a “transition” phase because of the unfinished agricultural 
collectivization.

In Hungary, the change of direction started with the “new government pro­
gramme” of the Imre Nagy government. This was announced in July 1953. Its 
central idea was the elimination of the autarkic development of heavy industry, the 
forced collectivization, the neglect of agriculture and the falling living standards. 
It also ended the reprisals taken against whole groups of the population (’’kulak” 
lists, deportations, internments). The declared intentions (and the measures taken) 
were as yet not aimed at dismantling the Stalinist model. The purpose was to mit­
igate the grave consequences of its mode of operation. The modification of the 
economic policy, and the few changes in the domestic policy methods (it was ex­
pressly questions of degree, and not objectives or principles th a t were subject to 
revision) required ideological legitimation: the supporters as well as the opponents 
of the changes produced ideological arguments to defend their positions in politics 
and economic policy.

References to NEP served such purposes for Hungarian political terminology 
in the autum n of 1953. Drawing a parallel between the “new government pro­
gramme” and NEP had primarily and expressly “agitprop” objective: to prove the 
“Leninist-Stalinist” character of the new line, and the unbroken continuity of the 
policy. Pro forma, the first conference on economics for many years (held in March 
1954) followed the same line of reasoning in its main paper. The lecturer was 
Tamás Nagy. He discussed the Hungarian application of NEP, while concentrating 
on the criticism of the two most serious economic policy problems of the 1950s: 
exaggerated industrialization and forced collectivization: “During the 5-year-plan 
period (the first 5-year-plan began in 1950—L.Sz.), the basic principles of NEP 
were increasingly damaged for the following reason: first, the undermining of the 
small-scale commodity production of the peasantry, and reduction of the aid to 
individual farmers; second, the perm anent and excessive raising of the peasants’ 
compulsory delivery obligations, which diminished the volume saleable on the free 
m arket; and finally, putting  too much burden on the peasantry and thus decreas­
ing their financial interest in production. These errors, having taken place in the 
course of the application of NEP, had shaken the economic basis of the building 
of socialism: the worker-peasant alliance; they were also partly responsible for the 
fact th a t the living standards of neither the workers, nor the peasants had shown 
any satisfactory development.” ([17] pp. 31-2)

As can be seen, reference was clearly made to  the second trend of NEP 
(i.e. the policy towards the non-socialist sectors) and it continued along this line
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until the end of the decade—at least in Hungary. The most significant reform of 
Hungarian economic policy within this trend was the abolishment of the system 
of compulsory deliveries in agriculture in autumn 1956. (This followed much later 
in other socialist countries—in Poland, for example, it did not occur until 1971.) 
This was, as a m atter of fact, just a repetition of the development of NEP after 30 
years. Compulsory deliveries exactly corresponded to the famous tax  in kind by 
which NEP was started in 1921, and which was replaced by a normal tax  in money 
in 1924.

The question arises: why is there no reference in the Hungarian literature 
of the 1950s to the third trend of NEP—the reform concerned with the market 
economy—despite the fact that Hungarian reform conceptions went along the same 
lines? In attem pting an answer, two possible reasons should be mentioned (beside 
the fact— and it is not by chance at all—that it was this aspect of NEP th a t got most 
blurred in the darkness of the Stalinist era; it was unknown to later generations 
and had to be rediscovered).

One reason is th a t the change in policy that began in 1953 first centred on 
economic policy and domestic policy questions. The analysis of these, as we have 
seen, contained ample references to NEP. Questions of an economic mechanism 
reform came up later, in 1956-7. However, the sudden speed-up of political events 
rendered any ideological and political legitimation unnecessary. In other words, 
there was as yet no need to resort to  the example of NEP to provide ideological 
justification of the reform conceptions.

The other reason may be that the Hungarian reform conceptions of the 1950s, 
while rejecting the Stalinist model of a command economy—as I have explained in 
more detail in another paper ([29] pp. 18-21)—failed to build a consistent alterna­
tive model of a regulated market economy. Therefore, there was no need to search 
for theoretical precedents, either. In contrast with this, in Poland, for example, 
alternative socialist economic models were already being sought in 1956-7. (The 
use of the term  “model” in this sense is also of Polish origin.) T hat is why, by the 
late 1950s, it was exactly this aspect of NEP which was eagerly being discussed 
in the Polish literature. A clear illustration of this is, for example, W. Brus’s 
book [5].

However, the second wave of economic and social reforms in the European 
socialist countries (that came about in the 1960s) referred to NEP expressly as the 
prototype model for a reform aimed at establishing a regulated market economy. 
A sudden flourish of literature chose NEP for its subject, primarily in the two 
“ace-countries” 7 of the reform wave of the period: Czechoslovakia [9, 13, 14, 32] 
and Hungary [1, 4, 10, 11, 29]—this was almost without precedent.8 W hat really

7T h is  ch aracte rizatio n  does no t refer to  th e  intensity  o r success of respective  reform  pro­
gram m es, b u t  to the  rad ical an d  basically consisten t n a tu re  of th e  reform  conceptions.

8 A n ap p aren tly  com plete list of the  H ungarian  publications is to  be found in th e  N otes of János

Acta Oeconomica 39, 1988



350 L. SZAMUELY: THE AFTER-LIFE OF NÉP

caused a stir, however, was the reference—in the positive sense—to NEP in Soviet 
literature. G. Lisichkin intended his book [16], published in 1966, to inspire a drive 
towards the m arket economy. The reference to NEP as the great precedent was 
called upon to justify  its acceptability from the ideological viewpoint by the au­
thority  of Lenin. The Soviet economic management reform (the so-called “Kosygin 
reform” ) of 1965, was fraught with many contradictions, yet it was “open-ended” 
i.e. it was to be shaped in the course of implementation. Lisichkin’s book rendered 
the notions of ‘m arket’ and ‘market economy’ respectable in Soviet economic lit­
erature as well as in everyday language, for some tim e at least (in fact, until the 
Czechoslovak reform was ended by military intervention in 1968, when the “open 
end” of Kosygin’s reform was also closed.)

Why did the reference to NEP spread exactly in connexion with the reforms 
of the 1960s? Beside the more general reasons (th a t criticism of the Stalinist 
regime became possible after the 20th and 22nd Congresses of the CPSU; also, 
not independent of it, the “renaissance” of Marxism in the 1960s increased interest 
in the Soviet historical experience, especially on the part of nations liberated from 
the colonial status and seeking new ways of development, etc.), more attention was 
paid to the type of socialist m arket economy tha t had existed in the NEP period. 
This was because the reformers of the 1960s, in all socialist countries (from the 
G D R to China), had to combat the expressly antireform ideological, political and 
police campaign th a t unfolded after 1956. To s ta rt the reforms, the reform idea 
itself had to be “rehabilitated” .

It is for the same reason that, almost two decades later, the reform movement 
initiated by the Gorbachev leadership refers to NEP to provide the theoretical 
and ideological basis for the necessity of change—with unprecedented intensity. 
Gorbachev called the radical reform he had launched a “veritable revolution” (for 
the first time he did this was in a speech delivered on 31st July 1986 in Khabarovsk), 
and he cited “Lenin’s NEP” as the precedent to be studied. Today it is hard to 
find a piece of Soviet press or professional literature which discusses the economic 
and social restructuring without reference, in one form or another, to NEP and 
its precursor: War Communism .9 Those two notions have by now become almost 
symbols. Yet this sign language, used by reformers and conservatives, goes back to 
the Brezhnev era— labelled the “stagnation period” . Since the word “reform” was 
then deprived of its content (and even official ideology preferred to see it as a type 
of “perfection” of an existing situation) and “m arket” was again a prohibited word, 
the protagonists of change hid behind Lenin’s quotations to support the necessity 
of change and to demand the ending of “War Communism” .

M áty ás K o vá cs 's s tu d y  [15].
9 See, for exam ple, a  few o u ts tan d in g  works published in 1987 each producing a  wide response 

[19, 23, 27].
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Earnest ideological battles fought in the form of a shadow play are no novelty 
in societies in which political decisions are made behind closed doors, whereas 
the ideological legitimation of the eventual decisions and, in the final account, the 
mobilization of large groups of society, are indispensable. Let us ju st think of the 
strange parables heard in China of the 1970s! The stand taken against the “great 
cultural revolution”—initiated by Mao Zedong and shielded by his authority—first 
emerged in plays, novels, and publicists’ meditations on the actions of the ancient 
emperors of China, warlords, and wise and vile courtiers. Only gradually was it 
stripped of such disguise.

In the Soviet Union, of course, the system of signs does not go so far, nor 
are allusions so abstract. The fact th a t the direct references to NEP are drawn 
into today’s political acts makes it clear th a t the debate is not about the past, but 
about the present.

The best, and perhaps best known, illustration of this hardly disguised con­
troversy was the argument between a peripheral professional journal and the central 
journal of the party in 1984 (i.e. the year of Chernenko’s short general secretary­
ship, when the late Andropov’s tidying-up campaign had already brought a breath 
of change, however, no real change, and even the breath could hardly be felt). In 
the historians’ periodical, Voprosy Istorii , the political scientist Ye. Ambartsumov 
wrote an article [1] on how Lenin had handled the crisis th a t broke out in 1921, and 
how th a t had led to NEP. The author did not hide his opinion, saying tha t he saw 
an analogy between the socialist countries’ situation in the 1980s and the economic 
and political crisis which had resulted in NEP. The analogy enabled him to write 
about such “heretic” subjects as the objective possibility of “social and political 
crises” in socialist systems and to find their root “in an intra-system conflict: that 
between power and a part of its social base” .([l] p.17.) He qualified the biggest 
upheavals in the socialist countries (the GDR 1953, Hungary and Poland 1956, 
Czechoslovakia 1968-9, Poland 1970 and the early 1980s) as the outbreak of such 
crises. The author found the actual cause of the 1921 crisis in the inadequacy of 
the “socio-economic model” of War Communism. ([1] p.18) Lenin’s prim ary merit 
was, according to him, to have found in NEP the “strategy of overcoming the ciris” , 
which “grew into a strategy for building socialism” . ([1] p.25) The author stressed 
as a positive value of this strategy, the “stimulating of small owners’ activities” and 
cooperation with foreign capital (in the form of concessions and joint ventures).

The answer, in a sharp tone of condemnation, came out in the periodical 
Kommunist [4]. Its author Ye. Bugayev, (at that time) on the editorial board, 
accused Ambartsumov of perverting the Leninist approach. He said tha t Lenin 
had interpreted NEP as the economic policy of the transition period. Therefore, 
it was not justified to use it to refer to  countries in which a socialist system had 
already been built up. As for crises, they are the consequences of the external and 
internal class enemies’ subversion. (The author, however, failed to explain what 
kind of class enemies still existed in the socialist societies.) He did not regard
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NÉP as a new policy, but as a return to the policy conceived before the civil war. 
As can be seen, Ambartsumov’s No.3 interpretation of the NEP was countered by 
Bugayev’s Nos 1 and 2—in line with official ideology and with a view of confirming 
the unfailing wisdom of current policies.

Thus today’s N EP-“renaissance” in Soviet public life and in the Soviet press 
serves primarily, and almost exclusively, an ideological legitimation. This is shown 
most clearly by the fact that references to NEP are still made by relying on Lenin’s 
quotations and they mention few economichistorical facts—although Lenin’s cre­
ative intellectual activity ceased in early 1923 i.e. in the second year of NEP, when 
its characteristic processes had only ju st started to emerge. The socalled “NEP 
crises” , and the controversies about the crucial economic policy questions all began 
afterwards. Referring to NEP is not the same as analyzing it—and it seems that 
the time for the latter has not yet come. The outstanding figures of the period 
are mentioned but their works are unknown or unavailable, and the drastic and 
radical transform ations that were made are still evaluated in conformity with the 
self-praise of those who made them. In fact, notwithstanding the mass of special 
studies published on questions of detail, there is still no synthetizing work on NEP. 
This is primarily because such work is also absent in the field of the political history 
of the period (apart from the Western literature—filling whole libraries—which in­
cludes a number of works which partly compensate for this absence). Since the 
success of the restructuring tha t has started in the Soviet Union depends in the 
last resort on the changes in the m utual relations between the place and role of 
ideology, politics and economy within society, the conditions of such a synthesis 
will also be established only with these changes. Thereby the “ghostly realistic and 
realistically ghostly” after-life of NEP will also come to an end: from a point of ref­
erence serving to legitimate various economic policies, it will grow into the subject 
of objective historical analyses—an im portant element of historical self-recognition.

For different reasons, in the other socialist countries the legitimating role of 
NEP has already ceased to exist: first, because in a number of countries (certainly 
in Hungary, Poland, China, Yugoslavia, and perhaps in other countries, too) the 
progress of socio-economic reform presents such tasks as go beyond any NEP-type 
reform; second, because of the changed economic, political, and ideological rela­
tions between the Soviet Union and the other socialist countries, the reference to 
some economic, political or institutional methods applied in the Soviet Union is no 
longer a source of ideological and political legitimation. (This does not refer to the 
influence of current policies, as can be seen from the enormous reformstimulating 
effect today’s Soviet reform policy has in these countries.) Conversely: although 
NEP does not play an im portant role any more as a point of reference in other so­
cialist countries in the reform wave of the 1980s, this particular role will—for quite 
a time—continue to be im portant and alive in the Soviet Union. This is because, 
although the Chinese, Yugoslav, or Hungarian experiences are stim ulating for the 
Soviet experim ent, the role of ideological legitimation is still to be primarily played
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by NÉP (as long as it is a t all necessary), since this is w hat proves the Soviet 
primogeniture of the reform of socialism.
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ВТОРАЯ Ж И ЗН Ь  НЭПА 

Л. САМУЭЛИ

Новая экономическая политика, введенная в Советской России в 1921 
году, считается общепринятым, легитим ны м прообразом общественно­
экономических реформ, предпринимаемых с 10-15-20 летней регулярностью  
в социалистических общ ествах советского типа. Противо- полож ны е ин­
тересы, связанные с этими реформами, сменами курса экономической поли­
тики, не только порождаю т сложное переплетение различны х толкований 
НЭПа, но и сама идейная и политическая борьба вокруг вопросов о необ­
ходимости и направлении перемен в определенные периоды публично выс­
тупает, рядясь в облачения этих различны х толкований.

Объективной основой различий в интерпретации НЭПа является тот 
факт, что переход к НЭПу в 1921 году имел, по крайней мере, три стороны: 
1 . переход от военной экономики к послевоенному восстановлению; 2 . изме­
нение экономической политики правящ ей коммунистической партии в от­
ношении непролетарских классов, в первую очередь крестьянства, но в 
более широком смысле—всех частны х товаропроизводителей и предприни­
мателей; 3. легализация товарообмена и рынка, восстановление денеж ного 
обращения, кредитно-банковской системы , отказ от непосредственного осу­
щ ествления идеи нетоварного и безденежного хозяйства.

Х отя эти стороны НЭПа тесно и нераздельно связаны  друг с другом, 
все ж е они выражаю т разнородные процессы, требующие различного иде­
ологического, политического и экономического толкования, приводящ ие к 
различны м выводам. В статье анализирую тся разные исторические толко­
вания НЭПа, ставившие во главу угла ту  или иную его сторону, и и х  значе­
ние для современности.

Во второй части статьи  рассматривается, как использовались ссылки 
на НЭП для идеологической легитим ации попыток реформ, предприни­
мавш ихся в странах Централной и Восточной Европы в п ятидесяты х и 
ш естидесяты х годах. Особое внимание уделяется своеобразному »ренес­
сансу« НЭПа в советской литературе и публицистике восьмидесятых годов. 
По мнению автора, это явление объясняется стремлением к идеологической 
легитимации радикальной реформы, развертывающейся в СССР. В то же 
время НЭП потерял такого рода легитимационную  роль для других социал­
истических стран. П ричины этого кратко  рассматриваются в конце статьи.
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REVIEWS

A CHAPTER OF RECENT ECONOMIC 
HISTORY—MERGERS OF AGRICULTURAL 

COOPERATIVES OVER TWO DECADES IN HUNGARY

GY. SZŐKE

In the last two decades centralization has been the m ost im portant organi­
zational change in the Hungarian cooperative movement. Economic centralization 
has appeared in the form of mergers (or amalgamations—both terms are generally 
used for the phenomenon in current literature) and continues to  take place even to­
day. The prevailing legal rules on cooperatives have—contrary to general political 
intent—made it easier than before for the cooperatives to merge. This has been 
made possible by the provision that in cases where cooperatives of different sizes 
merge, they allow the larger economic unit to  incorporate the smaller one w ithout 
having to elect new management.

In the Department of Food Economy1 of the Institute of Economics of the 
Hungarian Academy of Sciences throughout the last five-year plan period research 
has been going on into the issue of how the system of enterprise organizations— 
and, within it, food economy—should be transformed in Hungary in order to make 
it more adaptable to the principles of the new reform policy proclaimed in 1968. 
In the course of our investigations the problem was formulated as follows: first, 
we should review the current organization of our economy and collect as much 
empirical m aterial as possible, and evaluate the gathered m aterial on the basis of 
the reform’s principles; second, we should explore the occasional deficiencies; and 
finally, we should propose changes of organization which seem to be necessary. In 
my opinion, however, the m atter is not as simple as that. It is not enough and 
not even possible to change the economic structure by resolutions. The changing 
of any system has its own inherent logic. My personal experience strongly suggests 
th a t—as in a capitalist economy, where the changes in enterprise organization are 
mostly influenced by the rate of profit—in the socialist system the economy also 
has a large degree of autonomy in its movement, and specific features are attached 
to this.

It was exactly the case of the food economy which recently bore witness to

1In  H ungarian  term inology “food econom y” is a  com prehensive te rm  fo r agricu ltu re  p lu s  th e  
food-processing industry. (Ed. note)
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the fact tha t changes in organization have a certain self-movement which—despite 
the sporadic counter measures— still tend towards centralization. (Recent counter 
measures in the food economy include the liquidation of the large trusts of the food­
processing industry, the establishment of enterprises for artificial insemination, etc.)

If economic policy really wanted to accomplish a reorganization of enterprises 
in Hungarian agriculture in conformity with the reform—and economic constraints 
undoubtedly act with increasing power in this direction—the first and perhaps most 
im portant task of research into organization patterns would be to  understand the 
centralizing trend in the self-movement of Hungarian economy.

This paper is a contribution to solving this task by the following:
—  I will demonstrate the centralization which occured between 1960 and 

1984 in the sector of the Hungarian economy which, even today, is the most decen­
tralized one (i.e. th a t of agricultural cooperatives). This will be done on the basis 
of the available statistical data.

—  Using statistical m ethods, I am going to investigate the fluctuation of 
the centralization process in agriculture and try  to attach the trends to certain 
economic-political actions.

T h e  s y s t e m  o f  f a r m  o r g a n iz a t i o n  h i  s o c ia l i s t  a g r i c u l t u r e  b e t w e e n  1 9 6 2  a n d  1 9 6 8

It is worth beginning the discussion of agricultural centralization with a 
broader review of agriculture, without such a review the misleading conclusion 
might be arrived at that, since the ownership relations in the agricultural coop­
eratives were, for a long time, considered a lower category, centralization affected 
them  more deeply than it did the state enterprises.

The d a ta  of Table 1 reflect the fact th a t, despite the strong centralization 
(the total number of enterprises decreased by 64 percent), a significant number 
of enterprises in Hungarian agriculture are still cooperatives. Yet, in spite of the 
strong centralization in the organization of Hungarian agriculture in the 1960s and 
1970s, in principle the organizational conditions allowed a certain economic com­
petition. In this respect the best example is the cooperative sector where (despite 
continued centralization and specialization) several hundreds of farms still produced 
the same products even in 1984. The competitive conditions in agriculture were 
also strengthened by the fact th a t—in contrast to other branches of the national 
economy—rather than a shortage of products, recently overproduction has become 
a characteristic. Thus the buyer does not run after the seller, but the vendor has 
to make efforts to  find the customer.

Since the question of the present study is not whether healthy economic 
competition can or cannot develop in agriculture under the current circumstances 
of enterprise organization and other economic conditions, but is aimed at a survey—
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T a b le  1

The number o f agricultural en terprises in socia list ownership in 1962 and 1984 *n
Hungary

T ypes of farm s 1962 1984 1984 as a  percen tage  
of 1962

S ta te  farm s 217 128 59
A gricu ltu ral cooperatives 3611 1279 35
Special cooperative farm s 249 62 25
F ishery  cooperatives 22 16 73
T o ta l of ag ricu ltu ra l 

en terprises 4099* 1485 36

Source: S ta tis tica l handbooks of agricu ltu re , K özponti S ta tisz tika i H ivatal B u d ap es t, covering 
th e  years 1961-1984
* Notes:  T ak ing  1962 as th e  first year in th e  table is ju stified  because th e  socialist tran sfo rm atio n  
of H ungarian  ag ricu ltu re  h ad  been  com pleted by th en . In  1959 the  num ber of th e  farm s owned 
by  individually  farm ing  peasan ts was m ore th en  one m illion , yet a  year la te r , in  1960 th is was 
a lready only 500 thousand , and  by 1962 no t m ore th a n  140 thousand  ind iv idual p easan t farm ers 
were left in Hungary.
A fu rth e r com m ent I m ust m ake is th a t  Table 1 only refers to  those types of enterprises w hich 
survived over th e  whole period . For exam ple, the  ag ricu ltu ra l m achine s ta tio n s a re  no t included. 
In 1962 231 m achine sta tio n s existed in th e  country, b u t  th is form  was liq u id a ted  during  th e  
1960s. Similarly, th e  various form s of associations are  a lso  n o t shown, since in  1962 no such form s 
ex isted— w hereas in 1984 54 cooperative associations w ere recorded. Also tak in g  in to  account th e  
m issing—n o t com parab le—enterprise  form s, th e  nu m b er of agricu ltu ra l en terprises in H ungarian  
ag ricu ltu re  was 4330 in 1962 an d  1539 (36 percen t) in 1984.
Special cooperatives a re  a  lower type  th a n  the  “n orm al socialist p roduction  cooperatives” as in  
th e  special cooperatives—in co n tra st w ith th e  p ro d u c tio n  cooperatives— th e  m ean s of p roduction  
are n o t in full com m on property.

relying on numerical data—of the centralization th a t went on over a period of two 
decades in the Hungarian agriculture, let us return to the analysis of the data found 
in Table 1.

This shows very clearly th a t within the sphere of agriculture centralization 
was typical in all types of enterprises, though its intensity varied according to the 
particular forms of organization. It was most dynamic in the case of the special 
cooperative farms (a 75 percent decrease) and was least in the fishery cooperatives— 
where decrease was 23 percent. Though, on the one hand, not all enterprise forms 
were affected by centralization to the same degree (e.g. for a long time the special 
cooperatives were considered transitory forms of organization to be liquidated later 
on), on the other hand we must remember th a t centralization was not carried out 
simultaneously in respect of all the particular forms. This can be well illustrated 
through the example of the state farms and the cooperative farms. The organization 
and centralization of the state farms was accomplished much earlier than tha t of 
the agricultural cooperatives. The number of state  farms was at its largest in 1955.
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At tha t tim e there were 472 state farms in Hungary and in our base year of 1962, 
by the tim e cooperative reorganization had been completed—and centralization 
just started  - this number had sunk by more than half, to 217. Therefore, even 
if there are signs giving the impression th a t the process of centralization affected 
the different forms of ownership to different degrees, one must be very cautious 
with such statem ents and keep in mind th a t centralization in the various types of 
enterprises was not simultaneous.

In the following I shall investigate, paying attention to the chronology of 
developments, how centralization has been accomplished in the sphere of agricul­
tural cooperatives. In my opinion, however, a thorough economic analysis of the 
inequalities of centralization, as indicated by statistics, would significantly con­
tribute to  the understanding of the essence of centralization, i.e. the movement of 
the centralization process. Even a rough analysis makes it easy to dem onstrate the 
connection between certain periods of economic-political actions and the dynamism 
in the process of centralization.

Methodological comments concerning the statistical survey of centralization

The examination of cooperative centralization could be based on the devel­
opment of collective property, or on the average land area, or—and this seems to 
be the most simple—on the changing number of the cooperatives. In the following 
I am going to use the development of the number of cooperatives for surveying 
the centralization process. Along with its simplicity and the unequivocal sequence 
of data, another reason for taking this approach is th a t if the number of cooper­
atives has decreased in Hungary, this is almost exclusively because of the mergers 
of cooperatives. In the period under analysis no agricultural cooperative weis con­
verted or transformed into a state farm and not one was divided into smaller units. 
The series of data might only be distorted if farming cooperatives were converted 
into special cooperatives or, the reverse of this, special agricultural cooperatives 
into agricultural cooperative farms. (During the period under consideration the 
economic-political management did not resort to the former possibility.) As far as 
I know, there was only a single occasion when, a few years earlier, the Román- 
Magyar (Hungarian-Romanian) agricultural cooperative of the village Méhkerék 
(East-Hungary) was converted into a special agricultural cooperative. The latter 
case, however, when special agricultural cooperatives were changed into agricul­
tural cooperative farms, occured more frequently, exspecially in the early 1960s. 
If, however, in the course of the analysed period more special cooperatives were 
changed into agricultural cooperatives than  the other way round, then this means 
that the statistics practically underestimate the centralization of the agricultural 
cooperatives.

Acta  Oeconomica 39, 1988



R E V IE W S 361

Table 2
S ta tis tica l analysis o f fluctuations in the centralization of the Hungarian agricultural 

cooperatives between I960 an d  1986

Year A В C D E
I960 4 507 4 507 - - -

1961 4 204 4 282 303 225 135
1962 3 721 3 994 483 210 230
1963 3 611 3 535 110 186 59
1964 3 413 3 430 198 181 109
1965 3 278 3 242 135 171 79
1966 3 181 3 114 97 164 59
1967 3 033 3 022 148 159 93
1968 2 840 2 881 193 152 127
1969 2 678 2 698 162 141 115
1970 2 445 2 544 233 134 173
1971 2 373 2 323 72 122 59
1972 2 313 2 254 50 119 42
1973 2 199 2 197 114 116 98
1974 1 917 2 089 282 110 256
1975 1 598 1 821 319 96 332
1976 1 470 1 518 128 80 160
1977 1 425 1 397 45 73 62
1978 1 369 1 354 56 71 79
1979 1 350 1 301 19 68 28
1980 1 338 1 283 12 67 18
1981 1 320 1 271 18 67 27
1982 1 302 1 254 18 66 27
1983 1 285 1 237 17 65 26
1984 1 279 1 221 6 64 9
1985 1 270 1 215 9 64 14
1986 1 267 1 206 3 64 5

Source : S ta tis tica l handbooks of ag ricu ltu re , Központi S ta tisz tik a i H ivatal, 
B u d ap es t, covering th e  years 1960-1986.

Notes:A:  N um ber of agricu ltu ra l cooperatives 
Notes:A:  N um ber of ag ricu ltu ra l cooperatives

(em pirical series of d a ta :  Ao,  . . . ,  .42 б )
В: C alculated  nu m b er of ag ricu ltu ra l cooperatives

(theo re tical series of d a ta :  A ,  =  A t_ i  ■ 0.95)
C: Decrease in  n u m b er of cooperatives in  one year: (A t — A t - i )
D: Decrease in  nu m b er of cooperatives

in  th e  theoretical series of d a ta  (At — A ,+ i )
E: T h e  ac tu a l decrease in  percen t o f th e  theoretical decrease: C / D

In Hungary 4507 agricultural cooperatives were working in 1960, but 1267 of 
them were left by 1986, i.e. 3240 cooperatives were liquidated during the 26-year 
period.
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In the course of the 26 years in the Hungarian cooperative movement there 
was in fact not a single year when the number of the agricultural cooperatives did 
not decrease. Presuming a uniform decrease throughout the period, the annual 
average reduction was 5 percent.2

Fig. 1 Changes in the number of agricultural cooperatives in Hungary between 1962 and 
1986 (1962 = 100 percent)

This figure represents the average rate of centralization. The shape of the 
curve in Figure 1 indicates, however, th a t the decrease was not uniform. I have 
summarized the statistical calculations regarding the fluctuation of centralization in 
Table 2\ the calculations involve two preceding years and sta rt with 1960 because, 
during preliminary analysis of the data, I discovered that, parallel with establishing 
the cooperatives in Hungary, during the course of reorganization a dynamic process 
of cooperative mergers already took place and I did not want to miss the first 
peak period. Between 1960 and 1986—assuming an even rate of decrease, the 
number or cooperatives declined by 5 percent per annum. Since the establishment 
of cooperatives was still taking place in 1960 and new cooperatives were being 
organized even in 1960-1962, this again means th a t—as I mentioned in the case 
of the special cooperatives—in reality centralization was even more dynam ic than 
th a t. (In connection with this also take note of what we shell say later on in 
connection with the first peak of the centralization curve.)

2T h e  equation  is: 1 .0 5 =  2(/4 5 0 2 /1 2 6 7 ; 
4507 is th e  nu m b er of cooperatives in 1960; 
1267 is th e  nu m b er of cooperatives in 1986.
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The calculations were made as follows: based on the 5 percent calculated rate 
of decrease between 1960 and 1986, I worked out a theoretical series of data and 
compared the theoretical decreases per annum—obtained by this computation— 
with the empirical (actual) series of data. In such cases when the decrease calculated 
from the theoretical series of data  was lower than  th a t computed from the actual 
ones, the dynamism of centralization was higher than  average; in the opposite case 
it was lower than average. I call those years “peak periods” when the decrease in 
the number of farms, computed from the empirical data, essentially exceeded the 
decrease computed from the theoretical series of data.

T h r e e  p e a k s  o f  c e n t r a l i z a t io n  i n  t h e  c o o p e r a t iv e  

m o v e m e n t  a n d  t h e  e c o n o m ic - p o l i t i c a l  a c t io n s  

( id e o lo g ie s )  t h a t  in s p i r e d  t h e m

The first wave of centralization appeared in the finishing period of organizing 
large-scale farms in 1961-1962. Searching for the causes the researcher is, well after 
the events, reduced to conjectures. However, I think it logical th a t this centraliza­
tion wave was linked to the socialist transform ation of Hungarian agriculture. In 
the first period of organizing cooperatives—in the late 1950s—it was presumably 
easier, due to a quasi-adherence to  the Leninist principle of progressiveness, to es­
tablish smaller cooperatives and, in the following phase, amalgamate the previously 
established ones. Thus, by uniting already organized cooperatives, the not much 
earlier small-scale peasant farms (i.e. the peasantry itself) came to  be estranged 
from private ownership to such a degree that the organization of the cooperative 
movement grew irreversible. Some data  demonstrate the extent of centralization: 
taking into account the theoretical rate of decrease, in 1961 and 1962 the reduction 
in the number of cooperatives ought to have been 436. The actual decrease was 
more than one and a half times greater, standing at 786. This figure ought to 
be increased by the number of the new cooperatives organized in 1961 and 1962. 
However, this figure is unknown. My hypothesis is also supported by the fact th a t 
in the second year of the centralizing wave, namely 1962 (when the establishment 
of new cooperatives could no longer be the source of an increase in the number of 
cooperatives), centralization was much higher th an  in the preceding year. In 1961 
the figure stands at 96 percent. It is interesting how the “tide” of centralization 
suddenly changed into an “ebb” in 1963. According to the theoretical trend, the 
number of cooperatives should have decreased by 186 in 1963, whereas the actual 
fall was only 110. By contrast, in the next year centralization again grew stronger 
and the decrease was greater than expected. There was a decrease of 17 agricultural 
cooperatives and, following this, from 1965 to 1968 the dynamism of centralization 
was again lower than  the average for the whole period. Practically the only year

Acta  Oeconomica 39, 1988



364 R E V IE W S

when a higher than average decrease can be discovered, was 1964. I presume that 
for some reason (e.g. because of weather conditions adverse to  agricultural produc­
tion) in 1963 the organization of agricultural cooperatives could not be changed 
and therefore the final period of the centralization wave which completed the co­
operative reorganization process, came to pass a year later.

The centralization impetus of 1961-1962 was followed by a second one in 1968- 
1970. The 1968/70 peak was lower than th a t of 1961/62 but, nevertheless, statistics 
clearly show it. While my hypothesis is th a t the first peak was called forth merely 
by political or economic-political reasons, in the centralizing impetus of 1968/70 it 
is very likely tha t economic causes played a major part. Remembering the events of 
th a t time, it was the period when the agricultural cooperatives built up their large- 
scale capacities—primarily their stock-breeding facilities. According to the average 
trend the decrease in the number of cooperatives should have been 427 within 
three years—in reality it was 588. Searching for the causes we must not forget that 
this second centralizing impetus showed up directly after the introduction of the 
new system  of economic management. Thus the question of whether it was the 
mechanism itself which produced the second wave of centralization unavoidably 
arises.

Although centralization is a phenomenon contrary to  the spirit of the eco­
nomic reform, the above assumption is not unfounded, for the way in which the 
reform was actually implemented in agriculture must have been a contributory 
factor to the strengthening of centralization. Market-oriented management of the 
agricultural cooperatives actually started in a period when they had hardly any 
equipment really suited for large-scale farming.

After the economic reform—for more or less obvious reasons—the creation 
of large-scale farming capacities was carried out in the framework of a centrally 
controlled, subsidized programme of technological development. For the smaller 
than  average farms this process was unfavourable because the amount of the state 
subsidies which were granted for investment projects was too large to be assimilated 
to the economic power and the size of smaller than average cooperatives. These 
subsidies were mostly granted for definite projects or for projects which had been 
carefully and accurately circumscribed. Hence, the smaller than average coopera­
tives had little opportunity for developing a suitable production capacity w ithin the 
given system  and in the majority of cases they were actually unable to do so. (In 
an earlier study I demonstrated that the smaller than average cooperatives were 
only able to  apply for government subsidies for investment projects if they had 
accumulated resources in their development fund over several years. Therefore, 
such state-subsidized projects necessarily created an investment cycle in the small 
cooperative farms and it was very difficult to fit them into the given organization 
of farming.)

According to the statistical data  the most dynamic centralization wave in the 
history of the Hungarian cooperative movement developed between 1974-1976. In
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the course of these three years almost three times m ore cooperatives were liquidated 
than indicated by the general trend. D ata which provide the most typical charac­
terization of the power of the centralization process are shown on the summit of 
the wave, i.e. in 1975—within one year—the number of cooperatives declined by 17 
percent and the average size of their land area increased from one year to another 
by 23 percent. I should like to illustrate the then prevailing official opinion by a 
personal experience. In 1975 I was a participant in a district conference organized 
for young agricultural experts in Berettyóújfalu, Hajdu-Bihar county.

One of the lectures at this conference, the head of the district Agricultural 
Departm ent, stated with unswerving confidence th a t the optimum size of an agri­
cultural cooperative in Hungary is a land area of ten  thousand hectares. At that 
time studying the “optimum farm size” was a fashion in agrarian economics—of 
course the conclusion of this fashion was that farm dimensions should grow. Yet not 
one of the theoretical experts claimed, as this district executive did, th a t the coop­
erative mergers should be continued in the country until the average size of a farm 
approached ten thousand hectares.— I must note th a t  for developing cooperatives 
of such mammoth dimensions a radical reorganization would have been required, 
since the average land area of the Hungarian agricultural cooperatives did not ex­
ceed 2800 hectares in 1975—even with the ongoing progress of excessively powerful 
centralization. In the Bihar region—where the lecture was delivered— in the area 
of the Körös and the Berettyó rivers, land is cut in to  much smaller pieces than it 
is in the interior parts of the Great Hungarian P lain , so that the average area of 
the cooperatives reached not even one-fifth of the optimum  size recommended by 
the district leader. However, such was the public feeling with regard to  economic 
policy in the period of the third centralization wave.

Now, coming back to finding the causes, if we really want to trace the facts 
comprising the background of the centralizing wave, I believe they can be found in 
the then current ideas of how to develop Hungarian agriculture.

Although in the world economy the oil crisis had  long ago halted any exagger­
ated rate of modernization, in Hungary (a few years after the extremely successful 
modernization of agriculture in the third world—the “green revolution” , as it was 
called at tha t time), recent changes in the world economy were still not recognized.

Paradoxically, and contrary to the developmental and ideological changes and 
to those which were then going on in the world economy, this period represented 
a boom in the development of Hungarian agriculture. It was the tim e when so- 
called “production systems” became widespread and it weis indeed fit to  be called, 
according to the terminology rather fashionable at th a t  time, the “industrialization 
of agriculture” .

The conspicuous economic achievements gave b irth  to economically unfounded 
illusions about development. Seeing tha t the technology of corn production and 
breeding of broiler chickens introduced from oversears could successfully be adapted 
to Hungarian agriculture, a general opinion concerning agricultural development
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became widespread—namely that in a very short time the other branches of agri­
culture could be modernized at the same pace.

Many people in Hungary thought th a t for such modernization to  take place 
nothing else was needed but the creation of organizational conditions, i.e. increas­
ing the area of the agricultural enterprises by amalgamating farms. This top- 
level ideology of development—the idea of unlimited possibilities for technological 
development—unfortunately coincided w ith the political and economic interests of 
the technocratic leaders of the larger cooperatives. The political interest concerned 
the fact th a t the power of these leaders could, once and for all, be confirmed by 
the adoption of large-scale production techniques. These would not su it the ear­
lier middle-peasantry who were still present in most cooperatives, often in leading 
positions. The economic interest was hidden in the wage system, according to 
which the salaries of the leaders were— and still are—primarily determined not by 
the successful operation of the cooperative but by the magnitude of the  economic 
unit managed by them. This is why I think that in the events leading up to the 
peak in 1974/76, the interests of the sectoral and farm leaders played a  substantial 
part. The strengthening of centralization was so powerful that, albeit w ith  a slight 
exaggeration, one might refer to it as a second “socialist transformation” .

The end of the story was that, owing to technical and economic reasons, 
development at a rate similar to that of poultry raising and corn production could 
not be realized in the other labour-intensive branches of Hungarian agriculture. 
W hat is more, it is not unlikely that the resources of technological development 
were so scarce that the development of the above-mentioned two areas drew away 
from other branches the essential m aterial resources needed for the maintenance 
of their production levels. This is, however, only a hypothesis which ought to be 
investigated in greater detail.

It is in any case a thought-provoking fact th a t in 1976 a veritable crisis 
evolved in Hungary in the production of labour-intensive products, so serious was 
the shortage of such commodities.

The political leadership realized in 1977 that the merging of cooperatives was 
not in harmony with economic reality and the Central Committee of the  HSWP 
took a resolution in order to slow down the process, in spite of the branch interests 
of agriculture.

Has centralization come to an end in Hungarian agriculture?

T he question mark in the title is no t simply a case of loose speculation. More 
than ten years have passed since the last impulse of cooperative centralization. Soon 
after the aforementioned resolution of the CC, from 1977 on, the 5 percent rate in 
the merging of Hungarian cooperatives diminished to 1 percent p.a. and  this ten-
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dency has since become permanent. However, the driving forces of centralization, 
despite the resolution, did not cease to exist.

Studying the amalgamations of cooperatives which have occured since the 
1970s, experience shows that in the majority of cases the dominant reason for the 
merger was economic bankruptcy among the small cooperative farms.

The conditions of economic management changed so th a t the smaller than  
average agricultural enterprises went bankrupt by the dozen. T he “victims” of 
the centralization waves were always the small cooperatives. The Handbook of 
agricultural statistics for 1960 recorded those farming on a land area below 40 
hectares as the smallest category of cooperative farms; the group of the largest 
agricultural cooperatives consisted of those having more than 2878 hectares. (The 
dimension limit is not a round figure because in 1960 cadastral yoke3 was used as 
the unit of land area and I had to convert it into hectares according to the current 
standards.) In the same statistical publication of 1984 2000 hectares is given as 
the maximum area of the smallest cooperative farms in Hungary and 8000 is the 
minimum in the group comprising the largest cooperatives.

Between 1960-1963 the rate of decrease in the number of agricultural coop­
eratives with less than a 1000 hectare area was, annually, 19 percent—i.e. about 
four times higher than the average (5 percent) decrease in the to ta l number of 
agricultural cooperatives. In 1960 there were 3346 farming cooperatives in the 
country which had areas of less than  1000 hectares, yet in 1983 there were no more 
than 19.

Such small-size cooperative farms are needed at present, since the conditions 
of business economy in these enterprises are relatively favourable for producing 
labour-intentsive products. Due to the lack of smaller-category cooperative farms a 
division of labour is evolving according to which the production of labour-intensive 
products is transferred to the rather unstable small-scale farmers (i.e. who can 
guarantee neither domestic supply, nor the safety of exports).

Despite top-level political intentions, centralization in the Hungarian cooper­
ative movement has not yet come to  an end, because—in the case of the larger than  
average cooperative farms—preferences based on enterprise size and (in the case of 
the smaller than average cooperatives) non-preferences, are inherent in the system 
of economic management. I cannot, however, digress upon this area of enquiry, for 
such a study would require another paper. Hence I close my present study on the 
centralization process, which has been going on since 1960 in the Hungarian cooper­
ative movement, by saying that the danger of centralization has not yet passed and 
if pdlitical brakes were to start loosening it is possible (and under given economic 
conditions it is logical that such a result can be expected) th a t centralization of 
cooperatives would acquire even greater momentum.

3 1 cad . yoke =  0.57 hectares o r 1.42 acres.
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HUNGARIAN TRADE
IN CONSUMER GOODS—SOME QUESTIONS RELATED 

TO CHANGES IN ENTERPRISE STRUCTURE

O. LUKÁCS

In the repeated interruptions of the Hungarian economic reform process the 
system of organization of the enterprises and institutes has played its p a rt.1 In my 
paper I wish to deal with the systems of organization both in retail and in wholesale 
trade. Recently certain changes came to pass in the system of retail trade. The 
most im portant changes are: the appearance of cooperatives in towns, the running 
of several shops by contracting, in the form of “income-interested” leasing (though 
without changing the system of organization of the enterprise), and the rapidly 
increasing number of the private retail shops.

These changes—undoubtedly progressive—failed to bring about the expected 
results, since the control system, as well as the system of organization of retail and 
wholesale trading enterprises remained unchanged, and also because the reform pro­
cess stopped in other areas. Despite the declaration of a system of free circulation, 
the majority of commodities still move in the Hungarian m arket through trad i­
tional channels. Under various epithets (such as “keeping hands on” , “surveying” 
and “market surveillance” , the old quantitative distribution system continued to 
prevail in practice. In the domestic market, producers and commercial enterprises 
are only very slightly market-oriented.

Hence, it is worth studying the organization of enterprises in Hungarian retail 
and wholesale trade in order to ascertain the degree to which competition has 
developed, the extent to which nationwide or regional monopoly positions still 
exist, and whether or not market shares have changed in the branches where more 
than one enterprise are present in the market.

1 W ith  th e  exception of th e  in te rn a tio n al p a rt, th is  p a p e r has been  w ritte n  on the  basis of a  
s tu d y  m ade for th e  In s titu te  of Econom ics of the  H ungarian  Academy of Sciences. As the  research  
was finished a t  th e  beginning of 1985, th e  la test d a ta  referred to are  th o se  of 1983. Since th a t  
tim e, however, no  significant changes have occurred.
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An international comparison2

The West European countries include other sectors in w hat is called wholesale 
trade than does Hungary. These include sectors which consist of—to use Hungarian 
terminology—enterprises trading in the means of production, foreign-trade compa­
nies, procurem ent, and even the warehouses of the big industrial firms which are 
entitled to  carry out commercial activities. Most wholesalers are both exporters 
and importers and often trade in consumer articles and trade in the means of pro­
duction are also not separated. Furthermore, it must also be mentioned tha t in all 
sectors the vast majority of the numerous wholesalers are one-, or two-person enter­
prises. (In m ost countries 90 percent of wholesale trading enterprises are small-scale 
undertakings.)

Retail trade is, in turn, very precisely defined and comparable internationally. 
The difference is merely tha t in the western countries public catering is not classified 
as retail trade; together with hotels, it belongs to the service sector. Since these 
d ata  are also recorded separately in Hungary, a comparison, a t least as regards 
order of m agnitude, is possible.

The analysis that follows will encompass 13 European countries: Austria, 
Belgium, Denmark, the UK, France, the Netherlands, Ireland, the FRG, Italy, 
Portugal, Spain, Switzerland and Sweden.

Retail trade transactions in these countries are carried out by the following 
types of organizations:

1. Chain-store enterprises, department stores, hypermarkets and hypermarket 
chains

A chain-store enterprise is a form of retail trade integration where many (in 
general more than  four or five) shops belong to the enterprise and the entrepreneur 
proper is the enterprise head office. Such enterprises possess one or more ware­
houses, they purchase almost all their goods from the producers, usually in large 
lots. Hence, costs such as adm inistration and storage are covered by the lower 
purchase prices (in Hungarian terms, by profiting from the wholesalers’ margin).

The autonomy of the shops in purchasing is limited and they are, in general, 
only allowed to place orders with the enterprise head office. W ith the aid of up- 
to-date computers the head office fulfils the orders within 24 hours; the inventory 
pattern is always known, and producers are continuously delivering in accordance

2 T he in te rn a tio n a l com parison is w ritte n  on  th e  basis of [1] thus, th e  d a ta  referred to  were 
cu rren t as of 1978. T he d a ta  th a t  have becam e available since th en  show th a t  in the  m eantim e 
n e ith e r tren d s in  m ethods of o p e ra tio n , no r tren d s in  th e  p roportions of enterprise  groups to  one 
a n o th e r have changed.
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with required specifications. Thus, despite the fact th a t the head office is the en­
trepreneur, market-orientation is assured. The departm ent stores, the hypermar­
kets and the so-called chains that they set up can also be grouped in this category. 
Their operating principles are the same as those of the chain-store enterprises.

Except in the UK and Denmark, the ratio of the chain-store enterprises is 
below 35 percent, and in the less developed countries (like in Italy, Spain, Ireland 
and Portugal) it is 17 percent, or even less.

Thus, if Hungary conformed to  the situation th a t exists in countries on a 
similar level of development, the share of chain-store enterprises within retail trade 
would be similar to the latter countries. However, if we consider state-owned or­
ganizations as chain-store enterprises, this share is 64 percent in Hungary. Yet, 
the m ajority of these enterprises are unable to utilize the advantages inherent in 
having a chain of stores (in having large-scale enterprises). Namely, they have no 
central warehouses, and they do not purchase goods directly from producers. This 
means tha t the actual purchaser is— without any risks—the shop, relying mostly 
on the wholesalers (who very often do not know enough about the market). There 
are several reasons for this. On the one hand, a significant portion of these enter­
prises are simply a number of haphazardly grouped shops of varying size (perhaps 
with very different profiles) within a certain geographic area. On the other hand, 
according to the conventional distribution (allocation) system, a large proportion 
of commodities are forwarded to the retail shops through wholesale organizations. 
In some spheres, where the distribution is not done by the authorities, often large 
industrial enterprises carry it out (as with meat, durable consumer articles and 
building materials). Implementing sales through wholesalers is advantageous both 
for the producers and for the authorities. For the authorities it is easy to find, or 
“tokeep its hands on” the responsible entity, and the producer is able to transfer 
its products at any time, even to correspond with fluctuations in its output, to the 
large-size wholesale organizations (most of which are in monopoly positions).

Often storehouses and an appropriate technology are missing. Only a few 
of the retail enterprises can be considered actual chain-store enterprises, and even 
these not completely so: such enterprises are “C entrum ” and “Skála” , 3 some mo­
nopolistic national enterprises, and certain enterprises trading in industrial prod­
ucts in the Budapest area. The share of these within total retail turnover is 17 
percent. We must strongly emphasize that for some of these only 40relationships 
with producers are direct. This is very far from the share of purchases that are di­
rect in Western Europe which amounts to almost one hundred percent. One of the 
most im portant reasons for this is the existence of a traditional path  for the goods

3In  th is  study  the  H ungarian  enterprises are m entioned by th e ir m ost com m only  used  trade- 
nam es, acronym a, or abbrev iations. “C en tru m ” and  “Skála” a re  departm ent- s to re  o rganizations 
w ith  som e re ta il shops, (T he  first one is state-ow ned, the  second cooperative.) ( E d .n o te .)
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(a path  which is maintained by superior strength.) Thus, of course, no competition 
can develop.

2. Consumer’s cooperatives

In Western Europe the consumers’ cooperatives merged into some large- 
enterprise-like organizations which are operating on the basis of the same principles 
and systems as chain-store enterprises. W hat is more, in some cases they also have 
some productive units and collaborate with the cooperatives of other countries (in 
purchasing and production).

The role of consumers’ cooperatives is significant in only a few countries. 
Aside from Scandinavian countries, their importance is worth mention only in Aus­
tria. Ireland and Switzerland. Here the cooperatives have united in associations 
and are, in the final analysis, working much like the big enterprises, with central 
warehouses, advanced technology, direct procurement from producers etc.

In Hungary 1374 consumers’ cooperatives existed in 1960, which, in the wake 
of centrally initiated campaigns, became through amalgamations 284 by 1983. For 
these, however, the conditions necessary for them to operate as chain-store compa­
nies have not come into being. (’’Skála” is an exception, but this is a cooperative 
enterprise.) At the same time, the possibility of democratic control, i.e., a propri­
etary consciousness, ceased to exist. Cooperatives represent 30 percent of the total 
retail turnover. 3

3. Self-reliant, independent small shopkeepers

In the commercial life of western countries this form has great significance, 
owing both to its weight and to the personal contacts such shopkeepers develop 
with consumers. In the countries we have mentioned (with three exceptions) their 
share in the turnover is more than 60 percent, and what is more, in certain less 
developed countries it might reach or even exceed 90 percent. In order to  establish 
direct relationships with producers, many of the independent shopkeepers united in 
associations. Otherwise they purchase some commodities from small and medium 
producers, and some from wholesalers.

In Hungary the share of really independent shopkeepers in to tal retail turn­
over, according to estimates, is 6-8 percent.
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4- Mail-order houses

The share of mail-order houses approaches 4-5 percent in only a few countries 
(the UK, the FRG, France), and in the others it remains below 2 percent of turnover. 
In Hungary this commercial form is practically non-existent; orders by telephone 
(for durable consumer articles) can only be placed with one enterprise.

Summing up, it can be found tha t in the West-European countries the sector 
of independent self-reliant small shopkeepers is still the m ost significant one.

In Hungary, on the contrary, chain-store enterprises and the cooperatives that 
function like chain-stores account for about 94 percent of turnover, but in a manner 
that the m ajority cannot utilize the advantages inherent in the nature of large-scale 
enterprises.

The orgaiuzation of Hungarian trade in consumer goods

Table 1
The num ber o f the en terprises and cooperatives classified as belonging to the trade o f

co n su m er’s goods (1965-1983)

Subsector 1965 1968 1970 1975 1980 1983
C hain-sto re  re ta il 
tra d e 117 88 91 100 ' 103 1 0 7 "
Pharm aceu tica ls 21 20 20 20 20 20
P u b lic  catering 54 51 51 46 42 41
R e ta il trad e  of
m iscellaneous
activities*** 600 567 578 497 282 280
W holesale trad e  of 
consum er’s goods 89 78 80 54 47 51
T o ta l w ithout 
p riv a te  shops 881 804 820 717 494 499
P riv a te  trad e 10484 9735 10229 11403 19293 22394

'T h e  increase is th e  resu lt of s ta tis tica l regroupings from  th e  wholesale trad e  into 
th e  re ta il trade (e.g. M erkur, T ü zép ’s, O fo té rt, Óra- és É kszer e tc .)

" In c lu d in g  th e  so-called “dem igros” trad e  (halfway betw een wholesale a n d  retail 
trade).

' " T h e  n u m b er of consum ers’ cooperatives was 1374 in  1960.
Source: [2]

The trend shown is clear: the overall number of enterprises and coopera­
tives decreased in every sub-sector—except in pharmaceuticals’ and the retail shop 
network—while the number of private merchants grew. For instance, the number
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of enterprise units decreased from 881 to 499 between 1965 and 1983 (the picture is 
even more marked if we compare it to 1960, in which case the decrease is from 1706 
to 499). In order to analyse the decrease, let us consider changes in the number of 
shops and in their to tal floor space during the same period.

Table 2
D evelopm en t o f  the num ber o f shops and the ir flo o r  space (W ith o u t p riva te  shops)

I960 1965 1970 1975 1980 1983
N u m b er of 
shops 44818 47260 52192 54861 54731 55428
F loor space  
of th e  shops 
in th o u sa n d  
squ are  m etres 3903.9 5116.7 6228.0 7649.3 8277.1

Source: [3]

Thus, since 1965 the number of the shops increased by 17 percent, the floor 
space more than doubled, and turnover increased two and a halffold. Hence, the 
mergers cannot be justified by economic constraints (declining turnover etc.). Given 
these facts, the questions arises, whether the mergers were carried out for the sake 
of rationalization. However, there is no evidence to  support such a conjecture. For 
example, the increase in floor space almost equalled the growth in the quantity of 
turnover.

The only possible rational reason for the mergers in the chain-store trade 
would have been th a t, owing to  their size, the large-scale chain-store enterprises 
are able to purchase directly from the producers. In this way not only the market- 
orientation of the producers and the merchants could be improved but retailers’ 
profits would also increase, because the wholesalers’ margin would also become 
part of their revenues. This, however, was not realized, and the position of the 
wholesale enterprises remained practically unchanged. Direct procurement in the 
retail trade remained almost the same.

The amalgamations in wholesale trade were even less justified than those 
in retail trade, since—contrary to  what was desired—monopolies (or oligopolies) 
gained a new strength, which supported the maintenance of the mechanism based 
on distribution (allocation).

Especialy conspicuous was the decrease in the number of the cooperatives, 
which was halved between 1960 and 1965, and halved again by 1983, when it 
became the quarter of the original number. This process of mergers—imposed by 
higher authorities—eliminated the possibility of democratic control over these— 
mainly rural—organizations. The power inherent in federation decreased, without 
resulting in a more rational economic management.

Summing up, it has been shown that, instead of moving closer to effective
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market relations by abolishing nationwide and regional monopoly (oligopoly) posi­
tions, a contrary process—a uniting of enterprises—took place even from 1963 on. 
It w eis only in the private sector that there was a significant increase in the number 
of enterpreneurs but, since these entrepreneurs only account for a few percent of 
turnover, they do not have a decisive im pact on the market.

The development of the retail-trade enterprise structure

As shown by the foregoing, the system of organization of state-owned (chain- 
store) retail trade hcis not changed in practice. This can also be dem onstrated by 
studying the distribution of the enterprises by the number of their employees.

T a b le  3
The d is tribu tion  o f chain-store retail en terprises by the num ber o f  the ir em ployees

A t y ear’s 
end

Percentage of th e  enterprises em ploying
-500 501-

750
751-
1000

1001- 1301- 
1300 1600 1601- Total
persons

1968 13.6 32.9 26.1 11.4 7.9 7.9 100
1969 8.0 33.0 27.3 13.6 7.9 10.2 100
1970 8.8 53.8 27.4 9.9 100
1975 11.8 11.8 33.3 18.3 11.8 12.9 100
1980 10.3 17.2 35.6 25.3 11.5 100
1983 12.4 20.2 33.7 23.5 10.1 100

Source : [3]

As the table shows, even in this respect no significant change occurred. The 
ratio of the enterprises employing less than 1000 persons hardly changed (from 68.3 
to 66.3 percent). This is obvious, since in every county generally a single enterprise 
operates for each major groups of commodities, while in Budapest more deeply spe­
cialized enterprises can be found. Hence, every enterprise has a unique product mix 
(commodity line) and there is no state-owned enterprise to compete with it. Only 
cooperatives which have penetrated urban markets offered any competition, and 
this competition has been sporadic, since they also work in specific areas (except 
the “Skála” ). All this happened despite the resolutions of the higher state bodies 
which declared that the enterprises and cooperatives have to  work independently, 
unconstrained by public adm inistration frontiers. Conceptions that are based on 
“responsibility for supply” , the ownership of the local councils, the influence of 
local authorities, all contribute to preventing changes in the structure. The fact 
th a t the wholesalers belong to the ministries and the retail organizations to the lo­
cal councils also inhibits change. The dependence on these bodies remained fairly 
strong even after the introduction of the new forms of enterprise management.
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As a result, not even m arket shares are likely to change significantly. We 
have examined, for instance, how the share of the food retail trading enterprises 
(Csemege, KOZERTs, county food-store enterprises4) in the turnover has changed.

Table 4
B reakdow n o f real-trade turnover by en terprises, in  percent

E n te rp rise G ross re tu rn  from  sales
1975 1980 1984*

“C sem ege” (D élicates) 9.9 11.3 12.0
B u d a p es t “K Ö Z É R T ” foodstores 37.3 35.1 32.8
Foodstore enterprises in
the provinces:
B a ran y a  county 4.5 4.4 4.2
B ács county 2.5 2.5 2.4
B ékés county 1.8 1.8 1.8
B orsod  county 3.4 3.6 3.6
M iskolc (town) 3.5 3.7 3.8
C so n g rád  county 1.8 1.7 1.6
Szeged (town) 2.1 2.1 2.0
F e jér county 1.8 1.8 2.5***
G y ő r county 2.3 2.2 2.1
Sopron (town) 1 .0 1.0 1.2
H ajd u -B ih ar county 3.6 3.8 3.7
H eves county 2.1 2.1 2.2
D orog  (town)** - - -
T a tab án y a  (town)** - -
N óg rád  county 1.7 1.7 1.7
C egléd  and its environs 1.9 1.9 1.9
W est Pest county 3.3 3.4 3.4
V ác a n d  its environs 2.3 2.6 2.7
Som ogy county 1.9 2.1 2.1
Szabolcs county 1.8 1.9 1.9
Szolnok county 1.7 1.8 1.7
Vas county 2.0 2.1 2.4
V eszprém  county 3.7 3.5 4.5
Z ala  county 1.8 2.0 1.9
T o ta l**” 100.0 100.0 100.0

* I—III q u a rte rs  o f th e  year 
** R ecently  m erged in to  general en terp rises 
***U n ited  w ith  p ub lic  catering 

m\% ****R ounded d a ta

The shares of Csemege and the county enterprises remained practically un-

4 “Csem ege” is a  national o rg an iza tio n  of delicacy shops. “K Ö Z É R T ” is the  enterprise of 
foodshops in B u d a p es t, organizaed by  districts.

A cta  Oeconomica 39, 1933



REVIEWS 377

changed. Our study showed that changes were very small everywhere, and even 
where they occurred, this weis not the result of competition, but was ra ther due to 
other circumstances.

The decreasing share of the Budapest KÖZÉRTs was connected partly  with 
the appearance of the cooperatives in the city (Skála, ABC5), and partly  with the 
fact th a t the growing population of Pest county compelled the building of new ABC 
supermarkets in the greater Budapest metropolitan area (e.g. in the communities 
of Dunakeszi, Erd, Budaörs etc.), and so fewer shoppers commuted.

Other changes were insignificant, and can be explained by general factors.
The only factor which increases competition is the penetration of cooperatives 

into the urban markets though this, too, is impeded by the continued existence of 
monopoly in wholesale trade. In retail trade of industrial articles, the study of 
state-owned enterprises cannot be carried out as simply as in the aforementioned 
branches, owing to the large diversity of such commodities, but both the number 
of state-owned enterprises, as well as their responsibility for local supply remained 
unchanged. Hence, the situation is actually the same as it is in the food market. 
This section of the market is somewhat more “coloured” by the increasing number of 
shops opened by wholesale enterprises but this means, a t the same time, a superior 
power position for them.

Table 5
T urnover o f the B udapest K Ö Z É R T  organization  broken down by d istrict en terprises (in

percent)

D istric t en terprise Gross re tu rn  from  sales 
1975 1980 1984*

Angyalföld 6.3 6.1 7.1
Belváros 12.9 11.9 11.6
B udapest 7.2 8.3 8.8
E rzsébet 7.9 7.9 8.0
Józsefváros 11.4 10.8 10.7
Kelenföld 10.5 10.4 9.9
K ispest 6.3 6.3 6.9
K őbánya 6.9 8.2 8.0
Ó buda 10.4 10.5 10.3
Ú jpest 7.4 7.3 7.4
Zugló
É dességbolt (M unicipally

9.6 9.4 8.5

centralized  confectionery shops) 3.1 2.9 2.8
T o ta l " 100.0 100.0 100.0

* I—III q u a rte rs  of th e  year 
" R o u n te d  d a ta

5 ABC is an  organization  of superm arkets.
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We have also examined the competitive position of the retail trade by indi­
vidual counties. The turnover, beyond that of those state enterprises tha t operate 
at a national level (Merkur, Afor, óra- és Ékszer, Ofotért, Bizományi, Tüzép etc.)6 
is transacted in each county by state- (or council-) owned enterprises and by a few 
regional county cooperatives, all of which are separated by gérions within the coun­
ties. (Exceptions are the two national state enterprises. Centrum and Csemege.)

In examining the retail trade of food and delicacies, we found tha t in 1983 
the cooperatives realized on the average 55 percent of turnover in the counties (in 
1970 this was only 50 percent), while one-third (33.7 percent in 1983, and 37.2 
in 1970) of it was transacted by the enterprises of the individual local councils. 
Altogether 17.7 percent was retained by all the other state organizations (stores 
of Csemege, Centrum , of other, mainly catering organizations called “Hungária” , 
“Pannónia” , “Danubius” , the retail shops of the wholesale organizations and the 
sample shops of the producers etc.). One could also say, and it is partly true, that 
competition has taken place between the state-owned, and the cooperative sector, 
since the cooperatives made some progress and gained ground. This situation is 
the result of the cooperatives entering into the urban markets and of their flexible 
business policy. While the enterprises of the councils are engaged only in certain 
commodity groups, the consumers’ cooperatives not only deal with the most varied 
products, but pursue industrial (especially food-processing) activities, purchasing, 
and construction, too. Out of the profits of these, they are able to build up new 
stores, with their production they can diversify the supply of goods etc.

Still, if we take into account that, for the most part, the council enterprises 
work in the towns and the cooperatives in the villages, competition is rather faint. 
Even in the larger villages there is usually only a single cooperative operating, and a 
tow n’s food is mostly or entirely supplied by a single enterprise of the local council. 
This is why it is even possible for the enterprise or the cooperative to easily close 
down a shop for long periods, because the customers are mostly forced to go to 
the neighbouring shop of the same organization. This is inconvenient only for the 
customers and not for the enterprise, and the latter, as a result, suffers no loss.

For instance, in Pest county 42 percent of the food turnover is carried out by 
the council enterprises and of this 36 percent (i.e., 85 percent of the turnover) is 
realized in the towns and the so-called preferential settlements.

Thus, competition, and the degree of choice offered to buyers is minimal even 
in the food trade, where the problem cannot be explained by the supply situtation. 
In this sector of retail trade, the difficulties which the population experiences can 
also be explained by existence of local monopolies.

6 “M erkur” is engaged  in  selling p assenger cars, “Á for” in  filling sta tions, Ó r a /  és Ékszer is th e  
o rgan ization  of w atchm akers and  jew elry  shops, “O fo tért” d eals with ph o to  a n d  opticians articles, 
“B izom ányi” w ith  second-hand goods, “T ü zép ” w ith fuels a n d  building m ateria ls .
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Reviewing the distribution of the turnover of the industrial products by enter­
prises, the first thing to be taken into account is th a t there are several retail trading 
enterprises in a national monopoly position (Ora- és Ékszer, Ofotért, Tüzép, Afor, 
Bizományi, Merkur etc.). The commodities that are included in their product mixes 
may only peripherally—if at all—-be marketed by the council enterprises of the local 
councils and the cooperatives can only deal with the following products: clothing, 
household chemicals, engineering articles, hardware and ironmongery, stationery, 
toys and sports articles. Thus, the national enterprises appear in the counties as 
factors tha t do not strengthen competition but rather hinder it.

The development of the wholesale enterprise structure

As we have seen, wholesale trade consists almost totally of large-size enter­
prises in national or regional monopoly positions. (By this I mean th a t in the given 
product group one enterprise deals with the m ajority of the commodities.) We have 
also stated tha t since 1968, with a single exception, the mergers th a t took place 
only served to further increase the power of these monopolies.

I shall not go further in dealing with the national enterprises, since in this 
sphere no wholesale competitor whatsoever can be found.

At the same time, I will address in detail spheres where there are wholesale 
enterprises which share similar product mixes and so, according to  the principle of 
free trade in commodities,—they might compete with one another. (This, of course, 
is counteracted by the fact that they continue to be accountable to  the supervisory 
authorities for their conventional “spheres of supply” .) When examining the level 
of competition we should not be misled by the fact that these enterprises also make 
some deliveries to other areas (so-called cross-deliveries). Such cases occurred in the 
plan-instruction system too, (although only based on central dispositions), since the 
system of central distribution, erroneous purchases, non-scheduled shipments etc. 
all necessitated tha t occasionally the retailers of one region m ust accept deliveries 
from wholesalers of other areas.

This is, of course, not competition, occurs only by chance, and is mostly 
balanced. Real competition would appear in significant changes of market shares, 
especially over the long run. (We examined 15 years.) We conducted such a study 
with the wholesale enterprises of foodstuffs and chemicals—called “Fűszert” s—(see 
Table 5). in the wholesale trade of clothing, and of iron-, and engineering articles; 
the study involved five factors on the basis of the enterprise balance sheets of the 
years 1968-1983, namely gross and net receipts from sales, profit, stock of assets, 
and the average number of employees.
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Table 6
Breakdow n o f  gross returns fro m  sales o f food  wholesale en terprises  in  percent* 1969-1983

G ross re tu rn s fro m  sales
1969 1971 1975 1980 1983

B udapesti É le im .V. 
(Food wholesale
ent. of B ud ap est) 
“F Ü S Z É R T ’s of

16.6 15.5 14.5 14.0 18.8

Pest-K om árom  counties 11.0 11.3 10.8 12.3 14.4
B aranyarT olna counties 6.7 6.7 6.9 6.6 6.3
Borsod-H eves counties 10.4 10.6 10.7 10.5 10.4
C songrád-B ács counties 8.9 9.2 8.8 8.9 9.2
H ajdu-Szabolcs counties 9.0 9.1 9.7 9.4 9.8
Fej ér-V eszprém  counties 8.5 8.6 9.0 8.6 9.0
G yőr-Vas counties 6.5 6.3 6.7 6.7 6.8
Som ogy-Zala counties 6.2 6.2 6.7 7.3 7.4
Szolnok-Békés counties 
Vegyianyag NKV

7.4 7.5 7.4 7.3 7.8

(W holesale T rad ing  
Co. of Chem icals)

8.7 8.8 8.8 8.4 _* *

T o ta l*“ 100.0 100.0 100.0 100.0 100.0

♦The to ta ls  include b o th  th e  food and  the  chem ical trad ing  en terp rises , since they  can  be  com ­
p e tito rs .
“ T h e  C hem icals T rading Co. w as am algam ated  in to  the  food w holesale com panies o f B u d ap est 
an d  P est-K om árom  counties in  1982.
“ * R ounded  d a ta .

In the wholesale food trade market shares changed less than 2 percent, i.e. 
parctically remained unchanged (even these small differences were fluctuating 
throughout the period). The market share of the Wholesale Chemical Trading 
Company fell from 8.7 to 8.4 percent which is also within two percentage points 
(after this the enterprise was amalgamated partly with the Budapest Fűszert and 
partly with the Fűszert of Pest-Komárom county). The share of the Budapest 
Fűszert decreased between 1969 and 1980 from 16.6 to 14.0 percent, and th a t of 
the counties Pest-Komárom increased from 11 to 12.3 percent. These changes are 
in a great part owing to the appearance of some retail shops in the Budapest 
m etropolitan area (Dunakeszi, Érd, Budaörs etc.) which were built up with cen­
tral support. The only enterprise with really permanently growing share is the 
“Balaton” food and chemicals wholesale enterprise of Somogy-Zala counties, but 
tha t is mostly connected with the growth of international tourism. Such degrees 
of changes as shown by our examination may also be caused by simple structural 
differences (such as varying consumption, the differences in the turnover and the 
consumption of spirits etc.) and by price changes. This means that the Fűszert 
enterprises are not in the least competitive with one another, and that the retail
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shops are almost completely defenceless against those which have sources of supe­
rior strength in purchasing (and are provided with capital, storehouses, transport 
vehicles etc.).

Summing up: In the wholesale food trade no significant change occured since 
1968. The enterprises have consistently maintained their regional monopoly posi­
tion.

To study the wholesale trade of clothing as a whole is difficult, because the 
enterprises are strictly specialized. The “Röviköt” wholesale enterprises are special­
ized in haberdashery and knitwear; in the provinces the Enterprises for Textile and 
Clothing deal with piece-good textiles, household textiles and ready-made cloth­
ing. “Bétex” of Budapest is specialized in piece-goods and household textiles, the 
Enterprise for Overclothes deals with ready-made clothing (amalgamated from two 
earlier separate enterprises for men’s wear and women’s apparel). Finally, there are 
separate enterprises for footwear. Every enterprise has its own area (and product 
mix), though in principle they are free to pursue sales anywhere. The situation is 
not quite similar to th a t in the trade of foodstuffs, for in this sphere selection (the 
range and assortment of goods offered) is a much more im portant factor. In order 
to clarify the situation, we first studied separately enterprises trading in clothing 
and footwear and then looked at the distribution of the turnover of “Röviköt” and 
that of clothing excluding “Röviköt” .

Even here no significant shifts can be seen in m arket shares (between one 
and three percent), but we wish to point out some phenomena. The first one is 
that the share of the (largerst) enterprises of Budapest decreased. This was, in 
part, the result of the growing rigidity in the “distribution” method of the large 
producers, though it was also true that when certain enterprises in the provinces 
happened to have excess inventories, the retailers in Budapest were encouraged to 
buy from them. Wholesalers in the country also undoubtedly tried to sell their arti­
cles in Budapest, if they had enough to do so. In general, the provincial enterprises 
engaged in clothing steadily increased their market share, which was presumably 
connected with the increasing foreign tourism (at Lake Balaton, the western border 
areas etc.).

The share of sales of enterprises tha t went to their “own region” continued to 
be so high (70-75 percent) that real competition which might have compelled them  
to perform more market-oriented and effective work, could not develop. The causes 
are, to some extent, similar to those experienced in the food market (being held 
accountable by the local authorities for the “responsibility for supply” , distribution 
of the wares by the big producers etc.). All this has been insufficient to enforce 
competition or even a market orientation within the past 15 years.

Perhaps, on of the worst cases is presented by the footwear trade. Here the 
significance of choice and sizes is even greater than is the case in most of the clothes 
trade. Since 1975 a total of three wholesale enterprises have been working in the 
whole country and each of them accounts for about one-third of turnover. W ith
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such concentrated power a significant number of retailers are completely defenceless. 
In addition, there are unusually large footwear producing enterprises in Hungary. 
Only two changes have occurred in Hungary’s footwear trade since 1968. The 
turnover of the wholesale enterprise in Budapest began to drop significantly owing 
to  the direct purchases of the “Cipőbolt” (Shoe-shop) retail enterprise from the 
producers, so th a t it had to be reorganized. This was followed by the ever obvious 
solution: the six enterprises were consolidated into three.

The organization of the wholesale trade in hardware and engineering articles 
changed inasmuch as the eight enterprises in the provinces were amalgamated into 
four. Each of them  has its specific segment of the iron and engineering market. In 
Budapest (and vicinity) the m arket is segmented into two parts, with the “Ravill” 
enterprise specializing in engineering (and radio +  TV) articles and “Vasért” in 
ironmongery. For some consumer’s goods such rigid specialization does not exist. 
Finally, the “Mobil” enterprise is engaged in marketing certain vehicles (bicycles 
and motorcycles) and components, including those of motor cars. This enterprise 
became a monopolist in the sales of components to certain m otor car types. The 
turnover of Ravill and Vasért decreased in the early seventies, owing to the extensive 
and successful direct purchases carried out by the “Keravill” and “Vas-Edény” retail 
dealer enterprises. In the years since, no significant change in market shares came 
about. The proportions in the returns from sales between the early 1970s and 1983 
showed changes below 1 percent, except in one of the four wholesale enterprises, i.e. 
“Ferovill” , where it was 1.4 percent. Thus, it can be seen tha t the danger of losing 
m arket share is non-existent. In addition to  the conditions we have mentioned 
above (with regard to the wholesale of food and clothing), this is supported by 
two special circumstances. One of them is th a t precisely in the market of durable 
consumer goods, hardware, and components, shortage is a perm anent phenomenon 
which unambiguously brings août the necessity of allocation by the Ministry of 
Home Trade or the producers. Allocation is generally carried out on the basis 
of criteria other than price (considering the figures of the base period), and thus 
obviously has a conservative effect. The other circumstance is th a t thestrongest 
“specialist trading committee” was established and working in this sphere up to 
the early 1980s. This subsequently developed into an official cartel office, called 
“Interunion” . By now, this has ceased to exist.

In Interunion, decisions were made not only on the allocation of commodities 
(especially im ported ones), but also prices were agreed upon.

In summary, it can be stated that we have organized neither retail nor whole­
sale trade in a manner appropriate to market relations—this still seems far away. 
While, in retail trade at least certain measures were taken for the sake of rational 
operation and for developing a market (contracting, operation based on leasing 
and maximizing profit, private shopkeeping etc.), in the sphere of the wholesale 
trade hardly anything happened to bring about competition or more rational per­
formance.
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BOOK REVIEWS

K O R N  AI, J . - R IC H E T , X. (eds): La voie hon- 
groise. Analyses et expérimentations écono­
miques  (T he H ungarian  p a th . Econom ic an al­
yses an d  experim ents). C ollection Perspec­
tives Econom iques. Calm ann-Lévy, P aris  1986. 
320 p.

Is H ungary  on  a  specific p a th  to  social­
ism ? Such is th e  underly ing  question  of the 
book ed ited  by  Ján o s K  ornai a n d  X avier Richet  
w hich tries to  convince French readers th a t  an 
accu ra te  answ er m u st be positive. In th e  fore­
w ord, J . K o rna i em phasizes th a t  there  are 27 
countries in  th e  world where a  M arxist-Leninist 
p a r ty  is in  power and  where th e  s ta te  sec­
to r  controls th e  m ajo r p a r t  of econom ic ac­
tiv ity : am ong th em  H ungary is regarded  as 
th e  hom e of th e  m ost w ide-ranging new ex­
perim ents. T hese  la tte r  are especially influen­
tia l on C hina, B ulgaria , P o land  a n d  even on 
th e  Soviet U nion. T he two ed ito rs th en  pro­
vide a  sam ple o f ten  articles from  H ungar­
ian  economic lite ra tu re , nine of w hich h a d  been 
form erly published  in Acta  Oeconomica , be­
tw een 1979 a n d  1983. T he sam ple is rep­
resen ta tive  of m a jo r trends in th e  H ungar­
ian  economic reform  and  of debates am ong var­
ious H ungarian  reform ers.

T hough  necessary for m aking  French 
readers aware of th e  H ungarian p a th , all ten  ar­
ticles a re  well know n by H ungarian  econom ists. 
So I shall com m ent on th em  e ith e r as a n  o u t­
sider o r w ith a  look to  w hat h as occured  since 
th en  in the  H u ngarian  reform  process.

T he first p a r t  of the  book is com prised 
of a  single a rtic le  by  J. K ornai assessing the 
p resen t s ta te  (in 1982) and  th e  p ro sp ec t of the 
econom ic reform . Between 1978 a n d  1982, two 
m ain  purposes of th e  reform  were to  tig h ten  the 
budget co n stra in t on s ta te  enterprises an d  to 
a d ju s t dom estic  prices to prices of foreign trad e  
achieved in h a rd  currencies. A fter th e  reshaping 
of th e  price system , profitability  soon cam e back 
to  th e  sam e p a tte rn  as before. M oreover, do­
m estic  p rofitab ility  increased when profitab il­
ity  on  ex p o rts  was decreasing. E xactly  th e  op­
p o site  of w h a t was expected. J . K ornai ex­

p la in s  these adverse effects by  th e  following re a ­
sons. New regulation  m easu res are to  som e ex­
te n t artificial an d  illusory a n d  so is th e  p ro fit 
ta rg e t. E nterprises go on  b a rgain ing  a b o u t su b ­
sid ies an d  taxes w ith  ad m in istra tive  a u th o r­
itie s , th u s levelling incom e betw een efficient 
a n d  non-efficient p roducers. Very few inef­
ficient enterprises were c losed down o r liqu i­
d a te d , th is fact giving th e  p ro o f th a t  th e  b u d ­
ge t constra in t has rem ained  soft.

As to  the  p ro sp ec ts , J . K ornai ex p ec ts 
th e  s ta te  to create new sm all enterprises a n d  co­
operatives, to  s tim u la te  several kinds of n o n ­
s ta te  business such as p e rso n al econom ic ac ­
tiv ity , a  legal p rivate  sec to r replacing th e  ille­
gal second economy, indep en d en t working col­
lectives instead  of m oon ligh ting  and  th e  black  
lab o u r m arket, self-em ployed an d  so on. Q u en ­
ching the  th irs t for in v estm en t, reducing sh o r t­
ages a n d  decreasing s ta te  p a te rn alism  m u st 
be on  the  agenda of th e  reform . J. K or­
nai concludes faithfully: despite  ideological 
a n d  conservative h ind rances, m any su p p o r t­
ers o f th e  reform  are fo rtu n a te ly  to  be  found  
in  th e  highest econom ic au th o ritie s  of H u n ­
g ary  giving the  new tren d  a  good chance to  suc­
ceed. O f course, th e  H un g arian  Socialist W ork­
e rs ’ P a rty  launched th e  second  stage of th e  re ­
form  in  M arch 1985. H ad  it  been  w ritten  now,
J . K o rn a i’s article  w ould however be m ore pes­
sim istic  considering th e  econom ic slum p affect­
in g  H ungary  since 1985.

T he second p a r t  o f th e  book deals w ith  
s tag es of the  economic reform . It opens w ith  
Laszlo Szam uely 's a rtic le  on  th e  first wave o f the  
“m echanism  debate” in H ungary  (1954-1957). 
T h is  ch ap ter makes it c lear th a t  th e  o ld  d e ­
b a te  is still relevant today. More rad ical re­
form ers of th a t  tim e a lready  assum ed th a t  few er 
new  p lan  targe ts (even p rofit) and  new in cen ­
tives w ould no t be enough to  alleviate econom ic 
m isdoings linked to  overcen tra lization . T h ey  
u rg ed  for less form al ties betw een  econom ic de­
cision m akers, i.e. for a  reshap ing  of th e  eco­
nom ic m echanism . T h e  two last words a p ­
p e a re d  as a  specific H un g arian  concept as early
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as th e  m iddle  o f th e  fifties. Precisely, László A n ­
tal em phasizes th a t  H ungary needs a  thorough  
change in  th e  p rac tice  of its  econom ic m echa­
nism  concern ing  n o t only the  p rice  system  and  
th e  reg u la tio n  th ro u g h  finance, b u t  also m a­
jo r  shifts in  in s titu tio n s  of th e  p lann ing  sys­
tem , in  th e  s tru c tu re  of industry , in  the  de­
cision process a n d  in  personal incom es. К 
th is  change were n o t im plem ented , th e  reform  
could  slow dow n— as was th e  case a t  th e  be­
ginning of th e  seventies when enterprises did 
avoid w h a t th ey  considered to  be  h arm fu l con­
sequences of th e  new  regula tion  by  m eans of a 
las tin g  b a rg a in  w ith  cen tra l pow er. T he la t­
te r  was th e n  obliged to  recen tra lize  regu lat­
ing  levers.

T h e  th ird  p a r t  of th e  b o o k  is an  ap ­
p ra isa l of w h a t th e  editors call an  ad ju s t­
m en t of th e  H u n garian  economy. It begins 
w ith  “H ard  a n d  soft budget c o n stra in t” pub- 
fished by J. K ornai a t  th e  sam e tim e as his Eco­
nomics of shortage.  T he m icroeconom ic be­
hav iour o f every u n it depends on  its  capac­
ity  to  survive a f te r  exhausting  all its  finan­
cia l resources: if it does survive, th e  b u d ­
get co n stra in t is soft, if i t  does n o t th e  con­
s tra in t is h a rd . Now well know n a round  the  
world, th is  defin ition  is no t to  be  com m ented 
fu rth e r here. J . K o rn a i’s c h ap te r  is followed 
by  the  no  less fam ous article  by T am ás Bauer  
on  “Investm en t cycles in  p lanned  econom ies” . 
I ts  fam e reached  a  peak  am ong French “so­
v ieto log ists” a t  a  colloquium  h eld  in  Paris 
las t year [l] w hich  T .B au er a tte n d ed . Q uite 
a p a r t  from  w h a t was th en  d iscussed, le t me fo­
cus on two p o in ts . C onsum ption  (o r wages) 
a n d  foreign tra d e  ac t as countervailing  fac­
to rs  against th e  investm ent cycle as T .B au er de­
signed it  w ith  fo u r stages. As fa r as th e  cy­
cle is g en era ted  th rough  b argain ing  ab o u t in­
vestm ent fu n d s betw een en terp rises and  p lan ­
ners, it m u st be  regarded as a n  in n er pro­
cess of th e  H u n g arian  economy (a n d  of o th e r so­
cia list coun tries).

T .B a u e r’s thesis is, however, based  on 
d a ta  which m ain ly  do no t cover th e  p o st-1975 
period . If  we look a t  H ungarian  s ta tis tic s  in the 
la te  seventies i t  m ay  be questioned w hether in­
vestm ent h as reac ted  to  foreign tra d e  deficit 
a n d  n o t th e  o th e r  way round  [2]. In Poland, 
investm ent also  was cu t because  of th e  im­
balance in fo reign  trad e , a n d  a t  th e  begin­

n in g  of th e  eighties th is  appears to  be a  gen ­
e ra l policy th ro u g h o u t E aste rn  E urope, ex­
cep t for th e  Soviet U n ion  [3]. Investm ent o r fo r­
eign  trad e , w hich is th e  prevailing a n d  th e  
countervailing  force o f th e  cycle in p lan n ed  
econom ies today?  I t  rem ains to be analyzed  
thoroughly . A n e x t c h ap te r  by A ndrás Köves  
a n d  G áb o r Oblatk ra ises th e  sam e prob lem . 
T h e  H ungarian  foreign  trade  im balance, es­
pecially  w ith W estern  countries, was m ain ­
ta in e d  th roughout th e  seventies. F irs t, H u n g a r­
ian  term s of trad e  d e te rio ra ted . Second, H u n ­
g ary  h as  an  u n fo rtu n ate ly  high e lasticity  o f im ­
p o rts  from  the  W est w ith  respect to  changes in  
th e  na tio n a l incom e, so th a t  p lanned e x p o rts  
to  th e  CM EA increase th e  foreign trad e  im ­
balance  in h a rd  currencies. T h ird , H u n g a r­
ian  com m odities have to  face tough  c o m p e ti­
tio n  on  the  world m ark e t from  newly in d u s tr i­
alizing countries. A. Köves and  G. O b la th  call 
for a n  ad ju s tm en t policy an d  criticize its  p o s t­
p onem en t as well as a n  insufficient b rake  p u t  
on  investm ent. T h e ir  judgem en t would p ro b a ­
bly have changed som ew hat if they  could  have 
tak en  in to  account th e  au sterity  policy im p le ­
m en ted  since H ungary  jo ined  th e  In te rn a tio n a l 
M onetary  Fund (th e  d a ta  only cover th e  sev­
en ties). Anyway, th e ir  tren d  of thought seem s 
q u ite  correct.

As to  M ihály Laki,  he delivers a n  in ­
te restin g  study on th e  liqu idations an d  m erg ­
ers in  H ungarian  in d u stry  which affected 532 
en terprises a n d  coopera tives betw een 1971 an d  
1979. G enerally speaking, m ergers d id  n o t suc­
ceed in  im proving p ro fitab ility  and  in re d u c ­
ing subsidies to  m erg ing  enterprises. T h is s tu d y  
h as now been u p d a te d  [4]: growing a u s te r ­
i ty  since 1982 has m ad e  trad itiona l b a rg a in ­
ing  less workable for m oney-loosers a n d  low- 
efficiency producers. F irm s in the  red  were liq ­
u id a te d  raising th e  need  of a  new legal fram e­
w ork concerning failure an d  bankrupcy  in s ta te -  
ow ned  enterprises. A new law on b an k ru p cy  
was th u s enacted  la s t year in H ungary, p e r­
m an en t insolvency being  declared as th e  le­
gal ju stifica tion  of liq u id a tio n  [5]. French re a d ­
ers canno t be aw are  of th is even on reach ­
ing  th e  end of th is  book .

T he last p a r t  o f the  book is d evo ted  to  
fu r th e r  solutions a n d  th e ir  lim its. E rzsébet S zá ­
lai shows how b ig  enterprises did resis t re­
form s. These t ru s ts  stressed th e  th re a t  to
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th e ir  own existence which took b ir th  in  m ea­
sures favouring th e  com petition  of sm all en­
terprises. M oreover, big enterprises have lost 
th e  su p p o rt of trad itio n a l lobbies since the 
las t b ran ch  m in istries were m erged in to  a  sin­
gle M in istry  of In d u stry  in  1981. M s.Szalai as­
sum es th a t  a  new co u n te r-a ttack  of big en ter­
prises would be all th e  more unlikely the  more 
rad ical th e  reform  tu rn ed  ou t to  be in  th e  fu­
tu re .

A sound analysis of the  second economy 
is given by Is tv án  Gábor R.  Let m e only m en­
tio n  th a t  th e  g row th  of the  second econom y ap ­
p ears to  rely on a trade-off betw een a n  officially 
p lanned job , less intensive and  w ith  a  lower in­
come on th e  one han d , and  on th e  o th e r hand  
a “second” jo b  w here one works h a rd er and  one 
gets m ore m oney ou tside  the  p lan  (and  some­
tim es outside th e  s ta te  sector). W hen , as in 
H ungary, m anpow er is in shortage, people are 
used to  being h ired  twice, for a  legal jo b  and 
for a  “second” one. T he p lanned  p a r t  of eco­
nom ic activ ity  an d  th e  second econom y th en  be­
come so in te rtw ined  th a t  it m igh t be accu­
ra te  to  speak of a  “perfectly m ixed econom y” ; 
an d  th e  legalized underground  sec to r now jo in ­
ing o th e r allowed sm all business, th ey  m ight be 
called  together th e  “sm all econom y” 1 m ore ac­
curately  th an  th e  second economy.

T he last ch ap ter, by M árto n  Tardos , 
e laborates on a  wide reform ist p ro g ram  based 
on reshap ing  th e  links betw een a n  increas­
ingly indicative p lann ing  and th e  system  of in­
s titu tio n s. T his system  m ust becom e plural­
ist and  m ust diversify; it m ust com prise various 
k inds of enterprises corresponding to  different 
se ts of p roperty  rig h ts  in the fu tu re . M .Tardos 
suggests bringing in to  the  H ungarian  experi­
m en t aspects of w orkers’ self-m anagem ent. He 
also advises c rea ting  new holdings w hich would 
share  in th e  cap ita l of S tate-ow ned enterprises 
an d  would be s tim u la ted  by th e ir yield . These 
holdings would be allowed to  found  new en te r­
prises or to  close dow n old factories. T he se t­
ting  up  of a  netw ork of decentralized com m er­
cial banks com peting  in cred it su p p ly  would 
be th e  first step  tow ards a  genuine two-level 
banking  system . T h e  increase of Socialist en­
trepreneursh ip  w ould help to  tie  to g eth e r the 
patchw ork of suggested  reforms. T he sec­

1 As we used it in [6]

o n d  stage  which has developed  since 1985 does 
n o t  look so far from  som e of these ex p ec ta tio n s . 
T o p  m anagers are now elected  by th e ir  em ploy­
ees, bonds are issued, ex p erts  are guessing on 
th e  p a tte rn  of fu tu re  m ark e ts  for la b o u r  a n d  
fo r cap ita l (stock m ark e t a n d  second h a n d  m a r­
ket fo r m ateria l m ean s of p ro d u c tio n ), b a n k ­
in g  reform  is on the  trac k s . T he patchw ork  is all 
th e re , b u t it has still n o t  been  tied  tog e th e r: en­
trep ren eu rsh ip  and  r isk -tak in g  are n o t y e t the  
m o st com m on behav iour.

Concluding th e  book, X .R ichet assesses 
th e  H ungarian  p a th  as being  a  one-w ay av­
enue. Of course, sev era l h indrances p reven t 
H u n g ary  from becom ing a  genuine m arket econ­
om y including the ro le  of th e  Party, th e  m em ­
b e rsh ip  to  the CM EA , ind iv idual b e h av io u r— 
b u t  if we can speak of a  H ungarian m odel, it 
is n e ith e r  the  plan, n o r  th e  m arket, b u t  som e­
th in g  in  between. A rea lis tic , p ragm atic  a n d  a d ­
ju s ta b le  hybrid.

In my opinion, there  was in France 
a  basic  need for know ledge abou t th e  H un­
g a ria n  experim ent. F o r a  first h a n d  know l­
edge gathered  in H u n g a rian  econom ists’ w rit­
ings. T he need is now p erfec tly  satisfied. Since 
th e n  th e  economic re fo rm  h as continued on  its  
p a th .  Indeed, a  French  review 2 in a  recen t is­
sue, tr ie d  to  update  F rench  lite ra tu re  on th e  sec­
o n d  stag e  of H ungarian  econom ic policy a n d  re­
form . Inasm uch th ere  is a  gap  betw een th e  re ­
form  rhetoric  and w h a t is actually  h a p p e n ­
ing , by the  end of th e  e igh ties a  new u p d a te d  a p ­
p ra isa l of the H u n g a rian  p a th  will be neces­
sary. I hope it will b e  carried  o u t in  th e  
form  of a  collective bo o k  w ritten  by H u n g a r­
ian  econom ists and re fo rm ers, and  again  tra n s ­
la te d  in to  French. L et us hope th a t th is  is a 
tru e  forecast.

W .A N D R E F F
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SO ÓS, K .A.: Terv, kampány, pénz-szabályozás
és konjunktúraciklusok Magyarországon és Ju ­
goszláviában (P lan , cam paign, m oney-regulation  
an d  business cycles in  H ungary  a n d  Yugo­
slavia). K özgazdasági és Jogi K önyvkiadó- 
K ossu th  Könyvkiadó, B udapest
1 9 8 6 . 5 3 3  p .

Introductory remarks, evaluation
T h e  book of K.A. Soós  is a  m onu­

m ental work. According to  th e  description 
of its  su b jec t by th e  au th o r i t  is “a  cycle- 
o rien ted  analysis of th e  econom ic m echanism  
an d  a  m echanism -oriented  analysis of the  cy­
cles” in  th e  soc ia list—first of all th e  H ungar­
ian  an d  th e  Y ugoslav—m echanism s.

In his research  work— as Soós writes— 
th e  basic sim ilarity  in the  cyclic fluctuations 
of th e  socialist econom ies p ro m p ted  him  to re­
consider th e  ways of operation  o f these eco­
nom ic system s, th a t  is in a  w ider sense, their 
econom ic m echanism 3 . He h a d  to  find those

3 L et us rem em ber th a t  the  1968 econom ic re­
form  in H ungary  was called “th e  new  economic 
m echanism ” a n d  in th is con tex t we were speak­
ing ab o u t th e  reform  of the  econom ic mecha-

com m on elem ents in  th e  economic m echanism s 
w hich  are  responsible fo r  creating  th e  cycles.

In  th e  course o f  h is  investigations he  
h as discovered som e new  or so fa r insuffi­
c ien tly  stressed im p o rta n t elem ents in th e  o p e r­
a tio n  of th e  socialist econom y. E lem ents w hich  
play  a  significant p a r t  in  a ll three types o f e x is t­
ing  socialism , i.e in  th e  system  of d irec t p la n  in ­
stru c tio n s , in th e  sy s te m  following th e  “im ­
pro v em en t” reform s, a n d  in the  sy s tem  af­
te r  th e  “tru e ” re fo rm s. These are: cam­
paigns as a means of mobilization; the in s t ru ­
m e n ts  of the so-called semi-monetary  restr ic­
tions and, linked to it, the role of the F in a n ­
cial Planner; the inelasticity  of supply; and, f i ­
nally, the lags due to the shortage economy.  
T h e  a u th o r has also c rea ted  new e lem ents in 
th e  theory  of cycles. T h is  has been achieved 
n o t only through th e  im p o rta n t p a r t th e  above- 
m en tioned  elem ents p lay  in  his ex p lan atio n  of 
cycles b u t also by open ly  raising a n d  th o r ­
oughly  investigating  th e  question to  w h a t ex­
ten t investm ent cycles o f the H u ngarian  an d

nism . L .A ntal desc rib es the  concept o f eco­
nom ic m echanism  in  a  broad  sense as fol­
lows: “I use th e  co n cep t of economic m echa­
n ism  or operation  m odel of the econom y . . .  in 
th e  original, b roader sense. In add ition  to  p la n ­
n ing , th e  system  of financia l in terests a n d  re g u ­
la tio n , and  the  in s titu tio n a l system  of en te rp rise  
o rg an izatio n  an d  c o n tro l— which jo in tly  re p re ­
sen t th e  system  of econom ic m anagem en t— in 
m y opinion it also includes the m echanism  of 
top-level decision m ak in g , the inform al re la ­
tio n s am ong econom ic con tro l o rganizations, so­
cia l bodies and en te rp rises , as well as th e  a c tu a l 
d ivision of decision possib ilities am ong th e  var­
ious decision-m aking levels.

I t  im plies fu rth erm o re  the  system  of h o rizo n ­
ta l  en terprise re la tio n s , the  in stitu tio n  of the 
m ark e t, and the  co n d itio n s of control a n d  in te r­
ests  w ith in  the  en te rp rise . A well defined sys­
tem  of in terest a n d  pow er relations, a n d , fi­
nally, au tom atism s a n d  th e  nom rs of b ehav iour, 
reac tions and  a d ju s tm e n t—considerably influ­
enced  by these fac to rs— are in the background  
of these, as p a r t of th e  m echanism . In  a  given 
p e rio d  the  operation  o f a n  economy can  be ch ar­
acterized  by the  (reproducing) elem ents o f all 
th ese , showing re la tiv e  stab ility .” [l]
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Yugoslav econom y can  be considered  business 
cycles.

T he analyses of Sods have been, in a  n a r­
row sense, based  on the  facts of the  H ungar­
ian  cycle betw een  1968 a n d  1980, as well as 
on  th e  cyclic fluctuations in Yugoslavia be­
tween 1955 a n d  1980.

In ad d itio n , he largely relies on the  facts 
published  in  th e  book by T am ás Bauer  [2]. 
For exploring  th e  role of th e  F inancia l P la n ­
n e r he p u rsu ed  some archival research, ex­
am ining th e  p ractice  of th e  N ational B ank 
of H ungary in  th e  1950s. W ith  respect to 
H ungary  a n d  Yugoslavia he intensively s tu d ­
ied  th e  lite ra tu re  of the  daily  p ress an d  p u b ­
lications of th e  party. His work is counter­
part to the book of T .B auer .  Carefulness, ap ­
p recia tion  of th e  facts, endeavours to  achieve 
th e  g reatest possible p robative  force, even if 
they  have requ ired  m eticulous work, are sim­
ila r features of b o th . S im ilar efforts a t ex­
ploring the  works so fa r w ritten  ab o u t their 
sub ject can  be found in them . New con­
cep ts and  theorem s unfold from  th e  innum er­
able d a ta , q u o ta tio n s and  concurren t presen ta­
tions. New d e ta ils  of th e  m icro- an d  m acro­
economics of th e  socialist econom ic system  ap­
p ear in th e  vast volumes. T hese  a re  present 
to  such an  e x ten t th a t the  t itle  given by Sods 
to  the  first p a r t  of his book consisting  of four 
p a r ts  is “M icroeconom y”, a n d  th e  second p a rt 
is en titled  “M acroeconom ic regu lation : invest­
m en t cycles” . T hey  are so pow erfully presented  
th a t  in the  la te s t series of tex tb o o k s on politi­
cal economy of th e  B udapest K arl M arx Univer­
sity  of E conom ics— w ritten  in a  new sp irit— the 
volume e n titled  “T he theory of socialist econ­
om y” describes, in its p a r t on m acroeconom ic 
in te rre la tions, th e  system  and  cycles of invest­
m en t on th e  basis of the  books of T .B au er and
K.A.Sods, a n d  com bines th e  cycle in te rp re ta ­
tions of th e  two au thors . T he p a r t  on m icroe­
conom ics, however, contains less of th e ir  ideas. 
I t  also includes th e  concept of p lan  bargain in­
ven ted  by T .B a u e r  and  the  claim  th a t, be­
side the  b reak ing  down of p lans, th e  m ethod 
of sum m ing u p  th e  p lans can  also be found. On 
th e  o ther han d , e.g. the  com prehensive analy­
sis of Sods a b o u t th e  defects of econom ic con­
tro l carried o u t th rough  p lan  in stru c tio n s is no t 
included— w hereas, in my opinion, it would de­
serve m en tion ing—and the  F inancia l P lanner

a n d  m obilization a re  also no t dealt w ith . (See
[3])

The book  of K .A.Sods is a  w ork diffi­
c u lt to  read. T h is  is due p a rtly  to  h is in d u c­
tive approach, th e  rich  m ateria l of fa c ts  and  
endless num ber o f references, p a rtly  to  th e  au ­
th o r ’s style of reason ing , of a rranging a n d  w ord­
ing his ideas. He o ften  gets so a b so rb ed  in 
his d ispu tative  m e th o d  of th ink ing , th a t  he 
fails to  notice th a t  th e re  are too m an y  tw ists 
in  his tra in  of th o u g h ts  and he d eals th e  en­
em y too m any blows. A nother fau lt is fre­
quen t digressions from  th e  subject. He is u n ­
able to  resist th e  new  ideas em erging ag a in  and  
again  in the  c o n te x t of the sub ject ju s t  dis­
cussed. He h im self never loses sight of th e  essen­
tia ls of the  “m ain ” question  and re tu rn s  to  i t  de­
sp ite  th e  tw ists, side-blow s, and d igressions, b u t 
one m ust be a reso lu te  reader to be ab le  to  con­
c en tra te  to  th e  very end on w hat is a c tu ­
ally th e  m ain issue.

T he fact we have to p u t in to  th e  o th e r 
p la te  of the ba lan ce  is th a t Sobs’s inquiries 
are  fascinating. W hy  is it impossible to m a n ­
age the economy merely by plan instruc tions?  
What is the fu n c t io n  of money in the social­
ist  economies, in what sense can we speak about 
commodity production? In what sense does a 
market exist, does it exist at all? W hy do 
these economies impel themselves again and 
again until  reaching sharp tensions? W hy do 
the leaders forget the damages caused by ear­
lier swings of economic f luctuation and the dif­
ficulties of turning back? Are the cycles of these  
economies investm ent  cycles or of a more u n i ­
versal nature? Is it possible to eliminate shor t­
age by the curbing of demand?

Sods inquires in  a  lively m anner. W hy 
d id  th is or th a t  h ap p en ?—he asks. His cu ­
riosity  makes h im  approach  the su b je c t, i.e. 
th e  “h isto ry” of th e  recent past a n d  p resen t 
as closely as possib le. His book is a n  in ­
valuable treasury  of th e  facts of th e  H u n g a r­
ian  and  Yugoslav econom ic m echanism s follow­
ing the  reform. (Such is also th e  boo k  of 
T .B au er with resp ec t to  the  facts of th e  m ech­
an ism  of the H u ngarian  economy p rio r to  1968 
a n d  of the  o th er sm all CMEA cou n tries  gov­
erned  by p lan  in s tru c tio n s , as well as th o se  of 
th e  Soviet U nion’s m echanism .) Sods, to o , con­
sciously utilizes th e  advantages inheren t in  com ­
parison: things w hich can  only dim ly be  seen
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in th e  econom ic op eratio n s of one c o u n try  may 
sh arp ly  a p p ea r in  th a t  of an o th er one. He re­
sp ec ts  th e  fac ts  like B auer, b u t has less re­
sp ec t for theories w hich are invetera te  o r in  the 
process of becom ing  invetera te, an d  even less for 
h is colleagues. In  certain questions he sharply 
takes issue precisely with T.Bauer,  fu r ther­
more  with János K  ornai from the Hungarian  
economists, and fro m  among the Yugoslavs pri­
marily  with Á leksander Bajt  and Branko Hor- 
vat.

T hus, i t  is n o t by chance th a t  m o st of the 
questions se lected  fo r p resen ta tion  in  th e  follow­
ing  belong to  th e  m ost controversial sub jects 
in  econom ic l ite ra tu re  dealing w ith  p lanned 
econom ies.

Review

(Plan)  Soos is unable to  a b id e  by the 
su b jec t he has originally  set for him self, nam ely 
th e  socialist econom y a fte r the “tru e ” reforms, 
since w hat h a s  been  said  ab o u t th e  economy  
managed by plan instructions  is considered  by 
h im  in ad eq u ate  a n d  insufficient su p p o rt.  The 
sy s tem  of p lan n ed  economies is n o t identi­
cal w ith th e  sy s tem  of the  p lan  in stru c tio n s— 
he  claim s in  th e  criticism  of B a u e r’s book— 
, for some e lem ents of the  m arket econom y, as 
well as m echanism s of m obilization also  play im­
p o rta n t p a r ts  in  it .  T he e lem ents o f m ar­
ket econom y— w hich m ight be called horizon­
tal  exchange re la tio n s— and m ob iliza tion  are 
needed because  a n  economy can n o t be  oper­
a te d  m erely by  in structions; in p rac tice  a  com­
m an d  econom y w ould be unable to  function, 
a n d  is a  m erely  th eo re tical stru c tu re .

T h e  a u th o r  discusses n ine— in te rd ep en ­
d e n t—defects of m anagem ent by  p lan  instruc­
tions, owing to  which th is mode of o p era tio n  re­
qu ires com plem enting .

1. T h e  nu m b er of deta ils significant 
for th e  econom y exceeds th a t of th e  p lan  in­
stru c tio n s, hence, m ore or less im p o rta n t de­
ta ils  of th e  econom ic activ ities rem a in  w ith­
o u t regu lation .

2. T h e  various p lan  ind ica to rs o f an en­
terprise  m ay o ften  be contradictory , owing to 
purely  technical difficulties of p lan n in g , or to 
conflicting in te res ts . Also the  p lans of differ­
en t enterprises o r sectors can be in  contradic­
tion  w ith  one an o th er.

3. No app ro p ria te ly  form ed incentives 
can  ra tio n a lly  be connected  to  levels of ful­
film ent o f the  various in d ica to rs . In p rinci­
ple, for th e  sake of consistency  of th e  n a ­
tio n a l econom ic p lan , 100 percen t ought to  
be th e  fe tish  a t the  level o f  enterprise in d i­
cato rs, b u t  in  the  case o f underfuffilm ent th is 
w ould cause  immense dam ages.

4. E laboration  a n d  subsequent m odifi­
ca tio n  of th e  p lans is a n  excessively cum ber­
som e a n d  slow process, even for m erely techn i­
cal reasons.

5. T h e  criteria  of en te rp rise  decisions in ­
d u ced  b y  instructions a re  specifically d is to rt­
ing. (For instance, if th e  p roduction  t a r ­
get of n a ils  is prescribed in  term s of pieces, 
th e  en terprise  will prefer to  p roduce the  sm all­
est possib le  types, b u t if i t  is determ ined in 
weight, th e  greatest possib le  ones will be p re ­
ferred .)

6. Owing to  th e  efforts of en terprises 
to  b u ild  up  reserves, th e  p la n  m ust be t ig h t­
ened  th o u g h  it is r a th e r  difficult to find th e  
rig h t m easure  of doing so. T h e  au th o r claim s 
th a t  in th e  Stalin  era  th e  ta rg e ts  were in gen ­
eral too  tight, and afte rw ard s too loose.

7. Hence, d ev ia tio n s from  the  p lan s 
necessarily  occur and  i t  is difficult to  h a n ­
dle th em , owing to  th e  p rob lem  described in  
ite m  4. In some areas sh o rtages , in o thers su r ­
p luses m ay  come ab o u t.

8. T he superv isory  au th o ritie s  a re  ab le  
to  fight against the e n te rp rises’ efforts a t  low­
ering  th e  p lan  targe ts acco rd ing  to item  6 only 
by  m ain ta in ing  the  “basis p rincip le” .4 A t e n te r­
prise  level th is results in  th e  w ithholding of p e r­
form ance.

9. The enterprises are  in terested  ne i­
th e r  in  too  low, no r in  to o  h igh perform ance. 
T h u s , th ey  avoid risks, th e ir  propensity  to  ven­
tu r in g  is fairly poor.

(Campaign)  L et us, for the tim e b e ­
ing , fo rg et abou t the  m ark e t, and , a fte r th e  p lan  
le t us, as the  a u th o r d id , first deal w ith mobi­
lization.  As w ritten  by  th e  au thor, m obiliza­
tio n  o r cam paign—in c o n tra s t  w ith th e  b reak ­
ing  dow n of plans an d  to  th e  m arket—is n o t a  
specific m ode of econom ic operation , b u t  a  p h e ­
nom en o n  of the p o litica l sphere. T h e  ro o t

4 M eaning th a t an  increm ent over th e  base- 
y ear h a s  always to  be a tta in e d . E d .note.
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of econom ic m obilization  is to  m ake the  n a ­
tiona l econom ic ta rg e ts  th e  objectives of society. 
T he m em bers of society are p ro m p ted  no t only 
by form al, codified tools of regulation , b u t also 
sum m oned a n d  p u sh ed  in  inform al ways to  p u r­
sue th e  ta rg e ts— th is is m obilization . T he cru­
cial fink in  th e  chain  of m obilization  are th e  en­
terprise  m anagers. T hey b ear th e  responsibil­
ity  to  s ta te  a n d  p a rty  organs for observing the 
ever cu rren t watchw ords and  objectives of m obi­
lization. C en tra l m anagem ent im p a rts  its  cur­
ren t preferences a n d  th e  weight of the  prefer­
ences to  lower m anagem ent by  th e  a id  of mo­
bilization. T h e  m echanism s of m obilization  are 
su itab le  for m itig a tin g  the  nine types of defi­
ciency of p lan -instruction  m anagem ent. Sev­
eral aspects of th is were discussed already in 
p a s t decades by  researchers of th e  socialist econ­
omy. Sods refers to  th e  works of Bendix,  
T.Berend, Berliner,  Grossman, Kalinin, K o ­
m á i  and Wiles.

T he m erit of th e  book “P lan , cam ­
paign, m oney” lies in system atiza tion  an d  in 
th a t  it sep ara tes  th e  perm an en t elem ents of 
m obilization  (e.g. im provem ent of p lan  dis­
cipline) from  th e  variable ones. T he cam ­
paigns a re  c rea ted  by th e  la tte r , and  it is to 
th e  cred it of th e  a u th o r  th a t  he draws a tte n ­
tion  to  th e  role played by cam paigns in th e  eco­
nom ic m echanism . T he word “cam paign” in the  
title  of th e  book is n o t by chance. In th e  opinion 
of Soos, for in stance, the  ascending line of in­
vestm ent cycles in th e  socialist economies can­
no t be u n d erstood  w ithout th e  concept of cam ­
paign. Every new spaper-read ing  citizen of the  
socialist countries knew ab o u t th e  cam paigns 
even before th e  book of Sods h a d  been  p u b ­
lished, as shortage was also well known by ev­
ery consum er before K o rnai’s book [4]. T he dis­
covery of cam paign  as a  political in strum en t, 
ju s t  as th a t  of chronic shortage, belong to the 
types of discovery such as “th e  k ing is naked” . 
We knew th e  phenom ena b u t b egan  to  look con­
sciously for th e ir  role in th e  theory  of so­
cialist econom y only since th e  works dealing 
with them  by Sods an d  K ornai had  been p u b ­
lished.

(Money, market,  horizontal exchange 
relations) It is also no t by chance th a t the 
word money  can  be found in th e  title . Here— 
concerning th e  discussion a b o u t the role of 
m oney or m ark e t, th e  characteris tics of com­

m odity  p roduction— th e  w riter of th e  review 
is in  a  m uch m ore difficult position  th a n  she 
was in  th e  case of p lan n in g  or the  cam paign . 
T h e  p a r ts  w ritten  a b o u t th e  role of m oney 
a n d  th e  Financial P la n n er co n stitu te  a  sep a ra te  
book w ith in  the  book. T h e  a u th o r deals w ith  
th em  on m ore th an  one h u n d red  pages. He op­
poses th e  w idespread op in ion— stem m ing from  
W lodim ierz Brus— accord ing  to  which th e  so­
c ia lis t economy can  be d iv ided in  two sep a­
ra te  spheres: in one of th e m  (in ter-en terp rise  re ­
lationsh ips, re la tionsh ips betw een th e  e n te r­
prises an d  the  s ta te )  th e  ro le of m oney is p a s­
sive, in the o th er one ( th e  m arket of con­
sum er goods and  of lab o u r) i t  is active. Sods 
finds no fundam ental difference betw een the 
twoo spheres b u t  only som e in degree a n d  fa­
n a tically  searches for th e  signs of m oney’s ac ­
tiv ity  in the  sphere w here i t  is deem ed p as­
sive. In the m ain  line th e  discussion is re­
la te d  to  chronology: th e  system  of d irec t p la n ­
ning, th e  “im proving” reform s, the  sy s tem  af­
te r  th e  “tru e” reform s.

W ith  regard  to  th e  system  of d irec t p la n ­
n ing  he successively deals w ith  the  early decades 
in th e  h isto ry  of the  Soviet U nion and  closely ex­
am ines the  p ractice  o f th e  N ational B an k  of 
H ungary  pursued in th e  early  1950s. T h e  role 
of m oney is discussed a long  tw o lines. O n  th e  
one h a n d  the  a u th o r p u ts  th e  question  w h a t 
m oney has to do here. He analyses th e  m acro- 
functions of money, i ts  role in regu lation ; in 
o th e r  words, why m o ney  has been main ta ined  
an d , linked to th is, w h a t th e  m icro-sphere can  
begin  w ith money. He sharp ly  criticizes th e  
th eo ry  of lim itless supply  of money, firs t of 
all th e  views of Holzmann, Wiles a n d  K o r ­
nai.  On the  o th er line h e  jo in s  the  in s titu tio n a l­
ist school of thought earm ark ed  by the  n am es of 
Berliner, Davies, Garvy, Grossman  an d  Podol- 
s k i , asking w hat th e  role of the Financial P la n ­
ner  is. Soós deem s th e  p a r t  played by fin an ­
cial in stitu tio n s in  th e  system  of p lan  in s tru c ­
tions m ore specific th a n  th e  aforem entioned a u ­
th o rs  do. He speaks n o t only ab o u t p ro life ra­
tion  of the  supervisory  au th o ritie s , b u t p o s tu ­
la te s  som eone to  be “in  charge of th riftin ess” . 
T h e  la tte r ,  though only hav ing  secondary p ow er 
for assessing the  views of profitability , could, in 
certa in  periods— called “sem i-m onetary  re stric ­
tio n s” by Soós—keep th e  co n d u cto r’s b a to n  in 
his han d s. In such pe rio d s th e  F inancia l P lan -
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пег can  strongly  d irec t the  econom y in  oppo­
s itio n  to  th e  n a tu ra l  aspects an d , by  ob tain­
in g  cam paign  as a  too l, he becom es th e  power­
fu l p ro tag o n ist o f th e  restrictive p e rio d .

In  th e  op in ion  of Soós, in  th e  wake of 
th e  reform s a im ed  a t  “im provem ent” , within 
th e  system  w hich h as  even so fa r b een  a  “h e t­
erogenous” one, th e  p roportions have  changed: 
th e  role of th e  h o rizo n tal exchange relations, 
o f m oney an d  of th e  F inancial P la n n e r  some­
w h a t increased. T h is  is, however, a  final re­
su lt  which has com e abou t by deg rad a tio n  
o f th e  earlier g re a te r  change. M ore radical 
changes of p ro p o rtio n s  can be experienced  in 
th e  wake of th e  “tr u e ” reforms , in  th e  Yu­
goslav economy su b sequen t to  th e  reform s and 
in  th e  H ungarian  econom y following th e  1968 
reform . T he chief sign of th e  m odified  pro­
p o rtio n s  in  Soós’s opinion is th a t  th e  finan­
c ia l system  accep ts th e  financial consequences of 
th e  cen tral in s tru c tio n s  w ith d im in ish ing  elas­
tic ity  and  th a t— if w ith  a  nu m b er o f excep­
tio n s  and  financial d iscrim inations— som e nor­
m ativ e  financial reg u la tio n  does ex is t.

(Microeconomics?)  In th e  a u th o r ’s opin­
io n  all the  th ings sa id  ab o u t p lan , m obilization , 
horizon tal exchange relations, m oney, bring 
a b o u t, in com bination , a specific m icroeco­
nom ics. U nfo rtunate ly , it is n o t a  system atic  
m icroeconom ics. As a  m a tte r  of fact, i t  is ques­
tionab le  w hether th e  “heterogenous” economies 
b u ilt  up  of p lan s , m obilization, a n d  m arket 
c an  have a  m icroeconom ics in d ep en d en t of the 
m acroeconom ics. As characterized  b y  Soós, mi­
croeconom ics co n ta in ed  in his book  is b u t the 
a rsenal of th e  m ean s an d  the m ed iu m  of imple­
m en tin g  the  in ten tio n s of planning. W h a t are 
th e  m eans th e  cen tre  uses for con tro l a n d  in ter­
vention  and w h a t a re  the  outcom es of the  in­
terven tion  it m ay  expect?—these a re  th e  ques­
tio n s  which in te re s t th e  au thor. H is book con­
ta in s  as m uch of m icroeconom ics a s  to  pro­
v ide sufficient b a sis  for dealing w ith  th e  cy­
cles, he claims.

We do agree w ith  this. O u r ob jec tio n  is, 
however, th a t  th e  p a r ts  of the m icro-sphere  dis­
cussed  in his book a re  no t sufficiently system ­
a tic . From  p a r t  I, called  m icroeconom ics, im­
p o r ta n t  m icro-in terrelations have b een  left out 
a n d  shifted  to  o th e r  pa rts , so th a t  they  are 
n o t  em phasized in  accordance w ith  th e ir  im­
p o rtan ce. Such are: lags because of short­

age economy; rigidity, i.e. inelasticity of sup­
ply; the concept of “choice” of demand, and se ­
lecting its best parts by supply; finally,  rela­
tive effectivity of the l im its of resources.

(Tensions, campaign, cycle) In  his in ­
te rp re ta tio n  of cycles Soós lays g reat stre ss  on  
th e  sh a rp en in g  of tensions subsequent to  p a ss­
ing th ro u g h  th e  p o in ts  o f equilibrium  along 
th e  upw ard  or dow nw ard curves of th e  cy­
cle. W hy does th e  accelera tion  or slowdown 
of g ro w th  no t sto p  a f te r  passing  th rough  th a t  
p o in t?  W hy does c en tra l m anagem ent let 
th e  tensions, a lready perceived, sh a rp en  fu r­
th e r  on , i.e. why is there  a  positive feedback?— 
th is  is one of his chief questions. In his o p in ­
ion negative feedback, e lim ination  of tensions 
needs no  exp lanation . I t  is a  “cosm ic”— an  any­
w here a n d  any tim e valid— law of com plex sys­
tem s th a t  from  tim e to  tim e they  lose th e ir  b a l­
ance. And it is a lso a  law of th e ir  regu­
la tio n  th a t  th e ir equ ilib rium  has to  be  re­
gained (resto red)— th is  is called  “negative feed­
back” . W h at needs ex p lan atio n  in  th e  invest­
m en t cycle is the  p o sitive  feedback, nam ely, why 
a  “large” swing com es a b o u t instead  of a  l i t ­
tle  tiltin g  over, why cen tra l economic m an ­
agem ent allows a n  excessive sharpen ing  of th e  
tensions— Soós w rites.

He finds th e  reaso n  to  a  m inor p a r t  in th e  
phenom enon of th e  so-called lags due to shor t­
age economy , to  th e  m a jo r  p a r t in th e  p a rtic ­
u laritie s  of cam paign as a  m eans. C en tra l eco­
nom ic m anagem ent— as a  resu lt of lags caused  
by  shortage  econom y— can  influence th e  ac ­
tu a l  processes only w ith  th e  delay caused by 
th e  long lead tim es cu sto m ary  in th e  econ­
omy. T his is tru e  in th e  case of regu la ting  ei­
th e r  d em an d  or supply, b o th  upw ard a n d  dow n­
w ard . Upw ards th e  tim e of delivery “form s a  
w all” against the  in ten tio n s for a  while, dow n­
w ards th e  orders still to  be fulfilled slow down 
th e  advancem ent. Such lags in th e  invest­
m en t process caused by  shortage econom y in 
H u ngary  and  Yugoslavia m ay be betw een six 
m o n th s and  one year. T h e  annual d a ta  re ­
flect th e  rule in such a  way th a t  the  invest­
m en t perform ance alw ays depends on th e  po l­
icy of th e  preceding year.

Delays of th e  sh o rtage  economy in  i t ­
self do  no t explain th e  cycle, since cen tra l 
m anagem en t—know ing th e  ex ten t of delay— 
could , in principle, in te rfere  w ith th e  p ro ­
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cesses, so th a t  sharp  tensions could be avoided. 
T he tool u sed  by m anagem en t for in terven tion , 
nam ely th e  cam paign, m akes the  large sw ings 
a lm ost inev itab le. As described by Sods, th e  
psychosis a n d  perem p to ry  n a tu re  of th e  cam ­
paign  h inders th e  recognition  of the  danger 
b ro u g h t ab o u t precisely by  th e  policy p u r­
sued. I t  prevents th e  leaders from  rem em ber­
ing a n d  from  taking in to  account th a t  such poli­
cies h a d  led in the  p a s t—perh ap s even m any  
tim es— to  very unfavourable results. Owing to  
th e  delay caused  by th e  shortage economy, in i­
tia l favourable outcom es of th e  cam paign only 
ap p ea r six m onths o r a  year a fte r it h a d  been  
s ta rte d . T hese m ight be  in  th e  case of re­
s tra in t a  certa in  re sto ra tio n  of balance, or, if 
the  objective has been grow th, some accelera­
tion. C en tra l m anagem ent becom es abso rbed  
in th e  cam paign and  responds to these early  re­
su lts  w ith  fu rther, m ore determ ined m easures. 
T h is is th e  positive feedback which is dem on­
s tra te d  by  th e  a u th o r w ith  g rea t plasticity, re­
ferring  to  th e  facts of the  H ungarian econ­
omy in  th e  1970s.

He also calls a tte n tio n  to the  fact th a t  
there  are  som e ex p erts  in the  p lanning an d  
th e  financial staff who “rem em ber” an d  who 
give us th e  warning th a t  a  psychosis linked ei­
th e r  to  g row th or to  restric tio n  leads to  evil ef­
fects. T h e ir  warning is, however, like wa­
te r  off th e  d uck’s back. T h e  investm ent process 
of th e  p lanned  econom ies proceeds w ith a  b lin d ­
ness sim ilar to  th e  business cycles of th e  c ap ita l­
ist econom ies tow ards th e  peak  or the  trough . 
According to  Sods, in  th e  case of the  p lanned  
econom ies blindness is caused by a psycho­
logical phenom enon, by “getting  abso rbed” . 
In  his opin ion “the fact  that central m anage­
m ent becomes absorbed in the specific psychosis  
of the campaign and loses its capacity of fo re ­
sight, mus t  not be considered more than a m i s ­
take difficult to avoid, and a powerful ten ­
dency ”. T hus, cam paign as a  m eans is n o t nec­
essarily  accom panied  by zealot>c fa ith . “T h e  de­
velopm ent of the  Soviet U nion a fte r W orld W ar 
II, an d  th a t  of Czechoslovakia in the  1970s, 
which were free from  significant fluctuations 
of investm ent, show th a t  finally such a  m is­
take is avoidable” —says th e  a u th o r.(p .209)

In m y opinion th e  discussions in “P lan , 
cam paign, cycle” leave it uncleared, an d  do 
no t even ra ise  the  question  w hether th e  “m is­

take” can  be  avoided by some k in d  of a  m oder­
a te  cam paign  or by dispensing w ith  the  m eans 
of a  cam paign . I would ra th e r  choose the la t­
ter. I believe— in  con trast w ith  th e  s ta tem en ts 
of Sods— th a t  overdoing a  cam paign  is a  po lit­
ical, no t a  psychological phenom enon . Exag­
geration follows from  the  fact th a t  a  cam paign 
is a  rough m eans of politics w hich  is no t su it­
able for fine tun ing . C am paign  is, by defini­
tion, zealo tic  fa ith . D uring th e  p e rio d  of a  cam ­
paign it  is on ly  allowed to  pay  a tte n tio n  to  
the goals o f th e  cam paign. T h e  cam paign 
prom ises th a t  th ings will take a  tu r n  for thé  b e t­
ter, if we observe th e  curren tly  prevailing  eco­
nomic gu idelines, if we ad ju s t o u r  views “to the  
b e tte r” . T im e  has come to  m ake i t  c lear: if  cen­
tral m an a g em en t  does not w ant  tensions in 
the economy to sharpen from t im e  to time, it 
must abandon this tool. T h is  is, of course, 
no t a t a ll sim ple, for it can  renounce cam ­
paign b o th  in  favour of a  stro n g -h an d ed  p lan ­
ning (see th e  Soviet or Czechoslovak instances 
quoted), a n d  in  favour of th e  m ark e t. In the for­
m er case, owing to the defects of planning 
found by Sods, o ther leaks will open . The la t ­
ter p a th  is u n tro d d en  w ith re sp ec t to  invest­
m ents a n d  requires the  so lu tion  of the  h a rd ­
est questions of the  reform , nam ely, of capi­
ta l flow a n d  property .

(Negation  of the theorem ,o f  “perma­
nent over-inves tm ent” and “perm a n en t  excess- 
demand”)  In  these questions Sods opposes 
B auer a n d  K ornai and  tries to  re fu te  these p re ­
cepts th ro u g h  several lines.

His a rgu m en ta tio n  easiest to  follow— 
and  n earest to  th e  em pirical level— is addressed 
to B auer, linked  to  th e  descending curve and the  
trough of th e  investm ent cycle. In  B a u e r’s opin­
ion the  tensions in th e  dow nw ard b ran ch  do no t 
decline to  zero  a n d  do no t a t  all tu r n  in to  the  op­
posite d irec tio n . T he slackening of tensions is 
no t followed by a  process in th e  opposite  d i­
rection, sh a rp en in g  the  tensions (i.e. the  cycle 
is no t sy m m etrica l), m erely th e  slackening ten ­
sions give a t  a  certa in  poin t free scope to the as­
cending tren d s , i.e. to  the  h u n g e r for invest­
m ent. According to Soós, in contrast , the bot­
tom turning point of the cycle is character­
ized not by a slight universal excess demand— 
as compared to the chronological average— but 
by excess demand linked up with  lack of de­
mand. In  som e  areas excess demand,  and . in
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others a lack of demand can be found .  In ad d i­
tio n , th e  degree of th e  fo rm er can  only be m od­
e ra te , while th e  ex ten t of th e  la t te r  m ay cause  
som e tension . T he a u th o r  th inks th a t th e  
“inconveniences” caused by th e  lack of d e ­
m an d  in  th e  a rea  of co n stru c tio n  and  th e  for­
eign trad e  in  m achinery  w ith  socialist coun­
tries, th e  tensions and  unu tilized  capacities a ris­
ing in  th ese  areas, force th e  cycle to  tu rn  u p ­
w ards. T h u s, in his opin ion, th e  po in t is n o t 
only th a t  th e  tensions of foreign trad e  and  ex­
cess d em an d  bring  a b o u t a  sp irit of “H u r­
rah! We can  grow again!” in th e  m a n ­
agem ent, b u t  tensions in  th e  opposite d irec ­
tio n  becom e sensible, w ha t is m ore, grow w or­
rying.

R elying on th e  calculations of 
T am ás Szira  an d  Eva Ehrlich,  Sods a tte m p ts  
to  re fu te  th e  thesis of over-investm ent too, op ­
posing th e  views of T am ás B auer, János K o­
m á i a n d  Dom enico M ario  N uti.  I will n o t 
deal w ith  th is . B u t le t u s  briefly touch u p o n  
th e  p a r t  o f th e  d iscussion where he strives 
to  answ er th e  question  whethei— under other­
wise unchanged condit ions— the shortage char­
acter of economy would cease by increasing the 
restriction of demand ( i .e . whether the last­
ing shortage is the result of  a permanently  over­
sized dem and).  His answ er is no. He claim s 
th a t  in th e  p lanned  econom ies in question su p ­
ply is n o t  only inelastic  in  its  stru c tu re  b u t  
also low in  qu an tity  (as com pared to the  avail­
ab le  resources). In th e  given system  it w ould 
be  an  ab su rd ity  to  globally restric t d em an d  
to  th e  level of th is supp ly  kept low in q u a n ­
tity . I t  w ould be a b su rd  because, w ith a  
global re s tr ic tio n  of d em an d , in  the  areas w here 
chronic sh o rtage  is ty p ica l it would be m iti­
g a ted , b u t  in those w here th ere  was no sh o r t­
age before th e  restric tio n  a  serious lack of d e ­
m and  would app ear. In  th e  considerations a n d  
experience of Sods, in th e  given system  such a  
lack of d em an d  would becom e unbearable b e ­
fore th e  sh o rtage  of th e  o th e r  areas would d is­
ap p ear. T h u s, shortage  is caused no t by th e  
g rea t e x te n t of p e rm an en t an d  general ex­
cess d e m an d , b u t by th e  h igh  degree of in ­
e lastic ity  in  the  m echanism s harm onizing d e ­
m an d  a n d  supply.

Concluding remarks

T he bo o k  of K.A.Sods is a  w ork  b u ilt on 
its  own laws. I t  is no t an  eclectic one. T he au ­
th o r  involves a  lo t of new elem ents in  h is expla­
n a tio n  set fo r th  ab o u t the  p lan n ed  economies. 
I have been  s triv in g  to deal w ith  th ese  appro­
priately  (th o u g h  two im p o rtan t con stitu en ts , 
nam ely th e  sem i-m onetary  re s tric tio n s  an d  the 
business-cycle ch arac te r of th e  in v estm en t cy­
cles, were left o u t of the  review ). A t th e  same 
tim e, he has th ro w n  overboard m any  ex isting  el­
em ents. Such a re  J .K o m ái’s a n d  T .B a u e r’s 
concept of th e  investm ent c o n tin u a tio n  func­
tion , the  concep ts of soft budget c o n s tra in t and 
paternalism  in tro d u ced  by J .K o m á i, an d  the 
hunger for investm ents. T he list c an  be con­
tinued by th e  m arg inal p ropensity  to  consum p­
tion  applied by A leksander B a jt to  th e  social­
ist economy, th e  concept of capacity  o f th e  econ­
omy to ab so rb  investm ents, w hich h as been 
m ade fam ous by Branko H orvat, a n d  so on. I 
have no t d e lt w ith  these, because i t  w as no p a rt 
of my in ten tio n  to  m ake justice. B u t I could 
no t avoid to  b e  seen from th e  review  th a t  the 
book “P lan , cam paign , m oney” is sy m pathe tic  
to  me. My sy m p ath y  is due to  th e  fact th a t 
in  his discussions th e  au tho r shows such  read i­
ness and  h veliness of thought, such  an  icon­
oclastic im p e tu s which, beyond  h im , can al­
m ost only be found  in H ungarian econom ic lit­
eratu re  in th e  works of Ferenc J d n o ssy .  I be­
lieve th a t,  as from  Jánossy, we sha ll also learn 
for a  long tim e  from  Sods, will again  a n d  again 
take down h is book from the  she lf a n d  re-read 
some p arts  o f it.

It w ould be nice to  m eet all th is  or a  m a­
jo r  p a rt of i t  in  cleared forms of m icro- and 
m acroeconom y, in  purely theo re tica l works. To 
tell the tru th , th e  book m ight a lread y  be more 
theoretical, b e t te r  arranged, a n d  cause  less 
trouble for th e  reader. In th is bu lky  work, a t 
least th ree  m edium -size books are h id den . It in­
cludes one book about money, one about the 
Yugoslav economy, and one about the Hun­
garian economy after 1968. I t  w ould have 
been b e tte r  to  read  abou t these su b je c ts  more 
clearly an d  separately . B u t let u s  n o t be in ­
satiable. L et us ra th e r  be g lad  th a t ,  when
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read ing  th e  book e n title d  “P lan , cam paign , 
m oney” , we can be p resen t a t  the  b ir th  of 
though ts .

J. SZABÓ
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Reviews and  criticism  of scientific books 
seldom  begin  with th e  evaluation  of style. In  th e  
p resent case, however, we have to m ake a n  ex­
ception . T he book of Jú lia  Szalai is p rom i­
nen t in affording good read ing , and  with its  p a s­
sionate  tone  well serves the  aim  of th e  au ­
th o r to  address n o t on ly  social sc ien tists or 
the  narrow  group of h ea lth  service em ploy­
ees b u t a  wider audience of in terested  re ad ­
ers.

J. Szalai’s diagnosis suggests th a t a  real 
therapy  can  only be  found  if we go beyond 
the  narrow  sphere of p ub lic  hea lth  and  investi­
gate  th e  diseases of society. T his is the  only way 
for us to  u n d e rstan d  th e  pathogenesis of cu r­
rent troub les in public  health .

T h e  m ain m essage of the  book, w hich 
is rep ea ted ly  d em o n stra ted  by the  a u th o r from  
m any aspects, can be sum m arized  in the  follow­
ing theses:

—  th e  health  service is unab le  to  come 
up  to  th e  letters a n d  sp irit of the law, i.e. 
to g ran t, w ithout lim ita tion , every H u n g ar­
ian  citizen  m edical a tte n d an c e  ap propria te  for

his or h e r  disease. (Such a  p rom ise  is in  i t ­
self irrea lis tic— a com m ent of th e  reviewers.) 
The difference betw een a c tu a l h e a lth  provi­
sions a n d  th e  dem and of those  in  w ant of 
them  is a n  everyday phenom enon a n d  a  pe r­
m anent source of tensions;

—  shortage goes h a n d  in  h a n d  w ith in ­
equality; th e re  are  sh a rp  differences in ac­
cess to  sa n ita ry  provision betw een p a r ticu la r  so­
cial s t r a ta  a n d — w hat is ac tually  proved by the  
book— betw een  types of se ttlem ents;

—  th e  backw ardness of th e  public  
h ea lth  service can, of course, also be  explained 
by the  sh o rtag e  of m oney. Like in  th e  case of 
o ther a rea s of the  non-productive  sphere, ow­
ing to  th e  residual ch aracte r prevailing in  dis­
trib u tio n , never has enough m oney been  a llo t­
ted  to hosp ita ls, o u tp a tie n ts ’ d ispensaries, in ­
strum en ts; th e  resources have becom e increas­
ingly scanty, a t  c erta in  places a n d  tim es they  
even en d an g er m ain ta in ing  th e  s ta n d a rd s  of the  
services;

—  a t  the  sam e tim e it  would be a m is­
take to  b lam e the  shortage of developm ent re­
sources for everything; in ad eq u ate  operation  
of the  c u rre n t decision m ak ing  a n d  allocation  
m echanism s are also responsib le for th e  con tin ­
ued existence of tensions.

T h u s, the  book “T h e  d iseases of p u b ­
lic h e a lth ” on  the  one h an d  generalizes our ex­
perience while on th e  o th e r  h a n d , by pre­
senting how  th is sphere is em bedded  in so­
ciety, i t  h ighlights som e in te rre la tio n s which 
were su spec ted  even so far. F rom  th e  book 
we becom e acquain ted  w ith th e  h isto ry  of p u b ­
lic h e a lth  in  th e  last 40 years. T he analy­
sis briefly reaches back to  earlier periods, too, 
bu t to  u n d e rs tan d  th e  cu rren t s itu a tio n , we 
have to  consider th e  conclusions w hich can 
be d raw n from  th e  events a f te r  1945. In 
this hero ic  period  th e  h ea lth  service was ded ­
icated  to  fulfilling m ission-like g rea t tasks, p ri­
m arily th e  fight against th e  m ost conspicu­
ous diseases linked w ith pauperism , an d  the  in­
tro duction  of free san ita ry  provision. T he p u b ­
lic h e a lth  policy of those  years was crowned 
with success which a t  th e  sam e tim e seemed 
to ju stify  th e  chosen p a th . Success was re­
flected in  th e  swift im provem ent of th e  n a ­
tional h ea lth  indicators. T h e  au th o r, how­
ever, calls o u r a tte n tio n  to  th e  fac t th a t  the  
showy d a ta  are average figures w ith  signifi­
cant d ispersion  in the  background  which, for a

14 Acta  О economica 39, 1988



396 BOOK REVIEWS

long  tim e, nobody has tak en  notice of. (G ener­
a lly  speak ing , th e  H ungarian  professional a p ­
p a ra tu s  o f san ita tio n  seem s to  be ch arac te r­
ized  by  a  certa in  lack of in te rest in  in form a­
tio n .

T h is  u n d o u b ted ly  has an  unfavourable  
effect on  th e  q u ality  a n d  efficiency of p lan ­
n in g  a n d  decision m aking.)

T h e  u nquestionab ly  significant public  
h e a lth  resu lts  of th e  p e rio d  were achieved by 
m ean s of ad m in istra tiv e  regu la tion  find b asi­
cally  in  extensive ways, in  areas where it was 
possib le  to  m ake fa st progress, by  co m p ara ­
tively  cheap  trea tm e n ts  which could  be  used 
for m ass therapy. B eside the  ap p rec ia tio n  of 
th e  achievem ents, th e  p ic tu re  we get a b o u t th e  
p u b lic  h ea lth  s itu a tio n  of the  fifties is, how­
ever, n o t a t  all rosy. It is enough to  m en­
tio n  th e  hostile  a tt i tu d e  to  physicians of th e  pe­
rio d , th e  forced in te rru p tio n  of professional con­
tin u ity  an d  trad itions . T h e  knowledge of these 
fac ts  also  helps u n d e rs tan d  th e  confusion of val­
ues in  H ungary  a t  p resen t.

I t  also m ust n o t be left ou t of account 
th a t  th e  approx im ate  correspondence betw een 
th e  needs for and  th e  perform ance of san i­
ta t io n  was also a ttr ib u ta b le  to  th e  circum ­
s ta n ce  th a t  a t th a t  tim e only ab o u t h a lf  of th e  
p o p u la tio n  was e n titled  to  free m edical t r e a t ­
m en t.

By th e  m id-1960s, following th e  e s tab ­
lishm en t of the  a g ricu ltu ra l cooperatives, th e  
n u m b er o f en titled  peop le— and, to g e th e r w ith 
it ,  th e  d em an d  for sa n ita ry  services - ,  sud ­
den ly  a n d  rocketingly increased . A gain, lack­
ing  m oney, the  ta sk  to  fill th e  gap w hich 
o p en ed  betw een th e  h e a lth  service a n d  those 
to  be  a tte n d ed  had  been  im posed on o rgan iza­
tio n  a n d  on the  ex tensive  deelopm ent of em ­
p loym en t in  the  h e a lth  service. Beside in ­
creasing  th e  num ber of beds for p a tie n ts  w ith ­
o u t m ak in g  investm ents, a  great “fea t” of o r­
g an iza tio n  was build ing  u p  the netw ork  of out­
p a t ie n ts ’ clinics/dispensaries  in o rd e r to  m it­
ig a te  overcrow dedness in the  hosp itals. A 
g re a t positive  resu lt of se tting  up  these  o u t­
p a tie n ts ’ facilities was th a t  the  p o p u la tio n  in 
th e  provinces could also  o b ta in  som e form  of 
specia lized  san ita ry  service (trea tm e n t)  in a 
m uch  m ore even d is tr ib u tio n  th an  prov ided  by 
th e  h o sp ita ls. T h e  original objective, how­
ever, h a s  no t been achieved: the  o u tp a tie n ts ’

d ep artm en ts  becam e close no t to  th e  hospi­
tals b u t  to  th e  d is tric ts ; they  cam e to  substi­
tu te  for one an o th er. Because of sca rc ity  emerg­
ing in th e  one, th e  b u rden  was sh if ted  on to 
th e  o th er one. Sim ultaneously, ta sk s  of the 
hospitals, w here th e  signs of overcrow dedness 
were a lready  visible, were fu rth er ex ten d ed  be­
yond m edical a tten d an ce . As a  re su lt of in­
sufficient services of social policy (e.g. sh o rt­
age in th e  form s of care  for th e  aged , o r  in in­
stitu tio n s  for reh ab ilita tio n ), th ey  h a d  to  per­
form  o th e r  functions, too.

T he tensions stem m ing from  th e  inabil­
ity  to  a d ju s t becam e increasingly fe lt, b u t  a  re­
th ink ing  of th e  s itu a tio n  of public  h e a lth , defin­
ing new objec tives an d  convincing society  to ac­
cep t th em  have n o t been  p u t on th e  agenda. 
T he tren d  of red is trib u tio n  of th e  n a tio n a l in­
come w hich was unfavourable for h e a lth  ser­
vices, fu rtherm ore  th e  na tional p rogram m e of 
decen tra lization  which tu rn ed  to  be  realized in 
the  form  of recen tra lization  a t  co u n ty  level, 
have led to  th e  grow th of th e  a lread y  exist­
ing regional inequalities. T he ra p id  pushing 
into the  background  of th e  “victim s” of th e  con­
cep t of co n cen tra ted  regional developm ent, i.e. 
the  so-called annexed  or assoc ia ted  com m u­
nities, is appalling . (Even though  we th ink  
th a t  the  discussion an d  a rg u m en ta tio n  deal­
ing w ith th em  is som ew hat too long in  com­
parison to  th e  size of th e  work as a  whole and 
the  problem s ra ised  by  it.)

None th e  less serious and accusing  is the 
com parison of counties (for in stance, a  figure 
of really  v ita l im portance : with re g ard  to  the 
availability  of beds for oncological trea tm e n t, a 
17-fold difference h ad  been  recorded). Such a 
degree of in stitu tio n a lized  inequality  in th e  op­
portu n ities  of recovery may, w ith  good rea­
son, depress th e  public  a tm osphere. B ut do 
the  social inequalities n o t ap p ear in  th e  same 
way in differences betw een chances of m ain ta in ­
ing and  recovering health?  Do th e  chances de­
pend on where one lives or, a t  least to  th e  same 
degree, on th e  social s tra tu m  (group) one be­
longs to? T h e  question  is raised in “T h e  dis­
eases of public  h e a lth ” b u t we feel th a t  no un­
am biguous answ er is given.

From  th e  m id-1960s on, th e  H ungar­
ian  public  h e a lth  service has reached  more 
an d  m ore th e  s itu a tio n  which J. Szalai calls a 
“historical vacuum  p osition” . Nam ely, it has
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com e to  face a  s tru c tu re  of diseases which in 
th e  m ean tim e  essentially changed  and , w ith  its  
given in s titu tio n a l netw ork, i t  is unab le  to  a p ­
p ro p ria te ly  respond to  th is  challenge. T h e  
changed  s tru c tu re  of diseases includes phenom ­
ena  like th e  shifting ra tio s  in  m orbidity  ow­
ing to  th e  growing average age, the rad ical re­
du c tio n  of in fan t m orta lity , and  the  sp read ­
ing of th e  so-called a d a p ta tio n  disorders, d is­
eases o f organs of locom otion  and  psych iatric  
diseases.

In  th e  seventies, we can  see on  th e  
one h a n d  a  growing rig id ity  of the  in s titu ­
tions o f p ub lic  health . O n th e  o th er h a n d  it 
can  be  found th a t  th e  m o n eta ry  funds avail­
able for th e  m aintenance of san ita ry  e s ta b ­
lishm ents proved to be sufficient only for fill­
ing u p  ever fewer gaps. In  th e  advanced co u n ­
tries a n  increasing share  of th e  growing n a ­
tio n a l incom e is spen t on  public h ea lth  ex­
p en d itu res . In H ungary, on  th e  contrary, th e  
share  o f s ta te  expend itu res on public h ea lth  
and  m edical provision has n o t changed in  th e  
last one-and-a-half decade; it has becom e s ta b i­
lized a ro u n d  3-3.5 percent.

In  th e  m iddle p a r t  o f the  book a  long 
c h ap te r  is dedicated  to in fras tru c tu re  a n d  th e  
new econom ic m echanism , a n d  to th e  con­
nections betw een the  two. T hough  th e  eco­
nom ic reform  has no t d irectly  affected p u b ­
lic h ea lth , th e  changes w hich cam e to pass o u t­
side o f public  health , re su lted  in a  “feedback” , 
an d  th e ir— m ostly unfavourable—effects can  be 
traced . T h e  secondary position  of th e  n o n ­
p roductive  spheres seem ed to  have becom e p e r­
m an en t. In the  allocation of the  central m one­
ta ry  fu n d s th e ir typically residual position  has 
rem ained  unchanged. T h e  trouble  is no t only 
th e  sh o rtag e  of resources b u t  also th a t sp en d ­
ing th e  available budgets was and  still is gov­
erned  by  m uch str ic te r  ru les th an  is in th e  
case w ith  p roductive  un its . T he way how th e  
a u th o r characterizes th e  s itu a tio n  is in te re s t­
ing. She says: “T he unfavourable  position  of 
the  non-p roductive  sphere is caused by its  two- 
faced s tru c tu ra l condition. T h is m eans, on  th e  
one h a n d , th a t  it s tan d s outside  of the  econ­
omy (w ith  regard  to ob ta in in g  th e  bases a n d  re­
sources for autonom ous action ). On th e  o th e r  
h and  it  m eans the  co n stra in t of p a r tic ip a t­
ing in th e  economy (from  th e  side of consum p­
tio n ).” (p . 91.) T his is w hat she elsew here

calls “close dependence w ith o u t d irec t p ro tec­
tion” .

T h is is th e  ch ap ter where she also s ta te s  
th a t ,  owing to  th e  am biguous im p lem en ta tio n  of 
the  reform  a n d , la te r on, to  th e  recen tra liz ing  ef­
forts, inequalities of th e  in fra s tru c tu re  by re­
gions a n d  se ttlem en ts have increased . In  the  
background a  “decen tra lization” can  be  found  
which has never been accom panied  by  a u to n ­
omy. In  su p p o rt of th is s ta te m en t th e  a u ­
thoress discusses in  deta il th e  councils’ or­
der of econom ic m anagem ent in tro d u ced  in  1971 
and  th e  n a tio n a l concept of developing th e  n e t­
work of se ttlem en ts  fo rm ulated  in th e  sam e 
year.

T he developm ent policy a n d  regu la tion  
system  strongly  d ifferen tia ting  betw een se ttle ­
m ent levels also resu lted  in an  increasing  con­
cen tration  in a llocating  m o n eta ry  funds to  the  
h ealth  service.

T he tension  growing m ore m arked  be­
tween m ass m edical trea tm e n t a n d  specia l­
ization is also linked to  s tro n g er concen tra­
tion. Developing specialization  is th e  con­
d ition  necessary for inh ib iting  th e  grow th  of 
H ungary’s backw ardness in th e  level of m ed­
ication, in  scientific an d  technological devel­
opm ent, in  re la tio n  to  th e  adv an ced  coun­
tries. A t th a t  tim e th e  long-te rm  develop­
m ent program m e of th e  h ea lth  serv ice still set 
the  very am bitious targ e t of closing th e  techno­
logical gap.

B ased on th e  facts p resen ted  earlie r it is 
difficult to  im agine th a t  th e  tw o ob jectives— 
i.e. a  h igh level of specia lization  a n d  im proved 
m ass trea tm e n t available to  everybody— can 
be sim ultaneously  realized. In o rder to  re­
solve these con trad ic tions guidelines were b o m  
which a im  a t th e  e lim ination  of th e  p ro b ­
lem th rough  th e  in tegration  of san ita ry  ser­
vices an d  by im plem enting  progressive t r e a t ­
m ent of the  p a tien ts . (P rogressiv ity  here  m eans 
th a t, depending  on his o r her co n d ition , th e  p a ­
tien t should ob ta in  th e  p ro p e r level / in s t i tu ­
tio n /  of trea tm e n t.)

B eing aw are of th e  inequalities in  the  
h ea lth  service, J.Szalai strongly  criticizes th is 
concept, too . Sum m arizing w ittily  he r m es­
sage she says: “We can  speak  a b o u t progres­
siveness (i.e. g radualness) of m edical a t te n ­
dance only a fte r  a  progressive im provem ent of 
the  conditions (i.e. dem ocratic  conditions, a d ­
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ju s tin g  to  people  a n d  p a tien ts  a n d  n o t d irect­
ing  them ).

A lm ost everybody  in  H ungary  
knows a  sto ry  a b o u t deficiencies of san ita ry  
services, c rea ted  p rim arily  by som e shortage; 
anger, re p ea te d  accu sa tio n s are frequen t phe­
nom ena. T he co n d em n atio n  of rew ards ( “con­
science m oney” ) accep ted  for m edical t r e a t­
m en t, of m oney-g rubb ing  and  unscrupulous 
doc to rs , a re  su b jec ts  o f everyday conversa­
tio n , of th e  p ress a n d  books. Even w ith  re­
g a rd  to  p riv a te  p rac tice  m any  questions a re  u n ­
clear. O n th e  o th e r side , the  m easures against 
“defrauders o f sick-pay” grow stric te r; th e re  are 
m an y  who cla im  th a t  th e  num ber of p a tien ts  
to  be trea te d  w hich h as  achieved a  baffling ex­
te n t (110-120 m illion  p e r  annum ) is th e  re­
su lt of g ra tu ito u s  services, of “expecting  ev­
e ry th in g  from  th e  s ta te ” . T hose who wan­
to n ly  a la rm  th e  d o c to rs  on n igh t du ty , who 
use  th e  am bu lance  cars  fo r travelling, a n d  the  
m edicine h o ard ers a re  denounced on th e  same 
basis.

T he list o f charges against do c to rs  and 
p a tie n ts  could equally  be  continued. These 
“d isto rtio n s o f b e h av io u r” are m entioned  in her 
book by  J.Szala i b u t, luckily, she does no t 
go in to  a  d e ta iled  analysis of them . T hus, 
she consistently  adheres to  her concep t, since 
th e  a forem entioned phenom ena are  n o t causes 
b u t  “m erely” consequences. T his deserves spe­
c ia l em phasis b ecau se— also according to  our 
experience— th e  m anagem en t of th e  H ungar­
ian  hea lth  service, while evading th e  substance 
of th e  problem s, is inclined  to  tre a t  th e  “e th i­
cal s itu a tio n ” as a  crucia l issue. A t least th is 
c an  be g a th e red  from  several official in struc­
tio n s and  guiding princip les.

In th e  “E pilogue” new, convincing d a ta  
b e a r  w itness to  th e  inequalities o f chances of 
h e a lth  a n d  recovery, in  th is  case as reflected in 
m orb id ity  a n d  m o rta lity  sta tis tics  a n d  in  a  so­
ciological survey m ade  in Z ala county. We 
again  come to  be  confronted  w ith  th e  exist­
ing, w hat is m ore, increasing  differences even 
in th is sphere  betw een  ru ra l a n d  u rb a n  in­
h a b ita n ts  a n d /o r  be tw een  m anual a n d  in te l­
lec tual workers— in  b o th  cases a t  th e  d e tr i­
m en t of th e  form er.

T h e  lead ing  m essage of th e  book, 
nam ely, th e  p rov ing  of th e  societal an d  social- 
po litica l em bedm en t o f th e  hea lth  service, runs

th rough  th e  com plete work. T h e  id ea  can  even 
be rendered  topical: th e  M in istry  of Social Af­
fairs a n d  H e a lth  is curren tly  developing and  or­
ganizing th e  com prehensive social program m e 
of h e a lth  p reservation .

A nd, especially preventive m edicine need 
n o t observe th e  bo rders betw een sectors.

T h e  de te rio ra tin g  H ungarian  m orta lity  
s ta tis tic s  w hich is especially unfavourable in 
in te rn a tio n a l com parison, ind ica tes a  serious 
trouble . In th e  early  phase th e  w orsening con­
d itio n  ap p ea rs  n o t in  th e  form  of diseases, how­
ever, th e  p ro tec tio n  of h e a lth  by society has 
to  s ta r t  a lready  in th is period . “T h e  secu­
rity  of livelihood, of work a n d  liv ing  condi­
tions, a  well balanced  everyday life, all need p ro ­
tec tion  a n d  it  is a  question  of social pol­
icy in  th e  b ro ad est sense as to  whom , when, 
to  w h a t degree, a t  w hat cost a n d  how soci­
e ty  provides p ro tec tio n  in all th e  several re la ­
tions of life.” (p. 178)

É .O ZSV A LD -A .K ISS

M A R ER , P.: East- West technology trans­
fer. S tudy of Hungary, 1968-1984■ OECD, 
Paris 1986. 244.p.

T h is s tu d y  on H u ngary ’s econom ic per­
form ance, econom ic system , i ts  record  of tech­
nology acquisitions from  th e  W est an d  on the  
im p ac ts of th is  technology tran sfer has recently 
been published  by th e  O EC D  in th e  fram e­
work of a  research  series on E ast-W est technol­
ogy transfer. T h e  s tu d y  is based  on a visibly 
b ro ad  research  activity , gives a  tho rough  an al­
ysis of th e  problem s an d  is logically arranged . 
Nam ely, i t  is m ore-or-less th e  only way to ex­
p la in  th e  im portance , th e  effects and , in gen­
eral, th e  role of technology tran sfe r  in  a  coun­
t r y ’s econom ic perform ance th ro u g h  th e  an al­
ysis of its  econom ic system  a n d  econom ic pol­
icy. A nd th a t  is ju s t  w hat th e  a u th o r did.

T h e  volume consists of six chapters. Af­
te r  Chapter I  giving in tro d u c tio n  an d  a  sum ­
m ary  of m ain  findings, tw o ch ap ters  deal w ith 
th e  evolution  of H ungarian  econom ic reform  
betw een 1968-84, describe th e  function ing  of 
th e  econom ic system  in g rea t d e ta il, give an 
account o f investm ent policy changes, devel­
opm ent level a n d  of econom ic policy in the
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above m entioned  period  in  general. Accord­
ing to  the  au th o r, th e  econom ic reform , th e  so- 
called  New Econom ic M echanism  (NEM ) in­
tro d u ced  in 1968 resu lted  in  th a t  “. . . to d a y  
(1984) H u ngary ’s econom ic system  is approxi­
m ate ly  a t  a  m id-po in t betw een a  com m and cen­
tra lly  p lanned  econom y and  an  efficiently oper­
a tin g  regu la ted  m arket economy.” (p .19)

In a reg u la ted  m arket econom y th e  scope 
of p lann ing  m ostly  involves m acroeconom ic pol­
icy issues, its  in strum en ts are  econom ic reg­
u la to rs, as for exam ple prices, tax es, subsi­
dies, exchange ra te s  and  cred it policy, which 
are  to  help  im plem ent the  p lan  b u t  are not 
ob ligatory  com m ands. T he p lann ing  bureau ­
cracy is sm aller, th e  ownership an d  th e  regula­
to ry  functions of th e  s ta te  a re  sep a ra ted , the  in­
d u stria l organ ization  is flexible. T h e  m ain  re­
su lt of the  NEM  is th e  abo lishm ent of th e  com­
pulsory  p lan  in structions to  enterprises and 
th e  in tro d u c tio n  of a  new reg u la to ry  m ech­
anism . Nevertheless, the s tru c tu re  of eco­
nom ic in stitu tio n s  has no t been changed, th ere ­
fore the  reform  m odel is n o t wholly consis­
ten t.

T his s tan d in g  ab o u t betw een centrally  
p lanned  a n d  regu la ted  m arket econom y causes 
m any  difficulties because of reg u la to rs  changed 
too frequently  an d  n o t efficient enough— some­
tim es even counterproductive. T he conse­
quences are, am ong others, h ig h er th a n  nor­
m al inventory levels, investm ent p ro jec ts  ru n ­
n ing  beh ind  schedule, the  absence of a  real com­
p e titio n , th e  fragm en ta tion  of investm ent funds, 
e tc .

In Chapter I I I  the  a u th o r reviews the 
econom ic policies an d  developm ent of Hun­
gary  betw een 1968-1984. He ad o p ts  J.Fekete's  
term s an d  divides th is period  in to  th ree  phases: 
th e  “golden age” (1968-1973), th e  “age of il­
lusions” (1974-78), an d  th e  “age of realism ” 
(since 1979). In  the  first five years th e  devel­
opm ent of th e  econom y h ad  been favourable, 
th e  NEM helped  to release creative  energies of 
m any  ind iv iduals an d  firms, m ostly  in  agricul­
tu ra l  and  in d u stria l cooperatives, an d  th e  ex­
te rn a l conditions h ad  also been advantageous.

In  th e  second period  th e  first ex te r­
na l shocks ( th e  explosion of energy an d  raw m a­
teria l prices) cam e. H ungarian  policy m akers 
tr ied  to  insu late  th e  economy from  these  shocks 
an d  accelerated  th e  ra te  of grow th, p a rtly  re­

tu rn e d  to  trad itio n a l investm en t and  tra d e  poli­
cies, halting, an d  in  som e instances revers­
in g  th e  system  reform s. T hese beliefs proved 
to  be  illusions— therefo re  th e  nam e, “age of 
illusions” —and  am ong  o th e r  things th e ir  m ost 
serious consequences w ere large balance-of-pay- 
m en ts  deficits in convertib le  currency re la tions, 
a n d  a  rapid ly  grow ing indebtedness. T h e  age 
of realism  followed 1978 because it was rea l­
ized  th a t  the  increasingly  large deficits would 
m ak e  it impossible to  m ee t the  p aym en ts obli­
gations. It was a  close call in 1982 w hen  the  
well-known events in  P o lan d  and  th e  w orsen­
ing  of E ast-W est re la tio n s triggered a  liqu id­
i ty  crisis for Hungary.

T he ensuing new  policy of econom ic aus­
te r ity  even today  affects the  econom ic life of 
H u ngary  and m ore a n d  m ore the  s ta n d a rd  of 
living. Investm ent sp en d in g  and  p e rso n al con­
su m p tio n  have been re stra in ed , the g row th  ra te  
o f G D P decreased. As a  consequence, th e  H un­
g a ria n  economy has p rac tica lly  s tag n a ted  in  the  
8 0 s .

Chapter I V  com es to  the  p o in t o f tech­
nology im ports a n d  th e  trad e  w ith W estern  
countries . F irst, th e  a u th o r explains some 
problem s with in te rp re tin g  H ungarian  s ta tis t i ­
ca l d a ta  of foreign tra d e  (price differences, ex­
change ra tes e tc .), th e re a fte r  shows us a n  a b u n ­
d a n t collection of d a ta  on  the  com position  of 
H u n g a ry ’s to ta l tra d e  a n d  on the  com m od­
ity  s tru c tu re  of its  t r a d e  w ith  th e  W est and  
th e  E as t, respectively. In  th e  70s th e  m ach in ­
ery  im ports from  th e  W est m ore th a n  d o u ­
b led  in  real term s, declin ing  since th e n  be­
cau se  of balance-of-paym ents problem s. A ny­
way, its  share in th e  tra d e  w ith the  E a s t con­
tin u es to  be ab o u t double  of its share in  W est­
e rn  trad e . In sp ite  o f th a t ,  the  la t te r  is rel­
a tiv e ly  highly im p o rta n t because i t  em bod­
ies m ainly  the technology im ported  from  th e  
W est. One of the  two a lte rn a tiv e  O E C D  def­
in itio n s of technology refers to cap ita l goods 
only. T he broader co ncep t also includes cer­
ta in  R  and  D -intensive in term ediate  a n d  con­
su m er goods which co u ld  raise the  technologi­
cal level of p roduction . T hese  are labelled  tech­
nology and technology-based p ro ducts . T he 
s tu d y  follows b o th  defin itions b u t focuses its 
analysis on the  first, n a rro w er one. It is revealed  
th a t  H ungary “ . . .  p a r tic ip a te s  m uch m ore  ac­
tively  in the  E ast-W est d ivision of lab o u r th a n
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do th e  o th e r  E a s t E u ro p ean  coun tries , b u t its 
p a r tic ip a tio n  is less pronounced  in  technology- 
re la ted  p ro d u c ts . . . .  T h is confirm s th a t  H un­
gary  im p o rts  re la tively  large q u an titie s  of raw 
m ate ria ls  a n d  sem i-m anufactured  p ro d u c ts . .. ”
(p. 112)

A significant finding of th e  a u th o r  is th a t 
th e  inclusion of com ponents an d  sp are  p a r ts  in 
th e  im p o rt of t ra n s p o r t  m achinery increases the  
sh a re  o f th is  sec to r, in im ports from  th e  W est 
to  10 p e rcen t of th e  to ta l. T h is is especially  in­
terestin g  because  H ungary  is a  m a jo r  b us m an­
u fac tu rer, ex p o rtin g  its  p ro ducts to  th e  CMEA 
(m ostly  th e  Soviet) m arket. “D uring  1970-80, 
10 percen t of i ts  to ta l technology im p o rts  (n a r­
rowly defined) from  th e  W est were destined  to 
su p p o rt th is  in d u stry .” (p. 116) I t  is very s tr ik ­
ing how sm all a  sum  is spen t by  H ungary  on 
th e  so-called d isem bodied  technology im p o rts— 
licences, know-how , scientific-technical services, 
consu lting ,
designs, m an ag em en t co n tracts e tc .— from  the 
W est. For exam ple, th e  am oun t of H ungary ’s 
yearly  average licence im ports is easily  su r­
passed  by som e la rg e r p rivate  co rpora tions in 
W estern  countries.

In  th e  field o f in d ustria l coo p era tio n  with 
th e  W est H u ngary  occupies a  lead in g  position 
am ong C M EA  countries. N evertheless, its  im­
p o rtan c e  is n o t so g rea t—as th e  a u th o r  s ta te s— 
because i t  “reflects p rim arily  th e  sparseness and 
lack of im p o rtan ce  of such ag reem ents in  the 
o th e r  coun tries ra th e r  th a n  th e  overarching im­
p o rtan c e  of such agreem ents for th e  H ungar­
ian  econom y” . (p . 126) B u t i t  should  be
n o ted  th a t  for th e  H ungarian  econom ic policy 
th is  category  h as  go t a  h igher p reference since 
1984-85.

T h e  n e x t ch ap ter a tte m p ts  to  analyse 
th e  re la tio n sh ip  betw een in tra-C M E A  an d  E ast- 
W est tra d e  a n d  its  link-up w ith  technology 
transfer. T h e  a u th o r  m akes his analysis b o th  a t 
th e  m acro  a n d  th e  m icro levels. A t th e  m acro 
level there  was a  m ore or less favourable  period 
for H ungary u n til 1975 because th e  grow th ra te  
of ex p o rts  to  C M EA  countries was n o t or not 
very m uch h ig h er th a n  the  ra te  o f g row th  of im­
p o rts  from  these countries. From  th e  m iddle of 
th e  70s th e  s itu a tio n  definitely changed  an d  be­
cam e d isadvantageous for H ungary. Namely, it 
h a d  to  ex p o rt m ore  an d  m ore for th e  sam e vol­
um e of CM EA im p o rts, its  te rm s of trad e  con­

tin u o u sly  d e terio ra ted . As a  consequence, it 
was a  fac to r in H u n g ary ’s convertible cu rrency  
deficits w ith the  W est, too . B ut in a  c e r­
ta in  way it  also influenced th e  technology t r a n s ­
fer b ecause  H ungary h a s  been  com pelled to  d e ­
vote a b o u t ha lf of its  h a rd  currency im p o rts  
to  p u rchase  raw m a te ria ls  and  sem im anufac­
tu res .

To m ake th e  re ad e r acquain ted  w ith  th e  
p rob lem s a t the  m icro  level th e  au th o r exam ines 
first th e  postw ar p e rio d  u n til 1968. In th is  p e ­
riod  “ ..  . selected b ranches of th e  engineering in ­
d u s try  were given h igh  priority , under C M EA  
specia lization  p rogram m es.” (p. 139) T hese
were: tran sp o rt eq u ip m en t (bus and  diesel), 
m achine tools, p recision  engineering, telecom ­
m u nica tions and  m ach inery  for the food in d u s­
try. T h ey  reflected th e  am bitious Soviet eco­
nom ic p lans of the  60s.

A fter the  in tro d u c tio n  of the  NEM  th e  
s itu a tio n  was n o t changed basically . 
“ .. . H u ngary ’s p a rtic ip a tio n  in  CMEA ..  . sp e ­
c ia l iz a t io n  . . .  was d o m in a ted  by the  e s ta b ­
lishm en t an d  im p lem en tation  of six m am m o th  
cen tra l developm ent p rogram m es (C D Ps) a n d  
th ree  fu rth er large s ta te  investm ent p ro jec ts  
. . .  ” — sta te s  the  au th o r, (p. 142) They d iffered 
from  th e  earlier p rogram m es in  th a t the  ones in 
th e  60s were branch-specific  while th e  new  cen ­
tra l  program m es c u t across branches. T h e ir  
o th e r  im p o rtan t fea tu re  was the  greater co n ten t 
of W estern  technology. T h e  m ain C D Ps w ere 
th e  following: the  pub lic  vehicle (bus), th e  a lu ­
m in ium , th e  co m puter technology, th e  p e tro ­
chem ical and la te r  in  th e  70s the  e lectron ics 
a n d  th e  p h arm aceu tical, p lan t-pro tective  chem ­
icals a n d  in term ed iary  p ro ducts CDPs. In  a d ­
d itio n  to  them  a  g re a t deal of o th er large  p ro ­
gram m es were s ta r te d  involving considerab le  
technology im ports from  th e  West in o th e r  in ­
d u s try  b ran d ies, too.

T h e  au sterity  m easures since 1979 
cau sed  by the  balance  of paym ents difficul­
ties led  to new p rio rities , nam ely to large  in ­
v estm en t reductions a n d  concentra ting  th e  re ­
m ain in g  resources to  energy  and  raw m a te r i­
als conserving program m es. As H ungary  fi­
nances its  convertible currency  im ports m ain ly  
by  th e  export of a g ricu ltu ra l p ro ducts , i t  is 
an  im p o rtan t p a r t  of th is  chap ter th a t  re ­
views th e  developm ent policy of the  ag ricu l­
tu re . T he case s tu d y  of B ’bolna A g ricu ltu ra l
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C om binate  well illu stra tes  the  advantageous ef­
fects of th e  im p o rted  W estern technology on 
ag ricu ltu ra l p ro d u c tio n , efficiency a n d  com pet­
itiveness. T he exp o rt problem s of th e  H ungar­
ian  ag ricu ltu re  are  m ainly  caused  by  th e  re­
duced  d em and  on W estern  m arkets.

In  Chapter V I  a tte m p ts  a re  m ade a t  as­
sessing th e  im pact of W estern technology on 
th e  H ungarian  economy. To the  question  “how 
m uch” th e  answer is relatively easy. “Since 
th e  early  1970s approxim ately  25 p e rcen t of to ­
ta l  investm ent in m achinery has o rig ina ted  in 
th e  W est . .. which share  appears to  have been 
larg est . . .  am ong th e  CM EA cou n tries”—says 
th e  au th o r, (p. 176) I ts  channels a re  m ostly  em­
bod ied  form s. T he disem bodied  form s, as li­
cences, cooperations e tc ., are relatively  ne­
glected  which proves th e  au tark ic  tendencies 
o f th e  c o u n try ’s R  a n d  D estab lishm en t—ac­
cording to  th e  au th o r. H ungary ’s m ain  t ra d ­
ing  p a rtn e r, especially in technology in ten ­
sive fields, is W est-Germ any, (40 percen t of m a­
chinery  comes from  an d  ab o u t th e  sam e pro­
p o rtio n  of in d u stria l cooperation  agreem ents is 
w ith  firms in  W est-G erm any). T he o th e r  lead­
ing  p a r tn e r  countries a re  the  m ost developed 
countries in W estern  E urope, th e  trad e  an d  co­
o p e ra tio n  w ith N o rth  A m erican firms having 
lesser significance.

According to  th e  au th o r “H u ngary ’s 
technological level . . .  can  be called m ediocre as 
com pared  w ith  the  o th e r  CMEA countries, bu t 
especially  vis-à-vis th e  countries of W estern  E u­
ro p e” . (p . 225) B u t one of the  m ain  findings 
is th a t  th e  shortcom ings of the  econom ic pol­
icy, th e  econom ic system  also afte r th e  in tro d u c­
tio n  of th e  reform  very strongly  lim ited  th e  ben­
efits of technology im ports. T herefore, d u r­
ing  th e  70s th e  technology gap could n o t be sig­
n ificantly  narrow ed. “T h e  m ost n o tab le  ex­
cep tion  . . .  is th e  good technological perfor­
m ance  of ag ricu ltu re , a  sector th a t  has been 
ab le  to  identify, im p o rt, absorb, an d  dissem- 
in á te  . . .  technology it  needed . . .  T h e  signifi­
can tly  b e tte r  perform ance in agricu ltu re  can  be 
trac ed  to  th e  m ore consistent app lication  there  
of th e  principles of the  NEM , to th e  em ergence 
of a  functioning m arket m echanism  help ing to 
c rea te  com petition  betw een technology’s suppli­
ers a n d  users, and  the  absence of too m uch gov­
ern m en t regu lation .”— according to  th e  au th o r 
(p. 226), who seems to  forget in re la tion  of agri­

cu ltu re  th e  factor of co sts . Nam ely, the  sp e c ta c ­
u la r  technological successes of H ungarian  a g ri­
cu ltu re  requ ired  large su m s of subventions m ak ­
ing th ese  good m arks a  b i t  dubious.

Sum m ing up, th e  review er th inks th a t  
M r. M are r has w ritten  a  so u n d  study  n o t only 
ab o u t H ungary ’s technology im ports b u t ,  we 
can say, on  the  whole econom y of th e  co u n ­
try. His analysis is b a se d  on an  enorm ous 
m ass o f d a ta , and  gives read ers  deta iled  b ack ­
g round  inform ation o n  th e  factors influenc­
ing a  c o u n try ’s technological developm ent.

A. T Ó T H FA LU SI

T O L O N E N , Y.: On macroeconomic conse­
quences of trade with centrally planned econo­
mies. T u ru n  Y liopiston Ju lka isu ja— A nnales 
U n iv ersita tis  Turkuensis B /176 . Turku 1986. 
142 p.

T h e  analysis p re sen te d  in  the  s tu d y  is a  
h ighly successful p ro d u c t o f theoretical work on 
a top ic  th a t ,  am ong th e  fields of research in in ­
te rn a tio n a l economics, h a s  usu a lly  been trea te d  
em pirically. This s tro n g  b ias  tow ards em p iri­
cal th in k in g  and  m ethods in  E ast-W est tra d e  
econom ics is undoubted ly  linked to  the  fact 
th a t  re la tionsh ips betw een  cen trally  p lanned  
econom ies an d  m arket econom ies have con­
s tan tly  been  in the focus of ac tu a l po litica l 
and  econom ic interest fo r th e  last 15 years. 
It sh o u ld  also be borne in  m in d  th a t  c lassi­
cal, neo-classical or m o d ern  in te rn a tio n al tra d e  
theories a re  no t perfectly  app licab le  to tra d e  
no t on ly  w ith in  the C M E A  a rea  b u t also b e ­
tween C M EA  countries a n d  m arket economies. 
As i t  is widely known th ese  “m arket-o rien ted” 
trad e  theo ries are based  on  th e  m ore or less ex­
plicit assu m p tio n  of free tra d e  as far as com ­
p a ra tiv e  advantages a n d  specia lization  s tru c ­
tu res a re  concerned. T h is  assum ption  does 
no t exclude th e  existence o f p ro tec tio n ist tra d e  
p ractices a n d  policies on  th e  im port side b u t  
it supposes a  generally competitive  econom ic 
env ironm ent w ithin all o r  b o th  of the  p a r t ­
ner econom ies and in t r a d e  betw een them . 
T his w ould include—am o n g  o th e r  factors, of 
course— multilateralism.

T h e  question on w h ich  T olonen’s in te r­
est is concen tra ted  is how th e  m acroecono-
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m ic beh av io u r o f a  special m arket econom y dif­
fers from  th a t  of o thers if b ila te ra l tra d e  with 
a  cen trally  p lan n ed  econom y p lays an  im por­
ta n t  role in  h e r in te rn a tio n al econom ic rela­
tions. T h is  m ore or less special m ark e t econ­
om y is F in lan d  a n d  h e r em inent tra d in g  p a r t­
n e r is th e  Soviet U nion. However, th e  study 
does n o t d iscuss concrete  d e ta ils  o f Finno-Soviet 
b ila te ra l trad e . T olonen’s w ork is essentially 
aim ed a t co n stru ctin g  a  th eo re tica l and  ana­
ly tical fram ew ork for fu r th e r  re sea rch  on bi­
la te ra l tra d e  flows betw een m ark e t economies 
a n d  cen tra lly  p lan n ed  econom ies, a n d  on the  
im p ac ts  of these  flows on econom ic develop­
m en t in th e  m ark e t economies concerned.

T h e  s tu d y  has a  clear a n d  logical struc­
tu re . T h e  theo re tica l analysis its e lf  (in chap­
ters I I I - V I I I )  opens w ith some in tro d u c to ry  re­
m arks by th e  a u th o r w hich o u tline  th e  develop­
m en t of th e  m odel of b ila tera l t r a d e  discussed 
in  th e  first chap ter; also, they  p re sen t em pir­
ical evidence on  th e  s tru c tu re  a n d  the  insti­
tu tio n a l background  of E ast-W est trade, ex­
am ined  in  th e  second chap ter. T h e  consecu­
tive ch ap ters  a re  based  on five b asic  assum p­
tions th a t  de term ine  th e  lim its a n d  the  direc­
tio n  of developm ent of the  m odel. These as­
sum ptions include such H eckscher-O hlin type 
conditions as th e  lack of c ap ita l flows or the  
lim ited  nu m b er of countries involved. The 
m odel contains one cen trally  p lan n ed  econ­
om y an d  tw o m arket econom ies. T he la tte r  
tra d e  w ith  each o th e r  b u t only one  of them  ex­
changes goods w ith  the  centrally  p lanned  econ­
omy, th u s th e  behaviour of th e  m arket econ­
om y “closed” tow ards th e  cen tra lly  p lanned one 
is sim ilar to  th a t  o f a  con tro l g ro u p  in biologi­
cal research. T h u s  i t  m akes it possib le  to  eval­
u a te  how “open  econom y m acroeconom ics” (in 
th e  D ornbusch sense) work w hen  two types of 
openness are  assum ed. T he th eo re tical an al­
ysis of th e  “F inn ish-type  o p en n ess” is an  im ­
p o r ta n t co n trib u tio n  to m o d ern  W est Euro­
p ean  m acroeconom ic theory.

O th e r  im p o rta n t assu m p tio n s required 
for an  u n d erstan d in g  of th e  way th e  model can 
be m ade operative  are: th e  cen trally  planned 
econom y uses w orld m arket p rice s  in its trad e  
w ith  th e  m ark e t economy i.e. prices used in 
trad e  betw een  th e  m arket econom ies; the  cen­
tra lly  p lan n ed  econom y balances its  trade w ith 
th e  m arket econom y by d irec t controls of ex­

p o r t  a n d /o r  im port volum es by the  trad in g  a u ­
th o rities ; the  b a lan c in g  of trade is done  m ore 
rap id ly  betw een th e  cen tra lly  p lan n ed  econ­
om y a n d  the  p a r tn e r  m ark e t economy th a n  be­
tw een th e  two m ark e t economies. T w o o u t of 
th ese  th ree  assu m p tio n s are clearly new  ele­
m e n ts  in  “open econom y” trad e  m odels.

T he third chap ter  ( “Short ru n  d e te rm i­
n a tio n  of income w ith  b ila te ra l trad e” ) analyses 
possib le  income effects o f various d em an d  dis­
tu rb an ces or changes if  i t  is assum ed th a t  a  cer­
ta in  degree of n o n -su b s titu tio n  exists betw een 
goods im ported  from  a  centrally  p lan n ed  or a  
m ark e t economy by a  m ark e t economy. T h e  re­
su lts  contain an  in te re s tin g  phenom enon th a t 
m ig h t be called th e  ex tension  of the  hom e m ar­
ke t. T h is m eans t h a t  th e  centrally  p lanned  
econom y may, in c e r ta in  respects, be  consid­
ered  an  extension of th e  home m arket of the 
“o p en ” m arket econom y, especially if  b ila t­
e ra l im ports replace dom estic  goods. T h e  an a l­
ysis presented in  th is  ch ap ter shows th a t  this 
k in d  of s tru c tu ra l sh if t in dom estic d em and  
does no t affect ag g reg a te  income or t r a d e  bal­
ance  a t  all. If th e re  is a  shift from  m u lti­
la te ra l to  b ila tera l im p o rts , the effect is simi­
la r  to  th a t  of a  sh if t from  im ports to  dom es­
tic  goods.

Favourable effects of Finno-Soviet trad e  
on  F innish  econom ic developm ent in th e  m id­
seventies created  s tro n g  interest in th e  ro le  bi­
la te ra l trad e  w ith  cen tra lly  p lanned econom ies 
can  play in cush ion ing  im port price  shocks— 
n o t only on th e  im p o rt bu t also on  th e  ex­
p o rt  side.

T he fourth  chapter  ( “How does b ila te ra l 
tr a d e  affect th e  consequences of im p o rt price 
shocks on m arket econom ies?” ) shows th a t  re­
stric tions in b ila te ra l im ports, due to  tra d e  pol­
icy reasons or p rice  developm ents, influence the  
m acroeconom ic s itu a tio n  in the im p o rte r  m ar­
ket economy th ro u g h  two channels. F irs t, a 
change in the  value  of bilateral im p o rts  al­
m ost au tom atica lly  leads to  a  corresponding 
change in  b ila te ra l exports , w ith a  clear im­
p a c t on grow th perspectives. Second, th is 
change in b ila tera l im p o rts  can m odify m u ltila t­
era l term s of tra d e  a n d  elasticity of fa c to r sub­
s ti tu tio n  in th e  m ark e t economy. If, for in­
stance , there  is a  p rice  increase in  b ila te ra l im­
p o rts , and th is lea d s  to  term s-of-trade im prove­
m en t in m u ltila te ra l exports, b ila te ra l trad e

A cta  О economica 39, 1988



BO OK  R E V IE W S 403

can  have a  negative effect on  rea l incom e in 
a  m ark e t econom y w ith  e lasticities of im port 
dem and a n d  factor su b s titu tio n  sm aller th a n  
unity. T olonen m akes clear, however, th a t  “ 
. . .  even to  such  a  question  as w hether b ila t­
era l trad e  m akes ( . . .  ) an  increase in  real in­
come sm aller or larger, no unam biguos a n ­
swer can  be  given as long as th e  e lasticity  of sub­
stitu tio n  betw een dom estic a n d  foreign p roduc­
tion  factors is sm aller th a n  un ity  in  the  m ar­
ket econom y” (p. 73)

T h e  fif th chapter  brings th e  reader even 
n eare r to  th e  conceptual fram ew ork of D orn­
busch (o r D ornbusch-Fischer) m acroeconom ic 
analysis. T h e  m ain question  ra ised  by  th e  a u ­
th o r here is how b ila tera l tra d e  influences the  
efficiency of fiscal and  m o n eta ry  policies in 
the  sh o rt ru n . If it is assum ed th a t  b ila t­
eral ex p o rts  are  constrained  by b ila tera l im ­
p o rts  a n d  th a t  these im p o rts positively de­
pend on incom e, while price ad ju s tm en t is con­
sidered  slow, are  financial and  m onetary  poli­
cies m ore effective, in th e  sh o rt run , w ith 
b ila te ra l trad e  th a n  in  a  m u ltila te ra l s itu a ­
tion? B ila tera l trad e  also con ta ins a  m echa­
nism  w hich m agnifies th e  effects of a  d is tu r­
bance in  m u ltila te ra l trade. A decrease, for in ­
stance, in m u ltila te ra l ex p o rts  leads to  a  de­
crease in  incom e, to  decreased b ila tera l im ­
p o rts  an d  th e  outcom e is decreased b ila tera l ex­
ports . So it is no exaggeration  to  conclude th a t 
b ila tera l tra d e  can n o t play th e  role of an  anti- 
cyclical stab ilizer in a  m arket econom y with b i­
la te ra l a n d  m u ltila tera l trade.

T h e  sixth chapter  ( “How does b ila t­
eral trad e  affect the  outcom e of a  devalua­
tion  in a  m arket econom y?) shows how use­
ful T olonen’s three-country-m odel is to  see the  
extent to  which conclusions of m odern  m one­
ta ry  theories of open economies ought to be 
m odified for a  m arket econom y w ith im por­
ta n t b ila te ra l trade. T he effects of devalua­
tion  are  qu ite  clear if trad e  is supposed  to  con­
sist of end  products . If th e  price elastic­
ity  of b ila te ra l im ports in th e  m arket econ­
omy is sm aller th a n  th e  e lasticity  of m u ltila t­
eral im p o rts, b ila tera l trad e  has a  favourable ef­
fect on rea l incom e. T his dependency on im ­
p o rt e lasticities of the  outcom e of th e  anal­
ysis is still p resent when in term ed iate  goods 
are trad ed  as well, b u t in  th is  second hypo­
thetica l case th e  resu lt of devaluation  also de­

p en d s on the degree of su b s titu tio n  o f do­
m estic  in pu ts for im p o rte d  inputs. T h e  in ­
crease in  b ila tera l e x p o rts  after dev alu a tio n  is 
g rea te r if th is su b s ti tu tio n  is lim ited . Tolo­
n e n ’s analysis p resen ted  in th is c h ap ter is in  line 
w ith  the  famous M arshall-L erner-R obinson  th e ­
sis (o r set of co n d itions) and can  b e  evalu­
a te d  as one of its  m o st im portan t sp ec ia l ex­
tensions.

T he im plications for m acroeconom ic 
policy of the th ree-country-m odel a re  p e rh ap s  
sligh tly  unproductive  in  th e  th eo re tical sense if 
it is assum ed th a t  b ila te ra l  trad e  does n o t  affect 
p rices. The seventh c h ap te r  in tro d u ces a  gen­
e ra l equilibrium  m odel in  which prices a re  com ­
plete ly  flexible an d  o u tp u t  exogenous. M one­
ta ry  ad justm ent p rocess is created  by  im bal­
ances between supply  a n d  dem and. T h e  ef­
fects of b ilateral tra d e  are  no t essentially  differ­
en t if the  m onetary  ad ju s tm en t process is still 
going on (i.e. m u ltila te ra l trad e  is u n b alanced) 
o r  if th e  ad justm ent is over with b a lan ced  m u lti­
la te ra l trade. It is a lso  show n th a t an  increase  of 
b ila te ra l trade  in a  m ark e t economy m ay, w ith 
p ro d u c tio n  capacity in  full use, lead  to  a  d e te ­
rio ra tio n  of the te rm s of trad e  and a  fall in  wel­
fare  in th is m arket econom y with im p o r ta n t bi­
la te ra l trade. T h is  is partly  b ecause  b ila t­
e ra l im ports do n o t obviously develop accord­
ing  to  dem and e lastic ities in the m ark e t econ­
omy, an d  their s tru c tu ra l changes follow s tru c ­
tu ra l  shifts in the  m ark e t econom y’s ag gregate  
d em an d  only with a  considerable lag. T h e  o th e r 
reaso n  is th a t b ila te ra l trad e  can im prove term s 
of tra d e  and increase welfare in the m a rk e t econ­
om y only if dem and elasticities for th e  p ro d u c t 
o f th e  m arket econom y w ith  b ila tera l t r a d e  are 
la rg e r th an  one in ab so lu te  value in b o th  m ar­
ket economies. T h is conclusion should  be un ­
d e rsto o d  in the  co n te x t of the analysis p re ­
sen ted  in the th ird  c h ap te r . Namely, t h a t  th e  ef­
fects of an  increase in  b ila tera l trad e  resem ble 
th o se  of a  shift in  d e m a n d  from foreign to  do­
m estic  goods in a  tw o-country  m odel consist­
in g  only of m arket econom ies.

T he dynam ics of th e  centrally  p lanned  
econom y’s trad e  is exp lic itly  dealt w ith  only 
in  th e  eighth ch ap ter, a t  a  point w here  Tolo­
n e n ’s developm ent o f h is m odel is c learly  ap ­
proaching com pletion. T h is  behaviour is essen­
tia lly  analysed in te rm s  of an ad ju s tm en t p ro ­
cess in  which q u a n tita tiv e  changes in  th e  ex­
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p o r ts  o r im p o rts (b u t  no t b o th  a t  th e  same 
tim e  according to  th e  m odel) of th e  centrally  
p lan n ed  econom y a re  m ade in o rd e r  to  re­
s to re  trad e  ba lan ce . T he a d ju s tm e n t pro­
cess o f th e  cen tra lly  p lanned  econom y h as  un­
am biguous im p ac ts  on  exchange r a te  fluctu­
a tio n s  in th e  m a rk e t economy. If, in  the 
sh o rt ru n , th e re  is a  shift increasing  b ila t­
e ra l im ports th e  exchange ra te  ap p rec ia tes  o r re­
m ains unchanged, w hereas an increase  in  th e  bi­
la te ra l exports of th e  m arket econom y leads 
to  a n  exchange r a te  depreciation . W elfare ef­
fects of th e  cen tra lly  p lanned econom y’s ad­
ju s tm e n t a re  also  quantifiable  fro m  th e  m ar­
ke t econom y’s p o in t o f view. If, for in stan ce , bi­
la te ra l exports re a c t to  an increased  im port 
b ill w ith  a  m ore o r  less considerable lag , this 
c an  tem porarily  h av e  a  positive im p a c t on wel­
fare .

T olonen’s s tu d y  provides a  very useful 
th eo re tical an d  m o d el fram ework for a  deeper 
m acroeconom ic analysis of m arket econom ies’ 
in te res t in tra d e  w ith  centrally  p lan n ed  eco­
nom ies an d  th u s it gives a  good basis for 
evaluating  ex p o rt a n d  s tru c tu ra l change per­
spectives of c en tra lly  p lanned econom ies. At 
p resen t, the  p ra c tic a l im portance of th e  impli­
cations of T o lonen’s m odel is essen tia lly  lim­
ite d  to  by fa r th e  m ost im p o rta n t b ila tera l 
tra d e  flow in th e  w orld  economy betw een  a  m ar­
k e t economy a n d  a  centrally  p lan n e d  econ­
om y - nam ely, F in la n d ’s trad e  w ith  th e  So­
v ie t Union, given th e  fact th a t  th e  sm aller 
C M EA  countries te n d  to m ultila tera lize  their 
tra d e  w ith th e  W est a n d  also w ith  th e ir  last bi­
la te ra l trad e  p a r tn e r , Finland. However, a 
m odified version of th e  model cou ld  eventu­
ally  be very valuable when analyzing m acroeco­
nom ic behaviour in  th e  open econom ies of E ast­
e rn  E urope: nam ely , m em bers o f th e  b ila t­
e ra l in tra-C M E A  trad in g  system  w hich are, 
a t  th e  sam e tim e, strongly in te res ted  in de­
veloping th e ir m u ltila tera l-ty p e  tra d e  w ith the 
W est. T he H u n g arian  in terest is q u ite  spe­
cia l because of a  possible extension  or m odi­
fication of th e  m odel. The open ch arac te r of 
th e  H ungarian  econom y is strongly d irec ted  to­
w ards b o th  th e  C M EA  and th e  W est, bu t 
th is  openness has com pletely d ifferent im plica­
tio n s for he r tra d e  s tru c tu re  in th e  tw o direc­
tions. A co u n try  try in g  to im p lem en t an  ac­
tive exchange r a te  policy and in te re s ted  in a

fast s tru c tu ra l  change of i ts  industry  is obvi­
ously re a d y  to  increase i ts  p a rtic ip a tio n  in  th e  
in te rn a tio n a l division of lab o u r. A m odel b a se d  
on T o lo n en ’s one b u t  ap p licab le  to H ungary— 
accord ing  to  T hom as W olf a  “modified p lan n ed  
econom y” — would clearly  be  very helpful in  
ev a luating  the  im pacts on  m acroeconom ic b a l­
ance ind ica to rs  of a  fu r th e r  “balanced o p en ­
ing” of th e  national econom y.

Á. T Ö R Ö K

B E R E N D , T .I.- R Á N K I, GY.: EuróVa gaz­
dasága a 19.században, (1780-1914)  (T he  econ­
om y o f E urope in th e  19 th  century (1780- 
1914)). Gondolat K iadó , B udapest 1987. 
703 p.

W hen I received th is  unequaled book 
for review ing, nobody knew  th a t  a fte r a  few 
weeks G yörgy Ránki  w ould  no longer be am o n g  
us. A nd  th a t, consequently , the series of 
books w hich has been a  ra rity  in bo th  dom es­
tic  a n d  in te rn atio n al scientific  life, by which th is  
p a ir  o f au th o rs  has, fo r decades, enriched th e  
bodies o f H ungarian  a n d  in ternational sc ien ­
tific know ledge, would be  in te rrup ted . I c an  
still h a rd ly  believe th a t  Gy. R ánki, sc ien­
tis t,  teach e r and o rg an izer of such o u ts ta n d ­
ing ta le n ts , faculties a n d  so great a s ta tu re  is 
no lo n g er am ong th e  liv ing . His bold, p ioneer­
ing id eas, however, w hich he  has set fo rth  in  his 
w orks, lastly  in th is book , published in  com ­
m on w ith  Iván T .B e r e n d , will subsis t fu r ­
th e r  on .

N ot only in th e  dom estic , b u t “even in  
th e  in te rn a tio n a l lite ra tu re  th is book has been  
an  u n p aralle led  u n d ertak in g : it is no t the  p a ra l­
lel enum eration  of th e  o u tlines of economic de ­
velopm ent in ind iv idual countries, nor a  col­
lection  of mosaic-like s tu d ies  of p a r tia l p ro b ­
lem s, b u t  a  m onolyth ic synthesis showing th e  
u n ity  o f last-century E u ro p e ’s economic devel­
o p m en t, of its regional particu larities a n d  in ­
te ra c tio n s” , as Z sigm ond P á l Pack w rote in  his 
o b itu a ry  abou t Gy. R án k i.

A work which h a d  undertaken to  draw  
u p  th e  synthesis of econom ic history of E u ­
rope c an n o t be found in  either the H u n g a r­
ian  o r th e  in te rn atio n al lite ra tu re . T h is bo o k , 
how ever, s ta r ts  w ith a  synthetizing ch ap te r .
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In th is  c h ap te r  th e  au th o rs , as in  a  p ream ­
ble, ou tline  th e  m ost im p o rtan t processes which 
characterize  th e  “long” 19th century. Such 
are: dem ographic explosion and  new  m igra­
tion; expand ing  w orld economic re la tions; de­
velopm ent of technology which (as a  m otive 
power) caused revo lu tionary  changes in  p ro ­
duction; revolution  of tran sp o rta tio n ; ex pan­
sion of world trad e  a n d  cap ital exports ; cyclic 
pa rticu la rities  of n ineteen th -cen tu ry  grow th of 
th e  world economy, an d  finally, th e  in te rn a ­
tiona lization  of th e  w orld economy and , a t  the  
sam e tim e, s treng then ing  separa tion  of in d ep en ­
d en t n a tio n a l un its . In  its  to ta lity , th is  chap­
te r  dem o n stra tes  how E urope cam e to  be  the  
c rea to r and , sim ultaneously, p a r t of th e  m od­
ern  world economy.

T he in tro d u c to ry  chap ter concen tra ting  
on th e  above enu m erated  m ain  processes is fol­
lowed by a  concrete p resen ta tio n  and  p rag m atic  
analysis of th e  socio-economic processes which 
cam e to  p ass p rim arily  in  th e  pioneer country  
(E ngland). It is continued by those in th e  suc­
cessful following countries o r regions (France, 
th e  block of the  W est E uropean  sm all coun­
tries, G erm any and  Scandinavia), in  th e  a r­
eas which only achieved half-success (A ustria- 
H ungary, th e  M edite rranean  region, th e  R us­
sian  em pire), an d  in th e  Balkans where only fail­
ures took  place.

T he short b u t all the  m ore terse  con­
cluding ch ap te r  organically  fits in to  th e  analy­
sis of countries and  regions based on a  rich  m a­
teria l of facts and  testify ing  to  a  wide knowl­
edge of lite ra tu re . I ts  title  is “Sum m ary and  
conclusions” .

In th e  course of expounding th e  sub ­
jec t m a tte r , the  au th o rs , in th e ir w hirling tra in  
of thoughts, also give an  overview of th e  ex­
trem ely  variegated opinions to be found in the  
works dealing w ith econom ic h isto ry  of th e  E u­
ropean  countries (regions) and  set fo rth  th e ir 
own standpo in ts.

B o th  th e  ways of approaching th e  an a l­
ysed issues, as well as the  applied m eth o d ­
ology, a re  new. Regions beyond th e  large- 
te rrito ry  an d  h igh-popula tion  countries of E u­
rope are  defined an d  d ea lt w ith by th e  p a ir  of 
au th o rs  on th e  basis of k indred  features exhib­
ited  by th e ir  developm ent pa th s and  being close 
to  one a n o th e r in respec t of econom ic develop­
m en t level. (W ith  reg ard  to developm ent lev­

els a n d  th e ir  changes th e  a u th o rs  m ainly rely  
on th e  com puta tions of P a u l Bairoch , p rofes­
sor o f econom ic history  a t  th e  U niversity o f 
Geneva, a  gigantic work a n d  h ighly appreci­
a ted  by professional c irc les.) In presenting  
and an alysing  the various cou n tries  a n d /o r  re ­
gions th e  p a ir  of au tho rs a p p ly  th e  co m p ara ­
tive m eth o d . T hey in v estig a te  an d  evaluate  th e  
m otions a n d  changing positio n s in the  co u n ­
try  o r reg ion  in  question by fitting  th em  in to  
the  overall E uropean fram ew ork. T his co m p ar­
ative m e th o d  renders it possib le  to  clearly for­
m ulate, in  th e  chapters d iscussing  the  p a r tic ­
u larities of the  given co u n try  o r region in  d e ­
tail, th e  m ost im po rtan t in te rre la tio n s an d  in ­
te ractions, whereby the  econom y of the  co u n ­
try  o f region appears as p a r t  of the  econ­
omy o f E urope.

T h e  individual ana ly sis  of each success­
fully industria lized  coun try  a n d  region in  th e  
19th c en tu ry  dem onstra tes th a t  the  precon­
ditions o f industria lization  w ere—alm ost eve­
ryw here— created  by the  developm ent of ag ri­
cu ltu re  an d , w ithin th a t ,  by the  p roduction  
and social (ownership) re la tio n s , i.e. by th e  
changes w hich occurred in  them . E m ploy­
ing new  agrotechnology a n d  cu ltivation  m e th ­
ods re su lted  in an increased  susta in ing  capac­
ity  of ag ricu ltu re . Surplus p ro d u c ts  cam e in to  
being, w hereby agricu ltu re  becam e an  e x p o rt­
ing sec to r and  worked as a  pulling branch . 
On th e  o th er hand , th e  developm ent of ag ri­
cu ltu re  en ta iled  a growing purchasing  pow er 
and, in  th e  wake of th is , th e  in ternal m a r­
ket (w hich  h ad  been th e  b a s is  of spreading in ­
d u stria liza tio n ) gradually  w idened. “A vailabil­
ity ” of th e  factors of p ro d u c tio n  needed for th e  
spread ing  of new industries (p a rtly  of raw m a­
terials, p a rtly  of labour a n d  cap ita l) was b u ilt 
on th e  surp luses of a g ricu ltu re— of course, n o t 
only on  these. In ad d itio n , in several E u ro ­
pean countries it was p recisely  the  “Verlag” - 
system , i.e. the p e a s a n ts ’ work in  hom e- 
indu stry  a n d  the  com plem entary  industria l ac­
tiv ities in  th e  framework of agricu ltu re , w hich 
served as one of the fo u n d a tio n s of success­
ful in dustria lization . In fa c t, slow progress of 
the coun tries a n d /o r regions which only reached 
half-success, o r even m et w ith  failure in in ­
dustria liza tio n , the h a lt o f developm ent (espe­
cially in  R ussia  and the B alkans) dem o n stra ted  
th a t industria lization  se p a ra ted  from  the  in te r­
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nal s itu a tio n  of ag ricu ltu re  could  n o t—either 
then , o r la te r  on —be successful in  th e  long ru n . 
W h at is m ore, th e  failure of th e  unsuccessful re ­
gions, lagging beh ind  th e  a ll-E uropean  p ro ­
cess of in d u stria liza tio n  can , in  essence, be ex­
plained by th e  backw ard  re la tio n s of agricul­
tu re.

T h e  concrete analysis convincingly 
p o in ts o u t th e  im portance  of exp o rts , i.e. of 
an  ex p o rt-o rien ted  developm ent. T h e  countries 
which p roved  to  be successful w ere those which 
were ab le  to  sp en d  th e ir  in itia l ex p o rt revenues 
on in te rn a l developm ent, w hich were capable 
of con tinuously  an d  rap id ly  changing  their ex­
p o rt s tru c tu re , ad ju s tin g  to  th e  conditions an d  
price flu c tu a tio n s d ic ta ted  by  th e  world m ar­
ket. P rice  changes in th e  w orld m ark e t were u t i­
lized by th e m  to  th e ir  own advantage. T his 
d em o n stra tes  th e  im p o rtan ce  of special ex­
po rt a rticles a n d /o r  quality  w hich can  meet spe­
cial ex p o rt d em ands an d  w hich can  help achieve 
and  m ain ta in  an  o u ts tan d in g  m arket position. 
T he book also convinces th e  read e r th a t even 
if a  co u n try  o r region could very well a d ­
ju s t  an d  a d a p t  itself to  th e  changing conditions 
of the  world m ark e t in a  given ph ase  of its devel­
opm ent, a  las tin g  success cou ld  only be assured  
if th is was accom panied  by a  continuous expan­
sion of th e  dom estic  m ark e t, a n d  also by de ­
veloping th e  s tru c tu re  of d em an d  in  this m ar­
ket. W ith o u t th a t  an  ex p o rt success, how­
ever b ig  in  th e  sho rt ru n , p roved  to be only 
ephem eral.

A fu r th e r  tu rn ing  p o in t o f success, ha lf­
success o r fa ilu re  was th e  revo lu tion  of tra n s ­
p o rta tio n , m ain ly  of lan d  tra n sp o rt.  T h is 
b rough t a b o u t th e  spread ing  of railw ays which 
were su itab le  for cheap m ass tran sp o rta tio n , 
th e  developm ent of w ater t ra n s p o r t  (by s team ­
sh ips), b ig  co n stru c tio n  works for the regula­
tion  of riverw ays, and  th e  bu ild ing  of canals. All 
th a t  was followed by th e  discovery and spread­
ing of th e  te leg raph  an d , la te r  on, the te le ­
phone.

In  som e regions th e  revolutionized tra n s ­
p o rt a n d  com m unications allow ed, alm ost as 
a  chain -reaction , sm ooth  tra n sp o r t  of agri­
cu ltu ra l su rp lus p roducts an d  industria l m ass 
p ro d u c ts  w ith in  the  countries a n d  abroad. In 
such a rea s th e  local m ark e ts cam e to be o r­
ganized in to  na tio n a l m ark e ts  a n d  could jo in  
in to  th e  world m arket, a n d  th e  efforts a t  in ­

d u stria liza tion  h a d  been  crowned w ith  suc­
cess. W here, in  tu rn , (owing to  d iverse  spe­
cific, individual causes), the new m ean s and 
ways of tran sp o rt h a d  no t grown in to  a  coun­
tryw ide  netw ork— n or could local m ark e ts  be 
in teg rated  in to  a  u n ited  na tional m ark e t,— 
m oreover, th e  ap p lica tio n  of the  m o d ern  m eans 
of tran sp o rt rem ain ed  isolated, in d u stria liz a ­
tio n  was accom pan ied  by half-success o r fail­
ure.

Half-success a n d  failures were a lso  in te r­
dependent w ith  th e  ro le  the  s ta te  h a d  p layed in 
th e  process of socio-econom ic changes. W here 
th e  governm ent rep resen ted  the in te re s ts  of the 
rising  bourgeoisie, th e  comm ercial, e n trep re ­
neuria l and m an ag eria l groups, in d u str ia liz a ­
tio n  was successful. W here,—beside th e  sub­
sistence of th e  “a n c ien t” (feudal) ru lin g  class— 
th e  powers of th e  upw ard  striving new  groups 
were able to influence the  governm ents to  sup­
p o rt  a t least to  som e ex ten t their in te re s ts  too, 
a  half-successful way of in d u stria liza tio n  had 
been  in troduced. Conversely, in  som e coun­
trie s the  governm ent p ro tected  an d  represen ted  
first of all th e  in te re s ts  of the  feu d al ru ling  
class, because th e  new  groups were n o t ye t suf­
ficiently organized , o r were weak a n d  could 
n o t assert th e ir in te rests. In such countries 
s ta te  power went a s tray  in a  forest o f com pro­
m ises and  various group-in terests a n d  th e  gov­
ernm ents proved to  be  unable to  cope w ith  the 
new  challenges. In  consequence, th e  endeav­
ours to  in d u stria lize  also failed.

T he ex istence , coverage a n d  ap p ro p ri­
a te  operation  of b a n k s  and o th er financia l in ­
stitu tio n s  significantly  con tribu ted  to  th e  suc­
cess of in d u stria liza tio n . They collected  th e  sav­
ings, and  in v ested  them  in th e  new , m od­
ern  activ ities, w hich  flexibly changed th e ir  busi­
ness policy an d  su p p o rte d  the new  ty p es of op­
eration , ready  to  ru n  financial risks. T h e  lack of 
these  in s titu tio n s  o r  th e ir  insufficiency p layed a 
p a r t  in half-success o r  failures.

T he foregoing dem onstra te  th a t  th e  a u ­
th o rs  have b roken  w ith the  views w hich be­
cam e w idespread in  lite ra tu re  b o th  of in te rn a ­
tiona l economy a n d  economic h isto ry  a n d  which 
ascribe econom ic grow th  only to one o r a  few 
basic factors a n d  causes. T hey even ra ise  the 
question: “C an  success or failure be  th e  re­
su lt of the  availab ility  or lack of th e  g row th  fac­
to rs  which can  physically  be m easu red  and
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therefore  play a  c rucial p a r t in th e  various 
grow th theories—like labour, investm ent, avail­
ab ility  of raw  m ate ria ls?” (p. 653) “E ven a 
growing m anpow er can n o t be decisive.” “Suc­
cess or failure can also  no t be traced  back  to  the 
ra te  of accum ulation” — th ey  w rite. T h ey  con­
sider raw  m ate ria l endow m ents an d  th e  pos­
sibilities of p roduction  an d  exports linked to 
th em  as undoub ted ly  im p o rtan t factors, bu t 
ra th e r  em phasize th e  negative side: “ . . . n o t  
so m uch the  favourable raw  m ateria l endow­
m en ts, th a n  ra th e r  th e ir  lack proved to  be  de­
cisive” . (p. 654) However— they say— th is  can 
also n o t be  the  exp lan atio n  of success o r fail­
ure. “Instead  of stressing  the  a ll-illum inating  
ex p lan atio n  of some p a rticu la r  theory  or de­
velopm ent m odel, o r c e rta in  key facto rs” , ldots 
“we call a tten tio n  to  th e  alm ost incom prehen­
sible a n d  m ostly  anyw ay non-m esurable to ta l­
ity  of conditions. We also call a tte n tio n  to 
th e ir  developm ent th ro u g h  historical processes, 
an d  to  th e  influences exerted  on th em  by fit­
ting  in to  th e  whole of th e  E uropean  in te rn a ­
tio n a l econom ic sy s tem ” (p. 656)— th e  au ­
tho rs  w rite.

T h e  com parative  survey con d u cted  by 
the  a u th o rs  encom passes p a rticu la r specific fea­
tu res  of th e  E u ropean  countries and  of th e  re­
gions b u ilt up  by th em , together w ith  th e  m ost 
significant differences. T h is is the  basis of the 
closing ch ap te r  of th e  book which re jects th e  in­
te rp re ta tio n s  derived from  a single (or a  few) 
causes n o t only w ith  regard  to th e  sim ilari­
ties b u t  also to the  differences betw een coun­
tries a n d  regions. “T h e  differences betw een  the 
halfw ay or com pletely failing pa th s can n o t be 
exp lained  by a single cause, nor can  th e  suc­
cessful cases be traced  back to a  single dom i­
n a n t fac to r.” (p. 662)

P u ttin g  aside h ere  any  firm  s tan d p o in t 
in th is very im p o rtan t a n d  ra th e r  difficult ques­
tion , I shou ld  like to n o te  th a t  rejection of an  in­
te rp re ta tio n  based on one or only a  few reasons 
m u st n o t m ean  handling  all th e  (detectab le) ele­
m en ts  as if  they  were equivalent. Namely, how­
ever variegated  the  econom y of th e  E u ropean  
successful, halfway successful and  failing re­
gions is, a  c erta in  package of the  do m in an t el­
em ents still emerges from  th e  book by th e  p a ir 
of au th o rs .

It is also tru e  th a t  hum an  qualities play 
a  significant p a r t in th is  package. Such q u a l­

ities are: th e  h istorically  developed faculties, 
norm s of behaviour, custom s, cu ltu re , m en ta l­
ity  a n d  o rd e r of values of th e  in d u stria l n a ­
tions a n d  groups of peoples. To p u t it in  a  sim ­
p ler form , th ey  are th e  q u a lity  factors of the  
lab o u r force (also depending  on education  b u t 
reaching fa r  beyond i t) .  I t  is also tru e  th a t  
a  vast m a jo rity  of hu m an  factors (though  by 
far n o t a ll) belong to  th e  “non-tang ib le” c a t­
egories, still they  m igh t deserve m ore a tte n ­
tion  in th is  excellent book . T h e  question  as to 
how far h u m an  factors can  be  qualified as eco­
nom ic ones is, of course, d isp u tab le . B u t, w h a t­
ever th e  answ er to th is q u estio n  m ay be, regard ­
ing success o r failure in in d u stria liz a tio n  th e  hu­
m an facto r is, in my op in ion , by all m eans 
p a r t  of th e  “package of th e  dom inant ele­
m ents” .

R eading  precisely th is  book one cannot 
avoid seeing how strongly th e  processes which 
characterized  the  p a rticu la r  countries and  re­
gions in  th e  last cen tury  have rem ained  alive 
and active, and  can again  a n d  again  be dis­
covered u n d e r  the cond itions of new socio­
econom ic system s in a  E u ro p e  which since has 
lived th ro u g h  two world w ars. A bility  to a d ­
ju s t  a n d  change in  some countries and  h esita ­
tion  in o th e rs  still exert th e ir  influence. T his 
specific co n tin u ity  which is pow erful enough to 
transgress socio-economic system s is bo rne  by 
th e  peoples of each c o u n try  a n d  region, to ­
ge ther w ith  th e ir  past. W hy? C erta in ly  also be­
cause it is m uch easier to  change the  opera­
tion  form s of an  economy th a n  to  change m en­
tality , reac tions and  cu ltu re  o f people.

Should  the  au tho r, who has so painfully 
lost his p a rtn e r, hap p en  to  p repare  a  sec­
ond ed itio n  of th e ir  work, I m igh t take th e  lib­
erty of calling his a tten tio n  to  a  question  which 
is, in m y opinion, left open in  th e  book: A part 
from  th e  resu lts , i.e. success, half-succes or fail­
ure, have th e  countries a n d  regions of E u­
rope followed the  same ty p e  of industria liza­
tion? Nam ely, the  book approaches th e  types 
of in d u stria lization  from th e  a sp ec t of th e  end- 
results . W hereas, if we exam ine th em  from  the  
viewpoint of th e  ac tu a l p rocess , even in th e  suc­
cessful countries and  regions different types of 
the  in d u stria lization  process show up . For ex­
am ple, it seem s th a t in  E ng land , as a  p i­
oneer country , industria liza tio n  was different 
from  those  of th e  o ther successful countries and
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regions of E urope, from  several im p o rtan t as­
p ects. I only wish to  p o in t o u t tw o facts; one of 
th em  is also stressed  in th e  book: “E ngland was 
th e  only co u n try  in the  econom y of which agri­
cu ltu re  h a d  no longer been  unequivocally  dom i­
n a n t. In  1800 alm ost ha lf of th e  p opu lation  was 
a lready  n o t working in ag ricu ltu re  ldo ts As a re­
su lt of “enclosure” , m asses of people h a d  been 
expelled  from  the  lan d  a n d  by  the  end of 
th e  1 8 th  cen tu ry  the  p easan try , in  the  tra d i­
tio n a l sense, was non-ex isten t in  E ngland” — 
we re ad  in  th e  book. (p. 97) Furtherm ore, E ng­
lan d  was th e  only co u n try  w hich s ta rte d  in ­
d u stria liza tio n  fa r before th e  epoch of ra il­
ways. T hese  two facts in  them selves give a  
unique ch aracte r to  th e  E nglish  p a th  of in ­
d u stria liza tio n . T he cond ition  of in d u stria liza ­
tio n  in  th e  countries following England w ith 
a  tim e-lag  were different also because—beyond 
th e  foregoing— E ngland, as a  pioneer, was able 
to  becom e th e  “workshop of th e  world” . T he 
late-com ers, in  tu rn , necessarily  h a d  to  face, in 
som e way or ano ther, th e  com p etitio n  of E ng­
land .

T hus, is it correct to  say  th a t  sim ilarity  
is a  typ ica l th in g  in th e  in d u stria liza tio n  of E ng­
lan d  a n d  th e  o th e r countries following he r suc­
cessfully (o r w ith half-success)? In certa in  as­
p ects, o f course, likeness can  be found. W ould it 
n o t be, however, necessary to  stress the  typ ical 
differences betw een the  in d u stria liza tio n  of E ng­
lan d  a n d  th e  o ther countries? T he p resen ta ­
tio n  of such differences m ight also p e r ta in  to 
trac ing  th e  in d u stria lization  processes of E u­
rope.

T h e  book, w ritte n  in an  easily readable  
style deserves a tten tio n  n o t only because, even 
while presen ting  an  u n p ara lle led  rich  m a te ­
ria l of knowledge, it does n o t becom e abso rbed  
in th e  de ta ils  b u t p resen ts to  th e  reader E urope 
as a  whole an d  the  19th cen tu ry  in  its to ta lity . 
B u t several countries o f th e  w orld have only re­
cently, o r even not yet, reached  th e  developm ent 
level a t  which they  can  s ta r t  on th e  way leading 
to  industria liza tio n  w hich will las t a  long h is to r­
ical period . Hence, experience of the  predeces­
sors (successes and half-successes, ro undabou ts ,

p itfalls an d  failures) m ay  help th em  avoid d ead ­
locks, unnecessary  de tou rs an d  w rong solu­
tions.

In d u stria liza tio n  in E u ro p e  has 
been spreading th ro u g h o u t the  co n tin en t in a 
rad ia tin g  form  a n d  no  late-com er could  m ake 
him self in d ep en d en t o f those ah ead  of him . 
E ngland, which h as  been the  co u n try  leading 
in developm ent level th roughout th e  whole pe­
riod  of in d u stria liz a tio n  had  to  y ield  h e r place, 
precisely a t  th e  e n d  of the 19th century , to  the  
U nited  S ta tes  of A m erica  which in  th e  m ean­
tim e h a d  p u lled  ah ead  in respect o f econom ic 
developm ent. Today, however, th e  “E ngland  of 
Asia” , i.e. J a p a n — also an in su lar cou n try — 
takes over p ioneersh ip , creating  a  qu ite  dif­
ferent m odel of in d u stria lization . A t p resen t, 
on an  o th er co n tin en t, Ja p a n  ex erts a  la s t­
ing rad ia ting  im p a c t on the  coun tries in  its 
neighbourhood, so th a t  it endangers th e  cur­
ren t superio rity  o f th e  U nited S ta te s  of Am er­
ica in  an  ever b roaden ing  sphere. T he pos­
sibilities, world econom ic conditions an d  cir­
cum stances of A sian  industria liza tio n  induced 
by Ja p a n  are , of course, very m ucii differ­
ent from  those  of E urope in th e  1 9 th  cen­
tury. Yet, a cq u a in tan ce  w ith th e  ways of in ­
d ustria liza tion  of predecessors ly ing  a t  large  ge­
ographic d istances from  them  m ay also be in­
structive . “W ise m en learn from  o th e r  m en ’s 
m istakes”— says th e  proverb.

It m ay  be considered a  g rim ace of his­
to ry  an d  econom ic developm ent th a t  while in­
tern a tio n a liza tio n  a n d  a  m ore defin ite  separa­
tion  of th e  n a tio n a l sta tes were jo in t charac­
teristics of 19 th -cen tu ry  E urope, now—a t the 
end of the  2 0 th  c en tu ry —th e  b o rd ers  of th e  n a ­
tional s ta te s  a re  softening an d  th e  estab lish­
m en t of a  u n ite d  E uropean  m ark e t economy 
(far exceeding th e  population  of th e  U nited 
S ta tes of A m erica) has come in to  th e  proxim ­
ity  of hard ly  a  few years. Even for u n d e rs tan d ­
ing th is process we certain ly  need a  com prehen­
sive recognition  a n d  synthesis— as se t fo rth  in 
th is book—of th e  p a s t which is p resen t an d  op­
erative even in o u r days.

É . EHRLICH
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