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Acta Oeconomica Vol. 20 (1-2), pp. 1-19 (1978)

I. FRISS

TEN YEARS OF ECONOMIC REFORM IN HUNGARY

Hungarian economic reform was an experiment, a pioneering venture on the part of a
socialist country with planned economy. The experiment has been successful. It has been
proven that it is possible to draw up a national economic plan and to implement it successfully,
moreover, to control a planned economy without prescribing for the enterprises obligatory plan
targets deduced, in some way, from the national economic plan, and without instructions issued
to the enterprises by their superior authorities. It has been proven as well that these instructions
can be replaced successfully by economic, financial and other regulators directing the activity
of enterprises, in general, towards the goals desired.

The tenth anniversary of the introduction of the economic reform on January 1st,
1978 passed without major celebrations in Hungary. The reason was probably that the
reform has long become everyday practice.

It would not have become one had it not been an integral part of the policy of the
Hungarian Socialist Workers’ Party, consistently followed for more than two decades.lt is
the same policy that had eliminated the compulsory delivery of agricultural products at
low prices more than two decades ago and had taken various steps in the industry aimed
at a greater independence for the enterprises, easing the rigidity of planning, control and
management pointing in the direction which was finally enforced in the reform. The
reform is an integral part of the Party’s policy which keeps in view that with progress in
the building of a socialist society also the methods and forms of control and management
have to develop.

In the first half of the 1960s it was the Party that had initiated, handled and widely
organized the formulation of the principles for the preparation of the reform. After
several years of work, at the meeting of the Central Committee of the Hungarian Socialist
Workers” Party held on May 25—27, 1966 a decision was taken on the “reform of the
economic mechanism”. [1] It took another one and a half year’swork for the state organs
to elaborate the practical details of the reform and its functional rules which have become
effective with January 1st, 1968.

In general the reform was favourably received by the public. However, certain
criticisms appeared early and, as a matter of fact, have not stopped even today; they are
based partly on certain misunderstandings and misinterpretation. To avoid them | feel
expedient to go back to the original resolution. Therefore, | am going to present a
relatively abundant excerpt of the text covering 43 printed pages in the first edition.

Objectives, principles and tasks of the reform
According to the introduction of the resolution the economic necessity of the

reform resulted from the circumstance that previous important sources of economic
growth had been near exhaustion and, therefore, a more intensive exploration of inner

I Acta Oeconomica 20, 1978



2 I. FRISS: TEN YEARS OF ECONOMIC REFORM

reserves and acceleration of technological progress were required. Its political importance
lies in that it is aimed at ensuring a faster rise in living standards, eliminating restrictions
impeding individual initiatives and at fighting the bureaucratic tendencies.

According to the resolution, the main point of the new method of national
economic planning, and of planned control and management is that it is not the
administrative, but instead the economic instruments which are dominating in control
and management. The method of “breaking down" the plans by addressees should be
eliminated (this meant the breaking down of yearly national economic plans through
medium-level directing organs by enterprises in the form of compulsory plan targets)’,
commodity relations, market, money, prices, profitability, credit, etc. should be asserted
in a wider scope. On the one hand, the main development objectives and proportions will
continue to be centrally determined in national economic plans and, on the other hand, a
wider scope will be ensured for market relations and the interaction of demand, supply
and prices. There should be a market that regulates while being itself centrally regulated.
The bureaucratic system of centralized allocation of materials and products should be
replaced by trade. Producing enterprises should have the possibility to decide themselves
on what and how much to produce and to offer for sale, from which enterprises and in
what quantity to buy means of production; and trading, servicing and other enterprises
should have a similar freedom. Producers and users should be in a position to establish di-
rect trading and cooperation relations with each other, buyers should make their own
choice between domestic and import goods and sellers between domestic and export sales,
respectively.

Those forms of competition should be furthered through which disadvantages
caused by the monopolistic situation of certain enterprises might be eliminated. Such are
the following: supply exceeding demand, adequate level of commodity stocks in trade,
competition between domestic products substituting each other, competition of import
goods and competition on the export markets.

The economic instruments with which the state ensures the realization of the
national economic plan are the following: a partial drawing away of enterprise incomes
by the state, rules regulating the utilization of incomes left with the enterprises, taxes,
budgetary expenditure on defined goals, regulation of the terms of credit granting,
selective credit policy, government regulation of wages and prices, rates of exchange,
determination of foreign exchange multipliers, in case of necessity permits and prohibi-
tions in certain fields.

The government decides on major investment projects, on the creation of new
enterprises and big factories, moreover, on major individual projects of the non-produc-
tive sphere. Investments financed by bank-credit should have an important role. The
possibility for building up own financial funds to be used by the enterprises for
investment purposes has to be expanded.

The fundamental function ofprices is to properly orientate and stimulate producers
and consumers in their economic decisions, to further a rational utilization of economic
resources, the adaptation of production to demand, the rapid development of technology

Acta Oeconomica 20, 1978



I. FRISS: TEN YEARS OF ECONOMIC REFORM 3

as well as the balance between demand and supply. Three main forms of price regulation
have to be applied, namely, fixed official prices for certain basic materials and agricultural
products, staple consumer goods and services; contractual prices moving within officially
determined limits e.g. for building activities; free prices e.g. for investment goods and
certain consumer goods. The price system should be flexible. A close connection should
be established between domestic and foreign trade prices.

Combining planned central control and management with the functioning of the
market mechanism allows and also requires a considerable increase of the independence
and decision-making possibilities of state enterprises and, parallel with that, of their
initiative and responsibility. The one-man management of the responsible director and the
collective participation of workers and employees in enterprise matters should be jointly
enforced. The state should be in command of the state enterprises as owner. It should
ensure great independence for its enterprises, since this serves better the efficient
functioning of socialist planned economy. The enterprise decides on its plan itself,
mainly concerning issues connected with current activity, but partly also those of
development and expansion. The main compass and measure of the economic activity of
state enterprises should be the (long-term) development of profits. The development of
enterprises should possibly depend on profits and this latter should have considerable
influence on the personal incomes of workers and employees of the enterprise.

These were then the objectives, tasks and principles of the reform. Let us examine
how far they have been realized, what could not be achieved, which of them should be
regarded as relevant, unalienable parts of the reform and which as less important ones
which could or had to be given up because of the circumstances without abandoning the
entire reform. To make the survey easier, I am going to classify the objectives and
principles into the following groups: 1. the new method of planning and planned control
and management; 2. enterprise independence, relationship between the state and enter-
prises, competition among enterprises; 3. development and investment at enterprise and
national economic levels; 4. prices and economic reform; 5. functioning of the regulators
in the reform, the role of profits.

New method of planning and planned control and management

For all those with some knowledge of the objectives and endeavours of economic
reforms put on the agenda in almost all socialist countries about the middle of the 1960s,
both the similarities and the differences are striking at the first sight. It was emphasized
everywhere that commodity relations and categories resulting from them, namely, mar-
ket, money, prices and profitability should be taken into consideration with greater
weight in planning as well as in the control and management of the national economy,
that they must not be neglected —as had happened in the past — moreover, in certain
cases a decisive importance should be attributed to them. However, there is no other
reform plan or endeavour where we could find what is ranked in Hungary in the first
place, namely, that the method of economic control and management through “breaking

1 Acta Oeconomica 20, 1978



4 I. FRISS: TEN YEARS OF ECONOMIC REFORM

down” the plans should be eliminated, that is, the yearly national economic plans should
not be broken down to the enterprises through medium-level directing organs nor
prescribed for them in the form of compulsory plan targets.

This method of breaking down the plans was so general in the majority of the
socialist countries and seemed so much to be an integral and indispensable part of
planned economy that it was often identified with planned economy itself. It was
believed and declared that if enterprises were not given plan targets to be fulfilled
compulsorily they could not work in a planned way or even fulfil any plan. It was the
merit of those preparing the Hungarian economic reform that, firstly, they analyzed in a
many-sided way the wide-range practical experiences of several years and it was convinc-
ingly proved on this basis that though the system of breaking down the plans had been
justified at the initial stage of planning, but at the given level of development it had more
negative than positive results. Secondly, a theoretical foundation was provided for the
possibility and probable advantage of planned economy without plans broken down and
without compulsory plan targets for the enterprises as against the old system. Thirdly,
they dared to transplant theory into practice trusting they were right. What has practice
shown? Let us examine some main figures concerning the fulfilment of the last Five-Year
Plan for 1971-1975.

Table |

Some plan targets and factual data o f the 1971-1975 plan
(1975 in percentage of 1970)

Plan Factual
National income 130-132 135
Industrial production 132-134 137
Agricultural production
(1971-1975 in percentage
of 1966-1970) 115-116 128
Real wages of workers and
employees per one earner 116-118 118
Per capita real income of
the population 125-127 125
Building of flats in the years
1971-1975 (number of flats) 400.000 438.000

Source: Report of the Central Statistical Office.

From the present Fifth Five-Year Plan only the first two years, 1976 and 1977, are
over, which, of course, does not allow to draw far-reaching conclusions. However, it can
already be stated that the two years complemented each other in several respects. In 1976
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I. FRISS: TEN YEARS OF ECONOMIC REFORM 5

a number of important targets were not attained. There were several special reasons for
this, first of all that, in consequence of unfavourable weather conditions, there was a
setback in agricultural production as compared to the previous year. On the other hand,
the targets mentioned were, in general, overfulfilled in 1977. Agricultural production
exceeded significantly not only that of 1976, but even the good results of 1975 by 7—7.5
per cent. Thus the joint output of the two years approaches the proportionate share of
the Five-Year Plan for these two years.

As can be seen, the national economic plan was realized, practice has fully justified
the reform. This is, however, a result with a bearing on principles and theory and pointing
beyond Hungarian experience. It is no longer only a theoretical conclusion, but a fact
supported by practice, that a planned economy can be managed and a national economic
plan successfully realized, under certain conditions, without instmcting the enterprises by
issuing them indicators deduced from the national economic plan and to be fulfilled
compulsorily. It is also a circumstance worth mentioning that if enterprises produce not
according to plan directives, but on the basis of orders, then the possibility of accumu-
lating unsaleable commodity stocks will be much less.

In the foregoing we have only examined whether the reform impeded or promoted
planned economy and successful national economic planning. However, it is also interest-
ing to examine how the Hungarian national economy developed in the years of the
reform. This development cannot be traced back to the reform, nevertheless, it is not
completely independent of it, either. Obviously, we have to restrict ourselves only to
some major figures also here.

There are several views inclined to attribute the basically favourable development
trend indicated by the figures exclusively to the new system of economic control and
management. There are some others as well blaming exclusively the reform for the
economic deficiencies and difficulties experienced in recent years. However, neither the
first, nor the second statement is supported by the basic concept of the reform or by the
experiences of the last ten years. We have here interdependent processes, but clearsight
and mainly the drawing of proper conclusions require us to separate from each other
these interdependent, but by no means identical processes, namely, the reform from
economic development. | will try to do so in the following.

The new system of control of the national economy has had a great many
advantages over the previous one. A considerable part of them are related to the basic
feature and substance of the reform characterized above. It should be obvious that the
reform influenced the development of the entire society and economy, since it meant a
radical interference in the economic life, it affected almost each of its fields, and
influenced the development of the whole social economy. Therefore, the reform has had
a considerable part in all the success and failures as well as in the favourable development
of the overall picture in the years following the reform. However, any method or system
of national economic planning or of the control and management of the national
economy may be successful only if it works on the basis of an adequate, i.e. a
scientifically properly founded economic policy. This, however, already points beyond

Acta Oeconomica 20, 1978



6 I. FRISS: TEN YEARS OF ECONOMIC REFORM

Table 2

Development o f the Hungarian national economy
(1966-1977)

Gross Production
National - - Agricultural per man-year Real wages
Year - industrial . 7
income output in the socialist of workers
output -
industry
in percentage of the yearly average growth
1966-1970 6.8 6.3 2.8 38 35
1971-1975 6.3 6.4 4.8 6.2 3.3
1976 3 41 -3 4.9 0.4
1977 7.5-8 6.8-7 10-11 - 35

Source: for 1966-1977 Statistical Pocket Books of Hungary for 1977. The report of the Central
Statistical Office on plan fulfilment (Népszabadsag, February 5, 1978).

the reform. The reform made possible the planned influencing of various economic
processes with the aid of economic regulators, but it cannot be deduced from the reform
at all, or only in very general terms for what purposes the economic regulators should
stimulate or with what economic regulators these objectives can be achieved or well
approached. True, in the new system —and this is a great advantage over the previous one
—planners and managers have always to think about the regulators with which and how
they might attain the goals set in the plan. Are there such regulators at all, or can the
planners of regulators and the managers of the economy devise such? If not, then the
objectives are likely to be wrong, presumably they were wrongly and irrealistically set, or
at least some of them should be changed. This hard thinking undoubtedly contributes to
the perfection and higher standards of economic policy and planning.

Independence of enterprises, relationship between state
and enterprises, competition among enterprises

The Central Committee decision dealing with the reform, mentioned in the fore-
going, speaks rather unambiguously and in a relatively detailed manner about the
independence of enterprises, the relationship between state and enterprises as well as
about competition among enterprises. | have said “rather unambiguously”, because it has
turned out that even an unambiguously formulated principle cannot provide firm orienta-
tion for practical application and does not exclude deviating interpretation and debates
resulting from these.

Acta Oeconomica 20, 1978



I. FRISS: TEN YEARS OF ECONOMIC REFORM 7

Despite it, the largely increased independence of the enterprises is the most
important and most useful achievement for the national economy and society following
from the basic principle of the reform. It has brought about outstanding results so far,
although it has not always nor everywhere been enforced consistently. It follows from the
basic principle of the reform, because if the enterprise does not receive any directive, it
not only may but must independently decide —in the framework determined by demand
and supply, i.e. by the market —what it will produce, for whom and for how much it will
sell, from whom and for how much it will buy. From this further decisions result within
the enterprise. While the system of compulsory indicators extraordinarily delimited the
freedom of action of managers, the new system has opened the door wide to their
initiatives. Vast previously hidden energies have been released for the national economy
and the entire society. The initiative of good managers could be freely put forth and there
were some enterprises where this has worked wonders.

However, there is a hitch here. Efficient managers with adequate imagination and
initiative, undertaking rational risks, may achieve excellent results. Ten years of practice
have proven that there are many of them. But, what about the others? It has also been
proven by experience that the poor ones will not automatically be replaced by good ones.
With gross simplification we may say that the situation is as follows. Good managers
having adequate experience, knowledge and leading abilities cannot be found easily
anywhere. But even if there could be found, the majority of present leaders are so much
rooted in the economic and social system - through their connections in ministries, in
the Party, in the trade unions, in the councils —that they are not easy to remove.
Formally, the minister of a given branch has the right to remove a leader, but this may be
inconvenient for him in certain cases even if he is personally convinced about the
incompetence of the leader in question, which is not too easy, either.*

It follows from the nature of the matter, that the reform could not provide any
final solution for the contradiction between enterprise independence and central control.
Creative initiative and undertaking of responsibility furthering the development of the
national economy may develop in the enterprises only in the case of considerable
enterprise autonomy. Therefore, an important objective of the reform was to ensure
considerable independence for the enterprises. On the other hand, the reform could not
abandon, of course, the possibility of central control, either. It is understandable,
therefore, if Party or Government resolutions jointly provide both for increasing the
efficiency of central control and management, and for the enforcement of enterprise
independence. Enterprise independence is the predominant principle. This is admitted by
the control agencies, too, even if they fairly often break it. Interference with the activity

.. it is not a rare case”, Adam Juhdsz, state secretary for the heavy industry writes, “that a
leader once appointed may stay on his post —even if he causes relative damage with his activity —
until he draws attention to himself by committing some obviously serious mistake”. In such cases it
may be a good pretext for the minister that the enterprise is independent and he does not want and
even cannot interfere in the matter. [2]

Acta Oeconomica 20, 1978



8 I. FRISS: TEN YEARS OF ECONOMIC REFORM

of the supervised enterprises and occasionally even cutting down enterprise independence
seem to be especially self-evident for the supervisory organs when some task is prescribed
by central decision for one or more branches and the directing organ is made responsible
for the fulfilment of this task. It may and does occur that the principle of enterprise
independence laid down in the reform is infringed and this, in most cases, does not make
any good for the national economy.

The measure of enterprise independence gives rise to debates also regarding enter-
prises belonging to trusts. Initiatives and a growing sense of responsibility would be
promoted by the greatest possible independence also here. Still, it happens that the
management of the trust interferes even with the elementary rights of the enterprise,
decides on its business policy, the utilization of profits, provides development possibilities
for it or withdraws funds. All this is done contrary to the spirit of the reform.

We have seen that, according to the Party’s decision on the reform, various forms of
competition should be striven after in order to eliminate “disadvantages resulting from
the monopolistic situation of certain enterprises”. This part of the decision has not been
realized in the way originally imagined. According to our experience this is not exclusive-
ly a consequence of the monopolistic situation of certain enterprises. Monopolies, too,
try to win the favour of their buyers, they are even willing to reduce the prices of their
products in lack of adequate demand for them, but enterprises which are not in a
monopolistic situation do not compete considerably with each other, either, if —as is
usually the case —the market is a sellers’ one and supply does not exceed demand or is
even lagging behind it. Some articles are produced usually by one or just a few
enterprises, thus a monopolistic situation is frequent. There has been real competition in
Hungary only among a few domestic products substituting each other. Import is too
limited to mean a serious competition on the domestic market, while competition on the
export markets has practically no influence within the country. This situation has not
been created by the reform nor has it been changed by it.

Development of enterprises and of the national economy, investments

In the field of investments the reform somewhat increased investment possibilities
for the enterprises, it brought about changes in the scope of decision-making*, consider-
ably extended the influence of banks on selecting investments, in allocating funds, but
did not change basically what had been causing serious troubles for the leaders of the

*The limited nature of this change is appositely characterized by an article of the paper
Népszabadsag: “Enterprise resources had and have to be complemented with credit or state subsidies,
what is more, often the greater part of funds derives from the central budget. In this way - although
already more than half of investment projects are qualified as falling into the sphere of decision of
enterprises at present - at least 80 per cent o f investment decisions are made directly or indirectly by
the state. Credits (and development subsidies) practically determine the development policy of
enterprises. [31
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I. FRISS: TEN YEARS OF ECONOMIC REFORM 9

national economy for many years, namely, the considerable, mostly cyclical fluctuations
in the volume of total investments of the socialist sector, the “fever curve” of invest-
ments, showing great amplitudes.

In the three years before and the ten years following the reform the volume of
investments of state enterprises and cooperatives shows a development as indicated by
Table 3; (the volume of investments in the preceding year is considered as 100).

Table 3

Total investments of state enterprises and cooperatives in the years 1965-1977
(chain-indices)

1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977
100 110 122 100 110 117 111 98 103 110 115 100 113

Source: for 1965-1970 the 1974 edition of the Hungarian Statistical Pocket Book,
for 1971-1976 the 1977 edition, while for 1977 the report of the Central
Statistical Office on plan fulfilment (Népszabadsag, February 5, 1978).

It is enough to have a look at the above figures to become convinced: purposeful-
ness and national economic plan could have hardly been enforced here. For the last year,
i.e. 1977 the report of the Statistical Office makes the following statement: *“181.5
thousand million forints, i.e. an amount by 10 per cent more than planned, were spent on
investments of the socialist sector. This is by 10 per cent more than in the preceding year
at current prices and by 13 per cent more in terms of volume. Such an increase of
investments was not in proportion to the present load bearing capacity of the national
economy, nor to the possibilities of concentrated construction. There were too many
investment projects simultaneously in process, in some cases completion was postponed
and costs rose” .

This is bad, very bad, but it did not follow by any means from the economic
reform The reform replaced directives by regulators in the control and management of
the economy. But, as it has already been noted, setting the objectives to be achieved and
determining the instruments necessary for their realization are not tasks to be solved by
the new system of control and management, but by economic policy. We cannot deal in
d.etail with problems of investments here, of which the regulators are only a small and
obviously not even a decisive part. All we have to mention is that, though problems of
investments have not diminished, nevertheless, such or other development of investments
cannot be attributed to the reform.
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Prices and economic reform

I have quoted the relevant provisions of the Party’s decision on the reform relating
to prices. A great part of them have remained dead letters. This was unavoidable.
Although the new system started with a price reform that approached relative prices to
the desirable ones, but affected some relevant features of the price system only to a lesser
extent. It did not change either the fact that as a matter of fact, the price system was
built up, in an autarkic way, mainly starting from domestic production costs, or that a
considerable part of prices were complemented by subsidies. Such a price system cannot
satisfactorily serve economic orientation in Hungary where on the average of the last 15
years a one per cent increase of the national income necessitated a two per cent increase
of exports, and as Karoly Németh, then Secretary for Economic Affairs of the Central
Committee of the Party explained: “About half of the output of ten sectors is destined
for exports. They are: the pharmaceutical industry, the aluminium industry, telecommu-
nication equipment and vacuum technical industry, precision engineering, vehicle manu-
facturing, the shoe industry, animal husbandry, poultry processing industry, fruit growing
and the canning and preserving industry.” [4] Therefore, the orienting power of prices has
been limited from the very beginning. Still, producer prices had such a power, partly
because they could be changed within a rather wide range and relative producer prices
could be approached to international relative prices, and partly because, with the
relatively stable prices of international markets, in the years following the reform the
economy relied on these prices. “The turning-point”, as Béla Csikos-Nagy, President of the
National Board for Materials and Prices writes, “has been brought about by the accelera-
tion of inflation on the world market. .. .In order to preserve a relative stability o fprices
there was no other method than to neutralize the increasing import prices through
budgetary subsidies. In 1973 30 per cent of the external rate of inflation and in 1974 70
per cent of it had to be neutralized.” [3]

In reality, the state has neutralized not only the effect of Western inflation for the
enterprises. “In world trade the price structure (i.e. relative prices) has basically changed
(in 1973—74 —1. F.): the price level of raw materials increased much more than that of
finished products. This price explosion on the world market has considerably changed
also the terms of Hungarian foreign trade, namely, the price level of imports increased
much faster than that of exports ... In the years 1974—1975 we suffered pricelossesof
50—60 thousand million forints with the new price relations as compared to the previous
ones. These losses amounted to 7—8 per cent of our national income in 1974—1975.
... The losses resulting from the deterioration in the terms of trade were not felt, as a
matter of fact, either by the economic units, or by the population in 1974—1975, since
the losses suffered by the national economy were not shifted on to them”, Andras Nyilas,
Head of Department in the Institute for Economic Research writes. [6]

Béla Szikszay, Deputy Head of Department of the Central Committee also states:

. . the rocketing ofthe prices of energy and raw materials in 1973—74 was not introduc-
ed in the domestic prices in Hungary. The additional burden was taken over by the state
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budget. This considerably weakened the orientating power of prices ... The rearrange-
ment of producer prices in 1975 and 1976 aimed at the restoration of the orientating role
of prices. .. The domestic price level of imported materials (following the changes in
prices —1. F.) covers the costs of imports (at least approximative”). This allowed the
elimination of a huge import subsidy. . .” [7]

Of course, the price subsidy burdens of the state budget could not be diminished by
this huge amount. The rise in producer prices obviously could not be fully enforced in
consumer prices. Therefore, “in spite of the not insignificant rises in consumer prices the
extent and scope of consumer price subsidies increased.” [8]

And what about the orientating ability of prices? Their relations approached the
international ones, so far they have provided proper orientation. However, in the practice
of economic life relative prices orientate mainly by the fact that their neglect can be
directly felt by the enterprises. It is to be feared that this was not the case in 1977, either.
Emil Nyul, official of the Central Committee writes the following: “Changes in domestic
producer prices in 1975—1976, aimed at adaptation to lasting changes in relative world
market prices, considerably rearranged the net incomes included in the producer prices
of individual branches. Still, the enterprises could feel but little of this rearrangement,
because its effects were mostly neutralized by the budget.” [9]

The few characteristics of the nature and functioning of the Hungarian price system
presented in the foregoing do not and, of course, cannot give an overall picture of the
entire price system or the problems involved. However, we are speaking not about the
price system, but about the reform. We have seen that prices did not realize the concepts
envisaged at the introduction of the reform. These concepts contained what was consid-
ered desirable by those preparing the reform. But, by its nature, the reform could not set
prices or relative prices, it only formulated guidelines to be taken into consideration
when setting prices. It remained a task for competent state organs to prescribe concrete
prices, relative prices and price changes in some cases, while in others to determine the
principles of price formation for the enterprises and to influence their behaviour through
various economic regulators. If competent state organs failed to realize the concepts of
the reform, this might be attributed either to the deficiency of the instruments used or to
unrealistic concepts. It would require complicated and lengthy researches to clarify this
question. On the basis of the foregoing we would siil risk the assumption that under the
given conditions and the changes in the world economy there were no such instruments
available to the competent authorities with which the concepts of the reform could have
been realized. We have no reason to blame the reform for the troubles we have. Maybe
competent organs could have pursued a more successful price policy, but an adequate
solution probably did not exist and could not be found at all with the instruments
available and without radical structural changes.
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Functioning of regulators, role of profits

The functioning of the regulators has already been mentioned in the foregoing and
indirectly also the role of profits. The fact that compulsory plan targets prescribed for the
enterprises were replaced by regulators of general validity is one of the most important
characteristics and achievements of the reform. But the actual content of the regulators
themselves is not an organic part of the reform. The content of the regulators can and
should be changed according to changing circumstances, conditions and economic policy
objectives to be achieved without affecting the substance of the reform, naturally
provided that its basic principles, e.g. the independence of enterprises, are not infringed
upon.

During ten years the regulators often and partly considerably changed. Since during
these ten years the development of the national economy has been satisfactory and
conformed to the plan, in general, it seems justified to state that also the regulators
functioned generally satisfactorily. However, when examining this functioning in detail,
the above judgement proves to be too summary. Regulators had to be changed quite
often and partly considerably, because they did not at all or not completely achieve the
desired effect. It often occurred, too, that central organs interfered with various measures
in one or another field of the economy, where the regulators had not led to a direction
corresponding to the principles of economic policy. Thus, for example, the resolution in
November, 1972 of the Central Committee of the Hungarian Socialist Workers’ Party was
a significant intervention in economic life. The resolution stated: “A solution deviating
from the general one should be elaborated and applied for the modernization of those
8—10 big enterprises with several thousand workers and employees, where financial funds
necessary for the adequate transformation of their production structure cannot be
ensured from own resources.” [10] The same decision provided for a 4—5 per cent
increase of the earnings of those living on wages and salaries and it was added: “Over and
above that, wages of workers and foremen of the state industry should be raised by 8 per
cent on the average and those of workers and foremen of the state building industry by 6
per cent on the average by special central measures with March 1st, 1973.” [11]

Obviously, no such control and management of a socialist economy can be con-
ceived that would leave the fulfilment of the annual or the five-year national economic
plans completely to the regulators and the economic actions influenced by these regula-
tors. To attain the main objectives set by the national economic plan there are several
other conditions necessary beside adequate regulators. Let us take the latest example. “In
accordance with the changed internal and external conditions”, Karoly Németh wrote,
“in the Fifth Five-Year Plan for 1976—80 it was laid down as the main task to intensively
increase the efficiency of social production and to gradually restore the balance of the
economy. The main targets of the plan were subordinated to these objectives. A number
of measures have been taken to prepare the ground for fulfilling the plan targets. . . We
cannot rest content with the effect of measures taken. In view of the increased require-
ment there is only a slight progress in the improvement of the product pattern of export,
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in raising profitability and in foreign trade marketing and prices attained (and paid). Yet
all these are basic conditions for a permanent improvement and stabilization of the
balance of the Hungarian economy. That is, realization of our economic policy aims,
development of the production structure and a more definite assertion of foreign
economic policy necessitate further constant efforts.” [12] Precisely on this account, the
Central Committee of the Party took a decision, at its October, 1977 meeting, on
external economic policy and on the development of the production structure.

Merely economic regulators, whatever they be, obviously cannot ensure the realiza-
tion of all these tasks. But, it is also obvious, that regulators may much promote or
impede this realization. Regulators have been repeatedly criticized both previously and
recently. 1 cite from a recent criticism: “. .. our present system of regulators”, Adam
Juhész writes, “allows —both in theory and in practice —that enterprises uneconomic for
a long time already or not economic enough in the long run, which ought to be restrained
according to our structural policy, should not only function but even develop for a longer
period yet. Renewals can be carried out and charged to production costs, development
funds can be formed from depreciation allowances and they can be complemented by
credits and often even state subsidies are granted to them. These enterprises can keep
their labour force and employ them uneconomically because a great — occasionally
overwhelming —part of wage-increases is not related to enterprise output.” [13]*

Béla Szikszay writes the following: “Individual measures play a major role in the
present system of financial regulation. Application of a significant part of these was
certainly justified, as they prevented a drastic redistribution of profits among enterprises;
it also prevented the failure to meet important targets of living standard policy and of
development policy, and derangements in the sphere of the economy. Still, the scope and
extent of the use of individual measures may be considered as excessive. The scope of
preferences diminished less than had been planned and that of exemptions did not
diminish at all. Production tax increasingly plays the role of a differentiated tool for
centralizing incomes and has an important role in the elimination of differences in the
profitability of enterprises. The excessively individual regulation takes the edge of
economic judgement, and renders it difficult to make a distinction between economic and
uneconomic activities.” [14]

Emil Nyul writes: “Economic control and management did not properly coordinate
various regulators and the income differentiating effect of the normative regulators
depending on efficiency has been and is widely neutralized by individual regulation”. [15]

Péter Lovasz writes in connection with investments the following: “Regulation is
too much levelling off differences in income between the enterprises and does not make
it possible for enterprises which are more efficient on the basis of the value judgement of
the market to obtain more of development resources.” [16]

There is a special literature on the regulators connected with wages where a great
number of criticizing remarks can be found. | quote from the article of a practical

*1 try to give a more comprehensive picture of criticism with some further quotations.
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specialist, Laszl6 Nyikos, economic manager of the Ganz Instrument Works who writes
the following: “Between 1965 and 1975 the relationship between wage level, the
possibility o f increasing personal incomes and the mass o fprofits was not so much rigid in
practice. Participation in major government programmes, wage preferences to be obtained
under various titles, the proportion of special production, getting into “a difficult
situation” are all such factors that have deflected (and this is valid even at present) the
wages and income proportions of our enterprises from those determined by the “rules of
the game”. .. .relying on enterprise resources alone one cannot “break out™ by im-
proving the indicator of ‘permitted wage rise™, the position as regards wage level cannot
be changed within the given branch. ” [17]

It should be obvious that under such circumstances enterprise profits could not
play the role originally assigned to them in the new system of control, either. If only
because of the deficiencies of the price system already mentioned and mostly unavoid-
able, enterprise profits cannot be accepted without further qualification as a yardstick for
the good or bad work of the given enterprise. The complicated system of financial
regulation, subsidies and taxation also contributed, which influence enterprise profits
occasionally to an even greater extent than the activity of enterprise management.
Neither the enterprise management sets the maximization of profits as its main goal,
because, after all, development and the wage-increasing possibilities of the enterprise are
not determined by this, nor do the Ministry, the Bank or the Planning Office judge on the
basis of profits. They have learnt that judging the activity of an enterprise requires a
much more complex approach and examination, and this is good. However, there is no
objective basis for making comparisons concerning the activity of various enterprises and
this is not good at all. Here we find difficulties which ought to have been solved by the
reform, but it could not solve them for the reasons enumerated.

Productivity of labour and economic reform

In my analysis | have tried to take into consideration the viewpoint that the
economic reform as a process deeply influencing the entire economy can be understood
only as embedded in the entirety of the economy and in its various connections. Thus I
had to go beyond the direct bounds of the reform, although | did not go too far in this
respect unless it was absolutely necessary. There are still some more facts and factors
influencing the entirety of society and development, respectively, which | feel necessary
to mention.

First of all | have to speak about the productivity of labour as the most important
factor of social development. If we consider that in our state-owned and cooperative
industry the output per man-year amounted in 1976 to 321 per cent of that in 1950, i.e.
it increased more than threefold, then everything seems to be all right. However, if we
also consider how labour productivity developed at home and abroad during the two
decades before 1970, that is practically prior to the reform, we shall be shocked, since
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our development was slower than that of any other socialist and several non-socialist
countries.

“International data”, Zoltan Roman, a recognized expert of the problem writes in
his book, “are more widely available only on the increase of labour productivity in the
industry. In the years 1950-1970 from among the CMEA-countries labour productivity
increased most slowly in the Hungarian industry. According to data compiled by the
Secretariat of the Economic Commission for Europe for the years 1950-1952 and
1967—1969, respectively, the growth rate of labour productivity in the industry was
faster than in Hungary in 11 capitalist countries, similar in four countries and slower in
three countries (Denmark, Switzerland, United States).” [18] These unfavourable data
refer, as we can see, to the years preceding the reform.

Data referring to the years after 1970 are much more reassuring. Production per
man-year computed on the basis of gross output at comparable prices increased in the
state and cooperative industry of Hungary at the following annual average rates: in the
years 1951—1955 by 3.8 per cent, in 1956-1960 by 4.1 per cent, in 1961 —1965 by 5.0
per cent, in 1966—1970 by 3.8 per cent and in the years 1971—1975 by 6.2 per
cent. [19]

With the 6.2 per cent rate Hungary is no more placed last among socialist countries.
The same is indicated in the relation of socialist countries by the basically most
comprehensive indicator of labour productivity, namely, by that of the yearly average
growth of the national income. This amounted to 5.5 per cent in Czechoslovakia, to 5.4
per cent in the German Democratic Republic, to 5.7 per cent in the USSR, to 6.0 per cent
in Yugoslavia and to 6.3 per cent in Hungary between 1971 and 1975. [20] These figures
testify to the results of the reform. Naturally, the favourable results cannot be simply
attributed to the reform. For example, in the rise of labour productivity also the fact
played a role, that labour resources were much scantier than previously, and thus the
increase of production could not be based on the growth of employment to such an extent
as before. Some other factors had a part in the above development, too, among them —to
a rather considerable extent —the circumstances created or enabled by the reform.

Unfortunately, we have no reason to be complacent even despite the relatively
favourable results of the last few years. In the industries of socialist countries more
developed than Hungary with the same amount of labour 30—50 per cent more value is
produced, and the level of labour productivity in the most developed capitalist countries
exceeds that of Hungary even two- or threefold. Of course, this is not the fault of the
reform. When | speak about this question in connection with the reform, it is because this
is a key-issue of our entire economic development and it is still on the agenda even in the
years of the reform.

Conflicting interests and economic reform

It has already been mentioned and even examples were presented for the fact that
some economic policy objectives determined by central organs could not be realized with
the regulators designed for the purpose. Maybe, we said, the regulators were not
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adequate, but it is also possible that the competent authorities could not even find
adequate regulators since the economic policy objective in question was unrealistic. There
are some other possibilities, too. It is remarkable, for example, that such an important
economic policy objective as the acceleration of technological development which is very
closely connected with the raising of labour productivity has been repeatedly put on the
agenda for 15, 20 or even more years without any satisfactory result. We already know a
lot about the complicated nature of the issue and the difficulties of its solution. But it
seems as if other countries, no matter whether they are more or less developed than we
are, had striven for realizing this objective more successfully. Of course, we may be wrong
when saying this.

There are some other economic policy objectives, as improvement of cooperation
between factories and enterprises, perfection of plant and work organization, better
preparation of investments, etc. that have been on the agenda for long and whose
realization has been going on also very slowly. They can hardly be all unrealistic
objectives.

There is a thought-provoking phenomenon we can meet everywhere, namely, as if a
trend for levelling out certain economic differences and for an overall egalitarianism were
enforced in our socialist society as an irresistible force. In vain do those competent
declare that material stimulation should be strengthened and for this purpose differentia-
tion increased, yet the contrary (or, at least, also the contrary) is going on in practice
almost as a rule. We could observe this in the form that the effects of price changes on the
enterprises were neutralized, we met it in wage-regulation, we have learnt that regulation
levels off the investment and development possibilities of the enterprises and this
phenomenon appeared also in the balancing of the financial situation of enterprises.
Material stimulation is obviously decreasing, the difference between good and bad work,
good and wrong management respectively, is fading away. And as a result of all this,
important economic policy objectives, intentions and concepts will fail.

How can such economic policy intentions fail which are supported by leading
organs of the socialist society? An answer to this question could be given only on the
basis of thorough scientific investigation. Such or similar investigations are going on, but
the answer has not been found yet. This contradiction was one of the reasons for having
started economic policy researches. An approach to this solution is the topic of various
sociological researches. Their starting point is interest.*

| cannot extend to a review of these researches here. All | can do is to state that,
firstly, various interests are existing and operating in society and also in a socialist one;

*“It is already a well-known and accepted fact at present”, Csaba Mak6. Head of the Scientific
Section of the Institute for Sociology writes, “that interests of individual people or groups of people
do not coincide even under our socialist social conditions: deviations and clashes of interests may be
reckoned with between different layers and groups resulting from their place occupied in society. The
recognition of their existence, however, indicates that events taking place in various fields of our
society, thus among others also in socialist enterprises and factories may also diversely affect the
interests and actions of people or groups of people working there. . .” [21]
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secondly, various social activities and processes result from the functioning of the entirety
of society; thirdly, if the direction of the actions of a great enough number of persons or
groups who are also important enough does not coincide with economic policy concepts,
then their action will modify the direction of concepts in practice; fourthly, in the given
case, that is, in that of economic policy concepts and decisions, aimed at differentiation,
a very significant, we might say a huge group, organ or organization must have been
working in a deviating direction in order to turn all such decisions into their opposite.

Summary

For being able to draw up a proper balance of the ten years of the Hungarian
reform | have tried to clarify the substance of the reform, what we can justly consider
and call reform and what not. My aim has been to show and examine the reform, its
development and problems embedded in the entirety of socialist economy, since the re-
form was a radical interference in the entirety of socialist economy affecting and influ-
encing all fields of it to a smaller or greater extent.

The most important statement has been that the balance is favourable.

An integral part of the reform, resulting from its feature already mentioned, is a
considerable increase in the independence of enterprises. This has provided favourable
opportunities for the managers, for the leadership and to some extent even for the whole
collective of enterprises to display their initiative. In the previous system of control and
management there was practically no possibility for that. Huge reserves were opened for
the development of the national economy, naturally only where the talents, abilities,
knowledge, practice and the undertaking of risks of leaders promoted initiative. The
reform itself contributed to a good start, helped in recognizing the abilities of leaders and
furthered their development, too, but it could not ensure suitable leaders for each
enterprise.

For ten years the development of the Hungarian national economy has been more
balanced and partly more rapid than previously. Although this cannot be fully attributed
to the reform, but, undoubtedly, the reform had a great part in it as well as in that the
national economy could firmly endure the storms resulting from the extraordinary
developments in the world economy, the accelerating general international inflation, the
considerable deterioration in the terms of trade and the lasting capitalist world economic
crisis —even if not easily and not without serious losses.

| have already mentioned that the reform did not and could not have the task to
solve several serious problems of the national economy. These problems usually consider-
ably reach beyond the scope of the reform and partly even beyond economic policy. The
reform provided certain viewpoints for the setting of prices, but a considerable part of
them could not be applied for various reasons. It gave viewpoints for the improvement of
the investment situation, but this situation has not improved much. The system of regu-
lators should have functioned in a normative way, but considerable forces acting against
it in the national economy have often diverted regulation into the opposite direction.
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By making possible an elastic regulation, by increasing the role of financial stimula-
tion, the reform has contributed to the solution of the most important task of the socialist
economy, namely, to raising labour productivity and to accelerating technological devel-
opment. However, this task, too, is bigger and more complicated for the reform to
achieve a break-through.

On the other hand, the reform provides a favourable basis for the further develop-
ment of the national economy also in the future. It has considerably expanded our
knowledge of the functioning of socialist economy, the forces, connections and inter-
actions operating in it and to be taken into consideration. It has contributed to the in-
creased requirements towards the perfection of scientific direction of the socialist ecomy,
and strengthened the self-confidence of Hungarian society as well as the feeling that a cor-
rect way has been chosen.
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[OECATL IET XO3ANCTBEHHOW PE®OPMbI B BEHIMPUM
. ®PALLILLI

ABTOp NOABOAUT WUTOTU AECATU NET BEHrepckoil pedopMbl. Ero Hanbonee BaxHbIli BbIBOA
COCTOMT B TOM, YTO 3TV UTOrM GnaronpusaTHbl. Xo03sicTBeHHas pedopMa B BeHrpum 6bina Takxke
3KCMNEePUMEHTOM, OMbITOM COLMANMCTAYECKO CTpaHbl, BefyLUeil NnaHoBOe X03ACTBO. Bbino foka-
3aHO, YTO MOXKHO pa3pabaTbiBaTb HAPOAHOXO3ACTBEHHbIE MaHbl M YCMELLHO BbINOMHATbL UX, He pas-
6uBas Mo MpeanpuUATMAM 0653aTe/lbHbIX MIAHOBbIX MOKasaTeneid, 6e3 ykasoB MpegnpusTUsM CO
CTOPOHbI BbILECTOALLMX OPraHoB. Bbino [OKa3aHO, YTO 3TU AMPEKTMBLI MOTYT ObITh YCMELLHO 3a-
MeHEHbl 3KOHOMUYECKUMMU, (UHAHCOBLIMU U APYTMMU perynstopamu, KOTOpble KakK npaBuio
HanpaensT AeATENbHOCTb NPEANPUATUNA B HY)XXHOM Harpas/ieHUN.

OpraH1Yeckoi YacTblo peyopMbl 6bI10 3HAUUTENBHOE pacLUMPEHNE CAMOCTOATENbHOCTY Npea-
NpUATWIA. 3TO OTKPbINO GOMbLUME BO3MOXHOCTU 151 Pa3BePThIBAHWS UHULMATVBLI PYKOBOAUTENEN,
PYKOBOACTBA W, B OMpeAeneHHOW CTemneHW, BCEro KOMMEKTUBA Npeanpustuil. TMpexHss cuctema
ynpaBneHns Mo CyLLecTBy He faBana A/1s1 3TOro BO3MOXHOCTU. Bbiniv BCKPbITbI FPOMafiHble Pe3epBbl
[N pa3BUTMS HAPOAHOrO X03AMCTBA, HO ECTECTBEHHO, NIMLUb TaM, Fe CNOCOBHOCTM, 3HaHUS, Npak-
TUYECKWIA OMbIT PYKOBOAMTENEN, UX TOTOBHOCTb MATU Ha PUCK NPOBYXAaIN AO/MKHYIO UHULMATUBY.

3a JecsaTb NeT pa3BMTME BEHTEPCKOr0 Hapo4HOrO X03fACTBA CTano 6onee ypaBHOBELUEHHbLIM
1 oT4acTM —6onee BbICTPLIM. TO HeNMb3s LeMKOM OTHECTM Ha CHET pethopMbl, HO 6e3yCNOBHO, YTO
pedopma chirpana B 3TOM 60MbLUYIO POfb, TaKXKe Kak U B TOM, YTO HapOAHOe XO03ACTBO, XOTS He
6e3 TpyAHOCTeld M CyLLECTBEHHbIX NMOTEPb, HO BbIAEPXKa0 UCMbITAHWS, Bbl3BaHHbIE Ype3blyaliHbiM Mo-
NOXXEHVEM MPOBOr0 XO3ACTBA, YCUMMBLUYKOCS W CTaBLUYIOBCEOGLLEN MEXAYHAPOAHYIO UH(AALNIO,
yXy[LeHNe YCNOBUA BHeLIHeld TOpProBan fns BeHrpuu, 3aTsiHYBLUMIACA MMPOBOW KanuTanucTu-
YECKNIA Kpu3uc.

Mepen pechopMoOii He CTaBuach M He Morfa BbITb NOCTaBNEHA 3afaqa PeLleHnst MHOTUX Npo6-
NIeM HapOAHOro X03aicTBa, TaK KakK OHW, KaK NpaBu/o, BbIXOAAT 3a pamKu petiopMbl N Aaxe —
3KOHOMMWYeCKO nonuTku. Pedhopma Jana ycTaHOBKM N5 LeHO06pa3oBaHus, OfHaKo, MO pasiny-
HbIM MPUYMHaM 60/blUas YacTb MX He MOrna 6biTb NpuMeHeHa. OHa fana YCTaHOBKW AN ynyulle-
HUS UHBECTULMOHHON [eATeNIbHOCTM, OHAKO 3HAUMTENbHbIX CABUIOB He npousowno. OHa pgana
YCTaHOBKM O HOPMAaTWBHOM (BYHKLMOHUPOBAHWWN CUCTEMbI 3KOHOMMWYECKOrO PerynupoBaHusi, of-
HaKo, MPOTWBOAEWCTBYIOLLME STOMY 3HAUMTENbHbIE CUMbl B HAPOAHOM XO3SIACTBE YacTO OTKNOHANM
perynupoBaHve B NPOTWBOMOMOXHOM HanpaBneHwuu. bnarogaps TOMy, YTO OHa cfenana BO3MOX-
HbIM TM6KOE perynmpoBaHue, ycuamna ponb MaTepuanbHON 3aMHTEPecOBaHHOCTM pethopMa, cnoco6-
CTBOBa/a BbIMO/IHEHNIO BaXXHENLIMX 06LLECTBEHHO-3KOHOMUYECKMX 3a/au, MOBbILLEHUIO NPOU3BOAN-
Te/IbHOCT TPYZa, YCKOPEHNIO TeXHWYeCKoro nporpecca. OfjHaKo 3Ty 3afaum Takke ropasfo CnoXHee,
4TObbI pethopmMa cama no cebe mMorna bbl MX PELUNTD.

BmecTe ¢ Tem pethopma co3fana 6naronpusiTHble UCXOAHbIE MO3WLMM ANs AasbHelLiero
pasBMTUA BEHIEPCKOr0 HApPOLHOIo Xo03sicTBa. OHa 3HAUMTENILHO pPaclUMpuIa Halln 3HaHUSA O (YHK-
LIMOHMPOBAHUN O6LLECTBEHHOTO XO03iACTBa, O AEWCTBYIOLLMX B HEM CKnax, 06 UX B3aMMOCBA3SAX.
OHa yKpenwuna yBepeHHOCTb BEHIepCKOro 06LecTBa B NPaBuUiIbHOCTY M36PaHHOTO UM MyTH.
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ENTERPRISES IN HUNGARY BEFORE AND AFTER
THE ECONOMIC REFORM

The elimination of compulsory plan targets has much improved the efficiency of
Hungarian enterprises, but has not made adaptation to demand smooth at one stroke. The
study analyzes the contradiction between enterprise autonomy and the institutional system
inherited from the era prior to reform. The contradictions are examined from the viewpoints of
prices, wages as well as the allocation of investments.

Enterprises in the Hungarian economy during the period
of directive planning

Between 1950—1967 highly important social objectives were attained in Hungary.
Unemployment was completely and permanently abolished, the share of wage earners
increased within the population from 44.1 to 46.1 per cent (now being 48.5 per cent).
The share of accumulation within national income increased from 14 per cent to 25—26
per cent also with a stable character. The growth rate of national income rose from the
annual 3 per cent of the 17 years before World War Il to 5.4 per cent, and foreign trade
increased, instead of the old rate of 4 per cent, at an annual rate of 10 per cent. Notwith-
standing the successful development certain contradictions were stubbornly reproduced.
They were the following:

—The structure of production did not adapt itself with sufficient flexibility to the
quickly changing pattern of demand of either personal or productive consumption or of
exports. This partly caused loss of income, partly surplus stocks in some products and
shortages in others.

—There was a strong import pressure in the economy, and relative to that the
interest in exporting was weak, the productive sphere was not aware of the external
market effects, the balance of trade was not in equilibrium.

—In the enterprise sphere, beside efficient enterprises, the proportion of those
utilizing their resources with low efficiency was large. Material motivation toward good
work was minimal, the poorly performing enterprises did not feel any disadvantage and
the good ones any advantage for the difference in performance.

——Claims for democratic methods emerged in the economic life with increasing
weight: the workers wanted to participate in a certain part of the activity of their
enterprise, the local political factors dealt more and more with the economic future of
the enterprises operating in their domain, they wanted to know what, why and how they
wish to do and consumers raised more and more criticism and requests.
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In the course of critical analysis risking a “leap into the dark”, answers had to be
found to the question: to what causes can the apparent deficiencies and contradictions be
traced back, further, whether there is some deeper systematic reason for the problems
behind the apparent chain of concrete causes. It had to be weighed whether those were
right who looked for the prime cause in the basic moral stand of the workers, or even in
the “liberalism” of central planning. Against these views the critical analysis by experts
uniformly identified the final and basic source of the many problems as lying in the given
system of economic controls and management. From this the recognition followed that a
partial change was insufficient and it was expedient to strive for complex changes.

The analyses clearly showed that the emerging problems of efficiency were not
caused by the socialist ownership relations, that it was possible to work with greater
efficiency both in state enterprises and in cooperatives, and that the essential changes to
this end can be started by basic changes in the circumstances of enterprise management.
The fight against the many other deficiencies could be fought successfully on the basis of
the reform of the mechanism.

The question emerged whether enterprise profitability was of major or minor
importance in a socialist economy. There can be no doubt that in a socialist economy
decisions taken independently of enterprises may in some cases strongly affect profita-
bility. This may happen e.g. when, for some important reason, central price policy fixes
some price lower than would be justified economically, or when part of the enterprises
receives a small share from the centrally allocated investment funds and can thus develop
technology and raise productivity only to a small extent. In the economic science of the
socialist countries there developed two standpoints regarding the profitability of enter-
prises. According to the first one only the profitability and overall efficiency of the
economy as a whole is important, while enterprise profitability may have only a restricted
role and importance. The second, however, professes that national income closely
depends on enterprise profitability, and economic efficiency demands a strong profit-
motivation of the enterprises. At the end of the sixties and the early seventies the
Hungarian economic experts unequivocally adopted the latter standpoint, but it should
be noted that those adhering to the first view are still with us and recently they have
again emphasized their doubts.

No doubt, in the practice of socialist planned economy the urge and the possibility
of profits is smaller for the enterprises than in a capitalist economy. If profitability is low,
they may ask in the directive system for a revision of the plan indicators and in the case
of indirect control they may ask for price, credit or tax preferences, and thus the pressure
is weakened. The possibility is again smaller because a part of the development funds —in
the directive system of control almost the whole of it —is collected by the state from the
enterprises and then redistributed. In the course of the latter process the state used
relatively more for general social purposes than does the state in capitalist countries. But
this hardly puts the socialist system at a disadvantage against the capitalist market
economy, since in the long run the social loss due to cyclical fluctuations is much smaller
in a socialist economy and this more than compensates for the differences in enterprise
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profitabilities, if they are not too big. In the final analysis, the fact that the urge of
profitability and its possibility are smaller for objective reasons does not diminish but
rather underline the importance of profitability on the market regulated by the national
economic plan.

For an understanding of the reform trends in the socialist countries it is necessary
to know that they are motivated not so much by the wish to transplant experiences of
market economies into a socialist environment, but rather by the coming to the fore of
those schools of socialist economic theory that build the socialist planned economy on
the wide-scale persistence and reproduction of market and monetary relations, against the
school which believes to implement the principle of socialism by gradually pushing back
the market and monetary relations, regarding them as capitalist categories, and by
expanding the direct central product-allocation, as a socialist category. The latter
school had a decisive effect on economic practice in the USSR since the early thirties and
after the war also in the East-European socialist countries, but the tensions caused by
efficiency and quality concerns pushed the reform school foreward. The alternative is
thus not whether “we should apply capitalist or socialist methods”, although even the
so-called new left is of this opinion, but whether “we can better implement socialist
management on the basis of market relations or with the aid of direct product alloca-
tion”.

Let us return after this brief digression to the Hungarian economic reform. In the
final analysis, the reform means the complexity of six basic principles, each of which is
important in itself, but they simultaneously constitute an interrelated system and the
assertion of each principle is related to all others. In this package of principles the
following can be found:

1. The persistence o f the multisectoral nature o f the economy in the long run. This
means that it is not in the interest of society to restrict the cooperative sector, to
“develop” the cooperatives gradually into state enterprises and to establish thus a
stereotyped form for socialist ownership. State enterprises have proved to be the most
expedient form in large-scale mass production, in wholesale and foreign trade. The greater
flexibility of cooperatives in shaping the pattern of production, their relatively bolder
risk-taking, and the particular democracy in cooperatives makes their operation advan-
tageous in adefinite part of the economy. It is similarly rational to maintain in the long
run small-scale private economic activities in a role complementing the socialist sector,
particularly in services and small-scale commodity production: the socialist sector is,
namely, only partially competitive in satisfying such needs, in some fields it proves to be
cumbersome and expensive. Precisely on this account, the principles of the reform
stressed that from the point of view of state regulation the state enterprises and
cooperatives are of equal status (it is incorrect to determine more favourable economic
rules for the state enterprises). The principles also include that the relative proportions
between sectors should not be determined according to abstract political viewpoints, but
left to develop as a function of economic efficiency and competitivity.
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2. Trade in commodities on a commercial basis. Earlier, namely, central planning
had determined the production pattern of enterprises (by major product categories),
the allocation of materials and the conditions under which buyers had to take over
the products. Relations were of a fully commercial nature only between retail trade
and consumers, it hardly prevailed in the deliveries within industry or between industry
and trade, the features of physical exchange were dominating. The physical exchange
character created such artificial climate where economic calculation lost its true impor-
tance, there emerged surpluses and shortages, but this all was covered up by centralized
allocation, the system of obligation to accept deliveries. The shifting of centralized
allocation of materials and products onto commercial basis promised the elimination of
bureaucratic administration on the one hand, and the elimination of “over-assurance” of
enterprises —accumulating inventories —owing to the uncertainties of supply.

3. Flexible state price policy, gradual assertion of value relations in prices. Earlier,
in principle, all prices had been established by the state, but in practice the central organs
were incapable of following either the changes in costs, or those in demand and supply.
According to the new principles the prices were to express effects of three factors: actual
inputs, the value judgement of the market, and state preferences or dispreferences.
Transition to the new price policy necessitated a wide-scale revision of prices with
January 1st, 1968, when the new price mechanism took effect.

4. Clbse economic links between production and foreign trade activity. Prior to the
reform the foreign trade enterprises had not so much linked as rather isolated the
productive enterprises and the foreign markets, because the domestic prices of products
could not be related to the export or import prices expressed in foreign currencies. The
foreing trade enterprises constituted a separate branch, planning in isolation from pro-
ducers and settling their accounts separately with the state: it was not a normative
requirement what domestic inputs may be used for earning foreign exchange. The reform
brought three substantial changes:

—~Part of the producing and trading enterprises obtained the right to export or
import directly —mainly in the case of special products. The aim was to comply better
with the requirements of foreign markets, to make better use of the possibilities.

—For the accounting of foreign trade transactions a uniform foreign exchange
coefficient was introduced, computed from the full domestic input necessary on national
average for earning a unit of foreign exchange.

—The productive enterprises releasing substantial quantities for export or pro-
cessing much imported material, and not obtaining the right to transact foreign trade
independently, established-dommon interests with the specialized foreign trade compa-
nies, mostly in the form of commission contracts, and came into contact with external
markets in this'manner.

5. Creation of possibility for autonomous action by enterprises by asserting uni-
form government regulation and material (financial) interests. Earlier the state organs had
“addressed” to every enterprise separate plan-indicators, which had been obligatory and
left very little scope for autonomous enterprise decisions. With detail in the plan it was
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impossible to allocate tasks and means correctly among the enterprises. A characteristic
“plan bargaining” developed between the ministries and the enterprises: the ministries
increased the tasks and reduced the means allowed to use (this is how they could remain
within the framework of the targets allocated to the branch), while on the contrary, the
enterprises made efforts to reduce the plan tasks and increase the figures for the assets to
be obtained. To this end the following measures were taken:

—In the framework of medium-term planning the uniform economic regulators
valid for the whole enterprise sphere and those for particular industries are spelled out
and issued to the enterprises before the start of the plan period. These are the following:
the plan for the central price measures, the rules relating to taxation, investment
regulation, wages and incomes, the extent of profit tax and the tasks deriving from
interstate economic agreements devolving onto the enterprises. These constitute the
financial links between central control and the management of enterprises, called upon to
mediate the efficiency requirements of the national economic plan to the enterprises.

—The enterprises draw up their short- and medium-term plans themselves, they also
obtained a realistic possibility for preparing a long-term enterprise strategy by assessing
their situation and possibilities.

—The earlier centrally established and rigidly enforced “production profiles” were
abolished, the central organs determine only the scope of activity for the enterprises.

—The enterprises may build up own development funds from depreciations allow-
ance, from the centrally determined part of profits, as well as from technical development
means accounted for among costs. The enterprises decide themselves on the use of their
development funds. As a result of the system about half of all productive investment is
decided upon by the enterprises, the other part is decisively influenced by state organs
and banks.

—The state guarantees the earnings of enterprise workers at the level attained, but
the raising of earnings depends on the increase of profit.

6. Assertion o f the democratic rights o fworkers in the operation o f the enterprises.
The Hungarian economic reform affected the development of economic democracy from
two aspects: by creating enterprise autonomy it broadened the scope of democratic
methods and brought about new forms of cooperation between economic leaders and
workers in the enterprises.

—Through their trade union representatives the workers regularly participate in
discussing the enterprise plans, the elaboration of development strategy, the forums for
this purpose are the production meetings on different levels. The plans of cooperatives are
decided by the general assembly.

—The trade union organs within the enterprise obtained the right to have a say in
matters affecting working conditions, they participate as equal partners of the manage-
ment in deciding on general rules affecting employment and wage payment, and may put
in their veto against measures infringing on the collective agreement or legal prescriptions,
and also have the right to check upon the observance of legal rules affecting the workers.
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—In the wake of the reform the concerns and ideas related to the operation and
development of enterprises, as well as the relation between the enterprise and its
development received a much greater publicity than was the case before.

As a result of the reform, the economic environment of Hungarian enterprises has
changed since January 1968, the activities of enterprise executives and working collec-
tives are no longer restricted merely to implementing the plan received from the centre,
they have become more diversified, encompassing also the weighing up of various possi-
bilities. Nor is central control restricted to planning the national economic processes, also
a particular function of market regulation has evolved. The basic importance of central
planning has persisted, but greater attention is devoted to the planning of harmony
between physical and value processes and, in general, to that of factors of efficiency and
quality.

In the final analysis, we may state with justification that with this reform the
socialist Hungarian economy has entered a qualitatively new stage of development.

Central planned regulation and market relations in the socialist economy

As everywhere, the socialist economy came about in Hungary by discarding the
capitalist economy. The basis of management was created, as has been mentioned, by
large-scale nationalization. At that time the central control accorded but a complemen-
tary and subordinate role to cooperative ownership beside the state ownership.

When working out the economic reform, we had to face a particular contradiction.
How can we conceive such an organization of the, mostly state-owned, enterprises that is
comparable and not only formally, to the separation of enterprises operating in a market
economy and still secures planned control and regulation of the economy.

The problem raised may seem particularly contradictory if we consider that the
reform of the highly centralized system of control based on plan instructions was
implemented in Hungary at a time when in the market economies the role of state
interference was unequivocally strengthened and when, because of the internal contra-
dictions of market processes, the opinion was gathering momentum that in countries with
non-socialist systems it was socially useful to replace the market form by the internal
order of hierarchical organizations.* Those preparing the Hungarian economic reform,
when discarding control by means of plan-instructions and advocating the increased use
of forms of self-regulation, never believed that the market would spontaneously secure
the social efficiency of management or that large organizations should be replaced in
every field by small companies, better corresponding to the ideal conditions of atomistic
competition.

The studies preparing the reform [2] and the documents describing the bases of the
regulations in 1968, as well as the articles evaluating them [3, 4, 5] spoke about a

*The seemingly most authentic comprehensive work about the problem is 111
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centrally regulated market. Although in the documents it had not been unequivocally
clarified what the creators of the reform meant by planned regulation of the market, it is
certain that they had not forgotten about the utilization of those social objectives
(positive and negative externalities) which cannot be expressed by the spontaneous price
movements under the influence of demand and supply. The most important mark of the
planned control of the economy is that the reform extended its effect always only to
those fields of management where experience had proved that in the interest of efficiency
first of all an increased adaptability to demand should be aimed at. This was indeed
important in those fields where the frequent changes of demand and a rich assortment of
production items are of great purport, and where, precisely on this account, needs cannot
be adequately satisfied without the immediate and fast adaptation of producers even after
using the results of the best predictions.

This field of management may be termed the competitive sphere. We believe that
there is no exact limit to expanding the competitive sphere. It is, however, certainly
justified to consider as part of this competitive sphere the production of manufacturing
and agricultural articles as well as their trade at home and abroad. In these fields the
pattern of enterprises, the competition among them, the possibility of founding new ones
as well as the possibility of letting imports compete with domestic production do create
market conditions. Competition may extend to the production and trade of the most
important raw materials (coal, crude oil, electric energy etc.) or part of them, but,
depending on economic conditions and political value judgements, these may be elimi-
nated from the competitive sphere, that, of course, will have particular consequences.

Naturally not all economic activities are characterized by such differentiation and
constant change in needs which are so difficult to survey that a hierarchical organizational
setup of activities and determination of the tasks for the partial units would disturb
efficiency. In an ever widening scope of the economy, in the production of public goods
and services, as road building, water supply and other infrastructural areas the conditions
are generally such that social needs can be better satisfied in a well organized system of
institutions with planned central control than if it were done by competitive enterprises.
In fact, it is probable that with enterprises competing in these branches many external
economic effects (not figuring in the price) would be left out of consideration and this
would-result in social damage.

Another element of asserting planned control is that, in our view, in the wide
domain of economic activities that we called the competitive sphere, there exists an
objective possibility for the state not only to create competitive conditions for its
enterprises, (even after an almost full-scope nationalization), and to operate them on the
market as autonomous profit-motivated economic units, but also to regulate these activi-
ties centrally and in a planned manner. The most important precondition of such a
control will be a uniform regulatory system conforming to the national economic
requirements and their changes. By this we mean first of all taxes and the valuation of
central resources as labour, fixed and circulating assets and foreign currencies. Further,
central control has always wanted to exploit also the possibility of preferential credit
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support, in the interest of planned development, given to those industries that may trigger
the accelerated development of the whole economy. Furthermore it wanted to levy taxes
on activities with socially harmful side effects, thus e.g. the exaggerated concentration of
industry in Budapest, environmental pollution, etc.

But even after the above statements we have not yet solved the contradiction.
When the decision was taken to introduce the Hungarian economic reform, the necessity
of changes was deduced from the fact that the central organizer

—cannot sufficiently know the pattern of expected economic needs;

—the standards of information about the alternative economic possibilities of
production are inadequate because of the complexity of relations between enterprises,
the uncertainty of estimates and the bias of the informers;

—s0 he is finally unable to evaluate quickly and unequivocally, in a way confrom-
ing to the requirements of social efficiency, the informations of doubtful value abour
the needs and production possibilities.

On this basis the executors of the reform reached the conclusion that instructions
formulated by the central organizer and compelling enterprises to carry out these
instructions as well as the moral and financial stimulation to meet these obligations are
not sufficiently effective methods of economic control. According to experience, namely,
control through plan-instructions cannot efficiently adapt itself to changing needs. The
fitting of supply to demand is so weak that it causes not only direct losses, but indirectly
even greater ones. Dissatisfaction with work essentially damages the enthusiasm and
initiative of both managers and employees. Let us confront this line of reasoning with the
market criticism found in the literature about organizations. These set out from the
recognition that the differences in efficiency between particular productive and manage-
ment institutions are decided not mainly by the technology applied, but by the quality
and costs of carrying out the economic transactions. Analyzing the experience of market
economies this literature states that the partners behave in a limitedly rational manner if
information is imperfect. Among other things, the market can be imperfect and weak
because the economic factors are present only in a small number, cheat in the course of
negotiations, the negotiations themselves get protracted and a bad atmosphere develops
which all damage the efficiency of these transactions. They therefore reach the conclu-
sion that it is frequently expedient to substitute large organizations instead of the market
and that government limitations on large corporations need not to be forced.

What is common in the Hungarian idea of the reform and in the ideas pertaining to
the analysis of organizations is that they approach the efficiency of the organizational-
institutional order on the basis of transaction costs. There is also a similar idea that the
decisive circumstance on whose basis they evaluate the system of institutions is the
uncertainty of recognizing the future, the adaptation to changing conditions. On first
approach, however, the direction of the conclusions seems to be utterly divergent. One of
them rejects the compression of the whole economy into one hierarchical system, the
other qualifies hierarchy as more efficient than individual markets. Yet the contradiction
between these two statements, which seem to be separately convincing—though not yet
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satisfactorily proven —is smaller than would seem at first sight. Namely, the idea of the
Hungarian economic reform does not deny the possibility that large organizations may
promote the rational solution of some problems, and even expressly relies on large
organizations. What is denied is only the expediency of controlling the whole economy as
a single large organization and the disregard for small and quickly adjusting enterprises
beside the large ones. At the same time, the adherents of organizational hierarchy did not
claim the expediency of an organization comprising the whole economy, or that a big
organization (hierarchy) should perform its activities so that in the meantime the state
guarantees its monopoly situation.

As regards the centralization or decentralization of development decisions, the
discussion is sharp in Hungary even after implementation of the reform. There are
economists who believe that adaptation relying on profit motivation isjustified when the
problem is to utilize existing productive capacities or to improve earning conditions in the
short run, but think that the system of profit-oriented decisions is incorrect in respect of
investments. Those advocating the centralization of investment decisions set out from the
assumption that the central organs will know social interests better than the enterprises
and will take into account the external effects which influence the development of the
economy but do not appear in expected profits. Those in the other camp refer to the
poor level of information available to the central organs and, therefore, wish to hand the
right of decision to the enterprises while informing them about the general social interest
with the help of a uniform state regulation.

In the discussion about the quality of information both parties my be right. It may
easily happen that there is no way for unequivocally deciding whether in the vertical flow
of information it is the stream going up or the one going down that can be made more
free from disturbances. Nevertheless, we believe that there are grave arguments, outside of
the usually discussed topics, that speak in favour of decentralizing the development
decisions in the competitive sphere —with well-defined state preferences. First of all, it
should not be forgotten that economic efficiency is not mainly the effect of an ex ante
optimal allocation of means. We refer here, beside Hungarian experience, to production
function computations performed by Solow, Denison and others which prove that 50—80
per cent of the increment of GDP is a consequence not of increased inputs of resources,
but of residual factors. Moreover, in this, in our opinion, not only the allocation of assets
plays a role, but also how the leading responsible specialists adapt themselves to the
unexpected changes in economic conditions in the course of implementing the invest-
ments decided upon and during the operation of the new project. This adaptation is, in all
certainty, an important element in what is called X-efficiency. [6]

But, in order that the leadership of the enterprise adequately and continually
adapts itself to the changing circumstances which frequently deviate from those taken
into account in the plan to no slight extent, it is first of all needed that it be fully
responsible for the implementation of the investment. If, however, this responsibility is
divided between management and the central organs, because the manager has not received
consent to what he asked for, because he had to deviate under external pressure from the
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original ideas in the course of realizing the development project to an extent that he can
no longer regard the realized project as his own, his behaviour will strongly change. In this
case it is better if he proceeds as an honest official, but does not fight for the success of
the projects as a lion. Such differences in the behaviour of enterprise managers, however,
may result in substantial differences in the efficiency of development.

The contradiction cannot be simply bridged over by a more successful harmoni-
zation of the views of leading organs. Each of the contradictory opinions regarding
development projects may be sensible in itself. The deviations follow, namely, frequently
from deviating judgements of partly uncertain possibilities and from the differences in the
functional tasks of the experts judging the problem. It may thus easily happen that
several alternative decisions may lead to solutions of identical value —if implementation is
successful.

The weakness of the system of central decisions is generally not that they assert
wrong viewpoints, but that they are unable to formulate the good viewpoints in practical
terms conforming to the details of enterprise management and that they have no
possibility for enforcing the actual requirements.

The second group of arguments in favour of decentralized development decisions is
related to the fact that the participation of the state or the centre is described in the
discussions in an idealized form. They reckon with the manifestation of a single central
will. In practice —at least in Hungary —the centre interfering with the problems of
development appears in the form of pressures from many institutions, frequently in sharp
debate among each other. The supervising Ministry, the National Bank, the Development
Bank, the Ministry of Finance, the National Board of Technological Development and
frequently even different Departments of these institutions represent particular opinions,
rational in themselves, until a decision on development is finally reached in the Council of
Ministers, which often none of the state organs considers as his own. Such participation of
the central organs in development decisions is not only extremely complicated and slow
but, in lack of a proper harmonization of interests, it is frequently not suited even to
represent the internal rationality of a central decision. In addition, there are also such
complex economic processes —affecting several industries —which can be surveyed only
by the enterprises.

The third group of reasoning argues that it does not seem advantageous that the
highest state organs should take upon themselves direct responsibility for industrial,
agricultural and commercial development decisions whose outcome is uncertain by dint
of their internal properties. The incomplete success of development or, in part of the
cases, the unavoidable failure, presents sometimes such temptation to the government
which it is difficult to resist. Namely, performing the functions of economic regulation
secures the government such rights that it is often in a position to prevent even the
greatest failure from becoming manifest. As a matter of fact, to maintain an unsuccessful
enterprise with budgetary and other means and thus to slow down or render unnecessary
its adaptation is most disadvantageous for society.
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Acceptance of the arguments in favour of delegating the right of development
decisions to the managers of autonomous enterprises does not call into question the
necessity to enforce central preferences of economic policy also in the competitive sphere
of the economy. The central organs must not neglect planned selection of those industries
whose creation or accelerated development will trigger a definite increase in the total
performance of the economy with high probability.

When utilizing this possibility, the practice of the socialist economy frequently uses
the ideas which are proposed by many authors for application in the developing coun-
tries.* A task waiting for solution is to find such procedures for indicating preferences that
accelerate development and protect new industries that will weaken neither the creative
powers of enterprises nor their adaptation to the changing conditions of production.

Achievements and internal contradictions of the Hungarian
economic reform

Though there were several internal and external economic factors that prevented
the reform from exerting its accelerating effect, it can be nevertheless stated that the
reform was essentially successful.

The most important is that we succeeded in regulating centrally the economy in
conformity with the plan in spite of having eliminated the rigid plan-instructions, putting
fetters on the adapting ability of management. The practice of the Hungarian economy
furnished an important lesson for the fact that directive control is not the only possible
form of economic management after socialist nationalization, and one can rely on
autonomous enterprises. Our experience adequately proves that evolution of objective
price and monetary relations and successful adaptation is feasible in an economy oper-
ating with many independent decision centres.

One of the most important areas of change in the adaptability of management is the
striking change of enterprise relations. The system of material allocation, overly simpli-
fying and necessarily narrowing the range of commodities therefore hampering the
refinement of demand, has been replaced by widely ramifying relations among enter-
prises. A green light appeared thus for the satisfaction of the actual needs of final users,
within them those of the population, by taking into account also minor changes in
demand.

The experience may be generalized that while the Hungarian economy has allowed
room for enterprise autonomy, it preserved the character of planned development. In
fact, as has been pointed out by scientific investigations, carried out by the Committee
for Economics of the Hungarian Acedemy of Sciences —the conformity to plan has even
improved. The planning from two aspects, from that of the national economy and that of

+Seee.g. [71
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the enterprises, has not opened the road to spontaneity. The main data characterizing
economic growth of the national economic plan and of the aggregate of enterprise plans
have come sufficiently close, while the enterprise plans themselves are much more
realistic than the earlier plans, deriving from central allocation, had been.

As a characteristic feature of the present Hungarian economic control, the national
economic plan has preserved its determining role in defining the direction of economic
development as a whole, while the operative control of the economy has proved to be
capable of applying the tools of price, monetary, commercial, and foreign exchange
policies in the interest of planned development.

The situation after 1968 may be characterized by the following facts:

The legal workweek was reduced in 1968—70 to 44 hours from 48, meaning a loss
of capacity of almost 10 per cent, which was counterbalanced by the growth in
productivity only gradually. This factor moderated the rate of growth.

—Even with the above effect, gross national product increased between 1968—
1976 by 6 per cent on annual average, in constant prices, against the rate of 5.4 per cent
prior to the reform.

—Also real wages per earner increased at a faster rate than before, by 3.5 per cent
p.a. between 1968 and 1975, as against the former 1.7 per cent. Equilibrium on the
consumers’ market essentially improved and this was a factor having a general advanta-
geous effect on living circumstances.

—The wider price changes implemented at shorter intervals than earlier were a new
factor for the population. The inflationary pressure appearing in the Hungarian economy
resulted, namely, in a price raising tendency and the regulating role of government price
policy manifested itself in braking but not in price stability, since the latter would not
have been rational. The consumer price level increased between 1968—1975 by 3.5 per
cent on an annual average, while the wage level by 7 per cent. In this situation the living
standards of every strata of those economically active increased in the medium run, but in
the short run also a transitory decrease may have occurred in some strata, because not
everyone obtained wage rises each year.

—The balance of trade of the country was in equilibrium between 1968—73 —with
some annual fluctuations —the difficulties being related to certain countries. The price
explosion on the world market changed this situation and bore a new problem of foreign
trade.’

—The dynamism of investment was maintained also after the reform; this was
partly related to the fact that, with other factors of efficiency improving, the utilization
of assets (“capital productivity”) did not improve. Between 1970—1975 GNP per unit of
assets engaged increased by a mere 1 per cent. Equilibrium of the investment market
improved only partially and transitorily, the improvement in investment efficiency is not
satisfactory, the reform has been unable to solve this problem with the means presently
available.

—We deem extremely important the change, highly appreciated by the members of
the Hungarian society, attained in adapting supply to demand, in satisfying needs, in
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reducing the number and value of deficit articles. This is a substantial difference in the
performing ability of society, which, unfortunately, has remained up to now inaccessible
to national income and efficiency computations.

While the state and enterprise system of social policy considerably improved and
had a highly favourable effect on the political atmosphere, there were two circumstances
which released negative effects: one was the increased movement of labour and the other
the growing differentials between earnings depending on strata and performance. These
two factors causing tension persist even today, and the dilemma of Hungarian economic
policy today and in the future is that, on the one hand, the structural changes of the
economy require substantial flows of labour and wage differentials depending on perform-
ance (and qualification), while, on the other hand, political public opinion expects
minimization of both kinds of movements. If we ask the question to what extent the
principles of the reform assert themselves in practice, we may say “they are substantially
asserted, but not entirely and not always consistently”. In this context reference should
be made to the economic phenomena called “brakes” by Hungarian economists at the
introduction of the reform.

The changes in the world economy in the last 5—6 years have been a great test
indeed for the viability of our system of control, with particular reference to the fact that
the Hungarian economy is linked to the world economy on awide scale and with strong
ties. In 1975 the values of exports amounted to 39.5 per cent of the GDP and the weight
of foreign trade is continuously increasing. 62.8 per cent of exports went to the socialist
countries (within and outside the CMEA), while 37.2 per cent to the capitalist and the
developing countries.

The achievements notwithstanding, we cannot rest satisfied with the results. The
reason for dissatisfaction is twofold. On the one hand, we are aware that the actual
achievements in increasing the rate of production and efficiency as well as in adaptation
to demand have been lagging behind the potentials. On the other hand, the changes in the
external markets occurring in the wake of the price explosion and affecting Hungary
disadvantageously not only consumed the positive effect of the changes, but also annulled
the total increment of national income (at unchanged prices) in the last four years.

Acceleration of inflation on the world market reached Hungary under such condi-
tions when it possessed a mechanism for warding off the infiltration of external inflation,
but the active exchange rate policy was only in the initial stages within its armory of
tools. In 1973 about 30 per cent, in 1974 already 70 per cent of the external rate of
inflation had to be neutralized with the aid of so-called “financial bridges”, i.e. import
allowances, production and consumption subsidies. Owing to the spread of financial
bridges the domestic price proportions deviated more and more from the external ones
and thus the orientating force of the price mechanism was much weakened. This situation
again pushed the question to the fore whether we could not free ourselves from the
harmful effects of world inflation by returning to the rigid price system in force prior to
the reform, and thus make domestic prices independent of external ones.
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The world market price explosion had a strongly negative effect on the terms of
trade of the Hungarian economy: between the levels of import and export prices a
negative margin of 17 per cent came about, beginning with 1974, and this completely
claimed the annual GDP increments of 6 per cent of several earlier years. Though with a
time lag and to a minor extent, the deterioration of the terms of trade appeared also in
relations with the socialist countries. The question emerged how to adapt ourselves to the
new world economic situation. In this context, two problems reappeared to which an
answer had been already given by the reform, but which demanded an answer again in the
new situation. These were the following ones:

1. Could we not diminish import requirements substantially by shifting toward a
strongly protectionistic production policy in respect of both raw materials and finished
products?

2. Were it not possible to quickly increase self-sufficiency within the CMEA and to
narrow down relations with the capitalist world economy?

Owing to the depressed state of export markets the conditions of transacting
Hungarian exports became difficult precisely at a time when the deterioration in the
terms of trade could be counterbalanced partly with an increased export drive. For an
annual 5-6 per cent growth of GDP an annual increase of 10—12 per cent increase of
exports has to be attained on the non-socialist market, but the unfabourable business
situation endangers the attainment of this goal.

Evolution of the successful processes initiated in the double task the state per-
forms: on the one hand it regulates the functioning of the enterprises while on the other
hand, as owner, it is responsible for them.

The Hungarian practice tried to solve coordination and harmonious implementation
of the two tasks without essential institutional reforms, relying on the system of
organization developed already earlier. As a matter of fact, the centre recognized that it
did not possess such information nor the information processing ability that would be
sufficient for the continual, smooth and elastic control of enterprise activities. But, for
eliminating the deficiencies it believed sufficient to renounce control by plan-instructions
that was rendering enterprise behaviour particularly rigid and directly hindering develop-
ment of enterprise adaptability. Many important details remained unclear as to the
methods to be used for the central regulation of economic activities. The leading organs
of the national economy naturally insisted on several methods derived from the old
institutional system, even though they did renounce the practice of control by means of
plan-instructions. Yet they continued to keep managements within the framework of the
old hierarchic organization, where the division of labour between enterprises had to
develop along predetermined paths.

Such development of relationships between the central state organs and the enter-
prises may be explained by three closely interrelated causes. The first group of them is
related to the power stmcture. The internal inertia and conservatism of the hierarchical
system does not release the formally free enterprises from the chain of earlier established
relations. The most important form of resistance to the new type of management
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manifests itself on part of the sectoral Ministries. Exploiting the slogan of selective
economic development they have frequently done everything to conserve their own
positions. Adequate conditions were created for this by their right of supervision over
enterprise activities, the right of appointing enterprise executives and determining their
remuneration.

The second group of causes is of an economic nature and is related to the objective
obstacles to bringing about a competitive situation. In should be clear that where a chronic
deficit restricts the possibilities for letting imported goods compete and where there are
but few enterprises, the result of bargaining among enterprises will be dependent on
chance and the tactics developed in order to improve bargaining positions may cause
substantial social harm. To this'we may add that by artificially obstructing the evolution
of market forces, there will be an increasing number of cases in which the interests of the
enterprise and those of the national economy clash, which then necessitates direct state
interference. It can be simply shown that whenever prices in force do not adequately
reflect the conditions of demand and supply, when a part of the international economic
relations is unsurveyable for the enterprises, then, even with an otherwise correct
regulation, enterprise interests may unequivocally run counter to some interest of the
state, which, again, supplies a stubbornly recurring argument for the restoration of the
system of central decisions.

The third group of causes is constituted by the methods of regulation actually
elaborated in Hungary. These methods, disturbing social rationality and closely related to
each other, have been introduced mostly deliberately, under the effect of the forces
already mentioned.

a) Relative stability of producer prices was considered a basic requirement on
account of several factors. The reasons included the successful policy of the government,
intending to avoid inflation and quick rises in wages at any cost, even under the
conditions of world market inflation. The steady and regulated improvement of living
standards with consumer prices increasing at a rate not exceeding 2—4 per cent p.a.
required a rigid producer price system that did not react adequately to changes in the
conditions of supply and demand nor to those in world market price proportions.

Several other factors acted in this direction together with the above. The rigidity of
the price system was stipulated, among other things, in order that the profit motive
should not disrupt the smooth internal economic relationships, and that the success of
enterprise efforts might be “obejctively” evaluated on the basis of profits in some annual
or five-year period, further, that the profit motivation of working collectives should not
result in income differentials, qualified by some leading social circles as incompatible with
the value of labour performed. Stability of the price system was accomplished first of all
by fixing part of the domestic producer prices and additionally controlling a wide sphere
of prices to such an extent which practically involved the same consequences as the fixing
of prices. In addition, the export earnings and import expenses of the enterprises are
reckoned not in auniform system of exchange rates, but in commercial rates of exchange
and with a government subsidy differentiated by enterprises and industries. This substan-
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ually reduces the income differentials between state enterprises, but simultaneously
reduces the information content of external relations from the viewpoint of the national
economy.

The contradiction between stable prices and the orientating role of prices was
believed to be resolved by modifying prices from time to time. Prior to the world market
price explosion a revision of producer prices at five-year intervals was provided for, but
this could not be upheld. After 1971, in 1975 and also in 1976 partial price revisions had
to be performed. But the revision of prices at certain intervals has not proved to be
successful. This was not only because the changed conditions were transmitted only with
a time lag, but mainly because when determining the possibility of raising the price the
objective was not the clearing of the market but constraining the enterprise profits,
dominating the production and distribution of the particular groups of products, into a
narrow interval prescribed by the central financial bodies.

b) In order to minimize the role of conflicting social interests within the enterprise
extremely strict prescriptions were applied to control personal incomes (wages). The
average wage (after 1976 in some enterprises: the wage-bill) was made dependent on
enterprise profit. This had the result that enterprises which could not increase their profit
from one year to the next, or whose development strategy would have required a shift
involving a transitory decline in profit or perhaps a loss, could raise wages only if
the central organs accorded, in agreement with the supervising organs, exceptional
treatment.*

c) The size of the amount remaining with the enterprise for investment purpose was
determined by Such rules that major investments could be started only with credit made
available by the National Bank of Hungary (the Central Bank). In practice such credit
could be acquired by the enterprise only with the consent of the supervising ministry.
This resulted in a situation where the investment was supported only if it corresponded to
the preferred development ideas of the respective sectoral ministry and thus expected
profitability was pushed into the background when making the decision.

As a result, instead of market prices —with references among other things, to the
bias of regulated prices — essentially all developments were regulated by so-called
government preferences. And this entailed that more credit was allocated among needs
exceeding development possibilities than what was available in funds, without being able
to secure favourable conditions for those industries which indeed have a role in acceler-
ating social progress and therefore would deserve the preferences.

The three characteristics of financial-fiscal regulation mentioned have led in combi-
nation to the situation that even after having abolished plan instructions and their
compulsory fulfilment, the economic autonomy of Hungarian enterprises did not develop
satisfactorily, and administrative methods remained predominant in state control. Thus,
the autonomous enterprises, working on the principle of profit motivation as formulated

*The system of so-called “wage preferences” extended over the whole economy. A very large
part of all industrial enterprises obtains individual wage preferences.
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in the documents of the reform, have not come about. Instead, we have enterprises
which, owing to the established organizational setup and the regulations in force,
interpret themselves the expectations of the leading social organs and try to con-
form to them.

In the meantime, the enterprises continued to bargain with the leading organs,
according to their special interests, about the modification of prices fixed or controlled
by the state, about tax exemptions and about special budgetary funds or credits. Their
immediate interests, of course, influenced their behaviour in the above bargain, also the
information given to the centre about their business possibilities. This particular bias,
however, also hampered the rationality of the decisions of central organs.

The established order of management is justly distinguished from the regulated
market economy on the one hand, and from the control through plan-instructions as
applied prior to 1968. In practice, enterprises are controlled by the central organs, by the
“visible hand”, without their applying the directive methods of immediate control.*

A uniform hierarchical organization of the economy, a regulation differentiated by
enterprises and the treatment of managers as functionaries, fulfilling national economic
tasks, have become, willy-nilly, important characteristic features of the Hungarian manage-
ment.

The reason why ten years after the start of the reform we have not made better
progress in the practical solution of enterprise autonomy and central regulation cannot be
found exclusively in the internal social tensions related to the division of decision rights
and income differentiation here reviewed. The explanation is related to the fact, that,
owing to the world market price explosion, the reduced possibilities and readiness of the
socialist partners to supply raw materials and to other factors as well, the objective
exonomic situation of the country has essentially deteriorated in the recent past. These
brakes on the economic development, though on one hand, intensified the craving for
new methods of control and management aimed at greater economic efficiency, yet, on
the other hand, made the responsible authorities cautious in solving the problems of the
institutional system of the economy and its control —continuously arising in new forms —
in harmony with the spirit of the reform.

Many people ask the question whether it was worth-while, with such limitations, to
implement the economic reform. We believe that, in spite of justified doubts, the answer
is in the affirmative. Though, because of the world market events unfavourable to
Hungary, and on account of subjective factors, traced back to internal causes discussed
above, we cannot report spectacular changes as a result of the reform, still the statistics of
the last ten years have shown modest, yet not negligible results. The first is that the
increase in national income has been attained with reduced specific inputs of factors
of production, first of all labour; the second that the production has succeeded in
adapting itself to the conditions of demand much better and thus users in both the

*The expression derives from E. Neuberger, who first used it for the description of the system
of management applied in Yugoslavia up to 1965. [8]
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foreign and the domestic market are better satisfied with the results of Hungarian labour
than earlier. Unfortunately, we are also aware that with the world market price explosion
the positive changes emerging between 1968 and 1972, succumbed to stagnation at
the best. Further, what is more important, we are also aware that the extent of improve-
ment experienced up to now does not create, due to deteriorating world market con-
ditions, the prerequisites necessary for a further improvement in living standards nor
for safeguarding economic stability.

What lessons can be drawn from the ten-year history of the Hungarian
economic reform?

Following from the above, the years 1974—75 were a particular time of waiting,
whose dilemma could be formulated as follows: shall we develop the reform further or
correct it in respect of its essential principles? Scientific and practical-political investiga-
tions were conducted in this context. From the analysis of the situation it followed
unequivocally that the maintenance of a suitable growth rate, as well as the gradual
but fundamental modernization of the production pattern and, finally, the securing
of external equilibrium as basic objectives cannot be attained either by narrowing
world economic relations or by increasing self-sufficiency within the CMEA. The main
objectives demand that the Hungarian economy should adapt itself more flexibly to the
conditions of the world economy. This statement clearly speaks for a more consistent
application of the principles of the economic reform.

In 1976—77 new steps have been taken to enforce the principles of the reform. The
domestic prices of significant imported products were adapted to the foreign trade prices
and this raised the rate of inflation temporarily to 4—5 per cent. A further essential step
is that, making progress on the road of an active exchange-rate policy the National Bank
of Hungary worked out the “commercial” and the “non-commercial” rates of exchange
of the domestic currency, and these are now operating as true rates of exchange in their
respective fields. At this time the process of expanding central limitations has already
stopped, in fact some of them which proved to be superfluous have been lifted. All that,
however, does not yet ensure that economic control “keep pace” with the events.

A more consistent enforcement of the principles of the Hungarian economic reform
raises the question of a better realization of the principle of economic efficiency, of
further developing the reform. In this framework answers must be found to the following
questions:

—Can the internal market price proportions be approximated to those on the world
market with the aid of the price and foreign-exchange mechanism? What deviations are
necessary?

—What methods are needed in regulating earnings, the movement of labour and
investments with a view to amore flexible product pattern in industry?
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—How can we eliminate the “overheated” nature of the investment market and
create equilibrium on this market by means of central regulation?

—To what extent and in what manner should we make room for vertical integra-
tion (research, development, production, trade) in the sphere of big companies in the
interest of developing the organization of enterprises?

—What economic institutions are necessary that Hungarian enterprises should work
successfully also in international ventures?

—What advantages could be attained in the state control of socialist enterprises by
easing the present rigid division by industries and in what form would this be possible?

We believe that there are four fields where general lessons can be formulated on the
basis of the Hungarian experience, which can be used in the control of every nationalized
system of enterprises.

a) Competitive conditions and price system

The first and most important conclusion is that in those areas of the economy
where demand changes swiftly, the needs of buyers cannot be successfully satisfied if the
economy is not based on autonomous profit-motivated enterprises. But these can func-
tion successfully only if the state does not exempt them from competition with domestic
firms or potential foreign partners and if the state does not undertake to solve the
emerging economic difficulties at the expense of the budget. In the competitive situation
thus developing the autonomous enterprises must know the system of prices, taxes and
possible subsidies, which all influence the results of the enterprise and they must find
themselves their way of adaptation. The efficiency of the system requires, that, in the
case of unfavourable results, the enterprise executives should not be allowed to turn to
their powerful owner, the state budget. It is, namely, only with such strict conditions that
working collectives and managers may be expected to make great efforts in the in-
terest of their own personal succés for an efficient use of the means made avilable
to them.

For an efficient evolution of enterprise autonomy everything must be done in order
that the financial regulations be rational and clear to survey. With a consistent price and
financial reform the development of such a price system may be promoted —as is at
present planned by government organs in Hungary —which will better orientate about
social values and cost than does the present one, and which will be directly affected by
the external demand and supply on foreign markets mediated by proper rates of
exchange. Thus, the role of the financial regulators serving to bridge over the difficulties
of particular enterprises will essentially diminish. But even the achievement of this is not
sufficient. All positive effects of the price reform may be quickly reduced to nil if the
state does not strictly adhere to the principle that the system of price setting and the
budget should be modified only if the global situation of the economy requires it and
only if these modifications are enforced in a uniform manner toward every economic unit.
All this means that the state allows prices to be directly affected by the changes in internal
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conditions of demand and supply, and even the modifications of the administratively
regulated prices to the changes of the demand and supply are only temporarily delayed.
The anti-inflationary policy of the state, developed in defence of the price level, must
not be extended by trying to stabilize producer price proportions. Moreover if the govern-
ment considers stability of the nominal prices of some staple foodstuffs as a political
objective, it can implement this only at the final sale of the commodity in question with
the aid of budgetary means, if it does not want to disturb the adaptation process in pro-
duction and realization. From the preceding it also follows that it is not allowed to bridge
over individual difficulties of enterprises with the means of the state budget.

b) Wage control

To resolve the tensions in wage control is a task almost as difficult as the
development of the price system. The dilemma is waiting for solution whether it is
justified to maintain the Hungarian practice according to which managers of the state
enterprises economize on wages only to the extent required by the centre through wage
control. This is a consequence of the fact that it is considered a greater success if they can
pay high wages, than if profit is increased, among other things, by reducing wage costs
per unit of output. The handling of the problem is complex because of its social
implications. If, namely, saving on wage costs isa declared task of enterprise executives,
the conflict between management and workers will openly appear, and this is usually
avoided in the Hungarian practice of enterprise control.

If the Hungarian economic leaders were pressed only by the first problem, a simple
answer could be given to the question of wage control: frugal management of wages
could be delegated to the managers in a way similar to the other cost elements. The
special rules regulating the outflow of wages could be dispensed with. But the central
Hungarian organs believe that the possibility of sharpening contradictions within the
enterprise is politically unbearable. Their standpoint is supported also by the fact that
under the conditions of modern market economy even the governments of the leading
industrial countries are frequently forced to control wages. Presumably, the role of social
conflicts within the enterprise is diminishing also in these countries and they are replaced
by negotiations between manufacturers, trade unions and the government. The behaviour
of capitalist enterprises may also be characterized by the fact that whenever they can
shift the price rise due to increased wages onto the user, they frequently desist from
taking upon themselves conflicts deriving from putting a brake on the increase of wages.

The task is particularly difficult in the case of socialist state-owned enterprises. It
seems that rationality of management demands that enterprise executives take upon
themselves ever more from the task of management of wages, of economizing on wages,
and the rigidity of wage control can be eased at the rate that progress is made in this
direction. It should be avoided by all means that debates about wage control, bargaining
between the enterprises and the central organs should become a factor determining the
success of the entire management.
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Furthermore the problem awaits solution how the necessary central control of
wages is most expediently performed. The cause for concern is that the increase of wages
can not always develop parallel to productivity and efficiency. Growing demand for some
catagories of workers frequently necessitates a wage increase, and, for social reasons, this
cannot be counterbalanced by reducing the wages of other categories. As is well known,
wages are rigid downwards. The problems of wage control become even more compli-
cated if shifts in relative wages are accompanied by a rise in the consumer price level. On
such occasions, namely, a general raise is required, even in those factories which proved
incapable of raising their profits at the time of the price rise. Thus, the smooth activity of
a considerable part of enterprises can be secured only if they can raise wages not only
according to their economic results and in direct proportion with the latter.

We do not perceive any possibility for solving the problem without contradictions.
In the last two years we have been experimenting with some success with not restricting
the rise in wages in a certain interval and levying a progressive tax only on a wage rise
exceeding it: in many cases this method has proved to be prohibitive.

c) Investment allocation

It is a task difficult to solve how an adaptive enterpreneurial spirit can be called to
life, simultaneously with the planned central regulation of investments and carrying out
government preferences. Outlining the possible ways of solution maybe interesting even
when the government has not put these questions on the agenda.

Solution can be found in a fortunate separation of the administrative functions of
the state from its economic ones. In our opinion, the task is to bring about such an
institution, or system of institutions that enables enterprises to acquire assets (capital)
necessary for development as a function of its expected efficiency. The institution or
system of institutions fulfilling the functions of a capital market can play their role
consistently only if renouncing functions other than expressly business activity. Thus, it
cannot claim to be simultaneously a representative of all state interests. It also emerges
that holdings, independent of each other, or organizations similar to conglomerates
should take over the role of state supervision of enterprises from the hierarchically
organized sectoral ministries.*

Besides, also an institution for the allocation of funds necessary for preferential
developments is needed. But institutional measures are requested in order that the
allocation of these assets should not impair the autonomous position of the enterprises
and that the granting of preferential credit should not exceed the amounts earmarked for
the purpose and should not cause inflationary pressure. The best solution seems to be if
the state organs grant the preferential credit with determined conditions as lump sum
grants. The granting of this support must not amount to the central organs’ taking over
responsibility for the development by declaring that in case of failure no further credit
will be granted to help in overcoming the difficulties.

‘Relevant literature makes proposals for diversified forms. See: 19, 10,11]
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d) Appointment and control ofexecutives o f state-owned enterprises,
working relations within the enterprise

One of the key problems of the successful activity of state-owned enterprises, as of
every firm, is the selection of executives. It is a question to be clarified theoretically, in
what dependence the executive should be held after being appointed.

We believe that for answering the question two starting points must be accepted.
One is that, by its very nature, management of firms is such an enterprise that is related
to great risks. The second, that success and failure become clear usually not in short
periods, but only over a longer time horizon.

It follows from the two assumptions that once we have been circumspect in
selecting the manager, he must be highly trusted. Acknowledging that the manager has
been appointed to lead a risky enterprise, his enterprising and not his administrative
talents must be relied upon and adequate preconditions for this must be created. It
should be reckoned with that in their responsible work peaks are necessarily alternating
with trough and the boldly soaring paths frequently require long and tedious prepara-
tion.

Managers and their most important collaborators can surmount this work success-
fully only if they enjoy the support and trust of those appointing them. Thus the
expediency of along-term agreement emerges between the supervising authority as owner
and the manager, so that the latter may start working in security and implement his
development ideas in an atmosphere of trust.

From the viewpoint of the efficiency of management it is also highly important to
clarify what behaviour should be expected from the executives of state enterprises when
partial enterprise interests conflict with some justified or deemed state or global social
interest. The problem is highly significant, because such conflicts occur in every system of
management and, unfortunately, on account of the weaknesses of regulation, in the
Hungarian economic practice they are more frequent than would be desirable.

Two extreme standpoints have emerged in this context. According to the first one
managers should always secure the assertion of social interests and turn against local ones.
According to the other opinion, the interest of the state, of society cannot be judged
from the position of the manager and, therefore, he cannot be expected to clarify the
social issue nor to identify himself with it.

We believe that there can be no unequivocal choice between these two views, only a
pragmatic approach may be advised. It cannot be refuted that government regulation
works well if, as against the Hungarian practice of recent years, it does not build on the
identification of enterprises with the interests of the state, which have not been and
frequently cannot be exactly defined. Accordingly, it will avoid forcing them to under-
take partial tasks influencing business results detrimentally or even asking them to do so,
lest it should allow them to put the blame for the lack of achievements on such
“voluntarily” undertaken tasks. On the other hand, a manager may be expected to
proceed in his relations with the central agencies as a good businessman. In transitory
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troubles he will not strive to exploit the partner, knowing that the basis of safety is
mutual advantages. Thus, in conformity also with his own long-term interests, he will not
strive after every petty short-term advantage in the maze of the complicated system of
government regulations.

There are still many unsolved problems as regards social relations within the
enterprise. There is a wide discussion emerging in Hungary about the phenomena and the
related tasks, about the problems of extending so-called factory democracy. It would be
premature to sum up the conclusions; for the time being the following seem to be clear:

—management of the enterprise is, in fact, the task of a broad collective of
executives, where the harmony between sharing responsibilities and the justified hierar-
chical relations must be found;

—in the interest of successful work enterprise management must rely on the active
contribution and support of the whole working collective for the interpretation of the
economic tasks, and for working out the ways of implementation;

—it is particularly important to develop this active cooperation in establishing the
general working conditions;

—nevertheless, healthy intra-enterprise social relations demand the active work of
trade unions, separated from management, in defending the interests of workers.
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MPEANPUATUA B BEHIPUW 4O W MOCIE XO3ANCTBEHHOW PE®OPMbI
P. HBEPLU-M. TAPAOLLI

ABTOpbl aHaNM3NPYIT U3MEHMBLLEECS MOJIOXKEHUE MPEeANpUATAA B BeHrpum Ha OCHOBaHWU
[eCATUNETHOrO OnbITa (DYHKLWMOHWPOBAHUA CUCTEMbI YMNpaBAeHWUs 3KOHOMUKOMW. BaxHeiwmii ane-
MEHT M3MEHeHW A COCTOMT B TOM, YTO B MHTepecax NaaHOMEepPHOCTU 3KOHOMMYECKOro pocTa, yuyeTa
NPON3BOACTBOM NOTPe6HOCTER U 3th(heKTUBHOIO MCNONL30BAHMS PECYPCOB LENbio pethopMbl BbIno
MOBbILLEHNE CAMOCTOATENIbHOCTY NPEeANpPUATAIA B TOW YaCTU 3KOHOMUKM, F4e UMeNNCb 0GBLEKTUBHbIE
BO3MOXHOCTU KOHKYPEHL MW Mexay NpeanpusTUsMU, a TakKe MeXAy OTeYeCTBEHHbIM Mpou3BOj-
CTBOM UK MMMOPTOM. py 3TOM He YMyCKanocb M3 BUAY, YTO YCKOPEHME TeMMNOB 3KOHOMUYECKOro
pocTa TpebyeT, YTo6bI MpW pacnpeseneHN KanuTanbHbIX PecypcoB NpeAnoyTeHMe 0Ka3blBanoCh TEM
BUAM [AesTe/IbHOCTW W OTPacnisiM, KOTOPbIe UrpatoT BefyLlyt Pofib B 3KOHOMUKE C TOUKM 3pPEHUs
TEXHUYECKOT0 M 3KOHOMMWYECKOr0 Mporpecca.

Ha ocHoBe pacLuMpeHHOl CaMOCTOSTENbHOCTY NPeANpUsATMIA pedhopmMa NprBena K YCKOPeHMio
TEMNOB 3KOHOMMWYECKOro POCcTa, K flyylleMy NpUCrocobieHnto K Cnpocy, a Takxke MoBbicKaa U Npo-
13BOANTENLHOCTL TpyAa. OfHAKO 3TU pe3ynbTaThbl HEMb3s CUMTaTb B MOMHOW Mepe yAOBNETBOPM-
TeNbHbIMW, & WUCMO/b30BaHWE OCHOBHbIX M 0BOPOTHbLIX CPeACTB MO-NPEXHEMY CKNajblBaeTcs Heb-
naronpusTHO. HegocTaTOUHOCTL pe3ynbTaTOB aBTOPbl OOBACHAIOT He Heb6NaronpusATHbIMU U3Me-
HEHUSMU HAa MUPOBOM PbIHKE, a MPOTUBOPEUMEM MEXAY OCYLLECTBUBLLECS 3aMHTEPECOBAHHOCTbIO
npeanpuaTAiA B NPUOLINAX U HEU3MEHHOW MHCTUTYLMOHHON CTPYKTYPOI XO3SMCTBEHHON feATenb-
HOCTW.

B craTbe aHanM3MpyroTCcs BO3MOXHOCTYU MIaHOMEPHOTO LIEHTPan30BaHHOIO BO3AENCTBUS Ha
3KOHOMUKY W YCMELIHOro OCYLUECTBNEHWSI CaMOCTOSITENbHOCTU MpeanpusaTUiA B CBA3WM C npobne-
MaMy pOpMMPOBaHNMS LieH, 3apaboTHOI NNaTkl 1 pacnpefeneHns KanuTenoBA0XKEHNIA.
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I. T. BEREND

TEN YEARS AFTER - INSTEAD OF A BALANCE-SHEET
- THOUGHTS ON THE ANNIVERSARY OF THE HUNGARIAN ECONOMIC REFORM -

Day after day, an economist has to solve thousands of problems, but he must not get lost
in those of everyday life. He also looks back to a longer period and contemplates the future. He
evaluates a five-year plan, examines world economic trends, conceives a long-term development
strategy for 15-20 years. No macroeconomic activity is possible without long-term perspec-
tives. Moreover, round-figure anniversaries induce the drawing up of a balance sheet almost as a
conditioned reflex. Here is such an anniversary: the last year was the tenth of the operation of
the “new economic mechanism”.

The absence of festive balance-sheets and what they might look like

Since at present a new, long-term orientation is being worked out in Hungary
(teams with great scientific and practical experience are engaged in formulating guide-
lines for the economic structure, foreign trade strategy and the price system), it is
surprising how few “balance-sheets” have been drawn up. Most of the leading Hungarian
periodicals even failed to note the anniversary. Has work on the present and the future
engaged our powers to such an extent? Has the mechanism, ‘new’ ten years ago, become
familiar to such a degree? Has it lost its importance, under the circumstances of present
world economic changes, in comparison with, say, the economic political orientation?
Such and similar questions may be asked, but they all sound false. True, official
evaluations now and then confirm that the reform hasstood the test, its basic principles
remain unchanged, while the system of economic regulation has to be modified and
developed, according to circumstances. Is it possible that even a more thorough, more
detailed professional analysis would fail to add something? This is almost impossible.

Then, perhaps, we are not certain in our evaluation. It is easy to achieve consensus
on a few principal points; is it perhaps better not to discuss details? We often hear that
there are no ‘delicate questions’, all can be answered. I, too, am convinced that this is
tme, but when we notoriously fail to ask, and, thus, do not even attempt to answer,
certain questions, this truth itself becomes questionable. When existing questions and
missing answers are carefully avoided, delicate spots will emerge, and these are then even
more carefully neglected by most. | think such factors also played a part. | was asked
certain questions, regarded as delicate, some not discussed in Hungary, by foreign
journalists. The representatives of L’Unita, the New York Times, or BBC Television,
Marxists and bourgeois conservatives alike, all put them only in recent months. Also,
interestingly, —or, perhaps, not interestingly? —when asked by a variety of institutions in
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Budapest or in the provinces to talk to them, a club of professional people in the country,
young people in a Hungarian bank, or the teachers of a military academy alike, I
encountered similar questions. “Is not the way we work under the conditions of the reform
basically the assertion of the principles of capitalism? °, or, conversely, “Can we speak
about an existing reform mechanism at all, or have we silently given up its essence? ”” NB:
One would think that the first question was put by a foreign journalist and the other by a
Hungarian inquirer; in fact, both questions were put by both, in only slightly different
forms! Or: “How can it be explained that the reform could be implemented in Hungary,
and not in Czechoslovakia, Poland, or Romania? ¥ — “Was the reform challenged from
within in the mid-1970s and why? ” — “Why do we build up intensive foreign trade and
financial relations with capitalist countries? ”

In recent years, much uncertainty has emerged in connection with these existing,
though not, or barely treated questions, worded with different preconditions, put from
different aspects and with different emphasis; these questions overshadow the anniver-
sary. I believe this is one reason for the absence of ‘balance-sheets’.

The above formulation suggests that there are other reasons as well. There certain-
ly are. Among them I would point out the anxiety whether it is possible, to draw up a
balance-sheet with clear scientific conscience. There may be certainly more than one
conceivable answer to this question.

One of them: the balance-sheet is easy to draw up. Receipe: take ten statistical time
series of the ten years, compare them with similar time series of the ten years preceding
the reform and draw conclusions concerning the effect of the reform from the differ-
ences. Or (and) take a list of the principles laid down in writing (in resolutions), compare
them with the practice of the ten years, tick what has been realized and what has not, or
only partially, and you can draw up the balance sheet regarding the realization of the
objectives of the reform.

Another possible answer: The balance-sheet cannot be drawn up, as it is impossible
to select from the real economic processes in the last ten years what followed from the
targets of economic policy (their merits and mistakes) and what from the reform of
the economic mechanism. The reform can provide instruments, but cannot replace
adequate economic development targets. As the targets of economic development were
somewhat unclear (or they were clear) the reform of the economic mechanism can hardly
be evaluated in itself. Further, the reform formulated a number of basic principles, several
of which were consistently realized (e.g. doing away with “breaking down” plans), in
other fields its principles were asserted inconsistently or not asserted at all (e.g. price
formation proportional to value, reflecting inputs). Consequently, the reform cannot
be evaluated as a unified system.

Finally, a third kind of answer, a mixture of the first two, is also possible. Its model
may be summed up as follows:

Although a partial balance-sheet can be drawn up, as the comparable statistical
series are available, together with the concept of the reform, and they can be confronted
with the practice of ten years of implementation, we must be aware that in most cases we
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are ignorant whether that achievement or mistake might be attributed to the objectives
of the economic policy or to the system of economic control, especially because the
reform itself was only partially realized and several of its principles remained on paper.
The reform, thus, was also good, though we do not exactly know what it was like and,
particularly not what it could habe been like.

A historical interpretation rejecting the balance-sheet method. After such prole-
gomena, the reader might expect me to challenge the described positive or negative answers
and, especially, views about balance-sheets produced by a mixture of the two. However,
this is not easy. Even though | caricatured the models, the above alternatives all contain a
grain of tmth as to whether it is possible to draw up a balance-sheet with scientific rigour.
It is true that statistical time series of growth, consumption and their sources can be
compared and analyzed. It is true that the objectives of the reform formulated more than
ten years ago can be confronted with their practical realization and this too can be
evaluated. But it is also true that the real processes of economic development are the
results of many factors and not simply those of the reform; it is also true that there is no
economic laboratory where the consequences following from the objectives of economic
policy can be precipitated on the anode, and the economic consequences of the reform
system on the cathode. It is similarly true that some of the basic principles of the reform
have not, or have only partially been realized.

Have |, then, arrived at the lukewarm third answer, the mixture of the first two?

At this point | should like to remind the reader that | have rejected the task of
drawing up a balance-sheet from the outset, already in the title of my writing. | have also
rejected the constraints following from the nature of a scientific paper, when, in the
subtitle 1 chose the most flexible literary form available, i.e. “thoughts”, excusing myself
from detailed documentation, from quoting data and long citations. All that may help me
in avoiding the many traps laid by the above alternatives of answers.

Having thus rejected the method of balance-sheet | will not try to make an
exhaustive evaluation of the reform from a book-keeping aspect of debit and credit,
listing the declared basic principles and the unrealized items. | also reject the book-
keeping method in that second sense that the principles of the reform should, in any case,
be placed on the debit, and the real processes of economic development in ten years on
the credit side. (An evaluation of the reform can by no means be independent from, nor
equal to, the evaluation of the economic processes of the last ten years). My answer, thus,
is based on the view that the reform can be evaluated also without such balance-sheets,
and that an interpretation is only possible by a different method. The reform can be
evaluated, even though the effects of the pursued economic policy and of the realized
mechanism are inseparably blended in the practical achievements and shortcomings,
producing such a complex situation in which not every objective has been realized, and
some of the outcome has not even been planned.

When | approach the ten years of the reform historically, and think about its
processes from the only possible historical aspect, then, first of all, it is the tendency
carrying the reform and the tendency the reform carries that can be evaluated. Only then
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can the seemingly indecipherable tangles of its unfolding successes, of itsjolts and dashes
of its contradictions and partial implementation become unambiguous.

Even though we have mostly missed (and can dispense with) the jubilee balance-
sheets, we can certainly not do without an analysis of the path of the economic reform in
the last ten years. We must think about such matters. Though they are behind us, the
lessons that can be drawn from them are needed for the years to come, precisely at this
time of search for the ways of economic development. They are necessary for the
realization of the objectives of economic development already found, and also for the
elaboration of new concepts.

The process of the reform —the reform of the process

When thinking about the reform, it is self-explanatory that we have to direct our
attention to a period longer than a mere ten years. The reform can be interpreted only as
a part of a longer historical process. In the most general formulation, thé system of
planning, necessarily following from the liquidation of private property, is not given
for once and forever, in a specific form, but itself changes under the double influence of
the ever rising development level of the economy, on the one hand, and of the related
movement of the production relations on the other. The systems of planning and of the
control mechanism that existed for decades were not a kind ofapriori form of socialism,
nor, for that matter, one described by the classics of Marxism but the product of a
concrete historical situation. It is well known that under the conditions of the necessities
and the accepted theoretical considerations following the October Revolution (as has
been amply documented and analyzed), the economic system called war communism
emerged and this was aimed at, in many respects, by the Hungarian Soviet Republic
(1919), too. Lenin elaborated the long-term strategy of the NEP (New Economic Policy)
by relying on the analysis of practical experiences, which also involved modification of
the economic system. After the way-searching discussions in the mid-20s, among the
confronting concepts of development strategy, planning and control, the one chosen
at the turn of the decade which, it was then thought, could best serve the pur-
pose of making up for a lag of a half century in a single decade in the young Soviet
state fighting against backwardness, having an agrarian-peasant structure, under the
circumstances of isolation and outside threat through industrialization, by providing for
the greatest possible accumulation and the highest growth focussed on industry. The
economic benefits or disadvantages of this decision may, of course, be questioned, but its
basic strategic-military justification was proven by World War I, when, after ten
years the Nazi war machine, having easily conquered half of Europe, invaded the Soviet
Union. It is another question, however, that Stalin, who had finally made this strategic
decision, elevated the steps regarded as practically necessary, or even unavoidable, to the
status of general socialist theory. This prevented a whole generation from regarding
the socio-economic relations and, within them, the mechanism of planning and control
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not as something unchangeable but something to be developed, modified on the
basis of an analysis of reality. However, the necessity of such an analysis was finally
recognized from the mid-50s on, in a substantially different historical situation, in
an atmosphere of countries which progressed toward socialism setting out from dif-
ferent development levels and under considerably different conditions. This gave rise
again to analyses of the situation, to practical experiments. Different solutions were
tried in different countries, thus enabling them to learn from each other’s achievements
and mistakes. This period saw the start of a more recent trend of economic reform, in
which the Polish economic theoretical school —founded by Lange and Kalecki —played
an important part, the economic debates conducted between 1954 and 1957, the
sporadic, yet uncertain practical steps made in Hungary. Then, in December of the tragic
year 1956, the historical declaration and program of the Provisional Central Committee
of the HSWP formulated the requirement that a new, adequate economic policy and a
system of planning and control had to be worked out. From the end of 1956 till 1964 a
reform concept of partial, gradual transformation of the system of planning and control
was asserted. These years were a period of great importance for the reform process. Not
only for its practical achievements, but also because it started rethinking on a number of
basic questions, which had formerly been regarded almost as taboos. Among the institu-
tional changes implemented were: abolition of the compulsory delivery of agricultural
products, a completely new model of the operation of agricultural cooperatives, the
challenging of the former system of stimulation and incentives of industrial enterprises
(the introduction of profit-sharing, direct exporting rights awarded to producing enter-
prises) and a partial modification of the budget-financing of enterprise investments, which
had been free for them.

During these years debates were conducted and practical steps were even taken in a
number of socialist countries. Understandably, the greatest interest was aroused by the
debates in the Soviet Union, commonly referred to as the Liberman debate, which grew
out of the pages of specialist periodicals to the daily press. In twenty years the Yugoslav
reform went farthest and the major step was made in 1965. (Other solutions resembling
the former war-communism were tried e.g. in China and Cuba.)

The necessity of economic reform was in the air in socialist countries in the
mid-60s. The widely varying practical solutions remained, however, very much on the
ground. Conditions and circumstances widely differed in the particular socialist countries
and the reform of the control system was realized in varying political contexts. The
process of transformation of the system of planning and control was influenced by
political shocks, by chance in the shape of personalities and by thousands of other
factors. One thing is certain, however: that the transformation started everywhere. In
none of the socialist countries is the system of incentives the same today as what was
regarded a quarter of a century ago as the only possible one; the wages-system, the role of
enterprises, the operation of agricultural cooperatives, and planning systems have all gone
through many changes, even though the solutions chosen and the extent of changes vary
widely.
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This is easy to understand. The East-European countries, most of which used to
have an agrarian-peasant structure, with ample resources for extensive industrialization,
reached a new stage in their development in the mid-1960s. Most of them completed on
the whole the historical period of industrialization, and more or less exhausted the
possibilities of extensive growth, which had offered them fast industrialization through
markedly one-sided development strategy using corresponding instruments best serving
the purpose. In the new situation determined by the higher economic maturity new
objectives emerged, and these required a system of instruments for their realization.

The reform is thus a historical process, even if, in some cases, it emerges in the
disguise of correcting the overdone, forced assertion of premature principles, that had
been asserted without due regard to the conditions. However, the reform cannot be
equated with the continuous, gradual modification of the system of institutions. Reform
also includes the interception of these processes, modification of the factors working in
them, and also their transformation. In the dialectic process of the economic develop-
ment the higher level attained with the help of the former concrete forms of planning and
institutions, require and stimulate, in their turn, the further development of the institu-
tional framework. We participate in this process facing the difficulties involved in search-
ing for the right way, in choosing the right solution, we have to accept the high risk in-
volved in decisions, and we are also at least equally responsible for sins of omission.

Standstill in the middle of the last decade:
misunderstandings, interests, internal social and external, world economic influences

Thus, the ‘reform of the economic mechanism’, introduced in 1968, might be
regarded as a part of a longer historical process. But when I emphasize the process
character of the phenomenon I mean more than that, for the reform introduced was
certainly not a once-for-all, final solution. This was rendered obvious also by the
circumstances of its inception. After the period of the former partial-gradual measures
those called upon to decide bravely undertook radical steps, and dealt with the most
important questions of the working of the economy — from the earlier practice of
planning through the system of prices — simultaneously and with the aim of significant
transformation. The reform of 1968 was therefore pretty radical.

At the same time, the necessary caution was present. Even if the independence of
enterprises, market interests, central planning supported by central regulation and con-
trolled market stimulation, the interest in selling instead of the quantitative fulfilment of
the central plan, the responsibility of the enterprise for investments instead of getting
free, centrally provided investment funds, a genuine interest in efficiency, and the price
system called upon to help all these by approximating value relations, in which the
changes in the producer and consumer prices were already related to each other — all
stimulated the solution of the tasks of the new development stage, — they still carried the
risk of serious transient shocks. To mention but the main points, a consistent assertion,
an instant realization of the principles relating to the price system would have unleashed,
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beyond doubt, the effects of the world market, with all their benefits and disad-
vantages. In that case a part of the unprofitable enterprises or industries would have
gone bankrupt, and the selective development so often voiced today, but also mentioned
at that time would habe been ruthlessly asserted by the world market prices. It is thus
probable that we could have gone further on the way toward selective development
than we actually have. Nevertheless, this advantage would have involved such damage
as loosing control over inflation, and the unrestricted influence of world economic
prices. The discussion of the reform also called attention to the dangers menacing full
employment. If the principles of the reform had asserted themselves without delay, the
enterprises would have laid off redundant staff at once. Obviously, efficiency, which
has remained in the focus ever since, could have increased considerably more than it
actually has, but its price would have been inevitable transitory unemployment. The
economic advantages and benefits of the latter may be argued, but there can be no doubt
that people can hardly be more humiliated socially than by having to look for a job
without success.

To avoid inflation and unemployment — this was a must at the introduction of the
reform, and a clear limit to its radicalism. The reform sought guarantees against these
dangers beforehand, and found them at the cost of curtailing the reform, through
compromises. This may also be questioned, but now my purpose is not to contribute to
this specific debate. I just want to stress that the “inherent brakes” built into the
reform-mechanism were not directed against phantoms but at real dangers. The question
whether without these brakes a hardly tolerable, galloping inflation and unemployment
might have emerged can be answered with great certainty. The Yugoslav economic
reform, introduced approximately at the same time, accepted all these dangers and now
enjoys the resulting benefits and suffers from the disadvantages, among them, an annual
inflation of 20 per cent, and also the burden of unemployment. What we could undertake,
here and then, was a matter for political decision. The government, when undertaking the
risks of the reform, certainly considered that the country, having suffered many serious
shocks in the preceding decades, must not be subjected to such, not even temporarily.
Thus, they regarded the radical reform itself a process when, with the disadvantages in
view, they decided to ‘let in’ the pressure of the world market only gradually, to progress
toward higher efficiency gradually and slowly, and to create the real possibility of full
employment internally.

Just a few points proving that at the time of the introduction of the reform an
uncompromising assertion of the reform principles was not even intended. The security
brakes were to be loosened later, on the safer basis of a booming, developing economy,
and improving living standards. Consequently, the reform was regarded even by its
elaborators and introducers as a process, or rather the initiation of one. Ample material
could be cited to prove this from contemporary declarations which underlined the
necessity for further progress, the need for socialist democracy following from, and also
reacting on, the economic reform not only in the context of the provisional economic
security measures, but in that of the relation between economics and politics as well.
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The fifth anniversary of the reform saw many publications, drawing up a highly
positive ‘balance-sheet’. The reform had a rapid, direct effect on production, services,
consumption, while the rate of growth increased, and the fulfilment of the plan became
significantly more exact than before, but what is more, the national economic equilib-
rium became considerably more stable. This period also saw positive balances of pay-
ments for the first time for many years.

However, the process of the reform failed to gear up. The second half of the last ten
years began with cumulating internal tensions. After the economic achievements of the
first five years, a standstill followed, criticisms were voiced, and social tensions and
discontent gave rise to discussions. Especially between 1973 and 1975, the process of the
reform lost its impetus. The reform, though partial, was still radical enough, it raised new
requirements, and stirred up ‘idées recues”, among them, carved-into-stone doctrines.
Many points were misunderstood. These were exacerbated by the lack of experience and
by mistakes committed during the first steps, by instances of non-intervention when this
would have been necessary. And let it be told that the operation of the reform
mechanism violated vested interests in different fields and on different levels. All these
factors, combined and mixed, understandably exacerbated conflicts and provoked at-
tacks.

Some thought they recognized the revival of capitalism, and were afraid of the
repudiation or, at least, a considerable enfeeblement of the planned economy; others
criticized incomes policy for its alleged supression of the interests of the working class,
criticizing the ‘paradise of the private entrepreneur’, or were anxious that state industry
might suffer from the growing ‘impertinence’ of agricultural cooperatives*; the socialist
principles were believed to be endangered by the differentiation of incomes and the
related distortive trickeries, and the “purely economic” view of efficiency was confronted
with the strengthening of the socialist characteristics of ownership relations and incomes
policy.

The situation was complicated as many phenomena were mixed up. Let me
illustrate this by a single example. With the improved provisioning of the population in
view and considering it as first priority, as long as the state large industry, the
state service network and the collective large farms were unable to provide the necessary
commodities and the range of choice, the needed and missed services, the reform
intended to give greater scope to small-scale production and for the combination of
large and small-scale enterprises. This was, of course, in the interest of the working class,
representing the majority of the population (e.g. the elimination of the formerly re-
current meat shortages, or the provision of repair services was achieved for this class in
the first place, etc.). However, this led to a faster increase of peasant incomes than that of
workers’, though the latter were rising at an unprecedented rate, too. Artful dodging also
emerged, beyond doubt; such malpractices exploited e.g. the serious deficiencies of the
state construction capacities and the construction boom following from the increase of

»These were turning out industrial products on an increasing scale. Ed. note
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incomes and some got rich in 2—3 years. The pancake fryers at Lake Balaton became the
pets and symbolic characters of cabaret jokes and newspaper articles. This was in sharp
contrast with the personal tragedy of some of the managers unable to cope with the
requirements of independent enterprise management, who had formerly held on in the
struggle for power and in the realization of the stepped-up targets, sacrificing their nerves
and health. Measures that could have mitigated the tensions, for instance, through
vigorous taxation, were not taken or with long delays only. In the discussions, or only in
the minds, views seemed to go such extremes that either better supply and services are
provided and one need not be anxious about socialism even if a handful of private
entrepreneurs or quick-witted smart guys got rich quickly, or we purify society, sub-
ordinating the economy to incomes policy so that the peasant shall not make more
money from his household farming plot than the worker from his job, even thought this
might put a brake on the certainly unprecedented high rate of agricultural growth; let us
control the private entrepreneur even though this might hold back services, let us limit
the outstandingly high incomes of the intelligentsia, and managers drawn from their
full-time and part-time sources, even though this might hold back creative, risk-taking
enterprise. (My wording is somewhat overdone, as | hardly think that these tendencies
emerged with such onesidedness, the idea was rather that, even with such controls, an
adequate encouragement of risk-taking, of productive enterprise would provide a safe-
guard against deterioration in any field.) However, no good compromises could be found
for some time, that would have halted malpractices which aroused justified apprehension,
while still providing the necessary stimulation and scope for flexible movement.

The cries of alarm at the spreading of petty-bourgeois mentality filled the air of
public discussions. The discomfort was caused by the fear for surrendering to the
‘consumer society’, the proliferation of a false consumption-oriented order of values.
Does the system of financial incentives introduced by the reform provide a good
orientation? Does it not contribute to the preponderance of individual and group
interests over those of the national economy? These questions arose on the basis of real
facts. Interestingly, however, many forgot that as problems these were not new and were
far from being the products of the economic reform. The monster of a consumption-
oriented society had been projected by the press and in literary discussions as early
as the beginning of the 1960s, the dangers ‘refrigerator-socialism’ had been formulated
at a time when a third of the population was still struggling with problems of subsist-
ence and the advent of the refrigerator could have been the symbol of deliverance
from bread-and-butter worries rather than that of wanton consumption-orientation in
conflict with socialist ideals. As to the preponderance of individual and group interests,
many have forgotten or cannot even remember that the castigation of this same phenom-
enon was hardly missing from any issue of the party daily Szabad Nép (Free People) at the
beginning of the 1950s. When in those days the enterprises exerted themselves to the
utmost in order to fulfil the overall enterprise production plans to 100—120 per cent and
for this purpose they used more and more expensive materials, while fulfilling the plan
for the range of products to less than 50 per cent, when they produced only large vessels
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instead of pots and pans of different sizes, when they “simplified” their tasks by
producing foot-rags instead of different kinds of stockings, when the apparent achieve-
ment of a 100 or higher per cent plan fulfilment was achieved by a part of workers
through the mass-production of shoddy products, these all were gross violations of the
interests of the national economy and this tendency became so deep-rooted that even in
the first half of the 1960s the accumulated stock of unsaleable, shoddy products equalled
5—7 per cent of the national income —all this under the conditions of serious shortages!

Al this, of course, cannot excuse the emergence of later mistakes (although these
took significantly different forms). | mean as much only that the existing shortcomings
were mistakenly related to the economic reform in a rather wide sphere. Many writers are
inclined to explain this by misunderstandings. Obviously, they too played a role in many
cases: ignorance or superficial information; simplifying reasoning in terms of ‘black or
white’: either the policy of reform or the socialist model of consumption; either a
reformed mechanism or the assertion of the interests of the national economy. In
countering these views persistent enlightening work, and the dispersion of misunder-
standings are called for. A painstaking educating policy countering the distortions of
views indeed accompanying growing incomes and improving living standards is very much
necessary, and is not contrary, but complementary, to the policy of the reform in regard
to planning and control. But let me add, since it is more exact: to any policy intended to
raise incomes and living standards.

Further, the possibility of conflict between national economic, company and indi-
vidual interests, arising under all conditions, could never be eliminated by subjecting the
latter two to the first merely by means of directives, interference and moral pressure.
Harmony among them can be brought about only if, instead of actions against individual
and firm interests, we create such conditions, circumstances or. to use an economic
term: regulators — which ensure that the assertion of individual and firm interests
should serve also the interest of the national economy. This is not a counterpoint of the
reform either, but a part of it.

It is beyond doubt that serious mistakes were committed also in clearing up the
misunderstandings, in public information, both on the level of theoretical foundations
and of that of mass propaganda.

However, whenever “misunderstandings” become a mass phenomenon, the sus-
picion arises that these are not really mere misunderstandings, but perhaps arguments
voiced by opponents of the reform, packaged in the form of “misunderstandings”, i.e. the
utilization as counter-arguments of phenomena lending themselves to misunderstandings.

The acknowledgement of better, more valuable, and higher performance through
differentiated incomes is against, and the levelling of incomes is in favour of, the interests
of those who are not willing to make greater efforts, who choose the less risky path, or
who are unable to perform beyond — or on — the average standard. There is no
misunderstanding in this case and views rooted in interests, voiced now unambiguously,
now in the disguise of principles, cannot be dispersed by the explicitly expressed clear
reasoning of Marx, that on a lower level of development the levelling of incomes is
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impossible because it reproduces the struggle for the goods, or by stating that Lenin,
speaking about the pre-communist period of the development of socialism, laid special
stress on the principle “to everyone according to his work”, that is, that the differentia-
tion of incomes is not treason leading to capitalism but the only realistic option for the
development of socialism.

It is in the interest of the medium-level executive, who is not forced to, and who is
perhaps unable to, make independent decisions, who tries to pass on, or up, the
responsibility, who lives comfortably with the motto “if | do not do it, it won’t do any
harm”, and who rather tames the risk-taking “fanatics” striving for the achievement of
something better and more, so that the atmosphere be preserved in which he feels safe
(also supported by a few personal contacts). This situation cannot be changed by the
dispersion of misunderstandings, by explaining that the planned economy will not only
remain so, but even become more “planful” and firmer without “breaking down” the
plans, without direct central interference, without prescribing and directing the activities
of the enterprise by the ministry.

Such interests were pretty much violated by the reform. The emergence of such
opposed interests is not an excuse for the political mistake, they rather render more
serious, that the consistent enforcement of income-differentiation according to perform-
ance was not adequately cupled with the elaboration of modes of timely measures,
regulations controlling the extortion of additional incomes disproportionate with work
performed; nor for the mistake that the ways of speculation were not barred effectively
enough —to put it simply, for the fact that the efforts made for the realization of the
reform were not matched by efforts meant to safeguard the reform against phenomena
called “detrimental excesses” .

The historical situation, of course, was considerably more complex. Here, however,
I only tried to point out that, instead of a further progress of the reform, of the loosening
of brakes built in at the start of the necessary economic, social and political steps
forward, the tightening of brakes came to the fore after some years. Certain non-institu-
tional interference with the affairs of enterprises also represented an impediment, al-
though the principle of enterprise independence remained unaltered. (Quite a few scared
enterprise managers sighed with relief: at least | am told now again what | have to do!).

However, these tensions and discussions emerging in the wake of the second half of
the decade of the reform coincided with and were related from the outset to the real
explosions of the world economy in autumn 1973 and with the emergence of the
phenomena indicating a new world economic era, accompanied by serious crises. All that
led to difficulties and produced a dangerous situation in the Hungarian economy. The
equilibrium swayed, a serious deficit came about in the balance of trade, and the
structure of the economy proved to be disadvantageous. Large-scale and rapid structural
changes and transformations were (and still are) called for in order to overcome the
foreign trade problems. Even though the first reactions were optimistic and the phenom-
ena were believed to produce crisis only in the capitalist world, leaving the Hungarian
economy unaffected, the new, complex situation soon became apparent. The seriousness
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of the situation was recognized as well as the necessity for radical steps. Under such
circumstances it was an understandable reaction that many should expect the solution
from central decisions, from more resolute interference. It is well known that such
measures have often been necessary even under the conditions of unplanned market
economies, based on private property. The changes in the world economy acted, objec-
tively and subjectively, against the reform in the short run. Subjectively, by arousing the
demand for centralization, the ‘strong hand’, and objectively, to mention but one very
important moment, by confusing the also hitherto partial achievements of the 1968
price reform: the spreading circle of subsidies buffering the penetration of the infla-
tionary effects of the world market not only erased the stimulating effects expected from
the price system, but they also crossed the earlier steps taken toward a clearer insight into
the price and value relations.

Thus, from a number of aspects, a clear distinction should be made between the
first and second half of the ten years of the reform. Internal social-political and inter-
national economic factors led to a temporary halt. It we examine the phenomena against
the complexity of the historical process it would be surprising if the opposite were true.

However, the economic reform introduced ten years ago has withstood the storms.
Even under difficult conditions convincing successes were recorded, experience
accumulated and became embodied in sound amendments. We have been and still
are learning how to operate this system and also that the regulators must be changed,
if necessary (e.g. undesired effects of incentives have to be counterbalanced by taxation
polity, etc.). The new findings, which underline the historical importance of the
economic reform in spite of its contradictions, its partial realization and the temporary
halt have become especially important.

The unity of economic development objectives and the system
of planning and control
in serving the greatest possible economic flexibility

In conclusion, let me select only two lessons which | regard as of pivotal
importance.

One is related to the connection between economic policy and the mechanism of
planning and control. As | have mentioned, the view is held by many that the balance
of the past decade cannot be drawn because it is not known which results have been
produced by economic policy and which by the reform mechanism. Partly with the same
reasoning, they expect that the scientific elaboration of economic development objectives
and the improvement of government economic control, of its scientific nature will be
the main source of achievements attainable in the coming decade. Some economists
draw such conclusions especially from the transformation of the world economy: in the
circumstances of the difficult new international medium, thoroughly influencing the
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foreign trade oriented, open Hungarian economy, progress depends on the recognition of
economic development objectives, and the relevant steps to be taken.

I would certainly not question the great importance of the role, and of the
scientific elaboration of economic policy. I regard the governmental economic policy
principles elaborated and published in the autumn of 1977 concerning foreign economic
strategy and the related structural changes to be an outstanding achievement with
considerable scientific and practical economic policy implications. Now we are more
aware, following from the very research of the past two or three years, in what direction
the Hungarian economy should be developed, what sectors, what production structure
should be developed in certain fields, what foreign economic objectives are attainable and
necessary than what was known, for instance, at the dramatic world economic turn of the
years 1973—1974. It is also obvious that economic policy research and practical work
cannot, by far, be considered as completed.

Nevertheless, I still regard the one-sided emphasis on the role of economic
policy, i.e. the separation of the tasks concerning economic policy from the planning
and control mechanism to be mistaken. For this reason, I have to revert to the eval-
uation of the past ten years as well. In contrast to those who underline the distinction
between the effects of economic development objectives and of the reformed mechanism,
I consider the close correlation to be important, in spite of the truth of much of their
reasoning. I should like to explain this correlation once again in a historical context. At
the time of the first five-year plan, at the beginning of the 1950s, explicitly dispropor-
tionate development, the economic policy of forced accumulation and industrialization
was in harmony with the over-centralized planning system, excluding the market effects
to the utmost, using the breaking down of plans to economic units, and this system
served the realization of the strategy by providing efficient instruments. There was a
logical connection between the two.

After this period, between 1953 and 1956 partially, contradictorily, with many
deviations, the practical revision of economic policy started, and this became, from
December, 1956 a substantial, through and consistent transformation in the practice of
the HSWP. However, for a decade we witnessed the emergence and the effects of such a
contradiction that even clearly identified and well declared economic targets could
not be realized because the planning system (in spite of its partial, gradual transforma-
tion) had remained adequate to the former development strategy and worked against
the new economic development objectives. In vain was the achievement of growth
through improved productivity declared the basic objective when the system of planning
and control provided counter-productive stimulation toward the exploitation of
quantitative, extensive resources. (Interestingly, a similar phenomenon has been
exposed recently by a discussion in Pravda concerning the counter-productive effects
of the plan indicator of gross enterprise output). In vain was the development toward
autarky condemned by the economic policy, if on the enterprise level the functional
mechanism of the economy provided almost no stimulation, no incentive to change
this orientation, on the contrary, it stimulated its preservation. Consequently, coopera-
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tion between enterprises within the country and outside it remained on the government
policy level for a long time. Many such contradictions that led to the problems of the
economic processes of the 1960s could be enumerated.

The reform of the economic mechanism intended to restore the balance on a higher
level between the economic development objectives and the mechanism serving their
realization, by establishing a system of planning and control serving the termination of
the extensive development period and the requirements of an intensive phase, in con-
formity with the recognized objectives of economic development which are in harmony
with the endowments of the Hungarian economy. The reform was made in order that the
two become complementary logically as well as practically, with the new objectives in
view, just as they had been at the time of the first five-year plan, serving the objectives of
the time. The great economic achievements of the last ten years followed from this
greater harmony in many fields where no significant progress could be made earlier. The
achievements of economic policy and of the mechanism are related, the more so, as a well
operating mechanism should indicate the mistakes of economic policy, and should in part
provide stimulation toward the recognition and correction of such mistakes. When there
are mistakes in economic policy and the mechanism fails to point them out and thus no
correction occurs, the operation of the mechanism is also imperfect. There have been
such problems. | think that a harmonic correspondance between economic policy and the
planning system could not yet be perfectly achieved and even in this last decade of
dynamic, successful growth we have had many reasons to be discontented with the
uncertain points of economic policy and with the inconsistencies of the mechanism. It
follows that important tasks have to be faced in both fields. However, in this process,
economic policy and the mechanisms of planning and control are not linked like two
chess players on each side of the table where a step made by the first is followed by one
made by the second; the relationship, to stick to a sporting metaphor, is rather like the
partnership of double-scullers: they have to pull together, simultaneously, for a fast and
even ride. Firmly relying on the recognized and set objectives of the economic policy
programme, under constant further elaboration and development, consistent improve-
ment of the mechanism of planning and control, elimination of its partial solutions and
contradictions, transformation of its partially provisional yet preserved elements, its
renewed application to the new findings and objectives of the economic policy must be
regarded as simultaneous tasks.

The other recognition pertains to the interrelation between the new world econom-
ic situation and the Hungarian reform system.

Consistent enforcement and further development of the reform mechanism intro-
duced a decade ago (together with the realization and development of new economic
policy recognitions) are all the more of a greater, central importance —and this may be
the most significant moment in the historical evaluation of the reform —as the new era of
the world economy, begun with serious shocks, has not, by far rendered its principles and
practice outdated but, on the contrary, it has been proven that their consistent assertion
is of vital importance.
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Even though the alarm caused by the first shocks produced as an understandable
reaction the idea of the efforts at strengthening central interference as well as at
centralization of decisions, an analysis of the circumstances and the practical experience
of half a decade proved unambiguously that though the firmness of central decisions, and,
in certain fields, the strengthening of central planning and interference are important, the
assertion of the principles of the reform is at least as important. In the fields of enterprise
management, in incentives, in the price system and in the indirect regulators it is even
more important that they should be asserted even more firmly, freed from contradictions
and brakes.

In a paper written a year ago I explained and tried to prove that the main economic
requirement is the ability of utmost flexible economic adaptation. I would not like to
reiterate the arguments here, but this requirement follows the present period of transition
to the new era of world economy which, on the basis of historical experience, is expected
to last long, perhaps for decades. On the long and thorny path leading through world
economic fields we have to reckon with a series of changes now and in the future as well,
with tests of out ability to adapt. When we speak about the vital questions of the
transformation of the Hungarian economy, and within it, about the structural changes in
industrial production and foreign trade, not a single act of transformation is meant which,
once made, would provide a smooth ride to the future, free of disturbances. In the
present era of price revolutions, under the conditions of the present technological race,
the sectoral and product structure may often have to be changed. An article meeting with
success on the international market today may become obsolate as soon as in five to ten
years. We cannot change this, we can only adapt to it. If we succeed. We cannot escape it,
as the role of the world market is continuously growing in importance for the operation
of Hungarian economy, and it is a commonplace that for attaining a one per cent
economic growth foreign trade has to grow by two per cent. The main reason is that the
extraction of raw materials has become increasingly difficult and expensive and the
opportunity to import them from the CMEA countries does not grow as fast as required
by economic growth and, thus, an increasing proportion of such materials has to be
procured by venturing into the open sea of the world market. In order to be able to
import we have to export, but for reasons of quality, efficiency and production structure
our exports to Western markets cannot be increased as fast as those to socialist ones
under the conditions of killing world economic competition. Imports from Western
countries, are thus not only growing, but do so even faster than the exports to those
countries. For this reason, the character of the export structure, and the competitiveness
of export goods must be changed and improved rapidly and efficiently; this requires the
import of the most up-to-date technologies, partly also from the West. Thus, imports
from there grow faster than exports, and the gap must be bridged with credits. This is, of
course, not related to the reform, and even less so to a kind of reformism, as [ am
sometimes asked after lectures. At present, this is an economic necessity and is charac-
teristic of all European secialist countries, independently from their planning system.
Further, we cannot lay enough stress on the fact that CMEA markets also are part of the
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world market, the prices there are also related to world market prices and the require-
ments raised towards the quality of goods there approximate those on the world market.

Under such world market conditions, the alternatives of keeping up, forging ahead
or lagging behind are equally present. Avoidance of the last, and thrusting ahead through
the exploitation of the advantages inherent in the great transformations require from our
economy the ability to adapt flexibly: to achieve competitiveness in quality, costs, to
concentrate development on the most important products, to analyze markets constantly,
to respond timely to new tendencies, shortly: constant adaptation. All these, of course,
have many and difficult conditions. In the paper | wrote a year ago, which I just men-
tioned | looked at the development levels of infrastructural branches, the rethinking of
many earlier values, for instance, those reflected by wage proportions, and, especially,
the central role of the education and training system, and of access to and participation
in culture. In this analysis | indicated that “in this context the system of planning,
control, regulation, or in connection with them, the possibility of flexible entrepreneurial
response and stimulation obviously play an important role.” [1] This latter can only be
provided by the assertion and further improvement of the reform mechanism.

The historical value of the brave step taken ten years ago is best proven by the
imperative requirements of the world economy today, which remain decisive also in the
future. They testify in favour of the progressive character of the historical tendencies
inherent in it. The set of instruments and their expansion, a successful and brave
application are the main guarantees for the realization of the new objectives of economic
strategy.
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OECATL JIET CMNYCTA - BMECTO BAJTAHCA
W. T. BEPEH/

B cBfi3n C AecATUNETHUM O6UNEeM BEHIEPCKON X03AMCTBEHHON pedopmbl 1968 roga,
NbITasACb OLEHWUTb €& 3Ha4eHe, aBTOP CUMTAET HENPUTOAHLIM METOZ .ABOWHOI Gyxrantepun” —cpas-
HEHUS CTAaTUCTUYECKMX [aHHbIX 3a MepWof A0 W nocne pedopMbl WM COMOCTABNEHUS UCXOA4HBIX
NPUHLMNOB petopMbl C UX peanunsaumell Ha NpakTuke. Heo6xo4uM UCTOPUYECKUIA MOAXOS, K OLEHKe
petopMbl, T. €. BbISIBNEHUE TEHAEHLMW, NOPOAMBLLEN PechopMy, 1 aHann3 BO MHOTMX OTHOLUEHMSX
NPOTMBOPEUMBOro MpoLecca NOMcKa Ha MPakTWKE HOBbIX METOAOB W MyTeli XO3AMCTBEHHOr0 pas-
BMTUSA Cpean NOCTOSIHHO MEHSIIOLLMXCSA BHYTPEHHNX U BHELLUHUX YCMOBWIA 3TOr0 pa3BuUTHS.
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BeHrepckasi pedopMa paccMaTpyBaeTCsl aBTOPOM KaK 4acTb [/INTENbHOFO WUCTOPUYECKOro
npoLiecca PasBUTUS, HauMHasi CO CTAHOBMEHUS COLMANUCTUUECKUX MPOU3BOACTBEHHbIX OTHOLLEHWIA
nocne OKTAGPLCKOV peBostoLMn B COBETCKOM Poccui 1 BK/IHOUAas BCHO UCTOPUIO 3aPOXKAEHNSA 1 pas-
BUTUS CUCTEMbI MMAHOBOTO XO3AKCTBA B COLMANIUCTUYECKMX CTpaHax LleHTpanbHoi M BOCTOUHOI
EBponbl Mocne BTOPOI MWPOBOM BOWMHLI. Ha 3TOM (hOHEe aBTOPOM PacCMaTPUBAOTCS MCXOAHbIE
LUeM M OrpaHuMYeHunst BEHrepckoi petopmbl 1968 rofa, eé HadanbHble ycnexu; TPYAHOCTM U 06-
LLIECTBEHHbIE NPOTUBOPEUMs, 06HAPYXXMBLLMECS WU 06OCTPUBLLUMECS B NPOLIECCE €€ Pa3BepTbIBaHMS,
KOTOpPbIE B COYETAHUW CO CTPYKTYPHLIMW CABUFaMW W KPU3UCHBIMU SBEHWSMU MUPOBOTO XO035ii-
CTBa 3aCTOMOPUN B CepeanHe CEMUAECATLIX TOf0B XOZ4 PeopMbl. Ho cosaaHHas AecsTb NeT ToMmy
Hasaj CuUCTeMA HapOAHOXO03SMCTBEHHOrO MNAHWPOBAHWA W YNPaBNeHWs BblaepXKana MCnbITaHus.
N B TPYAHbIX YCNOBUSX HAKanAWBancs OMbIT, BHOCUAMCL MOMPABKW, POXAANCL XOPOLUWE Hauu-
HaHus.

M3 fecAaTUNEeTHe UCTOPUM BEHTepcKOoM pedyopMbl HampalluBaeTcsi MHOTO BbiBOAOB. ABTOP
B 3aK/tOYEHNe OCTaHABMMBAETCA Ha ABYX YPOKaxX, KOTOPble UCKAOUMTENLHO BaXKHbI C TOUKM 3pEHMUS
JabHEALLIero pasBUTWS BEHTEPCKOM 3KOHOMWKM. ITO —HE06X0AMMOCTb B3alMOCBSI3aHHOTO pas-
BUTUS LieNeil IKOHOMMYECKOM MONUTUKU 1 CUCTEMbI XO3SMCTBEHHOTO MIaHUPOBAHMSA U yNpaBeHus,
1 fJanee, Heo6XOAMMOCTb MOCNEA0BATENLHOMO [aNnbHEliLlero pasBUTUsS CO3[AHHOTO PedopMoii
X03SMCTBEHHOr0 MeXaHW3Ma, YTo6bl BEHIePCKOe HAapoAHOEe XO03AWCTBO MOF/I0 MaKCMManbHO TMGKO
1 BbICTPO MPUCNOCABMBATLCS K MEHAOLLMMCS TPe60BaHMAM MUPOBOTO PhbiHKA.
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A. DEAK

ENTERPRISE INVESTMENT DECISIONS AND ECONOMIC
EFFICIENCY IN HUNGARY

The ten-year-old system of economic control and management has brought about a
number of formal changes in several fields of investments. The author studies their real content
and their impact on enterprise investment decisions and on their financing. She outlines the
further steps and measures which will allow an enhanced assertion of economic efficiency in
enterprise investment decisions.

Ten years have passed since the changes in the system of investment decisions in
Hungary. There are two main distinct categories of investment decisions: “state” (central)
and the “enterprise” ones. This distinction refers not to differences in ownership but to
those in regulation. According to the legal provisions a part of state investments is
decided by the government, while others by the ministries or bodies with national
authority. Enterprise investments are decided upon by the director of the enterprise.

Following the years of transition after the reform in 1968, the distribution of
investments by spheres of decision was —in a first approach —about the same, the
relative proportions did not change much.

However, the investment decisions are not detached from each other completely. In
the decisions of both categories both the central organizations and the enterprises have
their roles, though to different extent. There are several reasons for their interdepend-
ence, here two important ones will be highlighted:

1. The national economic plan affects every investment decision, since the pur-
chasing power is regulated on the basis of the development trends and proportions
formulated in the plan. This effect is different in case of the state and in that of the
enterprise decisions.

In the sphere of state decision the plan is authoritative, the targets are derived
directly from the relationships of the plan. Every state investment is decided by central
organs. In addition, enterprise initiatives and conceptions are cast important roles. The
decision-makers are aware that a decision is better based if, in the course of preparation,
the opinions of the future operating enterprise, as well as of the executing and the
supplying enterprises are heard and their suggestions are considered. The right of de-
cision-making and the responsibility involved rest nevertheless in the state decision sphere
with the central organs.

The enterprise decisions are taken by the enterprise directors, considering primarily
enterprise interests and potentialities. Here, however, the influencing role of the national
economic plan is asserted. The are important instruments at the disposal of state control
to provide for the fitting of enterprise interests and potentialities into the conception of
the national economic plan.
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Table 1

Investment proportions in the state
and cooperative sectors according to competence o f decision,
in percentages

In the whole economy In industry
Year
State Enterprise State Enterprise

1971 42.7 57.3 33.8 66.2
1972 46.0 54.0 36.3 63.7
1973 44.3 55.7 34.0 66.0
1974 43.7 56.3 30.8 69.2
1975 44.4 55.6 32.0 68.0
1976 45.9 54.1 37.1 62.9

Source: Statistical Yearbook 1976. Budapest, 1977. Kdzponti
Statisztikai Hivatal.

The main instruments of influence are the following: the generally applied rules of
taxation, affecting the extent of demand and of enterprise monetary resources; the
general regulations of profit orientation, which guarantee enforcement of the postulates
of economic efficiency; and, last but not least, prohibition or reduction of certain
investment activities also through administrative provisions (e.g. at present there are
limitations on building holiday resorts, weekend homes, management and office build-
ings; a building tax is expected to moderate the rate of constructions, and the obligation
to secure the cover for imports in advance is supposed to curb imports, etc.).

2. The opportunity of taking a decision is a legal formula, filled with content by the
available monetary resources. The decision is virtually taken by the one who also
possesses the necessary financial means. From this point of view it may be stated that the
state and the enterprise monetary resources do not move separately but mutually
complement one another.

The enterprises’ own resources also take part in financing investments resolved by
the state. In the course of investment, a certain, not very significant, part of the costs —a
total of 6 to 8 per cent of productive investments —are financed from the enterprise’s
own resources. (It would not be reasonable, namely, to finance the expansion of an
enterprise entirely from budgetary resources only because the decision was taken by
central organs. Expansions normally involve the replacement or reconstruction of existing
but outdated enterprise assests as well. Since the enterprise resources serve this purpose, it
is reasonable that the enterprise should contribute to financing the investment). The
enterprises pay back two-thirds of the costs of productive investments from their pre-tax
profits and depreciation allowances. Otherwise, they could use a part of these for a
development fund and pay the other part to the budget as a tax. l.e., the liability of
repayment also reduces their future development fund.
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A major part of investments resolved by enterprise cannot be accomplished solely
with the own resources of the enterprise. This is not possible in any part of the world,
even the private enterprises of capitalist countries finance their investments mostly with
outside capital. In Hungary credits and state subsidies serve to complement the enter-
prises’ own resources. (Moreover, under given terms, enterprises may also transfer to one
another financial funds for the purpose of investment, but so far this has been used so
rarely that it will not be discussed here.) Thus, from the viewpoint of the autonomy of
decision-making also enterprise investments fall into two categories:

a) The decisions — within regulated frameworks — of those enterprises which
finance their investments solely from their own resources may be considered as auto-
nomous.

b) An investment for which the enterprise avails itself of outside resources too,
whether in the form of credit or subsidy, cannot be considered as perfectly autonomous,
since the decision is taken together by those who provide the money required for the
investment. These will be referred to as “joint” decisions.

The impacts of the generally applied taxation system, the rules of interestedness, or
the limitation of certain types of investments will not be analysed in this paper, though
the various facilities and subsidies implied by them substantially affect the development
opportunities. Only the methods with differentiated bearings on enterprises will be
studied.

Enterprise investment decisions are under several external influences. One of the
most important of these is the influence of the sectoral - or supervising - ministries.
This affects almost every enterprise. It also extends to the autonomous decisions, at least
in the course of the survey of medium-term enterprise plans, furthermore, when the
performance of enterprise executives is evaluated, because here the judgement on the
development policy of the enterprise is a very important consideration. Sectoral minis-
tries are to give opinion on every application for credit, They are also members to the
commissions for subsidizing, which means that without them and against their opinion it
is not possible to extend state subsidy to investments. (True, the sectoral ministries are
not in a position to decide alone.)

Provision o f purchasing power from outside is the other special influence affecting
the enterprise investment decisions. The effect of the outside influence providing the
purchasing power does not appear with each investment project separately, but asserts
itself for the entire investment policy of the enterprise. The forms under which pur-
chasing power is allocated are various: the enterprises may get credit, state subsidy,
moreover, for investments decided by the government they may even get budgetary
allocation or state loan.

A given enterprise may carry out more than one investment at the same time,
financing one investment from its own resources while applying for credit for the other,
moreover, it may also have an investment project on which it is given a budgetary
subsidy. Furthermore, a part of the enterprises carry out investments decided by the
state, but may simultaneously invest separately from their own funds, and may obtain in
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addition either credit or subsidy. True, these are separate decisions but are not independ-
ent of each other.

If external resources are provided, even to a single investment project of an
enterprise, its whole development fund balance is surveyed and decision is taken accord-
ingly. An investment project will not necessarily fail if e.g. an enterprise does not get the
credit or subsidy asked for that investment: it may as well drop another project and
finance this one instead, without outside resource. But if the required supplement is
allocated the enterprise can at the same time avail itself of the opportunity to use its own
money —normally a part of it —for other purposes. When running for outside resources
the enterprise has to prove that it uses its own funds for economical investments that also
match the objectives of the national ecnomy. If this cannot be proven, there is no ground
for complementing its own resources. That is, the decisions on credit, subsidy, and state
investment determine at the same time (in case of productive enterprises) whether the
enterprise may use the rest of its money for other purposes.

It is a debated question in Hungary whether it is justified to take a stand, under
the pretext of a given investment, on the details of how the enterprise utilizes its own
resources. According to those challenging the prevailing practice, a given investment
ought to be evaluated on its own merits, it should be expected to be economical on its
own, while normatives should be set for the participation of the enterprises in financing.
Also in our opinion this would be advisable. However, this is not what prevails today, and
this paper has undertaken to study here the prevailing situation.

We shall try to trace in what scope of enterprises, and in what ways, the various
types of individual financial influences are enforced; how much these effects are sepa-
rated or interlocked; and what the specific characteristics of the various types of
influences are. For the time being, the analysis is based on macroeconomic studies and is
not yet supported by case studies, although the latter could very well complete, justify,
perhaps criticize our statements.

Autonomous enterprise decisions

A considerable number and proportion of Hungarian enterprises do not use outside
resources for their investments but take investment decisions independently within the
framework of the general regulations and under the possible influence of the sectoral
supervisory ministries.

Round two-fifths of all enterprises take their investment decisions alone and
autonomously, and finance their investments exclusively from their own resources. Yet
these enterprises usually implement investments that are far smaller than the average. This
is shown by the low share of their investments, amounting to 12 to 15 per cent of all
enterprise investments. And here the reader is also warned that enterprise investments are
55 to 57 per cent of the total, i.e., autonomous enterprise decisions cover less than 10 per
cent of all investments.
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Table 2

Data o f enterprises investing only from own resources*

Enterprises Investments

Investment made only Proportion in

Proportion in

from own resources Number percentage of all _ Amount_, percentage (_Jf
enterprises billion Forints to_tal enterprise
investments

In the state sector of the
national economy, total**

in 1974 638 40 5.8 12

in 1975 632 40 75 13

in 1976 634 43 9.0 15
In industry

in 1974 290 39 21 8

in 1975 285 38 25 8

in 1976 260 38 33 10

*Data computed from the records and data bank of the State Development Bank. These, as well
as the following computations, were made by members of the investment information and computa-
tion technology departments of the SDB

**Only the enterprises engaged in “material production” were considered in the computations.
The service sector was not considered because the price and interest systems of services are different
from those prevailing in material production, and we wished to concentrate now on enterprises
operating under the general system of interestedness

The yearly investments by enterprises taking autonomous decisions amount to
hardly more than three per cent of the value of their fixed assets —while in the
productive sphere of the national economy this ratio is seven per cent on the average —
thus their investments are not sufficient even for the replacement of their outdated fixed
assets.

A considerable part of the autonomous decisions are taken by water control and
the transport and communication enterprises which, owing to their public utility charac-
ter, receive significant subsidies through other channels. In the industry more than
one-third of the enterprises decide completely independently, but their investments make
up only a tenth of the total enterprise investments in industry, i.e., hardly more than 6
per cent of all the investments implemented in industry.

These industrial enterprises can afford to replace their fixed assets once in 14—15
years, because the replacement of 5—5.5 per cent is covered yearly by their investments.
This is not very likely to bring about noticeable structural changes. The scarce financial
resources do not allow that in the scope of autonomous enterprise decisions.

It may be seen that the group of enterprises which invest exclusively from their
own resources is remarkable if the number of enterprises is considered, but insignificant
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as regards the proportion of their investments within the total. This means from the other
side that there is a considerable number and proportion of enterprises which also use
outside sources for their investments, i.e. whose investment decisions are influenced also
by allocating them purchasing power individually.

More than half of the enterprises obtain external resources —credits, state sub-
sidies, perhaps both, or other government allocations —for financing their investments.
According to the amount invested the proportion of joint decisions is even much greater
because the overwhelming majority, more than four-fifths, of enterprise investments are
carried out in these enterprises.

The various outside resources belong to various decision systems and their impacts
on enterprise management are different, because they involve different repayment liabili-
ties:

—The enterprise resources are complemented with credit by the National Bank of
Hungary, and it must be returned from the enterprise development funds.

—The quotas of state subsidies are laid down by targets in the national economic
plan. Within these quotas, it is decided by a committee —comprising representatives of
the National Planning Office, the State Development Bank and the sectoral ministry —
which enterprise will be given a subsidy. Since 1976 this subsidy has been given to the
enterprises in the form of a tax allowance. The enterprise may raise a credit for that,
which is to be repaid, though not from its own funds but from the tax allowance, i.e., the
subsidy is “returned” from a money that would be due to the state anyway.

—The investments to be decided by the state are practically decided upon by the
central authorities. In case an enterprise implements such a project, it needs not repay the
budgetary allocation issued for that purpose at all, while it will have to pay back the state
loan from its pre-tax profit and from the depreciation allowance.

The external sources, different in respect of decision-making and the mode of
repayments, appear very often together at a given enterprise. It will be interesting to
survey the ranges of credit, state subsidies and state decisions, and their interconnections.

Investment credits

The amount of credits has grown markedly in recent years.* Enterprises raised 12.5
billion Forints in 1971 and 22 billion in 1976 as investment credits.

The proportion of credits in the sources of enterprise investments was 21-22 per
cent in the 1971-1975 Five-Year Plan period, in the two years so far elapsed from the
1976—1980 plan period their share has increased, and by now more than a quarter of the
costs of enterprise investments is financed from credits.

*Credits advancing a state subsidy are not considered among credits.
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Table 3

Number of enterprises granted investment credits and proportion of their investments

Proportion Credits
F_’roportion Amount in percentage Credits* in percentage
Number (in percent- |n\_/e_sted of total billion of the amount
age of all billion enterprise Forints of investments
enterprises) Forints investments financed
of investments with credit
of enterprises receiving credits
In the state sec-
tor of the na-
tional economy,
total
in 1974 642 41 317 78 10.6 50
in 1975 600 38 36.5 65 12.3 48
in 1976 581 39 39.1 68 18.- 69
In industry
in 1974 342 46 19.6 72 6.7 49
in 1975 313 46 225 70 7.9 51
in 1976 315 46 24.9 75 128 77

*This amount is less than the total credit granted, because credits granted to cooperatives and to
the service sector are not included.

Two-fifths of the enterprises receive credits, and these enterprises realize more
than two-thirds of enterprise investments! Credit has thus a rather wide-ranging in-
fluence.

Credit has thus a rather wide-ranging influence.

However, a diminishing fraction of the outlaid credits, in 1976 only one-fifth, was
extended to enterprises that did not get money from any other external source. And most
of the money is given to enterprises that also get subsidy or other government support,
i.e,, which are influenced not only through credit but also with state money.

It turns out that a great part of enterprises can raise credits for some investment
project because another one is financed from state subsidy, or state loan, perhaps
budgetary allocation. But these are never independent of one another, it is precisely one
of the investments that provides favourable opportunities for another one! Moreover, it is
by now quite common that they cannot be distinguished even to this extent, but subsidy
and credit are simultaneously used for financing the same investment. A possible inter-
pretation of this intertwining is that an enterprise would not be creditworthy without
subsidy for as big an investment project as it intends to carry out.
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Table 4

Distribution o f credits granted in 1976 in the state sector o f the economy

Number of Ar_nount of their Amount of credit, F_’erc_enta}ge
Resources . investments, - f distribution
enterprises - - billion Forints -
billion Forints of credits
Beneficiaries of
credits, total 581 3911 18.0 100
From this:
own funds plus
credit 179 8.6 3.8 21
own funds plus
credit and subsidy 248 20.1 8.6 47

own funds plus

state investment

and credit 20 21 11 6
own funds plus

state investment,

credit and sub-

subsidy 134 8.3 45 26

It is the subsidy that makes it creditworthy. This applies for the branches absorbing
the biggest credits as well. E.g. in the engineering industry in 1976 23 billion Forints
credit was granted to enterprises which were also given subsidy, but only one billion to
such ones that did not get subsidy, to the light industry 17 billion credit was given
together with, and only 600 million without, subsidy;in the building industry 600 million
together with, and merely 100 million without subsidy.

Half of the credits is granted to enterprises which get state subsidy as well, and a
further one-third to enterprises where state-decided investment is also carried out. With
the latter it is particularly obvious that the development of the infrastructure is solved
through state investment, thus rendering them capable of undertaking the terms of paying
back the credit for another investment.

Subsidies for development

The development subsidies are steadily gaining ground. The enterprise investments
are more and more attached to targets determined in the plan. The increasing number of
central targets in the enterprise decision sphere is synthetically shown by the number of
targets to be supported as determined by the national economic plan: 34 in 1971, and 60
by 1976. The 1976—1980 Five-Year Plan contemplated to spend more than one and a half
times the amount set in the previous plan period on subsidizing investments.
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Table 5

Number o f enterprises receiving state subsidy for development, and proportion o f their investments

Proportion
Proportion  Amount _ of their N _ Subsidies
- - investments  Subsidies*  in percentage
in percent- invested . -
Number age of all (billion in percentage billion of the amount
enterprises Forints) of tota_l Forints o_f subsidized
enterprise investments
investments)
of subsidized enterprises
In the state sec-
tor of the na-
tional economy
in 1974 650 41 30.2 65 6.2 30
in 1975 675 43 374 66 8.8 35
in 1976 609 41 36.5 63 8.3** 34**
In industry
in 1974 261 35 17.2 63 4.0 34
in 1975 269 36 20.6 64 5.1 37
iml976 243 36 20.1 61 5.7 43

*This is less than the total actual subsidy because the subsidies to cooperatives and to the service sec-
tor, and the price subsidies of argicultural machinery are not included
**The drop here is only temporary: it was due to late decisions in the first year of the 1976-1980
five-year plan period

That is, at present, subsidy for development is given to more than two-fifths o f the
enterprises, and nearly two-thirds of all enterprise investments are realized in these
enterprises. Although the amount of subsidies is smaller, yet their influence is similar to
that of the credits.

The subsidized targets are more and more frequently attached to a given enterprise.
E.g. from the 12 subsidized targets so far set in the engineering industry seven could be
assigned only to definite enterprises. Almost each of the 16 targets in the food industry
cannot but subsidize a given trust or national company. Nearly half of the amount
earmarked for subsidy was specified in the 1976—1980 plan by given enterprises or trusts.
These usually considerable sums were not allocated by asking the enterprises to put ina
tender and awarding them to the investment with the higher output and higher economic
efficiency, but the decision was taken on the basis of “necessity”. The designated
enterprises or trusts could take it for granted, already before submitting a well-founded
and economical investment proposal, that the subsidy would be allocated.
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Table 6

Distribution o f subsidies paid in 1976 in the state sector o f the national economy

Amount of their Amount of
Number of investments subsidies Distribution of
enterprises subsidies, per cent
billion Forints

Resources

Beneficiaries of
subsidies, total 609 36.5 8.3 100

From this:

own funds plus
subsidy 179 44 13 16

own funds plus
credit and sub-
sidy 248 20.1 4.7 56

own funds plus
state investment
and subsidy 48 3.6 0.8 10

own funds plus

state investment,

credit and sub-

sidy 134 8.3 15 18

According to Table 6 a part of the subsidized enterprises do not raise credits, their
own funds are only supplemented with subsidy. Small subsidies as the only supplement to
the own resources are given mainly in trade, to many enterprises: in other branches this is
not done frequently. However, it has been seen often in recent years, that owing to quota
considerations, an enterprise may obtain only subsidy in the first years of the investment,
then, in the next years, also credit is granted, or conversely.

More than half of the subsidies are given to enterprises that also raise credits.
Subsidy is given this way chiefly to enterprises in the light, the engineering, the food and
the building industries.

More than a quarter of the investment subsidies is given to enterprises which also
implement government investments. In 1976 the spendings of these enterprises on
investments totalled 44 billion Forints. From this Ft 28 billion relied on state decision,
and Ft 16 billion on those of the enterprises themselves. (Within the latter the amount of
state subsidy was Ft 2.3 billion). In this category it is the enterprises in mining, the
building materials and the food industry, as well as in agriculture which get the most of
the subsidies.

Why are enterprises subsidized? There may be various reasons for that:

a) The activity of the enterprise or the sector is not profitable enough because of
central price regulations, yet it needs to be developed (e.g. in mining, in the bricks and
tiles industry, in some branches of the food industry, in transport and communications).
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b) The realization of certain objectives produces greater advantages for the national
economy than reflected by the enterprise results, and it is thus reasonable to contribute
to their development from central resources (e.g. equipment resulting in energy savings,
manpower saving investments, shifting industrial plants out of the capital, building of
retail shops, department stores in areas with poor supply, etc.).

¢) According to the national economic plan certain sectors require bigger develop-
ment —owing to foreing trade commitment or uneven domestic supply —than what the
sector could afford with the funds deriving from profits depreciation. (Credit is included
when the investing capacity of a branch is considered, but the extent of the credit to be
granted is also restricted by the profit and the depreciation allowance, because it must
not exceed the amount which the enterprises are able to pay back during the approved
term.) Considerable subsidies have been forecast in the current five-year plan to the light
and the building industries, and to a number of engineering enterprises, because of
development plans surpassing their expectable financial potentials.

d) Some enterprises are given support because they cannot afford to carry out
reconstmction or to transform the product pattern from their own resources (e.g.
Ganz-MAVAG, Danube Crude Oil Industrial Co., Hungarian Aluminium Industrial Trust,
etc.).

If the enterprises can show (to the central economic control organs) that the
investment is connected with any motive of subsidy, the insufficiency of their own funds
- complemented with credit - is no obstacle to the implementation of that investment.
In our given system of decision-making and financing, an investment proven to be
necessary and fitted into the plan will be implemented, from any resource that can be
acquired. If an own source is available the case is a simple one. If the funds of the
enterprise are not sufficient but it is creditworthy, and the investment can be returned
from own funds later, the enterprise lines up for credit. But if these resources are not
sufficient the enterprise asks for government subsidy. And once the subsidy is potentially
decided in the plan it is only natural that these individual demands will be met.

The economic efficiency of the investment project is analysed also when subsidies
are granted. But the plan is a more powerful justification than economic efficiency. This
means that the position o f the postulate o feconomic efficiency is not clear in the present
system o f planning and decision-making on enterprise investments financed from several
sources. Though definite conditions are imposed when credits are granted, yet four-fifths
of the credits are “attracted” by government money. And the decision on the subsidy is a
plan-bargain. The subjects of the “bargain” are the amount of money the enterprise has
for the implementation of the target laid down in the plan, and the amount of credit it is
capable of repaying. The difference is given to it by the state. It is an indication of the
ineffectiveness of economic efficiency considerations in this bargain that —even though it
has been a mle since January 1, 1976, that only such subsidy should be given which is
returned from the tax on the extra profit deriving from the investment - yet in practice
only half of the subsidies could be given in this way till now, the other half has been
invariably given to the enterprises “free”, without liability of repayment. Half of the
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subsidies is not returned from the tax of the subsidized enterprises either. That must be
drawn away by the budget probably from another sector or enterprise (it also happens,
though, that the enterprise in question pays a production tax, i.e., the cost of the
investment is recovered through another income channel).
In my opinion, in our present system of deciding on subsidies the aspects of
economic efficiency are not considered as they should be for the following reasons:
—Orientation towards economic efficiency is made difficult by the shortcomings
and rigidity of the price system. Several times the investment subsidy is given to the
enterprises in the form of production and price subsidies, while on the other hand big
amounts are drawn away through production taxes above the general taxes as well. It is
impossible to tell whether these “discriminations” are of the type that ought to be disre-
garded or, on the contrary, considered, when judging economic efficiency. The wide
ranging discriminative financial measures also allow for reference to problems of the price
system even on such occasions when the lack of economic efficiency should be exposed.
Above the real difficulties of measurement also the sectoral approach, representing the
separate department interests rather than those of the national economy, plays a role here.
—1It has not been clarified in Hungary what should happen to the non-economical
activities, especially if not some definite activity but an entire enterprise is concerned. A
non-economic unit is not left declining but is sustained by means of subsidies, and often
it is even developed. Thus the principle cannot be consistently enforced that govern-
mental financial assets are to be used for the expansion of efficient activities, because
these assets are drained by the preservation and even expansion of the inefficient ones.
—Because of the shortcomings of the price system, the complicated interlocking of
the financial resources, and the overlapping levels of decision-making, it is by now
impossible —as far as | can see —to perceive what is and what is not efficient. This is why
despite the best intentions and guidance economic efficiency is pushed more and more to
the background.

Extent of interlocking of decision-making levels

Let us sum up the sources from which the investments decided by enterprises are
financed.

It is shown in Table 7 that the majority of investments fell into the categories
where several levels of decision-making overlap. The proportions vary, as data of yearly
allocations were used, and these are rather different even for the same investment each
year. Nevertheless, despite the changes, the proportions move within a quite narrow zone.

The overlapping levels of decision-making are even better illustrated in the figure.
This figure was plotted on the basis of summarized data of four years, as also the data of
1977 investments, showing the same tendency as the earlier ones, were taken into
account.

The enterprises’ purchasing power was supplemented through one institution in 19
per cent of the investments (11 per cent with credit, 6 with subsidy, 2 with state

allocation for investment).
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proportion of enterprise
investments financed
onlv from own funds

proportion of enterprise
investments financed
also from subsidy

proportion of enterprise
investments financed
also from credit

proportion of enterprise
investments also impie -
menting investments

75

decided by the state

Enterprises which implemented 45 per cent of all enterprise investments received
external resources from two institutions (34 per cent was influenced by credit and state
subsidy, 7 per cent by subsidy plus state investment, and 4 per cent by credit plus state
investment).

Three institutions influenced the own funds of enterprises which implemented 26
per cent of enterprise investments (credit plus subsidy plus state investment).

(Still another kind of overlapping, namely, that an enterprise may have several
investments financed with subsidy or credit, etc. at the same time, was not reckoned in
the above. However, there is no need for any special consideration of this fact, because
the participants in the same type of decision are always the same institutions, and usually
the same persons, t00.)

The overlaps are indeed significant. These overlaps are advantageous for the enter-
prises because they can get money in several ways. But this cannot be taken for a
competition between the allocators of capital, because the funds are not given under
identical term by the various institutions. On the other hand, the disadvantages of the
overlapping of decision levels are numerous. The procedure is unavoidably sophisticated,
enterprises have to apply to several institutions in the same matter. Different organi-
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Table 7

Distribution o f enterprise investments according to the sourcesfor financing the investments
(per cent)

Proportion of enterprise investment financed from

own funds,

exclusively own funds  own funds . state
. - credit - Total
own funds and credit and subsidy and subsidy loan* too
In the state sector
of the national
economy, total
in 1974 12 16 13 31 27 100
in 1975 13 16 14 27 30 100
in 1976 15 15 8 35 27 100
In industry
in 1974 8 20 13 36 23 100
in 1975 8 23 14 30 25 100
in 1976 10 20 6 39 25 100

*Here belong the enterprise investments implementing also projects decided by the state (either
individually or by groups). They include those that do not get anything, which get credit, or
subsidy, or both. Naturally, here only those investments of these enterprises were considered
which were resolved by themselves

zations have to carry out the same analyses. Some of the measures are often formal, since
some way of financing is obtained as a remainder. It is even more harmful that the
supressing of the criteria of economic efficiency is disguised by these overlaps.

Data characteristic of economic efficiency in various
groups of enterprises

Some data or indicators have been selected in an attempt to describe the different
groups of enterprises:

— share in total net income (budgetary subsidies have been subtracted from total net
income)

— share in total export price receipts;

— share in total fixed assets;

— proportion in total investments;

— net income per unit of assets (this is referred to as profitability);

— cost per unit of export price receipts (for lack of a more appropriate term this is
considered to be export profitability).
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From the viewpoint of this study it is not the absolute value of these indicators but
their relations to each other that is interesting.

Enterprises belonging to the category of autonomous investment decisions produce
more than one-third of the total net income, and almost a quarter of total exports, but
the bulk of both is contributed by trade. Industrial enterprises investing only from their
own funds have a low share in both income and exports. Their profitability may be
considered as mediocre, their export profitability as poor. These —mostly small and
medium-sized —enterprises can develop only slowly, the amount of their investments
relative to their assets is far below the average.

The indicators of enterprises investing from own funds plus credit are very favour-
able whether the entire state sector of the national economy or only industry is
considered. Their share in net income and export is high, their profitability is extremely
good, and also their export profitability corresponds to the average. Their development is
rapid too, in proportion to their assets it is the highest from all groups of enterprises.

The profit and export share of enterprises investing from own funds plus credit plus
subsidy is similar to that of the previous category, but for this purpose they need far
more assets and investments, their profitability and export profitability are much less
favourable. Their wage costs are also more than double of that in the enterprises
belonging to the former category. And they get twice as much budgetary subsidy for their
management —though this is not contained in the net income. Despite the disadvan-
tageous economic circumstances these enterprises develop almost as rapidly as those in
the previous category. Investments amount in both groups to 13 to 14 per cent of the
value of fixed assets. But two times as much has to be invested in the latter enterprises to
attain the same results!

Enterprises also implementing state investments pursue extremely capital-intensive
activities, their shares in fixed assets and investments are very high. Thus, even though
their share in profit is considerable, their profitability indicator is very low. They show
better export profitability than the other categories, but are less export-oriented than the
others.

It is important to underscore another thing. In this paper not the enterprises
themselves but their investments are studied. Enterprises receiving outside resources carry
out two types of investments: projects resolved jointly or alone. It is most remarkable
that the enterprises spend the biggest part, 60-80 per cent, of their own resources —
remaining after repayments and filling up the working funds —not on those investment
projects to which they get external supplement but on those which are decided and
financed by themselves alone. This applies not only to the average of all enterprises but
also to each studied category. At the same time, only a smaller part, 25—30 per cent, of
the costs of investments financed from several sources is covered by enterprise contribu-
tions, the major part is financed from external sources.

This may be the explanation for the fact that 60—80 per cent of the enterprise
sources covers simple replacements. This is acknowledged by the central agencies when
for investments financed from credit or with government money this part of the
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enterprise sources is not claimed. On the other hand, this is the reason why in each
category complemented by external sources the enterprises contribute at most one-third
or one-fourth of investment costs, and the rest is covered from external sources. (True,
they later repay the external funds —more exactly a part of these.) All that amounts to
the fact that the enterprise takes the initiative and, in the last resort, it also decides on
these projects, yet the substantially greater part of the purchasing power necessary for
them is secured from central funds. This stresses the importance of the influencing role of
the central funds.

A strong overlapping of the decision levels is particularly characteristic of the last
discussed enterprise categories. Two-thirds of enterprise-decided investments are imple-
mented in them, (though state investments implemented by them are still left out of
consideration), and 40 per cent of total net income, 50 per cent of the income derived
from industry, 40 per cent of export receipts are realized by them and they transact
almost 50 per cent of industrial exports. Their profitability is lower than of firms in the
former two categories. Their future position must not be thus neglected. It is impossible
to envisage the implementation of the structural policy programme recently declared in
Hungary without making investments in these categories more economical than they have
been up to now.

So we state about two-thirds of enterprise investments that in individual influencing
activities very little consideration is paid to economic efficiency. There are no guarantees
to assure that economical investments should be realized where several, central and bank,
decisions are made at the same time. This absolutely needs to be changed.

Direction and way of further improvement

Some requirements ought to be considered as basic preconditions for transforming
the system of complementing the enterprise resources. | believe the most important of
these are the following:

1. The prime measure of the efficiency of central control should be whether the
development of the patterns of production and sales is channelled by investment policy
in the desired direction and at the desired rate. For this, among others, it is necessary to
grant the external resources — both credits and state allocations — to economical
investments and not in order to maintain uneconomical activities, and especially not for
their expansion. This needs a much more consistent use o f norms of economic efficiency.

2. There should be greater reliance on enterprise autonomy, not only on their
initiatives in general, but also in trusting that they initiate economical actions. We need
not be afraid of leaving alone an enterprise with uneconomical activity. If it cannot
always reckon with a support it is much more likely to make greater efforts at a change
for the better, and this will be much more fruitful than central salvage operations.

3. Distinction between budgetary and credit resources ought to be stricter. Through
credit future resources due to the enterprise are advanced, that is, it means a provisional
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regrouping of sources, while an allocation from the budget —in any form —distributes
funds due to the budget, i.e., it means a final regrouping. This is obvious in the case of
direct and free allocations, because money originating from another enterprise is used for
the investment, but it is similarly true when a tax allowance is granted by the budget. In
this case, too, the state gives up a revenue it could allocate for other purposes but spends
it on the investment instead. This does not imply that the budgetary investment need not
be judged from the viewpoint of economic efficiency, yet any way of budgetary
allocation is more advantageous for the enterprise, but more disadvantageous for the
national economy, than credit.

4. Credit ought to be used in a much broader scope, but not the formal
meaning only a form of financing, but the credit that requires profitability and refunding
capacity really from the product of the investment, i.e.,, from funds due to the enter-
prises. Three complementary measures could make this a realistic possibility:

a) Prices should show the costs, that is, the market value judgements, more
realistically than today. This could strongly reduce the scope of subsidies that have to be
issued because of unrealistic prices, and increase the creditworthiness of certain sectors
and branches. Other arguments not mentioned here also call for such prices, work has
been going on for some time now in Hungary on such modification of producer prices
that will satisfy this requirement. Considerable price modifications pointing in this
direction are expected in Hungary by 1980. It has to be noted that the changes of
producer prices in 1976 and 1977 have already shown a favourable trend.

Not only todays’ prices but also those of the future have an important role in
investment decisions. These are not known to anybody, but methods of prognostication
have developed all over the world. In Hungary it is a debated issue whether it is possible
to forecast prices correctly. Those who doubt it propose to determine the terms of
repayment for investments that need a longer time for implementation only at the time
of inauguration. | am afraid it would be a big mistake to accept the price forecast for the
decision on the project but not to attach any financial consequence to it. What is really
necessary is to make the enterprises as interested as possible in a realistic prognostication.
This may be expected to initiate thorough market analyses and effective work aimed at
higher sales prices also in the period of marketing. | therefore believe that the role of
prognosticated prices must not be reduced, but the central organizations should give more
help to the enterprises in obtaining the informations that can be made available centrally.

b) The creditworthiness of enterprises which are run economically should be
increased so as to make their share in net profit higher than it is now. For this the entire
subsidy policy has to be changed, including subsidies not only to investments but also to
production. The sum of production subsidies is now very high, in fact identical with the
sum of total profits and is a multiple of development subsidies. This means that big sums
have to be centralized, through production taxes and other channels, in order to
redistribute them through the budget in the form of subsidies. Along with the reduction
of production subsidies the centralized part of net profit could be reduced too, and so a
greater part of the profit could be left with the enterprises. The amounts to be used for
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development would not be increased this way, but their distribution would change.
Development possibilities would increase proportionally with incomes and the counter-
part of this would be a reduction of subsidies. But if the bigger part would be left with
the enterprises —i.e., the general profit tax would become lower —then from a unit of
future profit the enterprises should pay back greater credits than today, and thus more
credit could be granted for an investment of the same volume.

c) Last but not least, a part of the subsidies should be made automatic. Unlike the
present conditions, the extent of the subsidy would not be subject to bargaining, and
would not vary by enterprises, but the same amount of subsidy would be given to
enterprises realizing indentical targets, irrespectively of the funds they have. The enter-
prise could make investment only if it had the part of the forecast input above the
normative subsidy, or were creditworthy for the missing amount of money. So no
individual decisions would be needed on these subsidies —on the contrary, no exception
should be tolerated at all - but definite amounts of subsidy should be assigned to the
targets of the plan. Thus, for example, tax allowances could be granted to all enterprises
which

— build commercial warehouses —the amount of tax allowance could be set by square
meter;

— implement a project for the rationalization of energy consumption —a tax allow-
ance would be determined by a unit of energy or sarcé saved,;

—in case of investments aimed at mechanizing material handling and packageing, if it
really economizes on labour —the sum of allowance could be determined per one
worker saved,;

—in certain areas with poor supplies, if the capacity required for manufacturing a
shortage item is increased, a support per unit of capacity could be determined.
it may be seen from the examples that we are far from trying to determine the

amount of the subsidy in proportion to the cost of investment, because in that case the
investor is not interested enough in saving and economizing on implementation. The
normative subsidy would be always attached to such objectives (defined in physical units
of measurement) which are determined in the plan and whose implementation cannot be
covered from exclusively enterprise sources —and supplementing credit —either because
the sources of the eligible enterprises are too limited in comparison with the goals, or
because they are not interested enough.

The normative subsidy — which would be extended to the enterprises as tax
allowance - would add to creditworthiness and perhaps even to the own funds required
for being granted credit. Unlike the present subsidy differentiated by enterprises, this
subsidy would not level out the differences in efficiency. Besides, the realistic opportu-
nity of choice from tenderers for credit would be maintained.

5. Obviously, it is impossible to turn every subsidy into a normative one, i.e.
individual subsidy would be maintained but would be by all means limited to a much
narrower field. Normative subsidy would be attached to given targets that can be
determined in physical terms and implemented by several enterprises, while individual
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subsidy would be linked to a given enterprise, contributing to the acutely necessary
increase of its capacity, modernization, changes in the product pattern, which the
enterprise is unable to carry out from its own funds —and from the credit advancing it —
and for which there is no provision for a normative subsidy. Yet this must not be an
economically ineffective investment either, therefore it may be given support only if
certain given stipulations regarding economic efficiency are met. These stipulations lend
themselves to quite appropriate formulation in the framework of allocations linked with
rent which are already known in Hungary though not widely used. This means that from
the additional profit produced with the aid of the investment implemented with subsidy
the enterprise would pay rent for a certain period. The total amount of the rent must not
be less than the value of the subsidy increased with annual interests. The enterprise would
pay the rent from the pre-tax profit, which implies the same condition (and partici-
pation) that exists between the budget and the enterprise in case of state loans: from each
unit of subsidy —or state loan —the part equivalent to the tax is covered by the budget,
while the enterprises cover the part which they would otherwise spend on their own
purposes. The function of the individual decision is the same here as that of the credit
decision in the case of automatic subsidy (checking the reality of cost and forecasts,
regarding the time needed for implementation, contemplated trends of marketing, judge-
ment of the situation of the enterprise, etc.).

This rent-linked allocation is based much more solidly on the methods of monetary
requirements and on calling to account than the present system of subsidies. No special
credit should be allowed to accompany it, because the commitment to pay the rent
diminishes the amount that may be deposited in the development fund, and there is thus
no source for repaying the credit.

The solution we propose would put an end to the overlapping of subsidy and credit
in individual investment decisions. Either individual credit decision, or individual subsidy
decision would be only required.

This new arrangement could bring about simplifications in routine procedures as
well, there would be no need to force several institutions to carry out the same analyses,
the enterprises need not apply to several authorities because of actually only one
investment, and the management of affairs could become much easier. A quite big part of
the enterprises would have contacts with only one bank: those raising credits with the
National Bank of Hungary, those receiving rent-linked allocations with the State Develop-
ment Bank, The enterprises would use the normative subsidy automatically, and the
General Directorate of Revenues, Ministry of Finances would supervise whether it is
justified or not (the control of purchasing power would be necessary in this case too!). It
is unlikely that the simultaneous granting of both credit and rent-linked funds to
enterprises could be stopped, but the sphere of these would be much smaller than the
present overlaps.

This paper is only a rough outline of the methods which, we believe, could
eliminate the disadvantages of the present overlaps of investment decisions and could give
way to the enforcement of economic efficiency requirements in the field of enterprise
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investments. It needs a great deal of extensive, collective work and discussion, not only
about the overlapping levels of decision-making, but also about other topics at least as
important, which have a basic effect on the efficiency of investments, such as improving
the methods of planning, a better preparation and faster implementation of investments,
etc. If we set to this work now, then, simultaneously with the reform of producer prices,
also a modification of the system of investment decisions and financing could take place
in Hungary in 1980.

PELLEHNA, MPUHNMAEMBIE MPEAMPUATUNAMKN O KATTNTAJIbHBIX BJIOXXEHNAX U
OKOHOMWNYECKAA 3PPEKTUBHOCTb B BEHIPUN

A. IEAK

M3 ABYX OCHOBHbIX KaTeropuii pelleHwii 0 KanuTalbHbIX BAOXEHWSIX, - PEeLUeHUi, NpUHK-
MaembIX FoCcyapCcTBOM W MPeanpuaTusMu, - aBTOp paccMaTpuBaeT nocnefHue. OHa aHanusmpyeT
BNMSIHWE Pa3NNYHbIX (OPM HafeneHUs KanuTabHbIMKU PecypcaMy Ha pelleHust MpeanpusTuil no
KanuTanbHbIM BIOXEHSAM.

ABTOp OTMeYaeT, YTO OTHOCWUTENLHO BbICOKA B BeHrpun fons Takux NpeanpusTuii, KoTopble
(hHaHCMPYIOT CBOM KanuTa/loBNOXEHUSI WUCK/IHUNTENbHO 3a CYeT COGCTBEHHBLIX cpeAcTB. OpAHako
60nee NOMOBUHLI MPeANPUATUIA MOMb3YHTCH KPeAUTOM, MOAy4YaloT [0Tauuu WM e WHble BUAbI
rocyfapCcTBeHHON Cy6Cuann Ans CBOMX KanuTaNbHbIX BAOXKEHWIA. ITU NpeanpusTUs OCyLLeCTBASIOT
60nee 4/5 Bcero 06beMa KanuTaslbHbIX BAOXEHWUI NPenpUaTUiA.

ABTOp YKa3blBaeT, YTO BOMBLUMHCTBO NPEeANpPUATUIA NOb3yeTcs 0AHOBPEMEHHO HECKONbKMMU
MCTOYHUKaMKN (MHAHCMPOBaHWS, OfHAKO TpeboBaHUs, NpeAbsBseMble K 3KOHOMUYECKOW 3thtek-
TUBHOCTW, Pa3NYHbl, T. K. 3TW PeCcypcbl NPejoCTaBfIOTCA Ha pPasHbIX YCNoBUAX. BonbLylo YacTb
KpeLMTOB NpeanpusaTMs MOryT MCMOMb30BaTh MULLIL NOTOMY, YTO NpeAocTaBiseMas rocyfapcTsoM
cybeuama fenaeT X KpeAamMToCcnocoBHbIMU, UK XKe YacTb HE0BXOAUMbIX CNIOXEHUIA NpefoCcTaBnseTcs
MM B Ka4eCTBe roCyAapCTBEHHbIX KanuTaabHbIX BNOXEHWIA.

ABTOp npeanaraeT Takyl MepecTpoiiKy CUCTeMbl KpeauTOBaHWS W cy6CcMAMpOBaHWs, Mpu
KOTOPOI B NPUHATAM peLleHnii 6onbLUyo ponb 6yayT urpatb Tpe6oBaHUs, KacatoLMecsi 3KOHOMU-
YeCKOM 3(pheKTUBHOCTH.
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A. NOVE

EFFICIENCY CRITERIA FOR NATIONALIZED INDUSTRIES:
SOME OBSERVATIONS BASED UPON BRITISH EXPERIENCE

The problems discussed concern nationalized industries operating under conditions when
competition is weak or absent. The public service concept has been largely replaced in Great
Britain with a stress on commercial criteria based upon conventional marginal micro-economics.
The author questions the validity of some of these criteria. They do not take sufficiently into
account the implications of monopoly power, the elements of system, the necessity of judging
efficiency in relation to purpose. Margins are frequently of a multi-level and hierarchical
nature. More attention should be paid to external economies and diseconomies. Similar
problems arise in many countries under different economic systems.

Introduction

The author believes that there have been serious errors in both theory and practice.
There have also been successes. In no way is this paper intended to be an attack on
nationalization as such. The attack, in so far as there is one, is on misapplication of
economic theory, to circumstances quite different from those to which it ought to be
confined by its own assumptions. However, we must recognize that some very perplexing
problems arise in the search for adequate efficiency criteria, and the author is by no
means satisfied with his own constructive ideas. There is a very great deal to discuss, to
research into, to disagree about.

Let us begin by distinguishing the kinds of nationalized industries, as they do raise
rather different issues.

Firstly, there are those which operate in a competitive environment, either because
some parts of the same industry are left to private enterprise (e.g. Renault cars in France),
or because the separate nationalized enterprises compete with one another (for example,
in the Yugoslav footwear of textile industries).

Secondly, there are nationalized monopolies, largely shielded from direct competi-
tion in their own specific field: the post office, electricity, railways, coal are Brisith
examples. The degree of their monopoly varies, inevitably, to the extent to which
substitutes are available. Thus electricity stands alone as a means of lighting, but
competes with nationalized gas and coal and private oil companies in domestic heating.
Nationalized steel is, to a limited extent, affected by imports, as well as by alternative
materials. Nationalized railways have to cope with nationalized buses and airlines,
private-enterprise lorries, privately owned cars. So absolute monopoly power is rare.
However, this category of nationalized industry is distinguished from the first category
mentioned above by the total or almost total nationalization of the industry and so by
the relatively weaker impact of competition.
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A second kind of distinction requires to be made: this is based on the extent to
which “externalities” are important. In using this term, | refer to effects, positive and
negative, which do not show themselves in the accounts of the transactions of the
industries or enterprises directly concerned. These externalities could be social (e.g. an
effect on income-distribution), environmental (e.g. pollution or its avoidance), or direct-
ly economic (e.g. the effect of efficient dock facilities on the costs, output and industrial
activity of a region). It may be safely assumed that almost every conceivable enterprise,
activity, decision, generates some externalities, but it is surely clear that to consider them
all would be prohibitively expensive in time and money, indeed quite impracticable.
However, there exist industries, or types of decision, where externalities play a large role,
where the gap between private (sectional) profitability and the more general social
interest or profitability is common and important enough to require systematically taking
into account. Transport facilities (say) are evidently more “externality-prone” than gas or
textiles.

Finally, there is the factor which | have called “internalities”, or the element of
system, indivisibility, complementarity, which, as we shall see, greatly affects and compli-
cates efficiency criteria. The point can best be made by contrasting coal mining and a
railway network or electricity grid. In the case of coal each mine can operate virtually
independently of the others, with its costs and results the subject of meaningful separate
accounting. This is not the case if one takes one rail line or one power station. Both feed
their throughput (passengers, current) into the system, and this “systemic” element tends
at times to create contradictions between the interests (and accounts) of the part and of
the whole, analagous to the externalities mentioned above, but internal to the given
industry. (Such “internal effects” are to be encountered in many large organizations,
whether nationalized or private).

It also matters a good deal why the given country has chosen to nationalize the
particular industry or economic sector under consideration. It could be because it is a
species of natural monopoly, like electricity and telephones. Or the object may be to
carry through some policy objective of a political or cultural kind, as in radio and
television. Or for military reasons, as in the case of an arms industry. Or, in some cases,
nationalization is regarded as a good in itself (“capture the commanding heights*, weaken
domestic and foreign capitalists), or as a source of government revenue (e.g. the French
tobacco monopoly), or because the given activity, though regarded a socially desirable, is
unprofitable. State policy plays a big role, in certain instances, in determining the
objectives of the industry: thus it may be decided to provide electricity, and to maintain
postal services, in remote villages or islands where they could not in any conceivable sense
“pay”, or to provide a cheap transport link between islands and the mainland. As we shall
see, it is not satisfactory to detach the concept “efficiency” from the question “effi-
ciency for what” .

There is also the question of what kind of organization administers a nationalized
industry. It is usually a financially autonomous corporation, subject, however, to some
policy guidelines and other controls from the government (or some regulatory or control
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agency appointed by the government), but an alternative method is for a government
ministry to run the industry or service directly: thus the Post Office in Great Britain was
a government department until 1971, when it became an autonomous corporation. (In
the USSR, industries are operated by ministries, but the subunits, “enterprises”, have a
degree of financial and operational autonomy).

A little history

The labour party was in principle committed to extensive nationalization. However,
remarkably little attention was paid to the economics of nationalization. Generalizations
about operating them for the public good were substitutes for hard thinking. Taking
Herbert Morrisons of London Transport authority as an example (1931), the idea was to
set up a quasi-independent board, which would operate the system for the benefit of
Londoners, charging the users the amount that was required to cover costs, raising any
necessary capital on the market. The undertakings which the Board took over included
both private bus and underground lines and some municipal tramways. While London
Transport was to be commercially sound, its management had also to “regard themselves
as the high custodians of the public interest”, in Morrison’s words. There was no serious
discussion of criteria. To be fair, there was at this time very little attention paid to
investment criteria in the general economic literature. It was simply assumed that the
would-be investors would seek profitable uses for their money. The role of the state as an
investor was unexplored. As far as charges and the fare structure was concerned, the
system of fare stages (and the fares themselves) inherited from the private corporation
were retained.

Private competition was barred because it would “cream the traffic”, i.e. operate
only on busy routes and times, thereby recognizing the obligation of the Board to supply
services at standard rates at time of the day at which they would not “pay”. (It is
interesting to contrast this view, very common at the period, with the “modem”
orthodoxy, according to which buses or trains used only at times of peak traffic are held
to have a very high marginal cost!).

Municipal water, electricity, gas and transport undertakings were common at the
time. Again, no theory emerged. Operational criteria implied that costs should be
covered, the customers supplied, interest on loans paid. Any profit would go into local
revenues, but it was not suggested that profits were a major objective as such. Thus it was
taken for granted that every household ought to have water. Most privately-owned public
utilities were regulated, as they still are in the United States, by what came to be known
as “independent regulatory commissions”. A British example was the Railway Rates
Tribunal. They saw their task as preventing monopolist overcharging and discrimination,
as well imposing duties and obligations. A very early example of such regulations imposed
by the state was the so-called “parliamentary train” (1844): railway companies were
obliged to run a daily train which stopped at every station on the line and carried
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passangers at no more than 1penny a mile in the third class. There was also the duty of a
“common carrier”, i.e. to accept freight at the posted non-discriminatory charges to any
destination in the kingdom.

We will return to this point, which is important: for if private profit-making
operators were subject to various duties and constraints imposed by the state or by
quasi-governmental regulatory commission, what should be the duties and constraints
within which nationalized undertakings were to be judged? Efficiency in doing what,
decided by whom, on what principles?

The attitude to the coal industry was coloured by its bad labour relations record,
and also by the profit of the owners of the coal and of the land. There were no economic
criteria elaborated. It was simply assumed that profits would go to the nation and that
the coal industry under nationalization would operate for the good of society and of the
miners. Shinwell, the first Labour minister of Fuel and Power after nationalization, was
surprised to discover that “nothing practical and tangible existed. . . I had to start with a
clear desk”.*

In the first postwar years the Labour government did in fact extend nationalization,
including coal, the railways, electricity, gas. It had become necessary to formulate
operational and investment criteria, and in 1947 such an attempt was at last made.
However, one must bear in mind the circumstances. There was an immense backlog of
investment, and the government had at the time a tight control over investment, through
licensing new building and the Capital Issues Committee. There was consumer rationing
and controls over foreign trade. The pound was not yet freely convertible. Many foods
were rationed, many prices controlled. In these circumstances, conventional, (and even
unconventional) efficiency criteria could have little meaning or applicability. At times of
shortage, when coal was rationed and electricity cuts were frequent, priority was natural-
ly given to investment in power supplies, and in the private sector to the exporters.
Profitability, under these conditions, was not a decisive factor, indeed could not be.

Many prices in no way reflected scarcity or opportunity-cost. Thus, to take on
example, the price of coal in 1948 was far below the price at which coal was imported.
Evidently, this produced a glaring contradiction between profitability (of current pro-
duction or investment) and the urgency of the need for more coal. In some instances
subsidies were paid. It was believed that artificially keeping fuel down was a way of
avoiding a rise in industrial costs. Evidently, such prices could not be used in efficiency
calculations.

The Conservatives were elected to power in 1951. The return to more normal
economic conditions and the abandonment of rationing and controls over prices, invest-
ment and foreign trade, placed more firmly on the agenda the question of economic
criteria for the nationalized industries. Gradually, the service-to-the-community concept
was eroded, and replaced by a search for efficiency judged by commercial criteria. This
indeed turned into a bipartisan approach, since the following Labour government elabo-

*Quoted from 111
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rated and reindorced the ideas of the Conservatives, even while adding steel to the list of
nationalized industries. The principles found their first systematic expression in the White
Paper on the Financial and Economic obligations of nationalized industries (Cmd 1337,
1961). The Labour government’s White Paper of 1967 followed basically similar lines,
and the principles laid down at this period have altered little, except in (admittedly
sometimes important) administrative detail.

Commercial criteria adopted and defined

Nationalized industries were henceforth in principle to earn roughly the same rate
of return on capital as private industry, unless strong special arguments existed to the
contrary. Each investment project was subjected to a test discount rate, fixed at 8 per
cent and then at 10 per cent “in real terms”. Prices should cover both costs and
replacements, as well as interest on capital. Nationalized industries were encouraged to
raise their capital requirements through revenue, with their remaining need for capital
financed largely through the Treasury. No longer was it to be regarded as satisfactory for
the given nationalized industry to meet a global financial target: cross-subsidization (i.e.
covering loss-making by profit-making activities) was now regarded as an evil to be
avoided whenever possible, since it represented misallocation of resources. Prices should
be related to costs in each (administrable and identifiable) instance. There was debate
about marginal cost pricing, which concentrated on such (important) questions as the
difference between short-term and long-term marginal cost, and on the problem that
arises when marginal cost was below average cost. But the principle was accepted that
each part should, in principle, pay, unless one strong social reason existed to the contrary,
in which instance the state (or local authority) should pay an earmarked subsidy. The
task of management was to act commercially. Notions of social service, duty, obligation,
were regarded as standing in the way of efficiency. The influential Christopher Foster
wrote: nationalized industries should be “fully commercial operations”, with objectives
“no different from the main objective of private industry”. [2] The late Denis Munby
declared, in his evidence to the Select Committee on nationalized industries, that the
head of London Transport was wrong in imagining that he had some sort of “social
contract with Londoners”, that this was irrelevant to, indeed stood in the way of
efficiency, indeed “made no economic or social sense”. [3] Note the profound difference
between this and the Morrisonian (and the earlier municipal) concept of “custodians of
the public interest”. Yet Munby was an adviser to a Labour minister.

Let me try to summarize the underlying “philosophy” of the doctrine developed in
the ‘sixties. In the simple model of free competition, the market indicates the most
efficient use of resources. It indicates it through profitability. Investment which is
profitable, i.e. where the rate of return equals or exceeds the percentage represented by
the chosen test rate of discount, ought to be undertaken, as this represents a valuation by
the community of the activity in question, in relation to its time-preference. In principle,
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those goods and services should be provided for which the customer is prepared to pay
the full price. Conversely, if any action or investment promises less than this, and there
are alternatives which are being foregone which are more profitable, this shows that
resources are allocated inefficiently, unless the contrary can be clearly demonstrated, e.g.
through cost-benefit analysis. If nationalized industries were exempted from these strictly
economic tests of rationality, this must cause misallocation of resources, with too many
of these going to nationalized industries as against the private sector, and too much
devoted to economically undesirable purposes. The test rate of discount derived from the
private sector should apply also to the nationalized industries, with some adjustment for
the element of risk and monopolistic position. The management of nationalized industries
should be told to aim at commercial success in these terms, though not at profit
maximization, which would in any case be prevented by residual control over the general
level of charges and prices. In general, marginal cost pricing, marginal revenue equalling
marginal cost, was the appropriate guideline for efficient operation, except that where
marginal cost pricing would lead to losses the undertaking could impose discriminatory
charges, depending on what the market would bear, so as to eliminate or reduce the need
for subsidy. Other limitations, previously imposed on privately owned public utilities,
were to a considerable degree abandoned. Thus the railways were no longer compelled to
be “common carriers”, they were given freedom to discriminate. Competition was to be
encouraged whenever possible, for instance between different modes of transport (re-
placing earlier ideas about transport coordination through a Transport Commission, to
avoid “wasteful competition™).

Of course, it was seen that there would be exceptions. In some instances competi-
tion was, of its nature, limited or impossible. The existence of externalities was not
denied, and in these instances cost-benefit analysis was necessary, as indeed both Foster
and Beesley recognized [4]. It was also appreciated that social considerations imposed
constraints (e.g. letters still had to be delivered to remote islands) or justified a subsidy in
special cases (say, for a transport service to a working-class housing estate, or to anaval
base). But it would not be unfair to say that these were seen as, literally, exceptions to
the general rule. The rule was presented as economic good sense, as against the imprecise
wooliness of vague appeals to social objectives, which might be used to justify open-ended
subsidies.

To anticipate subsequent analysis, the weaknesses in these doctrines may be
grouped into the following categories:

a) confusion over the rate of discount

b) misplaced marginalism (pricing problems, system, purpose)

¢) misunderstanding of monopoly theory

d) restricted view of investment criteria

e) externalities narrowly interpreted.

Involved in all or most of the above is another important distinction. Some of the
criticism that follows relates to what | believe to be a misunderstanding of how private
profit-making firms behave, under the impact of competition (not, of course, perfect

Acta Oeconomica 20, 1978



A.NOVE: EFFICIENCY CRITERIA FOR NATIONALIZED INDUSTRIES 89

competition, which is a fantasy confined to textbooks). A different line of criticism
relates to nationalized monopolies, partly because of their being nationalized (and
presumably having some not-strictly commercial objectives) and partly because of the
monopoly power they possess.

The criticisms affect different nationalized industries very unequally, for reasons
already indicated earlier. Therefore the criticisms that will be made do not apply
universally. One must look at the specific circumstances of each case.

The rate of discount

There is, in my view, considerable doubt as to the validity of the principle that the
rate of discount should be the same for nationalized as for private activities. It may be ar-
gued that the principle would be valid in the familiar assumptions of perfect competition
and perfect markets, and indeed it might well be valid even under textbook conditions of
imperfect competition and less-than-perfect foresight: it would not matter greatly if
competition was between (say) a dozen large firms with product differentiation, and the
future was only partially known for in this situation the imperfections would be equally
spread between the public and private sector, and this of itself would not call for different
treatment between the two.

However, uncertainty plays a major role in Britain today, and it is not just a matter
of imperfect micro-foresight. No one knows the rate of interest, the rate of inflation, the
level of wage demands, indeed the stability of government by the end of the year — or
indeed in just a few months’ time. This greatly affects one’s time-horizon and savings-
investment behaviour. Private individuals and firms are discouraged by these circum-
stances, and the high rate of interest associated with them, from looking far ahead. They
— quite rationally — seek security and short-term gains.

Of course the current rate of interest in an inflation-prone country is misleading: 20
per cent with an annual inflation rate of 20 per cent can be said to be a rate of zero
(though its existence can cause acute cash flow problems). The recommended rate of 8
per cent or 10 per cent for British nationalized industries is in “real terms”. My colleague
Mr: Gillender has pointed out, in an as yet unpublished memorandum, that this is much
too high, far higher than the real rate at which private enterprise raises its capital, far
higher too than the real profits of private enterprise after allowance for inflation. But in
any event, why should the state have the same time-horizon as private firms and
individuals? Why is this a precondition for rational resource allocation outside of the
textbook world?

Here we must again refer to distinctions made at the beginning of this paper. There
is no reason why the Renault car firm, just because it is nationalized, should have
different criteria from Volkswagen or British Leyland, even in the imperfect world of
reality. But what of fuel, or transport? Suppose that President Carter’s advisers are
correct, and a major fuel crisis is due at the end of the ‘eighties? With interest rates at

Acta Oeconomica 20, 1978



90 A.NOVE: EFFICIENCY CRITERIA FOR NATIONALIZED INDUSTRIES

their present level, what private firm or investor would find it worth his while to take
action with the end of the ‘eighties in mind? Is it really suggested that present prices,
aided by the highly limited and imperfect futures market, take care of the problem? Or
suppose that an investment project — say a tunnel — will last 100 or more years. At
today’s typical rates of discount, it is almost bound to be found unprofitable, even if the
external economies were included in the calculation. Another British example is forestry:
the (state) Forestry Commission requires an unimaginably high future value of trees to
justify expenditure on afforestation today. The Dutch would never have reclaimed any
land from the sea if their advisers had followed the doctrines of Turvey or Foster.

Those economists who advocate a universally applicable “test rate of discount”
would certainly argue that it does provide an objective test, derived from the capital
market, and that there is no firm or objective basis for any alternative. This, however, is
an instance of a quite widely held and incorrect assumption: what is unquantifiable, or
we cannot quantify, should be ignored.

What right have we, it may be asked, to decide for future generations? The unborn
have no vote, but also no chosen preferences. The only anser to such objections is that it
is at least equally logical to assert that, in electing a government, today’s voters expect it
to pay attention to their children’s interests as well as their own. Indeed, in our own
individual behaviour we do (in varying degrees) try to provide for our children. The sad
aspect of today’s inflation and uncertainty is that, as individuals, we do so in ways which
are often of little economic value to society, e.g. by buying an old master painting,
keeping an account in a Zurich bank or buying some real estate, which we hope will
provide some material security for our own family’s next generation.

So there are several different criticisms of the principle of the test rate of discount:
that it has in fact been too high (by reference to the realities of the private sector), that
the existing rate of interest is greatly influenced by inflationary uncertainties, and finally
that the time-preference of government (as the custodian of the longer-term interests of
the nation, inciuding future generations) is legitimately to be seen as different to that of
private firms and individuals.

A very different argument can be raised against the use of a common rate of
discount for all sectors; this relates to planning priorities. It is this which has always stood
in the way of adopting a generally-applicable investment criterion in the Soviet Union.
Stalin wrote long ago that footwear is more profitable than steel, but steel is more
important, so investments should go to steel by preference [5]. In actual Soviet fact,
prices and profitabilities bear only a random relationship to scarcity, utility or need (as
was the case in Britain in 1947), but in any case, the state’s definition of need, or
planners’ preferences, should or would have prevailed. This is an issue familiar in many
developing countries too. If there is a development plan involving structural change, the
existing market situation is being deliberately altered, and in this context a rate of return
(howsoever discounted) based upon the existing situation may be quite inappropriate. I
will not pursue this matter further, since to do so would raise complex and not unfamiliar
issues of choice of investment strategics (and the dangers of adopting wasteful and
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unsound development plans). It is sufficient to stress that if the government has a specific
policy, it will surely give it priority over others which, on a rate-of-retum basis, might
seem more “economic”. The government’s policies may, of course, be economically
irrational. But is would be a bold economist indeed who, in the economic climate in
which most of us live, would define a project as irrational if it is likely to generate a rate
of return lower than the test discount-rate.

Linked with the above are two other points which will be taken up later: one is the
logic of input-output, the other —the nature and inherent limitations of prices.

Misplaced marginalism

There is a substantial literature on marginal cost pricing, much of it summarized in
the excellent article by Nancy Ruggles. [6] As already mentioned, the literature con-
centrates on the (undoubtedly important) issues of the welfare implications of marginal
cost pricing, particularly where marginal cost is below average cost, and rationality of the
resultant subsidy. Oddly enough, the literature does not explicitly link this method of
pricing with the test rate of discount: asubsidy means a negative rate of return, a loss. If
this is anticipated —and the literature implies that any public utility with high fixed costs
would operate at a loss with marginal cost pricing —then surely the discount rate test will
be failed from the start. Hotelling, in his classic article, dismissed this question: “the
question of whether it was wise to build the Union Pacific Railroad is an interesting
historical problem, but the attempt to solve it by charging rates high above marginal cost
is too costly...” [7] Yes, let bygones be bygones, let us use existing capital to the full,
but suppose the investors in Union Pacific had read Hotelling’s theories and pondered
their implications, would there have been a Union Pacific railroad! This is more than a
historical problem, if we contemplate investments made now.

There is, admittedly, an important distinction to be made (and it is seldom made)
between ex ante and ex post. But it makes little sense to advocate “commercial” criteria
and a system of pricing which would virtually guarantee a loss — unless, that is, a
substantial subsidy were part of the anticipated financial arrangement. (To take an
extreme example of a kind rightly mentioned by Hotelling, a bridge: once it exists, the
marginal cost per user is insignificant, therefore it may be sensible to charge no toll; the
public authority builds and maintains it at zero price to the user).

The advocates of marginal cost pricing generally admit practical or accounting
difficulties: thus identifying the cost may itself be costly, especially in detail. There are
also definitional problems well discussed by W. A.Lewis: not just the difference between
long-run and short-run marginal costs, but also escapable,and inescapable costs, which affect
the proportion of fixed costs or overheads which should be included, bearing in mind also
the need for replacement or renewal. [8] This at once raises an issue seldom discussed:
escapable by whom, at whose cost? One answer can be in terms of marginal social cost
and benefit, thus taking care of external diseconomies. However, this, as we shall see, is
much more complex than it sounds, in some nationalized industries, and cannot just be
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“treated ad hoc as particular exceptions”, to cite Farrell as an example of orthodoxy [9].

None of these problems, perplexing as they are, are examples of misplaced margin-
alism, they are rather practical problems of applying the theory. The objection which I
am about to raise is of another kind: it is the inherent ambiquity of “margins™ in the
context of systems (and in an important sense any firm is a system, i.e. a bundle of
related activities).

The theory which asserts that the marginal rule is essential for rational resource
allocation rests on the assumption of separability, on the absence of indivisibilities and
complementarities. Let me illustrate with examples from transport.

Let us begin with a “feeder” service: a connecting bus or branch rail line, taking
passengers to a main-line station or an airport. Let us assume that its costs are known
(ignoring for the present purpose the distinction between marginal and average costs);
suppose that the revenues do not cover costs, or that the investment in providing this
service will not pay for itself. Let us further assume that the branch rail line, or buses, are
run by separate companies. The effect of providing or not providing these services upon
the main-line railway or airline could be considered as an external economy or dis-
economy. These are “marketable” externalities: that is to say, it may be worth-while for
the “external” beneficiary to pay branch-line or bus firm to start (or not to abandon) the
service, or indeed to use the firm concerned as a sub-contractor. So far it is simple
common sense.

But suppose the branch rail line or bus are part of a nationalized transport
undertaking. The payment now takes the form of cross-subsidization, which many regard
as a form of misallocation. Current doctrine in Britain implies that each activity, each pro-
ject, sould “pay”, for that is evidence of a commercial approach. So one has a paradox.
By internalizing what was previously a marketable externality one can interpose an ob-
stacle in the way to the corect solution, the obstale being a misunderstood marginalism:
everything should pay as such, apparently regardless of what | have called “internal
economies”.[10]

Another way of expressing the problem is as follows. Let us imagine any transport
network, say a railway system in Britain or India. Let us arbitrarily assume that a
standard charge per mile enables the system to break even. Imagine further that the
system is administered as twenty separate lines. Then, ceteris paribus, ten lines will make
a profit, ten lines a loss. Should the ten lines be closed on commercial grounds, or only
kept open if the government, for social reasons, provides earmarked subsidies? A
moment’s thought will surely suffice to see that the logic of closing each line that does
not “pay” would be to wreck the sytem. The formal reason for this would be that every
line, if treated as if it were a separate economic unit, would generate externalities, in the
form of effects on the revenue of other lines, which it is essential for the railway system
to internalize if efficient decisions are to be taken. One cannot disregard, as some are
inclined to do, the systemic indivisibilities.

Many economists use the marginal approach in such a way as to fragment, divide,
separate the parts of the whole.
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They insist that it is not enough to give some overall financial target to nationalized
industries, and argue that each act or project be judged by whether it meets the criterion
of profitability and/or the test discount rate. Some, it is true, are aware of the importance
of the systemic element: thus one does find references to the cost to the system (e.g. the
electricity grid) and the revenue of the system. It is not that anyone actually denies the
validity of the point that has just been made. It is usually evaded. For example, Farrell,
facing the problem of indivisibilities, dismisses it as follows: “. .. Most indivisibilities can
be removed by averaging over time. Thus it is not a practicable proposition to see three
quarters of a play and one quarter of a film a week; but three plays and one film per
month present no difficulties”. [11] But, three quarters of a rail line, of a bus con-
nection to an airport, remain what they are even for years! (It it typical of many
economists that they pick an example of indivisibilities in consumption, not production.
One can go to four concerts instead of five, but cannot, even in the long run, play a
quintet with four players). Denys Munby once argued that the most efficient way to run
a railway is to try to disassemble it into parts, imagining each to be a separate firm.* [12]
In other words, eliminate the system from the analysis! Yet, by generating a multitude of
externalities, this would greatly upset marginal analysis.

One more example will suffice. Let us imagine a suburban rail or bus line, in which
the marginal service under consideration is one that leaves town late in the evening for a
suburb. It may well not pay, taken in isolation. However, suppose the users have cars, and
any of them might have occasion to work late. Then the fear that they could not get
home would encourage them to come by car and so reduce revenues at more profitable
times. What, then, is the marginal revenue attributable to this train or bus? It cannot be
analyzed in isolation. Yet the marginal analysis tends to isolate.

Indeed, must not a prior question be asked. What sort of transport system is
desired? The question is indeed unanswerable without careful costings and consideration
of alternatives. However, unless it is at least provisionally answered, marginal issues
cannot be correctly viewed and resolved. Thus, unlike most British transport economists,
who incline to the view that only those services be provided for which the customer is
prepared to pay, | would assert that many beneficiaries from public transport do not use
the services, or do so seldom. These are:

a) employers, whose workers can get to their work punctually,

b) any car owner who drives to work, and can complete hisjourney because many
others do not congest the highway,

¢) the owner of any shop to which customers come by public transport,

d) all one-car families, in respect of schoolchildren and wife/husband,

e) any car owner who cannot for any reason use his car.

If the local or national transport authority accepts the above arguments, they
would accept the need for a subsidy. The size of subsidy would then be one determinant

*To be fair, Munby did draw attention to the ‘systemic’ problem in his introduction to
Transport economics (Penguin readings), but it is not incorporated in the body of his analysis.
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of the kind of transport service which (say) the given city can reasonably expect. Within
this chosen pattern or strategy there are, of course, numerous marginal choices: what
precise services should run, along which routes, how often, until what hour, what kind of
services (subway, bus, elevated railway) and so on.

This leads one to an elementary generalization, so elementary that its omission
from nearly all micro-economics textbooks is to me imcomprehensible. While most
marginal decisions are in fact multi-level, multi-dimensional, they are usually presented
one-dimensionally, as if each is directly related only to the market, that its profitability is
considered in isolation. Yet, in private as well as in public business, this can be very
misleading. A firm, or an individual, chooses a strategy, a goal, a purpose, which appears
in general to be advantageous, profitable. Actions are then taken, or investments made,
which appear to be required in that context, but which might make very little sense if
viewed as a separate “project” or action.

Firms frequently undertake some activities which make sense because related to the
principal chosen role or strategy, not because they are profitable as such,. Examples are
not lacking: having chosen to advertise in such terms as “open always”, “anywhere at any
time”, “repairs guaranteed within 24 hours”, the firm will then be involved in some
activities which, but for this strategy, would not pay as such. (It may choose, of course,
to alter the strategy, but that is not a marginal decision in the conventional sense, or
relates to higher levels of marginality).

This brings one to another important matter, which typical “myopic marginalists”
find convenient to ignore: this is goodwill. As all business men know, this is valuable, it
enables one to acquire and hold customers, it can be sold, and it is costly to acquire. It
means that activity A, well or badly undertaken, reacts upon revenues arising from
activities B, C and D conducted by the same firm. This is a powerful spur to service and
quality, and, again, causes actions to be undertaken that might not pay as such. But what
is the rationale of goodwill under monopoly, if a customer cannot go elsewhere?

Some economists seem unable to grasp these points because they see single-product,
single-process firms, rather than the commonly-encountered reality.

Monopoly theory and its shortcomings

Note that under competitive conditions private firms, subject always to the good-
will considerations mentioned above, can pick and choose their role. Others can always
come in to undertake whatever this particular firm decides to leave alone. (Thus some
garages are open on Sundays, others are not). However, if one is a nationalized monopoly,
no one else is allowed to enter your “territory”. In this case, duty and purpose must be
imposed upon management, it cannot be left to its own judgement, for what it omits to
do might not be done at all.

Hence the importance of defining duties. Some “public enterprise” economists have
been tempted into the oversimplification that, within their sphere, the nationalized
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monopoly should be left free to “act commercially”, either maximizing profits (which go
to the state) or achieving some defined financial target. Where the public or more general
interest conflicts with the aim of acting commercially, such economists would certainly
recognize the need to subsidize specific activities, or to introduce certain constraints or
even duties, but these are seen as exceptions to the general rule of leaving management
free to act commercially, “as though they were private corporations in the public utility
field used to be subject to a considerable degree of detailed regulation).

The advantages sought are the achievement of clear standards by which to judge
efficiency, and as near as possible an unambiguous criterion for management. The disad-
vantages arise from a common error in applying the theory of monopoly, which usually
confines itself to the two variables of quantity and price. We shall be discussing price
control later. Now it is sufficient to stress the existence of other dimensions, which arise
from the complexity in real life of defining a product or service.

Thus many products or services are provided in different varieties: at different
times, in shapes, sizes or routes, any of which can be abandoned.

There are wide varieties in quality, thus razor blades can be sharp or less sharp,
cloth may or may not be shrinkproof or colour-fast, repairs may or may not be available
at weekends, food may be edible or less edible, trains may or may not be punctual,
after-sales service may be prompt or dilatory, customers may have to stand in line, or
have difficulty in obtaining information. Let us assume (as is reasonable and realistic) that
it costs less to omit to do these things, or do them badly, than to do them well. Recall
again that goodwill has little value to a monopoly. It then follows that there is a negative
correlation between “commercial” results and good quality.

This is one of the lessons to be drawn also from East European experience : unless
constrained by imposed standards and duties, or unless inspired by some ideal of service
to the public, it very frequently “pays” to treat expenditure to achieve quality of good or
service as an avoidable expenditure. It “pays” to pass on the inconvenience or expense to
the customer. Let us take two examples at random. Why should razor blades be honed to
great sharpness, when blunter blades cost less to produce, men will buy them more often,
and there is no alternative source of supply? Or why, if the state owns all shops, should it
not have a line of customers waiting? It minimizes costs, maximizes “productivity” per
shop assistant, increases profits with given retailers’ margins. The loss of women’s time
standing and waiting does not show up in the profit-and-loss account.

The short-term marginal gain would be wiped out by the longer-term effect, under
competition, through loss of goodwill. But monopoly engenders a take-it-or-leave-it
attitude, which is not what is commonly meant by “commercial”. It ill behoves econo-
mists to imply that this is an economically rational way for firms to behave, nationalized
or private.

A British economist, P. D. Henderson, has shown a healthy understanding of these
matters. He realizes that “it is not the case that the motive of acting in accordance with
commercial criteria is both unambiguous and necessarily acceptable to large private
firms.” [13]
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This brings one to the general issue of price control. Presumably most economists
would agree that monopoly power over prices, where it exists, must be limited: otherwise
it would be tempting to increase profits through price increases. This point must be borne
in mind in the discussion of investment criteria, which will follow. It is also widely agreed
that detailed controls are unnecessary where there is competition (or no more necessary
for nationalized than for private concerns). Price policy for nationalized industries in
Britain has undergone a series of change. Thus in the years 1970—73 the nationalized
industries’ prices were virtually frozen, and the result was that losses mounted, even in
some previously profitable activities such as electricity supply and postal services. A sharp
change in policy coincided with the conversion of the government to the view that prices
should be such as to enable the industries to make sufficient profits to finance a large
proportion of the needed investments, or in the case of the railways to reduce subsidies
substantially. And so prices of nationalized industries rose particularly rapidly in the early
seventies. For example: the prices of fuel, public transportation and postal services in the
period 1974—75 more than doubled, increasing much more rapidly than the overall price
index. However, price control, however loosely exercised, remained.

One other aspect of (relative) monopoly should be mentioned. It derives from the
fact that a nationalized corporation may be subjected to effective competition for part of
its activities: say there is a train from X to Y and an airline also from X to Y, but from B
to C there is only a train. Or from X to Y there is a superhighway, while from B to C the
narrow twisting road gives the train a big time-advantage over a bus. Assume the distances
are identical. Is it proper to permit, indeed to encourage, the management to charge, say,
40 per cent more per mile from B to C than from X to Y, i.e. deliberately to exploit
monopoly power in a manner which was specifically barred to the private railway
companies, and is indeed quite contrary to the practice of French, German and most
other nationalized railways? The current British doctrine seems to be: yes, it is proper.
Yet is it?

If, in the name of “commercialism”, a nationalized corporation adopts price
policies which private corporations would usually neither wish nor be allowed to adopt,
there is surely something wrong with the underlying doctrine. In my view, what has
happened is that the pendulum has swung too far away from the original (admittedly
woolly and ill-defined) concept of public service.

Nationalization has been advocated in the name of coordination and the elimina-
tion of “wasteful competition”. It does indeed have advantages in these fields, but they
have too often been ignored in practice. Two kinds of situations should be distinguished.
One is coordination in the sense of ensuring consistent or complementary behaviour by
two or more nationalized corporations, which would otherwise frustrate each others’
purposes and cause waste. One example is well known to me personally. The Scottish
islands attract subsidies (agriculture, small-scale industry, electrification) designed to
encourage economic activity and prevent depopulation. This expenditure is, however,
largely nullified because of the high transport charges levied by another nationalized
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undertaking. This is an instance of lack of coordination of policy, a matter ultimately of
government responsibility, since it relates to the efficient use of subsidies.

A second and very different aspect of coordination brings in the question of
“wasteful competition”. T may have appeared to be arguing for virtues of competition,
but only insofar as competition is preferable to a strictly “commercial” monopoly. There
are in fact instances where a public service monopoly is the rational solution, in terms
of cost saving and even in consumer choice. This can arise when fixed costs and indi-
visibilities figure largely’ thus a transport service might be highly uneconomic if probided
by both bus and rail, and it may be best to let the local inhabitants choose which they
prefer. If a rail link is to be maintained, then there is much saving, in terms of costs per
passenger mile, if trains are well filled. This is the normal procedure in Europe, except
Britain: there are usually no long-distance buses parallel to rail routes. The alternative
(elimination of the rail route) has been the practice in the United States, except in the
few areas (e.g. Washington, Philadelphia, New York) where traffic is dense enough to
support several modes of public transport. It is also worth mentioning an even better
example where consumer choice is actually increased if there is a monopoly: three
television programmes run by one corporation are bound to offer a wider range of pro-
grammes than three competing companies.

Another aspect of conscious coordination is connecting services. Thus (say) in
Germany the buses are run by the railways, and connect with trains. In Britain, the buses
are separate (though usually nationalized) undertakings, and their failure to link up with
trains or ships is proverbial. There is a moral about the advantages of common manage-
ment for complementary activities. Indeed, a reason why firms are big is precisely in
order to achieve organizational economies of scale. Another way of achieving the same
objective is to sub-contract, or to let a franchise. In these instances, a principal determines
what needs to be done and another organization or firm does it, subject to instructions
and specifications from the principal.

Another look at externalities

Every British (and non-British) economist agrees that externalities must be taken
into account. Two studies are often quoted which do, indeed, through cost-benefit
analysis, try to incorporate them into investment appraisal. One is the Victoria
underground line in London. The other is the Channel tunnel project. In both cases, only
a limited amount of new traffic and new revenue would be generated. The main
advantages accrue to the customers, the users, in terms of time, convenience, cost, with
very sizeable backward and forward linkages as well in the case of the tunnel. Here at
least it was and is clearly understood that a straight “commercial” calculation made by
transport undertakings was bound to lead to negative conclusions, and that these other
matters had to be included.

However, many economists, e.g. Turvey [14], Beesley [15] tend to limit the
operational significance of externalities. Social benefit is held to equal customer’s
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willingness to pay for this specific output, unless the contrary arguments are strong, in
exceptional cases. In criticising this approach, the Irish transport economist Metcalf
rightly points to the damage which could be done to public transport by ignoring
unquantified costs and benefits, wihich do in fact matter to governments, a situation
which creates a wide gap between what economists advise and what governments actually
allow to happen, in transport economics especially [16].

One cause of confusion is a narrow definition of economic externalities and the
exclusion of what is supposed to be “non-economic”.

Thus in Farrell’s contribution to the Turvey symposium, he begins by excluding
from consideration “unexploited external economies in an industry”, as these do not
relate to public utility monopolies [17]. Thereby he eliminates at a blow what | have
called “internal economies”, i.e. those which are external to all partial calculations within
a large public corporation. One is reminded of Stalin’s claim that Soviet decisions are
taken in terms of national-economic advantage, since there is one owner, in a sense one
super-firms, USSR Ltd. Yet Soviet economic experience, as well as common sense,
teaches ut that common ownership is fully consistent with a mass of externalities —
defining externalities as matters external to those involved in the decision. It is obvious,
surely, that what appears advantageous depends in some degree upon the area of
responsibility of the decision-maker. If he is the head of a branch of a nationalized (or
private) industry, in the USSR or anywhere else, then effects external to that branch are
external to him. It is the task of business organization experts so to set up the hierarchy
of the organization that matters important enough to require central attention (to avoid
“internal diseconomies™) are referred to the centre, but not in such a volume as to
overwhelm ( and excessively bureaucratise) the central apparatus. Not an easy task in
practice, in any system.

As for other externalities, Farrell disposes of them by treating them “as particular
exceptions to the public utility rule”. Of course, some objections to the orthodox
“marginal” rules exist, but “several of the objections consisted merely in ‘possible’
exceptions which were likely to occur, if at all, so rarely that they could conveniently be
dealt with ad hoc™. [18]

In the same volume, Henderson takes them much more seriously, and so does
Shepherd, who points out, as a matter of course, that “the economic and social costs of a
particular decision may greatly exceed the plant’s own incremental profit in taking that
decision... Such divergencies may be prominent in industries undergoing basic
transitions and technical change”, [19] (or, of course, it could be the other way round).
Shepherd makes this point specifically in the context of opposing the essentially naive
but widespread belief that cross-subsidization is economically irrational. Henderson warns
against the belief that “non-efficiency benefits that may arise from public investment are
rarely significant ...”, so that one can use “a convention which treats them as
non-existent”. He also rightly added: “A common weakness in British administration is to
treat issues of policy as one-dimensional, so that a given question is labelled from the
outset as either political or economic. This not only fails to recognize that multiplicity of
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objectives is almost always present, but means that no attempt is made to establish
trade-off ratios between them. This way of thinking is often associated with a bad
linguistic practice by which the term ‘economic’ is used as a synonym for cheaper, more
profitable, or simply more desirable. [20] “Non-efficiency” benefits include amenity,
beauty, effects on income distribution, and so on.

It is worth returning to Shepherd’s remark about technical change, not only
because new techniques may well need subsidizing (or cross-subsidizing) until they are
mastered, but above all because their external effects may far transcend the incremental
analysis typical of so much writing on this subject. Take two historical examples: the
emergence of refrigeration transformed the economies of Argentina, Australia and New
Zealand, to an extent which obviously far exceeded anything which showed up in the
profit-and-loss accounts of the shipping lines or refrigeration manufacturers. The building
of the Union Pacific Railroad likewise transformed the areas through which it ran,
provided vast new opportunities, and, incidentally, provided large profits for the railroad
in the form of rising land values; would the purists of today call this “cross-subsidiza-
tion”, because for many years the railroad’s operations qua railroad were loss-making?

Before going on to investment criteria, it is important to draw attention to one last
point: whose task is it to take such matters as these into account? One school of thought
emphasises that management’s job is to be commercial, the state will best know what
external or social considerations to take into account, and can embody them in specific
instructions, contraints, and, where necessary, subsidies. Others, including Henderson,
point out that often it is the management who will best know what alternatives exist, that
constraints and objectives (as Dorfman also pointed out) are difficult to distinguish, that
objectives may conflict, that efficiency can mean the most efficient way of attaining
objectives which are themselves (as are constraints) subject to constant review in changing
circumstances. True, evidence from British experience also shows that public enterprises
can be wrong in their judgement as to what constitutes the national interest or external
economies. But, as Henderson stresses, it would be foolish indeed to instruct managers to
disregard such matters and concentrate only on profits [21]. Even more foolish would
such instructions be to their subordinates, who may be (usually are) aware what
constitutes quality and good service, but will not be in a position to calculate the net
marginal profitability of their acts or omissions.

British experience has also shown that bureaucratic delays and expense are caused
by having to refer even medium-scale investment projects to government departments for
approval. Time and staff are saved if, subject to set limits and general rules, management
could be left freer to decide.

Investment criteria

Conventional treatment of investment criteria presents each decision as if it were
isolated, a special case of that one-dimensional marginalism analyzed earlier: does this
project pass the test? Both British and Soviet experience prove that this can, in certain
cases, lead to perverse results.
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Let me cite first the Soviet experience, in relation to a regional oil-hased
development complex in West Siberia. Roughly ten economic ministries, several dozen
nationalized enterprises, are involved in this major investment: drilling, oil-pipe laying,
refining, a petrochemical plant, road and rail building, housing, electricity, are among the
activities involved, all essential for the success of the project, each of them presenting to
the investment planners a series of alternatives (what technique, what route, which
machines, what kind of houses, what diameter of pipeline, etc. etc. etc.). “Marginal”
decisions in plenty. But they make sense only in the context of the project, i.e. they are
of their nature multi-level, hierarchical in character. It makes no sense to say that of these
pay as such. When, in the early days of the project, each of the Soviet ministries
concerned pursued its own success criteria, the result was confusion, since each ministry
had other priority projects too, which in some instances “paid” better by the criteria
applicable to the ministeries concerned. It iswrong to “blame” the inadequacies of Soviet
prices for this outcome. No set of prices could guarantee complementary operations in
the technically and economically necessary sequence. These things are everywhere
handled (in Alaska as well as Siberia) by administration rather than the conventional
market, either directly through subordinates or by using subcontractors.

So one important moral is: that many (not all, but many) investment decisions are
part of some larger project and are complementary to a wider set of activities, and so it
may be misleading to consider the rate of return or DCF applicable to them in isolation.

In British experience this became particularly clear in the case of electricity. We
have a unified national grid. Consequently “it is not possible, or indeed conceptually
meaningful within a large interconnected system to estimate the net revenue derived from
individual power stations”. One is compelled to think in terms of “whole-system”
revenues and costs [22]. It is unfortunate that so many economists find it more difficult
to think in terms of systems when they consider, for instance, transport. To repeat, this
in no way exempts the analyst from the task of finding the most efficient, least-cost
means of obtaining a given result. But note that the question to be answered is not
whether but how, the best means to a given end.

Electricity can serve as the illustration of the next, related point: that of the role of
an input-output type approach. On what basis does a major decision on the creation of
future capacity depend? Clearly, in this instance, on an analysis of future demand, which
is derived from an analysis of the growth of electricity-using industries, domestic
appliances, etc. True, these are to a degree a function of price, and of developments in
other fuel industries where these compete. But it remains the case that, to quote Berrie
again, “a decision whether to build generating stations at all, or not, is not a meaningful
one”, by which he means that choices are made after a prior decision to build [23].
Present prices are clearly not a guide to investments which will be completed six or seven
years later, even if prices were freely determined. Since, however, they are subject to
price control, they are doubly “disqualified”. The shadow prices of 1984 are not known.
The best estimate of demand in 1984 is in fact used, in Britain, France and the USSR
alike, as the basis of investment in electricity generating capacity.
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Is not the same argument applicable to other products, or at least to basic materials
and fuels? Surely to some extent it must be. There is an abvious difference between one
firm among many firms producing a given commodity, deciding whether to invest, and a
corporation responsible for the entire output of that commodity. The former can base its
decision on an estimate of its competitive position, within a total demand that may or
may not rise. If, however, we are considering the entire output of some commodity, an
estimate of total use at a future date becomes decisive. So an input-output type of
analysis can be of evident importance, with the expected financial results a derivative:
that is to say, if the quantitative estimates prove correct, so will the financial
expectations. Errors, when they occur, will usually be traced to an incorrect quantitative
estimate, not to faults in existing prices, or to a failure to choose the correct appraisal
technique (e.g. discounted cash flow instead of internal rates of return). A recent British
example of error is the overexpansion of electricity generating capacity, in anticipation of
a higher level of industrial activity than in fact.

Of course price changes, real or anticipated, can and should play a most important
role. One has only to consider oil in and after 1973, (and indeed large investments were
made by private firms in North Sea oil at a time when prices were still low, so low that
there would have been a loss). It is not my intention to “denigrate” the price mechanism.
However, as Janos Komai, the Hungarian economist, has argued, no one in his sense takes
decisions based on price information only.*

Uncertainty is always involved in investment decisions, because, as Loasby has
pointed out, if there is choice there must be some degree of ignorance about other
individuals’ choices: certainty excludes choice [25] In his contribution, P. D. Henderson
correctly noted the unreal nature of perfect foresight, and the almost equally unreal
“pure actuarial risk”, a concept more suitable for card-playing than economics. The most
usual situation is one in which toTe information is available, but it is incomplete; and, de-
spite necessary efforts to reduce the area of ignorance, there must still be many doubts.
Henderson points to the need, where risk is considerable, to “hedge” and or to adopt
flexible or adaptable solutions. L. V. Kantorovich, in a lecture in Glasgow (we awarded
him an honorary doctorate in 1966) made the point as follows: we do not know what
will be the shape of women’s fashions in five years’ time; therefore the clothing industry
should invest as far as possible in multi-purpose machinery.

Finally, there is the question of general economic strategy, which is, of course, the
responsibility of government, and not of any one nationalized industry. The strategy may
concern industrial development, income distribution, the correcting of regional im-
balance, concern for some backward nationality or tribe, support for agriculture, urban
renewal or whatever. Investment criteria then have the function of finding the least
wasteful way of achieving the desired result, and also perhaps of pointing to
non-feasibilities in planned objectives. There will not only be a mixture of economic and
non-economic aims, there will also be several sets of aims, possibly inconsistent, being

* See his very stimulating [24].

Acta Oeconomica 20, 1978



102 A. NOVE: EFFICIENCY CRITERIA FOR NATIONALIZED INDUSTRIES

pursued simultaneously. All government, including even the Soviet government and party,
is in a fact a species of coalition of interests, and various groups, the nationalized
industries themselves among them, will be seeking support for their pet investment
projects. If an economic calculation provides insufficient justification, they are bound to
advance arguments about social benefit and externalities which could be mistaken or
exaggerated. As Henderson rightly reminds us, “it is quite possible for two estimates of the
opportunity-cost of a project, arrived at independently by disinterested and well-
informed observers, to differ by a factor of two or more ... Such estimates are usually
made by people who are far from disinterested”. [26] Information, especially about
investment projects, is seldom pure.

Obviously one must seek precision, take care to challenge woolly rhetoric about the
common good, insist on efficiency criteria. But one must do so while realizing that precise
measuring-rods will usually be absent, that exact or even approximately reliable
information about relative rates of economic (or social) return is the exception, not
the rule.

Conclusion

Sectors are usually nationalized in the expectation that certain objectives will be
more expeditiously attained thereby. It is therefore not necessarily an acceptable
criterion for a nationalized industry that it should behave as much as possible as if it were
a private firm. Yet that is the substance of some of the criteria that have been proposed.

But, true enough, rules and criteria must be devised, and, as Farrell rightly stresses,
generalizations “naturally do not hold with logical certainty”, and it is pointless to test
policy rules against “the purely theoretical criterion of whether they give optimal results”
[27]. My quarrel with Farrel is not that his marginal rules are imperfect, since, as he says,
any rule must be. It is that, in too many cases, the marginalist approach he espouses
positively encourages myopia.

If I may summarize some key elements in the lessons | would draw from British
(and to some extent also Soviet) experience in this whole area:

1. The naive marginalism of the textbook is based on a set of highly restrictive
assumptions. In the real world, the activities of private firms, and the marginal decisions
which they take, are hierarchical and multi-dimensional. Cross-subsidization is common,
and not necessarily irrational.

2. Competition compels the private firm, in the interests of goodwill, to satisfy the
customer in ways which, but for competition, would be regarded as unprofitable.
Micro-decisions are taken in the context of strategies, not in isolation.

3. It therefore follows that there is much imprecision and ambiguity in the view
that nationalized industries should “behave commercially”, because of unclarity as to
how commercial private enterprises in fact behave.

4. If the nationalized industry has some monopoly power, its misuse will often
appear to be “commercially” justified, escapable expenditure will be escaped, in the sense
of being passed to the consumer.
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5. Criteria of efficiency cannot be detached from purpose, objective, duty. These
are particularly vital where monopoly exists.

6. Externalities are too important to be treated as exceptions, certainly in such
sectors as transport or postal services, which so greatly affect both the efficiency of
industry and the mobility and convenience of the public in ways which do not show up in
the profit-and-loss account. One should also not overlook “internalities”, arising out of
complementarities of various kinds within large organizations.

7. As for investment criteria, a test rate of discount or the calculated DCF will
seldom provide the needed answers, for many reasons scattered over the preceding pages.
Uncertainty and imperfect information are the rule, investment decisions are frequently
within a system, project or sequence, quantitative (input-output) estimates are often the
essential part of the calculation.

Efficiency criteria, it must again be emphasized, depend very greatly on the
circumstances of the case, and generalizations can be dangerously misleading. One may be
considering only the relative cost of possible alternative ways of achieving a given
objective (which could be building a hospital, providing meals on aircraft, generating 20
per cent more electricity or doubling the output of nitrogenous fertilizer). Clearly, other
things being equal, one wishes to achieve given objectives efficiently, i.e. with a minimum
expenditure of resources (though this may have to be modified in the light of regional
policy or other political considerations). It may be asked why these objectives and not
others? In some cases the answer may be that the state has made a choice on behalf of
society (e.g. to build hospitals) which was not based on economic calculation at all. In
other instances the decision is a consequential necessity (on long journeys by air food
must be provided in some way). In still others it is consequential in an input-output sense
(electricity). The decision to develop a fertilizer industry could be part of a development
plan, which may or may not be sound, but the decision would be taken as given in
choosing the most efficient alternative. Much of Soviet literature on investment criteria
deals with problems of these kinds, comparing, say, a technique which could save on
operating costs but would require larger investments with one which needs fewer
investments but would have higher operating costs. A familiar example is thermal versus
hydro electricity generation. The chosen rate of discount plays an important role here,
but it must be emphasized that the rate of discount does not determine whether the
electric power should be provided, but affects the choice of means.

Evidently such decisions, and the criteria applicable to them, must be distinguished
from those which concern whether some action be taken or investment made. It is only
to this second kind of decision to which one can apply “across-the-board” criteria. This
too has been much discussed in the Soviet Union, with several prominent economists
insisting that one must have a universal “cut-off’ rate of discount and take into account
opportunities foregone in all and any sectors of the economy. This, once again, is subject
to general political or strategic considerations, and to the condition that the appropriate
prices are used (these may be duals of a computerized “optimization” plan-programme).
Here too one must be conscious of the big role of uncertainty, and the problems posed by
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the effect of monopoly on the behaviour of a management instructed to utilize
commercial criteria. To repeat, a nationalized car or cigarette factory, in a competitive
environment, requires no criteria different from those that would apply to private
enterpreneurs in the same situation, and their managements should be allowed to get on

with their essentially commercial job. Whereas a public utility requires careful regulation
even if it is privately owned of defining efficiency criteria when it is nationalized.
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KPUTEPUN 3KOHOMUYECKOWM 3GDEKTVBHOCTM B HALWIOHA/IM3MPOBAHHOM
MPOMBILLNTEHHOCTW: HEKOTOPLIE 3AMEYAHWA HA OCHOBE
OrbITA BE/IMKOBPUTAHNN

A. HOYB

HauuvoHann3mpoBaHHast NPOMbILLEHHOCTL B Benuko6puTaHuy CTpouna CBOK feATeNbHOCTb
Ha OCHOBe MpUHUMNA O6LLECTBEHHOW YCNyru, MpU LeHax MOKPbIBAOWMX n3aepxku. Mosaee, Kak
npu nNpaBMTENbCTBaX NeiGOPUCTOB, TaK M MpU MPaBUTENbCTBAX KOHCEPBATOPOB C/IOXWMACh TeH-
[EHUMA K nofyepKMBaHUID KOMMEPUYECKUX KPUTEPUEB, CXOAHbLIX C MpeArnonaraeMbiMu KpUtTepusmm
(DYHKLMOHUPOBAHUSA YaCTHbIX MPeanpusaTUA, U K MPUMEHEHUIO TPaAWULMOHHOTO MUKPO3KOHOMMU-
yeckoro aHanmsa. OflHaKO TaM, rfe KOHKYpeHUWs cnaba U CyLeCTBYHOT 3/1EMEHTbI MOHOMONU,
KOMMepYecKne KpUTepuu MOTyT Ae30pMeHTMPOBATb, OCOGEHHO eCN He YYUTLIBAOTCA Lenu, paau
KOTOPbIX [EACTBYeT HaLMOHANIN3MPOBaHHAA NPOMBbILLIEHHOCTb. 3MepeHne 3KOHOMUYECKOR ahdek-
TUBHOCTU, HaBepHsKa, CrefyeT CBA3bIBaTb C Lienbio. KOHKYPEHLUMS MOXET BbIHYAWUTb MOBbILUEHWE
KayecTBa W ynydlleHWe yyeTa MOTpeGHOCTeli NOTpeGUTeneid; Npu MOHOMOMWK XXe KOMMEPYeCKYH
BbIFOZly MOXHO NOAY4YUTb B yulep6 noTpebutento. OAHOMEPHbI MaprMHanmMam Takxke MPUMEHSCS
HEemnpaBU/bHO, YTO NMPUBOAUN K WCKaXEHHbIM pe3y/ibTaTaM, eciM paccMaTpuBalOTCA CUCTEMbI CO
CNOXHbIMW B3aUMOCBSA3SIMU, HaNpuUMep, TPAHCNOPT UK 3NEKTPO3HePreTUKa. VIHBECTULIMOHHbIE KpU-
TEPUM TaKXKe UMEKT MHOFOC/TIOXKHYHO U MepapXvMueckyrd NPUpoAy, Hanpumep, B OTHOLLEHWM MpPOr-
paMM KanuTanoBNOXeHWn B Aobbivy HedTn, 6yab To B Cnbumpm, Ha Anscke unu B CeBepHOM MOpe.
TpafUUMOHHbIA aHanM3 TakKe UMeeT TEHAEHLMIO B MPUHIDKEHWIO 3HAYEHWS BHELUHE 3KOHOMMWY-
HOCTU W HE3KOHOMMYHOCTU U K UFHOPMPOBAHMIO BaXXKHOCTW OPraHM3auMOHHON CTPYKTYpbl. OueHKa
npeanonaraemMoii CTeneHU PeHTaGeNbHOCTM B BCAKUX OpPraHM3auusx 3aBUCUT OT LUMPOTHI OTBET-
CTBEHHOCTW AMua (UNKM OpraHa), NpUHUMatoLLero pelleHve. CnegyeT NoAYEPKHYTh, YTO FOPU3OHTI
BPEMEHMW rOCyapcTBa, HECYLLEero OTBETCTBEHHOCTb Mepef OGyAyLiMMW MOKONEHUSMU, MOTYT OT/W-
yaTbCs OT BPEMEHHbIX FOPU3OHTOB YaCTHbIX (UPM WU UHAWBUAYYMOB, WU 3TO JO/KHO TaKXe BIUATH
1 Ha COMOCTaBMMOCTb WHBECTULMOHHbLIX KPUTEPWEB B rOCYAapCTBEHHOM W 4YacTHOM cekTope. Cre-
[yeT TaKXe MPUHATb BO BHWUMaHWe, NOCNEACTBMS KOHTPONS Haf LieHaMu, eCTeCTBEHHO, 3aTparu-
BAIOLLEro Kak HacToslLyto, TaK W ByayLlyto peHTabenbHOCTb. VIHBECTULMOHHbLIE KPUTEPUN HE MOTYT
0CTaBNATb BHE BHWMaHWs NOTMKY 3aTpaT-BbiMycKa MPOLU/bIX PelleHuii 1 nponosupyembix 6yay-
LUMX NOTPe6GHOCTEN, a TaKXKe NPeAnoYTeHNs FOCY/JapCTBEHHOTO NaHMPOBaHUS.

CnepyeT vMeTb B BWAY, YTO OJHOBPEMEHHOE AOCTMXKEHWE 3PHEKTUBHOCTU XO3AMCTBEHHON
[eATeNbHOCTM U 3KOHOMMKM PacxXofoB, a Takke 06ecreyeHns KayecTBa U yAOBNETBOPEHNUS CTanKu-
BaeTCs TpyAHOCTAMU. OTHIOAb He Nerko M306pecT MexaHW3M, BbISIBASIOLLMIA 1 peannsytownii 6L nii
MHTEpec, 0COBEHHO MOTOMY, YTO O6bIMHO OHOBPEMEHHO MPEecNefyeTcsl HECKOMbKO Leneid. Hemano
TakMX NpPo6NeM CyLLEeCTBYET KaK B KanuTalMCTUYECKOM, TaK U B COLMAINCTAYECKOM O6LLECTBAX.
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A. KOVES

INTEGRATION INTO WORLD ECONOMY AND DIRECTION
OF ECONOMIC DEVELOPMENT IN HUNGARY

The foreign economic environment of the CMEA countries is different from what it
used to be a couple of years ago mainly because they themselves participate in the
international division of labour more actively than before. The stormy world economic
changes of the recent years, foremost among them the change in the price proportions of
finished products and fuels and raw materials, have affected a number of socialist
countries’ economic situation disadvantageously.

A few years ago there were only a few to assert that processes taking place in the
western world economy might have a negative influence on the economic development of
socialist countries. It was not generally recognized that the world economic environment
had any effect at all on socialist countries.

The change in our ideas is most convincingly demonstrated by the fact that this
view has been almost entirely forgotten. In most CMEA countries there is probably no
one who would challenge today that the situation of the capitalist world economy has an
influence —and a strong one —on their development. This changed economic reasoning
requires that the situation and development potentials of the Hungarian economy should
be examined also within the context of the world economy.

World economic changes and efficient economy

It has been said many times that today’s economic difficulties, and most of the
imbalances may be traced back to the changes in world economy in recent years. The oil
crisis, and the subsequent raw material price explosion, then the Western recession of
1974—75 accompanied by galloping inflation, and later the still uncertain market
tendencies, as well as the system of floating rates of exchange which has become general,
have undoubtedly rendered economic conditions more complicated than they had been
before. Without a consideration of these factors domestic and foreign economic
developments of CMEA countries could not be investigated at all.

Nor is it possible to explain development difficulties and economic tensions
exclusively by the above-metioned changes in world economy, i.e. by external,
“objective” factors. This simplifying approach to be met here and there may not only
suggest mistaken conclusions, but is wrong as well. The unexpected and stormy
developments of the years 1973 to 1975 appeared, at that time, to some —mostly to the
small —socialist countries undoubtedly as external factors, not to be influenced by them.
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The changes (first of all those in world market price proportions) indeed exposed several
CMEA countries to strong trials, but they did not and do not explain the course of
economic development nor its actual problems.

Why have the terms of trade with capitalist countries deteriorated?

On examining the trade of CMEA countries with capitalist countries it immediately
strikes the eye that primary tendencies cannot be traced back unambiguously to the
effects of changes in world economy; the balance of trade position cannot be explained in
all cases by a disadvantageous development in the terms of trade.

On the one hand, world economic changes have affected these countries in a very
different way. Not even all of them were adversely affected by the world market price
changes of recent years: the terms of trade of Poland with Western countries improved by
23 per cent between 1970 and 1975 [1]. And the Soviet Union —in whose total exports
to advanced capitalist countries oil alone amounted to 42 per cent in 1974, and to 52 per
cent in 1976 [2] —was particularly favourably affected by the oil price explosion. These
two raw material exporting countries suffered less also from the Western recession than
the countries in whose exports to the West finished products have a greater weight: the
German Democratic Republic, Czechoslovakia, and Hungary. The terms of trade of the
latter have deteriorated.

On the other side, even the deteriorating terms of trade have not always been the
consequences of the world market price explosion alone, but —as it is sometimes shyly
formulated —also of “specific factors”. In the CMEA countries’ imports from outside the
region there are machines, materials, as well as foodstuffs. But, in the exports even of
expressly raw material exporting CMEA counrries materials (mineral oil products,
chemicals, iron and steel, etc.) have an important weight beside finished goods and
foodstuffs. That is, the commodity pattern of trade in itself —particularly if investigated
in such large aggregates —is not the cause of the deterioration in the terms of trade, at
least it provides no explanation for its measure.

The terms of trade of Hungary with countries whose trade is accounted in
convertible currencies deteriorated only to a small extent in 1973, but in 1974 they
deteriorated by 15 per cent, and in 1975 by another 7 per cent. After the improvement in
1976 the terms of trade index was only 83 per cent of that in 1970. All that is only
partly explained by the large volume of materials imported, since Hungary has also large
exports of materials: in 1972, i.e. the year before the price explosion, the ratio of
material exports (inch foodstuffs and materials for the food industry) in the total
exports to countries with convertible currencies was only three percentage points behind
the import ratio [3] of similar products. True, in Hungarian exports the ratio of
agricultural products is much higher than in her imports. But that is no explanation in
itself, either. In general, namely, the world market price level of agricultural products also
rose faster than that of industrial finished products, although it was lagging behind the
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rise in prices of primary energy. The latter damaged considerably only the terms of trade
within the CMEA, because in imports from non-socialist countries this group of products
had only a 2—3 per cent share between 1972—1975.

The trouble lies elsewhere: in the trade with non-socialist countries import prices
rose faster than export prices in each group o fproducts. In 1975 i.e., when terms of trade
with non-socialist countries were the worst, machine import prices surpassed those of
1972 by about 39 per cent, while machine export prices by approximately 7 per cent
only*. As against an average 64 per cent rise in import prices of raw materials and
semi-finished products, export prices in the same group of products rose only by 49 per
cent; food import prices increased by 84 per cent, while food export prices by 14 per
cent; import prices of industrial consumer articles rose by 26 per cent, while export prices
only by 23 per cent [4].

Investigation of the causes of deterioration in the terms of trade leads us, therefore,
quickly to the recognition that the real reasons will be revealed if we examine, what
materials, what finished products, and what foodstuffs we are exporting —and why we
could not raise export prices to the same extent as import prices were raised. We have to
search in the same direction also if we seek answer to the question why our exports were
particularly hard hit by the 1974—75 recession of the world economy, and by the slow
and uncertain revival lasting since. As a matter of fact, the world economic changes
brought to the surface the problems of the economy: sharpening and aggravating tensions
that had been there earlier, but were less perceived.

In other words: difficulties of national economic equlibrium that were graver in
1975—76 not only in Hungary but in several other socialist countries as well, may be at
some places attributed directly to deteriorating terms of trade. Nevertheless, what seems
to be an undeniable fact in first approximation remains but a partial truth in the course
of further analysis, and might be formulated somewhat more exactly in the following
way: world market changes appeared as external conditions that could not be influenced
only with the given economic structure, with the given level of technological development,
with the given mechanism of economic management, with the given economic policy
attitude, and with the generally known problems of efficiency. As an economist analyzing
Hungarian economy put it: “The new terms of trade demonstrate much more clearly than
before that in numerous fields of production the productivity level is low by international
comparison, the structure of production is characterized by a rather high ratio of less
up-to-date and less profitable products, in the selling prices of which the many times
increased costs of imported raw materials and primary energy are not or hardly
returned.” [5]

Otherwise, changes in world market prices hit the terms of trade of capitalist
countries more or less hard depending not only on the degree of their self-sufficiency in
energy (or in raw materials) either. Their economic structure, the development level of

*The representation of machine exports and imports is very low, thus data on changes in their
prices are also only of approximate value.
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their exporting sector, and their ability to react dynamically on the changed situation
largely influenced the extent of deterioration in the terms of trade. The terms of trade
index of the Federal Republic of Germany was 91 in 1974 on a 1972 basis, even though
she covers 55 per cent of her energy needs from imports, while that of France was 88,
and that of Britain and Italy 75. [6] That is, the price explosion had a differentiating
effect: it showed more clearly than before, which country had a strong economy, and
which had a weaker one, and which country was capable of a comparatively fast
adaptation to the changed price relations.

Can we improve the terms of trade?

Before answering the question, let us have a look at world market price relations.
The radical resettlement of world market price proportions in favour of raw materials —
first of all primary energy —took place in 1973 and 1974. The gap between prices of
finished products and of raw materials narrowed already in 1975 and 1976, and the rise
in finished product prices even surpassed that of fuels. From the world market price
trends of the last period, the actual saturation of the oil market, and the energy policy
efforts of advanced western countries two conclusions maybe drawn: the comparatively
high raw material (mainly oil) prices as opposed to those of finished products will
probably remain, but nothing indicates that raw material prices should rise faster in the
future than finished product prices —either in the short or in the long run.

When there is no radical rearrangement of world market price relations, in the
shaping of the terms of trade even of a small country, with a modest share in world trade,
the role of “local” factors is growing, of factors which it can influence and which are
directly dependent on it: i.e. economic and, concretely, foreign trade performance. Even
if in the years of radical rearrangement the view had a relative justification that the
unfavourable turn in world market price trends was just bad luck, now it has become a
daily economic policy task to influence the terms o f trade with instruments o fhome and
foreign economic policy.

While it was still not known, whether the new world market price relations are
temporary or permanent, and while consequences and tasks had no definite outlines, it
could be justified to guarantee the stability of growth in a way that enterprises and the
population should not feel the pressure exerted by changes on the world market. But this
could be achieved —as was shown by the year 1974 in Hungary —only through an almost
Ft 40 billion deterioration in the foreign economy balance reflecting the general situation
of the national economy. It has also turned out that, if the state budget shoulders the
consequences of a deteriorating foreign economic situation, this will disorientate* the

*Relying on the experiences of 1974 it was justified to call attention to this fact already in the
following year: “If we do not increase the prices of products that can be bought only at higher prices
on the world market, this will have by all means disadvantageous economic effects. Namely, the user or
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economic organisations. This is because burdens are carried in reality not by the budget,
but through it by the whole national economy, and tensions —if they are not temporary
—are not eased but intensified by a separation of the foreign from the home economy.
Though their effect is felt later, but then the stronger, since imbalances have grown
permanent in the meantime.

That is why the approach is correct in which improvement of the terms of trade is
not considered as a task of the distant future, not even if in the short run the quantitative
increase of traditional, mostly “soft” exports often seems to be the most obvious and,
with the given conditions, the most simply realizable way. It is under the pressure of
balance difficulties that in recent years in the Western trade of several CMEA countries,
to a certain extent also in that of Hungary, the so-called “countertrade” came to the
foreground, that is, an import policy among whose criteria it is a primary viewpoint
beside price, technological and economic considerations, that the exporter should be
prepared not only to sell in the given country, but also to buy as much as possible. This
method may lead, however, to price losses in exports as well as imports (since the Western
exporter usually shifts the additional costs and risks involved by the activities foreign to
his own line onto his socialist partner), and thus terms of trade may even deteriorate
further.

Such solutions do not help us much even in the short run. It is an even more
serious concern that non-profitable exports impair not only today’s terms of trade, but
also those of the future. Manufacture of “soft” articles need not only be maintained, but
increased as well. And, if “soft” articles may be manufactured and even exported, why
should the sacrifice and risk of introducing new products be undertaken? This is how the
healthy compulsion to change the production structure and the corresponding production
programs is weakened.

Compulsion to change is not strong enough, anyway. As a matter of fact it was in
this period that —partly under the effect of the unfavourable changes in world economic
environment — limitations and prohibitions multiplied in economic management, and
enterprise independence lessened.

The problem is not that short-term tasks can be solved anyway only at the expense
of long-term ones, but that certain ways of solving these tasks — questionable in
themselves, not always thoroughly examined — hinder progress toward bringing the
production and export structures up-to-date.

Modernization of the production structure is a long-term strategic task. This is not
to say, however, that the release of new, up-to-date, and marketable products is not

consumer receives at unchanged prices the products that are increasingly expensive for the national
economy, and thus the valuation system of users and consumers becomes distorted. Inputs of
enterprises are lower than the actual costs of the national economy, and thus the comparison of
enterprise inputs with production results gives a distorted picture, and may thus orientate toward
wrong decisions. . . Not increasing the price of the product that is increasingly expensive suppresses
the defensive reaction, there is nothing to encourage saving, or the search for substitution through
cheaper products.” [7]
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possible but in the distant future. It only means that its achievement is not like a
campaign on which only a decision has to be made and then implemented. It requires the
creation of such economic conditions as will promote the establishment of an efficient
production and export structure. Modernization, if selective development criteria are
correct and their implementation is successful, has not and cannot have any other
measure than the steady increase in the efficiency of production and export.

Transformation of the structure is a development task that requires investments, and
investments have a shorter or a longer gestation period before they become operative.
Therefore, the success of each action can be judged only after a certain time has passed.
Yet modernization of the product pattern sometimes requires exactly fast realisable and
smaller enterprise investments. And the most important thing is that transformation of
the structure is not only an investment task: an economic mechanism orienting towards
the right economic decision is just as much a part of it; transformation of structure
should start with improving the quality of current production, widening of the range of
assortment or sometimes its narrowing. It cannot be separated from a better sales
organization, just because the latter belongs under a different Ministry from the
investigation of market demands, and the continuous assertion of impulses thus received
in development policy. There is, namely, no modern structure “in the general sense” that
would suit every country: modernity can be measured mostly with the efficiency of
participation in the world economy, and with export achievements. (It is a different
question that the conditions of measuring export efficiency have to be created first of all
by bringing the Hungarian price system up-to-date.)

Export-oriented development policy should first of all adjust to the realities of sales
possibilities. Our export possibilities to the West are today curtailed not only by the fact
that we cannot appear in a wide sphere as exporters of the most advanced techniques. It
is likely that in such fields where developing countries have considerable cost advantages
in cheap mass production we shall have no more favourable market possibilities than
today in the future, either. This does not concern only low priced textiles and clothing,
but also a number of modern branches and products of the engineering industry (many
telecommunication articles, electronic equipments, computers), in which mass production
of large series is relatively easy to introduce. Exactly because our export possibilities are
so much delimited, it is particularly important to find where from among the widely
different fields, exports could be intensively augmented by setting out from today’s
structure and development level of the Hungarian economy. Among other things the
changes in Western consumer habits and consumption structure, in fashion and in the way
of life have to be observed, and fast and flexible reaction to them is needed in
development policy. And this may mean sometimes that we have to consider as an
important task to manufacture such products, which otherwise do not fit at all into our
ideas about a modern product pattern. (Such products are meant as do not represent the
most up-to-date technology, but, owing to their good quality, flexible adjustment to
individual demands, and fast delivery they are well saleable.) It is an other aspect of the
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question, that the manufacturing of a machine that is better and more up-to-date than
previous ones, but is produced at a loss and is not well saleable may finally worsen the
structure.

Can we speak about an export-oriented development?

Modernization of stucture is not only an investment task, but it is that as well. It is
an actual economic policy dilemma of the period of deteriorating terms of trade that the
necessity of ever new development actions arises exactly then, as a reaction, on this
deterioration but such investments often require us to increase machinery imports from
Western countries, which further worsens the tense balance situation. If, however, we did
not implement these investments, we would give up from the outset the possibility of
export expansion at a later date, although the realization of this possibility at some future
date remains anyway an extremely hard and complicated task.

But the concerns of economic policy cannot be reduced to as much that we have
to augment Western imports today with a view to future exports to the West. Imports
from the West do not serve only the development of Western exports. In Hungary in the
late 1960s and early 1970s (until 1974) 23-26 per cent of centrally decided investments
in machinery came from capitalist imports, and less than that from socialist imports. But,
as is stated by lvan Schweitzer in one of his studies: “centrally decided (productive)
investments are almost exclusively made with the aim of import substitution or of
increasing socialist exports. It also follows from their character that in most cases they
could contribute only a little to exports to capitalist countries that require a high degree
of flexibility from producers and generally a diversified range of assortment.” On the
other side, in enterprise investments “better suited for increasing Western exports”
machinery imports from socialist countries were the double of those from capitalist
countries in the late 1960s, and they exceeded the latter even in the early 1970s.

It is a problem generally characteristic of CMEA countries that imports from
Western countries intended to serve development usually do not serve the export-oriented
development well enough, (with the exception of only a certain part of raw materials and
fuels). Western machine imports serve the development of the most dynamically growing
industrial branches (mainly the engineering and chemical industries) of CMEA countries.
Yet it is not the product of these branches that are exported in the first place, but those
of the more slowly developing sectors whose development has been for long neglected in
several countries. With a few exceptions, these are not among the up-to-date sectors of
socialist economy, even today, which would satisfy demands for high quality and
assortment (agriculture, food industry, light industry). (It is only the world market price
development of recent times that has rendered the situation of raw-material exporting
CMEA countries more favourable in this respect.)

The last two years have brought certain changes in Hungarian machinery imports.
In 1976 e.g. the ratio of Western machine imports in enterprise investments was not
smaller than in centrally decided investments. Undoubtedly, there are several investments
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aimed —upartly or fully —at the development of exports to the capitalist countries. Yet it
must be noted that the investment credit line of Ft 45 billion granted by the National
Bank of Hungary for stimulating exports to Western countries is only 7—8 per cent of the
total productive investment volume of the Five-Year Plan. The overwhelming part of the
about Ft 130 billions earmarked for major state productive investment projects planned
—about Ft 100 billion —is of expressly import substituting character. 40 per cent of the
total industrial investment serves e.g. energetical development [9].

The above-mentioned figures show at any rate that it is unjustified to handle
investments aimed at the development of exports to the West as if they caused the
dilemma in themselves. It may be the other way round: the dilemma concerning the
interrelation between expanding investments and the balance of payments difficulties
seems so big because there are still few such investments as would finally result in
increased export possibilities.

In Hungary the demand for an active export policy (oriented towards Western
markets) has been formulated. But this problem has still remained —perhaps against the
intentions of the economic leadership —on the periphery of the long-term development
strategy, simply because once,the investment resources have been distributed among the
various objectives, there is not enough money left for export-oriented development. If
however, a medium- or short-term export development program is announced independ-
ently of the long-term development strategy, it may bring at most partial and temporary
results. That is why the 1977 October resolution by the Central Committee of the
Hungarian Socialist Workers’ Party on the strategy of production structure and foreign
economic development deserves special attention.

Increasing integration of CMEA countries into world economy

It is clear from what has been said so far that the demand met with in economic
literature from time to time is far from reality which —frightened by the difficulties of
export-oriented development - asks why economic policy does not urge also import
substitution [10] In fact, what has made export-oriented development topical in CMEA
countries was exactly that conception of import substitution — more exactly, the
conception whose declared fundamental economic policy task was to satisfy the needs of
CMEA countries defined in physical terms primarily from internal resources —proved to
be insufficient for solving the problems raised by economic development. According to
this conception the purpose of economic relations with capitalist countries was only to
import what is not available in CMEA countries, or only in insufficient quantity - as long
as it is absolutely necessary.*

*As is stated by Janos Szita: (even after the recognition of advantages in the socialist
international division of labour) “the conception has remained for some time that with the non-
socialist part of the world only such economic problems are to be solved as cannot be solved within
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Explicitly or implicitly, this conception inferred at least two things: concretely in
foreign economic respects that Western imports need not be too large —apart from short
periods - and need not grow too fast, that is, their balancing was relatively easy, and
represented therefore only a partial and special task for economic policy: there was no
reason to spend separately on export development. And the more general assumption was
that fast economic growth and technological development did not even require the
division of labour with non-socialist countries, since the socialist economy develops
independently of the capitalist world economy. (In 1952 Stalin held the opinion that two
parallel world markets had developed, and socialist countries would “soon” have “no
need of imports from capitalist countries.” [14] These assumptions —inseparable from the
earlier political conditions —came, however, gradually in conflict with economic reality,
with the persisting technological gap, and with the new demands raised by development.

Therefore, the acceleration of East-West trade was decided by socialist countries on
political level in the 1970s. It was thus not a process contrary to political and economic
strategy objectives, starting spontaneously, but it was fitted organically into the armory
of tools for the realization of internal economic tasks according to the cenceptions. As
was said by Leonid Brezhnev, it had been the 1973 April meeting of the Central
Committee of the Soviet Communist Party that had arrived at the conclusion that the
foreign economic relations of the Soviet Union were not satisfactory and, therefore, they
should be intensified. “The scientific-technical revolution progresses at full speed .. . the
irresistible progress vastly increases people’sneeds and demands, and necessitates a growing
degree of international division of labour.” This holds particularly for East-West relations.
“It had been political tension that made the Soviet Union and other countries withdraw
into themselves and that had not allowed them to progress toward a widening coopera-
tion. Even if that lasted for 10—20 years, it does not mean that it should last for
ever...” [15]

The question is worth asking, in what respects the 1970s differ from earlier years.

the cooperation of socialist countries. Therefore, imports from socialist countries were limited to what
was considered as indispensable, and competitive imports were driven back.” [I111 The only statement
of Janos Szita that suggests exaggerated optimism is that this approach, the so-called “remainder-
principle” is entirely one of the past. Oleg Bogomolov’s formulation seems to be more exact when he
says: “What is worth buying abroad is primarily what contributes to increasing labour productivity,and
to improving the quality of production in the whole national economy. This means that the imports
necessitated by a temporary shortage in one or another article or by an upset material balance will
probably be increasingly substituted (italics mine - A. K.) by such imports as are the results of
reasonable tendencies in the international division of labour, and of the participation of the Soviet
Union in the socialist economic integration”. [121 It is to be noted that the following statement was
made only four years ago: “. .. Everything must be deleted from the import list that we can produce
ourselves, even if home production costs more than imports, if it is in the final result more
advantageous for the Soviet Union.” [131
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New approach to the imports of technology

One of the most important objectives of trade with advanced capitalist countries
sometimes considered even exclusive was the acquisition of the most up-to-date tech-
niques and technology also earlier (both, when it was on the upswing and when it was on
the decline). Yet this objective could be realized in a different way in the past, and
differently again in our days.

From the point of view of the economy of a country, of its industrial branches, or
of individual enterprises modern and efficient production has always demanded extensive
world economic relations. Still, when economic and primarily the scientific and technical
development was less dynamical, and the economic structure was comparatively stable, it
might have seemed, with more or less justification, that keeping pace with technical
development — particularly if limited to only a few branches —could be also achieved
through individual import transactions. Such actions did not require constant and regular
commercial, technological and economic cooperation, nor the maintaining of direct and
permanent production relations. Relations could be restricted for home or foreign,
political or economic reasons, or they could even be broken off for shorter or longer
periods. That was the situation in the 1930s when the active Soviet import policy of the
first Five-Year Plan period was followed, after an acute balance of payments crisis, by a
period when trade relations were minimized. And practically the same occurred in the
cold war period, when the international political situation and the Western embargo
almost totally stopped the trade of socialist countries with the West. [16]

When, however, acceleration of the technological and scientific development entails
the permanent renewal of economic structures and product patterns, the approach
described above has become obsolete. It is not only machine and equipment imports that
have to be continued —since the most modern machine bought today becomes out-of-
date in a few years* —but also a long-term and permanent cooperation, and permanent
contacts between technological experts and scientists should be guaranteed. A dynamical
increase of machinery imports is necessitated not only by the growing scale of produc-
tion, but also by the fact that it is not possible any more to import just a “prototype”,
which would then be adapted to home conditions and manufactured accordingly. This
requires time, and is a complicated task, leading to uneconomic manufacture and to the
conservation of backwardness, so that this way of technical transfer has to be gradually
abandoned.

*QOne additional fact to this statement: It is well known that one of the most up-to-date Soviet
factories, the Volga (Lada) Motor Works was established in a Western (Italian) cooperation in the late
1960s and early 1970s. But since — as is stated by Soviet experts —the technology of car
manufacturing has been radically renewed in the world every ten years, the equipments of the factory
operating since the beginning of this decade must be modernized right now, if their becoming obsolete
is to be avoided. Modernization has theoretically two ways: the establishment of domestic production
of machines for the production of cars (again import-intensive), or further imports of equipments and
licences. 1171
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The appearance of new demands resulting from acceleration of the scientificand
technical development coincides with the fact that in most socialist countries the
possibilities of extensive economic growth have become more or less simultaneously
exhausted. There remains no other source of development than to increase productivity
and improve efficiency. Thus technical development has come to the foreground every-
where, including technological development realized through machinery imports.

But acceleration of technological development requires not only machines. Never —
not even in the heydays of import substitution —have we succeeded in importing
only machines from capitalist countries; increasing machinery imports usually entail
growing need for material imports, that is, development-import generates imports
necessary for the functioning of the economy. Now what is wrong here? Is there
something wrong at all? Once an investment project has been put into operation, it has
to produce, and it is natural in every given case that this has to be enabled even through
the use of import materials, even if, when planning investments it is usually reckoned that
they would operate with home materials or materials coming from the CMEA countries.
But it happens that related investments —that ought to supply the wanted raw material —
are not implemented, or only at a later date, or they supply materials of inadequate
quality for the modern equipments etc.

It is no “trouble” in itself, and in fact even natural, that machinery imports are
followed by certain steady material imports or semi-finished product imports. This is
natural because they are usually materials representing sophisticated technology them-
selves: their use is required by modern equipments. (This is a trouble, of course, from the
view-point of the logic of import substitution, since an import-substituting development
turns out to be in fact import-intensive.) All this would be no problem, if there were
exports to counterbalance them, but these are not available, as long as not those
economic activities are primarily developed, in accordance with real economic conditions,
that would in fact be able to produce such exports, but those in which potentials are
much weaker, or whose products are not even intended for export to the West.*

Parallel with the recognition of new economic policy tasks earlier conceptions about
the international division of labour are also changing. It becomes increasingly a “must” to
actually recognize the advantages of a world-wide division of labour. When economic
growth still had considerable extensive resources, imports of machines, equipments, and
materials were simply considered a consequence of “shortage”, or something undesirable
and concomitant with a low development level. At a time, however, when improvement
of efficiency is the only way of economic development, it has to be gradually recognized
that it is not possible nor necessary, to manufacture everything economically, not even
within the framework of a really large economic community. In the period of the

*Therefore, it is no argument for import substitution, either, that investments with an export
objective also operate with an import material utilization higher than planned or that they start
exports with a delay and at a lower efficiency. This is an argument “only” for more circumspect
planning and more efficient economy.
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technical and scientific revolution one of the most important methods of improving
comparative advantages is the concentration of development resources, and the utilization
of potentials inherent in the international division of labour.

CMEA cooperation and East-West trade

Apart from the foregoing considerations it is a new factor that not only the
realization of domestic development conceptions in individual CMEA countries necessi-
tates increased Western imports, but also that of cooperation plans in the CMEA. The
multilateral integration measures of the CMEA countries require imports from capitalist
countries, and the use of Western techniques and financial resources in the phase of
realization. Thus, in contrast with the preceding period, when Western trade and trade
within the CMEA may have appeared from the point of view of each socialist country as
separate problems not requiring a coordinated solution at all, today it is obvious that our
decisions of great portent for the CMEA integration are of great consequence also for our
trade with the West.

Yet also the development of the bilateral trade between CMEA countries contributes
to the constant increase of Western imports. The Western import contents of industrial
articles and agricultural products exported to CMEA partner countries is constantly
growing. In the case of Hungary e.g. it increased to 2.2-fold from 1972 to 1974, [18]
while the value of exports to CMEA countries grew only by 27 per cent.* The specific
Western import contents of exports of chemical and light industry products to the
rouble area is particularly high. [19]

The increasing Western import contents of exports to socialist countries led to the
peculiar situation that even the CMEA countries that tried to orientate themselves to only
one market (the socialist, and within it mainly the Soviet, market) were forced to import
considerably from the West, so that higher tensions have come about in their foreign trade
with the capitalist countries than in several other CMEA countries in whose total foreign
trade the ratio of capitalist countries is relatively high. That is, coordination of the
development o f exports to socialist and capitalist countries has become one of the vital
topics of national economic plans. This may result, however, only in a widening of the
bottleneck, i.e. a more dynamical increase of exports to the West.

As long as, in contrast with the deteriorating terms of Hungarian foreign trade with
the West, those of our trade within the CMEA were unchanged, the degree of “hardness”
of our imports from the socialist countries increased in relative terms. With the suddenly
soaring world market prices, e.g., it became much more advantageous to purchase raw
materials in socialist countries. At that time this could counterbalance to a certain extent

*Of course, in this increase the 36 per cent increase of our imports from the dollar area also
played arole, but it does not explain in itself the 2.2-fold increase in import contents.
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the difficulties arising from the growth of the Western import contents of exports to the
rouble countries. Since 1975, however, the growing tendency of the Western import
contents has been causing greater difficulties, because the change in world market price
proportions caused a change also in the terms of trade within the CMEA. What is more,
the delayed and gradual adjustment of CMEA prices to world market prices has led e.g.
from the view-point of Hungary to a situation that the terms of trade will be deteriorating
in any case, for two years still after 1977, independently of current world market price
movements.

It is paradoxical at first sight that this worsening of the terms of trade should harm
also the balance of Western trade, since it is well known that we get into debts mainly
with capitalist and not with CMEA countries. What is the explanation? It is that
worsening terms of trade with socialist countries are less difficult to counter-balance by
the quantitative increase of exportable commodities, and therefore exports to socialist
countries constitute the most dynamical part of Hungarian foreign trade. Calculated at
unchanged prices, imports from socialist countries in 1976 surpassed those of 1970 by 48
per cent and imports from advanced capitalist countries exceeded those of 1970 by 47
per cent. Yet the volume index of exports to socialist countries shows an 81 per cent
increase in this period, while that of exports to non-socialist countries shows only a 38
per cent increase (and within that exports to advanced capitalist countries a 30 per cent
increase). [20] Such growth of exports to the socialist countries impairs, however, the
balance of trade with capitalist countries from two respects. On the one hand it requires
Western imports to an increasing degree, and it is only their volume that is growing more
slowly than that of exports to CMEA countries, but their value (at current prices) is
growing faster. On the other hand it restricts the volume of commodity stocks potentially
exportable to the West.

CMEA countries transact also large and increasing material and semi-finished product
imports from the advanced capitalist countries. This has several reasons, the best known
among them being that there is shortage in many primary and raw materials, sometimes
also of fuels in the CMEA region, and therefore, for some time already, CMEA countries
need Western imports also of these goods.

Since the increasing demand for fuel of the smaller socialist countries can be
satisfied only to a limited extent from CMEA resources, and the burdens of raw material-
and fuel purchases within the CMEA are approaching those of purchases on the world
market (because of the investment contributions and growing prices), their needs to be
satisfied from external sources will be presumably growing (although the overwhelming
part of their needs will still be satisfied from sources within the CMEA).

Let us formulate the latter interrelation more exactly. Fuel prices in the CMEA are
lower today than those on the world market. If, however, the oil price increase on the
world market stops — wich is not at all an abstract possibility, since, in view of the
inflating dollar, real oil prices on the world market have been hardly growing since early
1974 — in accordance with the new CMEA price formation mechanism CMEA prices will
continue to increase, and it is not even excluded that they should reach or possibly exceed
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world market prices. Yet purchase within the CMEA may still prove to be more
advantageous, since there we can buy for transferable rouble. We have mentioned that in
Hungary it is the less difficult side of foreign economic activity to “produce” transferable
roubles. But also the increasing dollar import contents of exports to the rouble area has
been mentioned. If we take into consideration also these dollar burdens (as well as the
additional imports from the dollar area to allow that by augmentating exports to
capitalist countries these dollar burdens might be counter-balanced), it is not all so
obvious that it is always more economical to import for transferable rouble than for
dollar. Drawing into the analysis also investment contributions (in which the dollar
import contents is again considerable), the problem to be solved is even more compli-
cated.

In any case, the question is justified, whether a further increase in the quantity of
fuel imports should not be rather avoided. Should not a certain level of self-sufficiency in
fuels —similar to that of today —be maintained? Undoubtedly, the development of
home fuel production is a realistic possibility for satisfying a part of home demands, and
it is a correct energy policy objective that current needs of the home market should be
satisfied by an optimum combination of imports and home production. Yet this optimum
combination cannot be established exclusively by comparing domestic production inputs
and import costs in the case of either primary energy, or of other goods, without
consideration of the opportunity costs. The question is, what is cheaper: to mine coal, or
to grow corn instead, export it, and buy fuel from the sales returns. In other words, the
way of satisfying energy needs cannot be examined separately from other objectives and
possibilities of economic policy: corn growing may be also energy policy. We have to
think in terms of alternatives that enable home production and exports of maximum
efficiency. If we can make progress in this direction, it will be incomparably easier to
choose the mode of economic energy imports (or home production). In the opposite case,
even if a country poor in energy succeeds in selecting the best combination from the
several, mostly unfavourable, possibilities, is still has not come a bit nearer to answering
the question what it ought to counterbalance the energy account with.

So far it has been said that from the point of view of intensive growth the
importance of East-West trade for CMEA countries has grown. To this belongs also the
aspect of raising the standard of living, of a better supply to the population. Imports from
advanced Western countries include foodstuffs, industrial consumer articles, primary
materials of consumer articles and machines for the manufacture of consumer articles as
well. It is true that industrial consumer articles imported from non-socialist countries still
have a very little share in total consumption, and the balance-of-payment difficulties of
these last years have not been favourable for increasing them. This cannot divert
attention, however, from a more significant tendency: the increasing cereal imports o f the
CMEA region. The large volume of imports in certain years is the consequence of
unfavourable crop results, and in such cases the countries concerned are forced to
shoulder outstanding foreign exchange burdens even in a taut balance-of-payments
position. But the fact itself that they have prepared for permanent cereal imports for
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long years to come (at some places exactly in order to provide for the fodder stock of
animal husbandry) shows that they consider a smooth supply of goods much more
important than ever before.

Effects of the cooperation mechanism between CMEA countries

What has been said so far should be sufficient proof that the expansion of
Hungarian trade with advanced capitalist countries is necessitated by fundamental re-
quirements of economic development. Other CMEA countries also wish to develop their
trade with the West intensively. If only for this reason it is no solution to renounce
export-oriented development, which is the key to joining the world-wide division of
labour. It might much throw back the economic development.

Yet Western imports are talked about sometimes as if their increase was not the
consequence of objective needs, but of subjective factors: intentions, decisions, or
“faults”. “Enterprises seem to prefer the capitalist markets in their purchases” [21] —we
read in a recent article analyzing investment tensions. It strikes the eye particularly, if
such goods are bought in the West which are produced in the same quality in the CMEA
and, possibly, also in Hungary: tills is already beyond forgivable sins.*

In the meantime it is forgotten that something that is manufactured somewhere is
not always available, and it is available even more rarely when and where it is wanted.
Shortage of goods is, unfortunately, still a serious hindrance to the expansion of trade
among socialist countries.

But the question, why it happens —in fact quite frequently —that enterprises of
CMEA countries buy from the West also what they could get this side of the Elbe
necessitates that we should briefly treat, how the mechanism of CMEA cooperation
affects the trade with advanced capitalist countries.

It may be said in general, that the same factors that hinder a faster increase of trade
within the CMEA —the effort at a bilateral balance of trade, which is further enhanced
by “structural bilateralism” i.e. the effort to balance trade in each group of products, the
unfeasibility of an actual transferable accounting system, and the lack of convertibility —
become impulses for the development of trade with advanced capitalist countries. A
socialist country that wishes to accelerate her economic growth by additional imports or
the use of external resources is dependent —disregarding the nature ofher import needs
—mainly on Western imports, and the use of Western credits, since the increase of her
imports from CMEA countries depends directly on her possibilities to increase exports to
the same countries, or, on how much her partners in the CMEA are willing to increase
their purchases from her.

*1t is characteristic that even in a workdiscussing foreign trade problems with high competence
and extremely instructively, it is mentioned among the causes of a fast increase of Western imports that
the Western supplier “does favours” to those in charge of industry on their official trips to the West,
and that the Western trip is not only a status symbol but also material advantage. 1231
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The increase of machinery imports from socialist countries is hindered —as is
demonstrated by Ivan Schweizer through the example of Hungarian machine imports
from the Soviet Union [24] - by scarce and outdated information, different standards
and technical prescriptions, and the well-known difficulties in the supply of parts and in
servicing. In lack of direct contact between buyer and producer it is difficult to carry
through even the smallest changes also in the case of an import quota, the less so as the
exporting enterprise is interested most in the smoothest possible transaction of the
turnover prescribed.

The most important problem is connected, however, with the long-term (five-year)
trade agreements, since the setting of quotas requires rather a long foresight: machine
needs must be (ought to be) estimated in the necessary detail practically at least for five
years or longer ahead in order that at plan coordination negotiations a position could be
taken on the machine import needs of the following five-year plan period. Such long
foresight is possible, obviously, only in a few fields, in others it is not. In the latter case
“requirements submitted for the coordination of five-year plans and then for trade
agreements — determined in the form of value quotas —have no real content, and,
therefore, the most considerable underfulfilment can be observed, in general, in this
field.” [25]

Otherwise, the above-mentioned problems are related not only to the mechanism of
bilateral trade, but also to the internal economic control and management mechanism of
socialist countries, that is, also to the Hungarian mechanism. Because of the delay in
investment decisions the period for implementation is so short that only Western
machinery imports come into question from the very outset; the relation between foreign
trade and production is loose, information necessary for the simplest of decisions is
missing on both sides, the user enterprise is not interested enough in saving on Western
imports, etc. [26]

So much about how the CMEA mechanism increases demand for Western imports.
The other side of the question is no less important: how today’s forms and methods of
CMEA cooperation affect exports to capitalist countries. Augmentation of the latter de-
pends —as it has been explained above —on the modernization of the economic structure
and the industrial product pattern, in general, on the improvement of efficiency. The inc-
reasing requirements regarding the quality and up-to-dateness of exports to the CMEA
countries are working undoubtedly in this same direction. Yet there are such elements in
the cooperation mechanism which, through their indirect effects, do not promote the
improvement of efficiency. What does this mean? Imre Vincze formulates it in a way
that “Delivery of goods between CMEA countries is characterized by an extensive —
almost exclusive-determination (specification) in kind”. [27] Even in the case of large
cooperation projects, delivery obligations and tasks of participating in construction are
determined by quantitative indicators of material-technical character, “value relations are
little clarified as yet”, in this regard only approximate computations, indicating orders of
magnitude only, are available. [28]
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As a consequence of the planning system of most CMEA countries such a mecha-
nism of trade has developed, in which first the quantities of mutual commodity supplies
are agreed upon, and the setting of prices comes only afterwards. These then depend
often less on the paramétrés, i.e. quality traits, of the concrete products than on specific
factors caused by the efforts at balanced trade. And, if a country has an active balance
with another one, since there is no other way to make use of it, she is by all means
obliged to buy something for it, i.e. she has to increase the purchase of “soft” goods. The
quantitative increase of trade proves under such circumstances by all means more
important than improvement of quality and modernization of the product pattern. That
is why it is so “easy” to export to the socialist countries. All this does not only reduce
the interest of enterprises in trying to produce for the much more difficult Western
market —which raises higher demands on modernity, which is marketing-intensive and,
what is more, conquerable only by transactions of much smaller volume —but it
influences unfavourably also their ability to improve efficiency, thus hindering constant
technical development, and flexible adaptation to market demands.

The role of credits

It is a common feature in the foreign economic policy of CMEA countries that in
recent times they have all been trying to promote the realization of their economic
objectives through an active credit raising policy. Contrary to preceding periods the
justification of an active credit policy aimed at development, and its advantageous nature
from the point of view of socialist development are not challenged any more in practice.
This is understandable if we consider that credits served partly the dynamical increase of
imports, and partly —in the case of countries whose terms of trade had deteriorated —
the restoration of equilibrium.

In this article we shall not treat the conflicts of great potent, and of political
motivation that have arisen exactly about the credit raising possibilities of socialist
countries in the last three or four years, but we shall rest content with asserting that the
actual state of East-West political relations still has an unfavourable influence on credit
raising possibilities. As a function of the debt stock the credit raising conditions may
become more difficult, anyway. It remains a fact, however, that credits have no con-
straint that could be expressed in some absolute figure: if not so fast as in the past two
years, and if with harder conditions, yet a selective credit raising activity can be pursued
to all appearances. Otherwise, one ofthe reasons for this is that the creditors are interested
in maintaining the granting of credits. [29]

But the constraints on credit raising must be examined also from the aspect, how
much the new credits contribute to economic growth and through it to exporting ability.
Should that fail, the growth of credits must be used to an increasing extent for
repayment, and thus they will be less and less a source of development. In that case,
however, their effect will be the opposite of the earlier one: they will not serve any more
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to ease imbalances and foreign and domestic economic tensions, but may themselves
increase these tensions.

Decision on these question cannot be taken in the direct credit sphere, since credits
finance, after all, every sphere of economic activity —not only those which contribute
now or in the future to the expansion of convertible export commodity stocks. Decision
can be taken only in the context of interrelations of the whole economy: the character of
development, investment tendencies (and volumes), and the armory of instruments of
economic policy. The question is not, whether we should raise credits or not, but what
we are to use them for.

*

Let us summarize what we have said.

It was not in connexion with the deteriorating terms of trade, but independently of
it and even prior to it that the necessity of a faster increase of East-West trade arose. (In
the 1970s, by the way, it was exactly the CMEA countries whose terms of trade had
improved which particularly accelerated the development of their trade with advanced
capitalist countries —the Soviet Union and Poland.) The role played by the deteriorating
terms of trade was to widen the gap between import needs and export potentials and thus
to draw the attention to the necessity that from the aspect of economic development
strategy also the conclusions deriving from the importance of a permanent participation
in the international division of labour and from import policy becoming more active must
be drawn.

The world economic environment of CMEA countries is, therefore, different today
from what it was at the beginning of the current decade, not only because a lot of things
have changed in the capitalist world economy during the last years, but also because they
are themselves integrated in the world economy more intensively than earlier, and also
participate more actively in the international division of labour. No doubt, also the world
economic changes that took place exactly at the times of a high upswing in East-West
trade relations rendered it even more pressing and more complicated for several CMEA
countries to find the best practicable ways of economic integration into the world
economy. For the advantages of an incrasing participation in world economy also the
consequences have to be borne. The new tasks have to be fulfilled by an adequate
development policy, through increasing the ability to adapt, and through the formulation
of a flexible economic policy and the development of an armory of instruments.

It follows that, in forming their world economic strategy, socialist countries need
observe not only, and not even primarily, the adjustment to market changes of the world
economy affecting them unfavourably or possibly favourably, but, beyond it, the general
requirements of a permanent participation in the international division of labour.

From the point of view of CMEA countries it remains, of course, the most
important thing how economic relations within the CMEA are developing. Therefore, in
thinking about the ways and methods of further development of the CMEA cooperation
the aspects of integration into the world economy must be taken increasingly into
consideration.
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BKJ/IFOYEHVE B MVMPOBOE XO3AMCTBO N HAMPABJ/IEHVE PA3BUTUSA
3OKOHOMUWKW BEHIPUN

A. KEBELL

ABTOp aHanM3npyeT NPUUMHBI U3MEHEHUS BHELLHEIKOHOMUYECKON cpedbl CTpaH-yuneHoB CIB
B 70-x rogax. OH 0TMey4aeT, YTo BypHble U3MEHEHNS MUPOBO 3KOHOMUKM - 1 NPEXAe BCEro OTHO-
CWUTENbHbIX LieH Ha TOMJMBO U Cbipbe - WMENU OnpefeneHHble NOCNeACTBUA LS 3KOHOMMWKMW He-
KOTOPbIX COLMAMCTUYECKUX CTpaH. BO3HMKLIME NpW 3TOM 3KOHOMUYECKUE TPYLHOCTW CBSA3aHbI U C
HeA0CTaTOYHON 3(h(hEKTUBHOCTLIO X03AACTBOBAHWSA, U C HEAOCTATOYHON OpUEHTALMEN UX IKOHOMUKN
Ha pasBuTWe peHTabeNbHOro 3KCNopTa TOBapOB.

OfHaKo rnaBHas OT/MUMTENbHAA YepTa M3MEHEHWs BHELUHE3IKOHOMUYECKUX YCMOBWIA CTpaH-
uneHoB C3B 3ak/ovaeTcs B UX 60nee aKTMBHOM Y4acTUM B MEXAYHApOLHOM pasfeneHun Tpyga.
3afjauM 3KOHOMMYECKOTO pa3BUTUS COLMANMCTUYECKMX CTPaH, a TakXkKe pasBMTME COTPYAHMYECTBa
MeXay HUMKU TpebytoT 6ofiee LUMPOKMX, YeM paHbLle, MUPOBOXO3SINCTBEHHBIX CBS3el, aKTUBHOM
MUMMNOPTHOM nonuTukn. CrefoBaTenbHO, COLMAIMCTUYECKME CTpaHbl JOMKHbI BblpaboTaTb Takylo
BHELLHE3KOHOMUYECKYIO CTpaTernio, KoTopast MMeeT Lefbio He TONbKO 60/ee rMBKyH afanTtaluio
K TEM WM UHBIM U3MEHEHUSM MUPOBOI 3KOHOMUKM, HO 1 OTBEYaeT TpeboBaHVEM YCUIUBAIOLLEroCs
BK/IIOUEHUSA B MUPOBOE X035CTBO.
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. VINCZE

MULTILATERALITY, TRANSFERABILITY
AND EXCHANGEABILITY:
THEIR CONTENT AND CONDITIONS OF THEIR REALIZATION
WITHIN THE CMEA*

Multilateral balancing of the mutual trade between CMEA member countries is one of
the important objectives of the Comprehensive Program. In principle, this can be achieved in
two ways: either by working out the collated plans of international commodity deliveries,
specified as to commodity pattern, with a view to asserting multilaterality (planned
multilateralism) or by essentially increasing the role of money in international commodity
turnover. According to the author the latter is more efficient and flexible and, precisely on this
account, the more expedient solution. The author makes concrete proposals for monetary and
financial measures and their organizational and economic conditions.

According to the Comprehensive Program providing for the development of
economic integration of the CMEA member countries, monetary, financial and credit
relations are to play a more active role in the development of planned economic
cooperation and socialist integration. The Comprehensive Program envisages, among
others, a multilateral balancing of commodity exchange among member countries with
the help of the collective currency, the transferable rouble, as well as realization of the
actual transferability of the common currency, and mutual exhangeability between the
common currency and the national currencies of the member countries.

The study attempts to throw light on the contentual problems of multilaterality,
transferability and exchangeability, on the possible ways and forms of their assertion and
on the conditions of their realization.

The concept of multilaterally balancing international commodity
turnover and the ways of its realization

The international commodity turnover may be said to be multilaterally balanced
within a group of countries when, in a certain period, the total imports and exports of
each and every country are balanced, while foreign trade between any two countries need
not be necessarily balanced; an individual country may have an import surplus toward
certain countries while having export surpluses toward other partner countries, thus,
bilateral equilibrium is not required. Of course, import and export surpluses cancel out
each other on the whole.

*This paper will be published also in the Soviet and Eastern European Foreign Trade with our
approval.
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Multilateral balancing of the international exchange of commodities is regarded as
advantageous because, still remaining on a theoretical level, it provides greater possibilities
for the increase of foreign trade than does bilateral balancing.

Let us consider, e.g. three countries, A, B, and C. Let us suppose that these
countries have determined the possibilities of commodity shipments in their bilateral
relations in international trade agreements. Country A could deliver more commodities
than established in the balanced agreement between the two countries, and they are
needed as well by country B, but the latter has no goods needed by country A. Country C
could deliver goods to country A needed by the latter, but country A cannot offer
commodities needed by the former. Finally, country B could deliver goods needed by
country C, but the latter has no goods needed by the former. In this situation bilateral
balancing cannot provide for further progress. Without special measures, the possibilities
open for the expansion of trade among the countries will be lost. However, they can be
exploited through multilateral balancing as, in addition to the bilaterally balanced trade,
country A will deliver goods to country B, this country to country C, and the third, in
turn, to country A. In this way, a higher level of commercial turnover will be realized by
every country through multilateral balancing.

Multilateral balancing requires and adequate economic regulation of the inter-
national exchange of commodities, and mutual economic interests in a multilaterally
balanced realization of international trade on part of the participating countries.

In principle, practical realization of a multilateral balancing of international trade
may be achieved in two ways:

a) through a multilateral elaboration of the plans and agreements concerning
foreign trade (planned multilaterality);

b) through an increased role of money, by awarding a greater role to money and
related interests.

Planned multilaterality, as a theoretically possible method, continues to assume
that the members of the group of countries consciously plan future commodity
shipments among one another in their physical compositions as well. However, instead of
bilateral balancing, they conclude such agreements affecting three or more countries in
whose framework the export or import surpluses of the countries emerging in certain
relations will be balanced by surpluses and deficits in other bilateral relations. Such an
agreement requires that the member countries assess the bilateral balances of their
planned trade through international plan coordination, and that they conclude
multilateral international agreements on multilateral balancing, in which they undertake
to settle their planned import surpluses in relation to certain member countries with
export surpluses toward other member countries. It is also necessary that the national
plans consciously reckon with the restructuring of trade among countries.

Planned multilaterality is conceivable as an overall system in which five-year and
annual foreign trade agreements are concluded in the above way, multilaterally, by three
or more countries. It is also conceivable that the cooperating countries remain basically
on the platform of a bilateral balancing of international commodity exchange, but
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conclude many agreements on multilateral commodity compensation in order to promote
a further increase of trade.

Realization of such planned multilaterality presupposes an adequate international
legal regulation specifying the necessary steps to take in case one of the partners fails to
fulfil the agreement governing multilaterally linked commodity shipments.

I f such planned multilaterality is realized, the role o f money will remain restricted
to recording, thus, it will remain passive. However, since the balancing o f the physical
processes in international commodity exchange will take place multilaterally, the
international accounting will also reflect this multilateral equilibrium. The current
accounts of the countries kept with the International Bank for Economic Cooperation
will show a zero balance, while in the detailed accounts reflecting the status of bilateral
relations, a zero balance will not be found even after the bilateral commodity exchange of
a whole year will have been recorded. For this reason, mutual compensations and
transfers should be included in the process of international financial accounting, thus
creating a zero balance also in the detailed accounts.

However, the realization of planned multilaterality faces serious difficulties. It
presupposes such a degree of consciousness and planning which is almost impossible to
attain on an international scale. A further problem of planned multilaterality is that it can
be accomplished only on state level.

The other theoretically possible way of multilaterally balancing the international
commodity exchange is to increase the role of money, so that money used in
international trade should play the role of general equivalent, and general means of
purchase. The general equivalent, general means of purchase character of money
manifests itself in that commodities can be bought, more or less without restrictions, for
money also in the sphere of the international economic relations between countries and
that the buyer (the money-holder) may reckon with an adequate commodity supply
while the seller is interested in selling his goods for money.

When the international exchange of commodities is served by money that is a
general equivalent as well as a general means of purchase, then the multilateral balancing
of commodity exchange can be realized relatively easily. The holder of money can
separate the money-commodity process. For money functioning in international trade he
can buy in the country where the supply of goods and their prices are the most
advantageous for him, as this kind of money is the general equivalent, the general means
of purchase sought by each country of the community. Multilateral balancing, or rather
the settling of positive and negative trade balances in individual relations can be realized
without any special planned effort or agreement.

When international trade is transacted with the mediation of real money (general
equivalent and general means of purchase) this does not hinder the international
economic relations of a country from being tied preponderantly to one or a few other
countries nor that turnover with them should be mainly bilaterally balanced. However,/?
opens the way toward multilaterality.
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When money plays an active role in the transaction of international trade, thus,
when there is an adequate supply available against the general equivalent, the general
means of purchase, the previous planning in physical terms of the exchange of foods
among member countries becomes unnecessary; physical planning may be restricted to
the exchange of the most important articles between the national exonomies. However,
the value indicators (in terms of money) become the focus in the planning of
international economic relations and the international collation of plans, indicators like
the total value of imports and exports in money terms, the balance of payments and its
magnitude etc.

All this presume a set of economic and social conditions. Some of them are as
follows:

— Developed commodity (market) and monetary relations must prevail in the
economically cooperating member countries. Money has to play an active role also in the
national economies of the individual countries.

— Production, trade and consumption of products should not be regulated by
instructions expressed in terms of physical units of measurement in the economic control
systems of the individual countries, or such instructions should be given only for a limited
scope of products. This is a condition for money to play the role of a general means of
purchase.

— The systems of economic control in the individual countries (legal regulations)
should make it possible for the economic units (enterprises, trusts, unions, farms) to buy
commodities relatively freely from abroad as well and to sell their products abroad, and
they should not be extensively tied by compulsory prescriptions regarding the sale and
purchase of products. The maintenance of bilateral commodity compensation is possible
in a limited circle if it leaves sufficient scope for the trade not specified in physical terms.

— The individual countries must be economically prepared for the transaction of
their international trade largely without administrative restrictions, with the aid of
economic instruments. This preparation embraces a sufficiently high technological
standard of the products manifactured in the country, a relatively high level of labour
productivity, a relative abundance of products, the formation of foreign exchange
reserves etc.

The background of contemporary bilateralism

The mutual economic relations of the CMEA countries are characterized at present
by bilateral balancing. The trade between member countries is transacted on the basis of
five-year agreements on foreign trade, specifying the assortment and quantity of the
goods to be delivered.

The national systems of economic management of the CMEA countries and the set
of instruments elaborated in economic cooperation (the international mechanism) could,
in principle, make possible the realization of planned multilaterality as well; together with
the conclusion of widespread multilateral commodity compensation deals. However, the
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development of economic relations has shown that planned multilaterality can not be
realized at present. Even multilateral commodity compensation agreements are rare,
although the economic importance of multilateral balancing as one of the significant
factors in intensifying mutual economic relations has been widely acknowledged and
expressed in principle.

The following factors may serve as an explanation why CMEA countries do not
apply planned multilaterality and multilateral commodity compensation:

—The national economies of member countries have become bilaterally harmonized
as a result of bilateral economic cooperation through several decades. The circle of goods
they provide bilaterally for each other has become clearly established, their physical
assortment remains largely constant, only the quantities to be supplied change from time
to time.

—It has not been revealed what kind and what quantity of goods could still be
additionally produced in the individual countries, though presently not produced, mainly
because no commodity to be supplied against them could be agreed upon in the bilateral
relations in which the individual member countries take part, and the idea of multilateral
commodity ¢ mpensation deals has not yet been circumspectly examined.

—The realization of planned multilaterality is so complicated and cumbersome that
the countries do not undertake it.

The question which of the three above-mentioned factors plays the decisive role in
the CMEA community, could only be answered if the interested member countries, or the
organs of the CMEA, undertook a thorough analysis in order to throw light upon the
problem. Such an analysis could clarify whether multilateral balancing is objectively
justified, what reserves could be mobilized for the expansion of economic relations, and,
last but not least, what should be done for the exploitation of the objectively existing
possibilities.

A concrete analysis cannot be substituted by such general statements that
multilaterality can only be realized gradually, to the extent that the necessary
circumstances and conditions are being provided.

The road to multilaterality

What are the possibilities for the realization of a multilateral balancing of
international commodity exchange within the CMEA through an increased role of
money? What conditions have to be provided for this in the individual national
economies, in their economic control systems and as regards the instruments of regulation
to be applied in the international cooperation of the CMEA countries?

Examining the problem from the aspect of the national economies of the individual
member countries, as | see it, tree conditions must simultaneously exist:

1 The producing and trading companies should have the opportunity to decide on
the quantities to be produced with their existing production capacities in a wide range of
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products, to decide how they want to sell these products on the basis of their business
connections (selection of customer), including the producer or foreign trade companies of
other CMEA member countries. For this it is necessary that the enterprises should not be
given compulsory production and trading tasks for a relatively wide range of products.
The producing enterprises should be allowed to sell their products not only on the
domestic market, but directly, or through foreign trade companies, on foreign markets as
well.

2. An efficient system of enterprise stimulation is called for, so that the enterprises
should be interested in stepping up production, in selling additional output, and should
be thus prompted to seek selling opportunities.

3. Further, certain reserves of products, materials and production capacities are
needed for the supply of possibly emerging demands on part of the enterprises of other
CMEA countries. When the supply of products is scarce, and even more when product
shortages are characteristic, the introduction of such trading methods understandably
faces obstacles within an economy as well as on an international scale.

On the other hand, also international regulation has to be established so that is
should provide opportunities for the exchange of a wide range of goods between the
producing or foreign trading companies of different countries without the assortment and
volume of the exchange of such goods among the countries being determined by
interstate agreements or by other compulsory state documents.

The national and international regulations should allow the enterprises of the
CMEA member countries to exchange their national currency for transferable roubles or
for the currency of another member country, thus obtaining money with which they can
buy in another member country. For the time being, the transferable rouble does not
fuction within the individual member countries as a means of purchase, and the
development of such a function would be rather difficult. It seems less complicated and
more easily attainable to achieve that enterprises should be able to buy for their own
national currency the currency of the country in which they intend to purchase. The
relevant national banking organs and the International Bank for Economic Cooperation
could mediate in the conversion and it seems even desirable to transact the conversion
and transfer in transferable roubles (through the accounts of the designated banks).

To sum up briefly the essence of the necessary changes: Prescription of production
and trading tasks in physical terms should be eliminated for a relatively wide range of
products both in the individual countries and in international economic relations. The
enterprises should be allowed to develop their own production and selling schemes on the
basis of their existing production capacities, by taking into account external demand as
well as their own financial interests. Thus, it is essential that, besides the central state
organs, the producing and foreign trading enterprises obtain an active role.

I think it need not be explained minutiously why such changes would result in the
activation of the role of money, in expanding multilaterality and, besides, in a more
flexible adaptation to needs. In the sphere of the liberalized commodities decisions of
enterprises based on a study of demand and supply relations could assert themselves.
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Restriction of compulsory bilateral balancing would no more hinder sales for money by
enterprises in other CMEA countries.

In order to attain this situation, significant modifications are obviously needed in
the national as well as in the international regulations. Activation of monetary relations,
an increased role of money and, through these, the service of sensible multilaterality may
be expected from these changes only if the scope of goods produced and sold under this
scheme is wide enough.

It is justified to remind the reader here that the Comperehensive Program for the
development of the socialist integration of the CMEA member countries accords an
important role in the trade among member countries to the sphere of commodities whose
quotas are set in value terms and these whose trade is exempted from quotas, in addition
to the commodities trade according to quotas determined in physical terms.

According to the Comprehensive Program, physical quotas will embrace goods that
are primarily important for satisfying the needs of the national economies and of the
population of the countries concluding the treaty (basic materials, fuels, machinery and
equipments, agricultural products, food and consumer goods). For such products physical
quotas are to be set for the full period of the validity of the long-term trade agreement in
the future as well.

The quantities of goods to be delivered under quotas set in value terms will be
determined by the contracts concluded under private law by the trading companies of the
member countries. (Value quotas are suitable for setting state limits to the volume of
goods to be delivered by individual member countries and, as such, may be an important
means of state control.)

The assortment, quantity and price of goods to be delivered free from quotas would
be determined by agreement of the enterprises, within the framework of the pricing
principles and general sales terms valid in the foreign trade between CMEA member
countries.

The Comprehensive Program has announced in principle the possibility of foreign
trade on the basis of value quotas and of that free from quotas and set the task of the
work and the analyses necessary for practical realization.

Now, the economic and organizing work of member countries and of the organs of
the CMEA is needed. Experience and analyses of the period since the approval of the
Comprehensive Program have proven that progress toward the assertion of trade
according to value quotas and that free from quotas is possible only if modifications are
made both on the level of international regulations, further, if efforts are made to create
the economic background (reserves of products, materials and production capacities)
necessary for such trade. Economic conditions for a certain progress are already given, a
greater advancement needs more preparation. Certainly, even with the best of intentions
and willingness, progress can be but gradual.

In order to attain such an organizational order of economic relations between the
CMEA member countries under which state-level agreements and physical restrictions are
limited to the inevitably necessary sphere and a considerable part of mutual shipments are
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made within the framework of relations between enterprises with an increased role of
economic intstruments, among them of money, serious preparations are needed.
However, these preparations are worth making, as they might lead to a greater efficiency
of the national economy of each country, and, to a simultaneous, rapid improvement of
their mutual economic relations.

Monetary and financial steps to be taken

Assignment o f claims. As long as the economic relations between CMEA countries
are characterized by the bilateral balancing of trade, and by quotas in physical terms,
introduction of the assignment o f bilateral claims among countries seems reasonable in the
monetary and financial settlements between member countries.

In some more detail, this means that any CMEA member country obtaining a claim
in transferable roubles for a shipment of some commodity or for some service provided
(this claim being recorded in the detailed accounts kept with the International Bank for
Economic Cooperation) would be entitled to transfer (cede) this claim to another
member country, thus changing the beneficiary in bilateral relations. In other words,
against the goods delivered to a specific bilateral partner, the buyer would have to remit
to a country other than the supplier.

When setting the rules for the assignment of bilateral claims it should be determined
also whether the previous consent or notification of the debtor country is necessary.
In the light of the general rules of international economic relations it seems by no
means justified to make the cession of the claim dependent upon the consent of the
debtor country, as this would only slow down the transaction. However, with regard to
the nature of the economic cooperation and international accounting within the CMEA,
it seems advisable that the International Bank for Economic Cooperation as well as the
debtor country (or its designated bank) should be notified about a transfer effected.

Institutionalization of the assignment of claims could open the way for the emer-
gence of commodity and financial transactions and settlements involving three or more
countries, even under the system of bilateral balancing and physical quotas in the trade
between member countries. In this way, such opportunities of commodity purchases
could be explored as would remain otherwise hidden during a given period.

Transferability. When money acquires a greater role in the economic relations
among CMEA member countries, functioning as a general equivalent and general means of
purchase in a relatively major sphere of international commodity exchange, the
realization o f transferability will become possible and expedient as well.

The changed role of money (of the international money, the transferable rouble)
will assert itself in that it will be the general equivalent and general means of purchase
itself (without being attached to bilateral relations). It will be money for which its owner
will be able to purchase in any member country (planned quotas in physical terms will be
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restricted to commodities of primary importance for the national economies); thus, the
member countries and their enterprises will be economically interested in selling goods
for this money. A more abundant supply will be made possible by the material
production of the member countries. It is also conceivable that the foreign trade prices
will, as a rule, be affected by supply and demand as well.

Under such circumstances the international exchange of goods would take place as
a series of commodity-money and money-commodity transactions. The exchange of
goods against goods would cease, with the circulation of money being more than a passive
concomitant of trading in commodities.

Money could and would move independently as well. The transferable rouble issued
by the International Bank for Economic Cooperation would be money in the full sense, a
general equivalent, and a general means of purchase. This would require adequate changes
in the regulation of currency issue as well.

As soon as money becomes a general equivalent, a general means of purchase itself,
moving independently, its transfer between the designated banks of different countries
becomes reasonable and, for several reasons, economically justifiable.

As | see it, the system of international settlements within the CMEA will meet the
basic principles formulated at the time of its creation only if transferability in the above
sense will be made possible. Only then can the international money of the CMEA, the
transferable rouble live up to its name, and become really transferable.

Compensation of balances. When the development of the economic instruments
used in the economic relations of the CMEA countries, and within them, of their
monetary and financial regulation system, reaches the level on which only a part of the
commodity exchange of member countries remains determined in physical terms and the
greater, or at least, a significant proportion is transacted on the basis of commodity
(market) and money relations, against an actively functioning money, then the mutual
compensation of bilateral balances will be reasonably integrated into the system of
financial settlements o f the member countries.

This would mean that all CMEA member countries having credit balance on the
basis of bilateral foreign trade shipments with one or more member countries as well as
debit balances with shipments with one or more member countries could partly or wholly
settle these balances periodically on a multilateral basis, by mutual compensation.

The mutual compensation of balances is a sensible form of financial settlements in
multilateral clearing systems. Practical experience is available concerning such systems of
settlements, for instance, from the former operation of the European Payments Union.
Although the economic environment is different in the socialist community, the
reasonable elements of the compensation of balances might be utilized. The counter-
argument is unfounded, according to which all receipts and expenses, credits and debits
in transferable roubles of the state banks of CMEA member countries are synthetized in
the accounts kept with the International Bank for Economic Cooperation and,
consequently, the receipts, expenses and balances emerging in bilateral relations are of no
significance. In reality, namely, as has been described above, the importance of bilateral
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development and recording of the economic relations has not been eliminated; on the
contrary, arigid bilateral balancing is characteristic.

Utilization of interest receipts. Although the International Bank for Economic
Cooperation credits the accounts of the member banks according to their credit balances
(deposits) with an interest, for the time being the member countries are not interested in
keeping considerable amounts of trasferable roubles on their accounts, in placing deposits
with the Bank. One of the reasons is that the interest receipts of the member countries
from the International Bank for Economic Cooperation are credits that cannot be
transformed into bilateral claims and, thus, no commodity can be purchased for them.

In the short run, interests could be mobilized by distributing the interests paid by
debtor countries among those who place credits with the International Bank for
Economic Cooperation in the forms of current account or deposits (substracting the
margin between interest after deposits and on credits, due to the Bank). In this way the
credit receipts of the creditor countries could be transformed into claims against definite
countries and could be exchanged for commodities in bilateral relations. Such an
accounting of interest would also make the raising of interest rates after deposits
attractive, thus mobilizing monetary reserves.

Of course, | regard such an accounting of interest appropriate only under the
present conditions. When money acquires the role of general equivalent, a general means
of purchase in a wide sphere of commodities, this rather artificial mode of accounting
interests will become superfluous.

Utilizing credit sources. As has been indicated in [1] the utilization of credits
provided by the International Investment Bank (MB) in transferable roubles is rather
cumbersome, sometimes impossible. These credits cannot be spent on buying in CMEA
member countries products —machinery, engines, vehicles, materials —that are produced
in considerable quantities both for domestic use and for export.

The analyses carried out in the organs of the CMEA pointed out that the reasons
of this deficiency lie in national economic planning and is the inappropriate collation of
plans; more exactly, in that the bilateral coordination of plans is completed without
taking into account the product coverage of credits provided by the 1IB. The studies
elaborated and approved by the organs of the CMEA suggest to surmount the problem by
means of such collation of plans as would reckon with the commodity coverage of credits
granted by the IIB.

In reality, however, the problem is far beyond being a technical one: it is rooted in
the lack, and even conflict, of interests. A CMEA member country delivering goods
(machinery, equipment, materials etc.) against the credit provided by the IIB is unable to
spend the transferable roubles received on the purchase of goods as it cannot turn with its
claim to any of its bilateral partners. If it still supplies the goods, it become finally a real
investment creditor against intentions.

The difficulties in the utilization of credits provided by the International
Investment Bank stem from the present system of the economic relations and accounting
of the CMEA; from the fact that the relations between individual member countries are
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bilaterally planned in physical terms. For a smooth utilization of the credits provided by
the Bank, activation of the role of money is needed in the economic relations within the
CMEA. (As the content of this development process has been elaborated above, | need
not repeat it in this place.)

Can we do anything for the utilization of the credits provided by the 11B before the
role of money becomes actually greater in the economic relations between CMEA
member countries?

In my opinion, as long as the planning, organization and accounting of the
commodity shipments are done according to the present system, the commodity coverage
of the credits granted by the IIB can be efficiently provided only if the Bank is given
privileged rights to order machinery, instruments and investment materials in individual
CMEA member countries, in proportion to the contribution of member countries to the
capital and the special funds of the Bank and to the extent of credits provided for the
Bank.

The International Investment Bank should be entitled to use its privileged right of
ordering also for buying goods with the purpose of passing them on for the realization of
the investments credited. This could greatly improve the conditions for the operation of
the Bank.

Joint investments. Experience of recent years suggests that the CMEA member
countries will regularly pool their resources for the realization of joint investments in the
future as well. A joint investment is financed by the interested country or countries
through interstate loans provided for the country on whose territory the investment is
realized. These countries also undertake the shipment of certain machines, construction
materials, and other goods, or the performance of construction and mounting works. In
compensation, the country using the loan undertakes the delivery of a definite quantity
of certain goods through a given period. Such shipments are settled in the usual order of
foreign trade.

As regards the established practice, two factors deserve rethinking and pondering.

One is the rate of interest on credits. In the light of the usual terms of the
international money market, maintenance of the present low — 2 to 3 per cent —
rate of interest seems unjustified, its raising, perhaps even to its multiple, seems
reasonable.

The other problem is the pricing of commodities to be delivered against the loan.
Under circumstances involving common efforts of the cooperating countries in realizing
the production capacities, the use of world market prices (prices on the main market)
without correction is notjustified. This is also contrary to the usage of the world market:
it is a widespread practice that those participating in the creation of the production
capacities enjoy preferential prices. In whatever way we approach the problem, it seems
justified that the price applied to shipments serving the repayment of loans should be
preferential, significantly lower than foreign trade prices formed in the usual way. (In
determining the measure of the price reduction, the national costs of production might be
taken into account.)
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On the exchangeability of the collective and national currencies
of the CMEA-member countries

A currency is exhangeable when the money-holders are entitled to buy other
currencies in exchange for the money they have and they are also entitled to dispose of
the currency they got.

According to this general formulation the notions of exchangeability and
convertibility are identical.*

The question of the exchangeability (convertibility) within the CMEA community
has the following five aspects:

1. exchangeability of the transferable rouble for the national currencies of the
CMEA countries an conversely,

2. mutual exchangeability of the national currencies;

3. exchangeability ofthe transferable rouble for convertible currencies of countries
outside the CMEA;

4. exchangeability of the national currencies of CMEA member countries for those
of countries outside the CMEA,;

5. exchangeability of the currencies within the frameworks of the international
transfer of citizens and of tourism.

In my opinion, transferability within the CMEA should be treated separately from
its extension to other countries.

Whichever of the above degrees of exchangeability is aimed at, its realization is
possible only if on the one hand, an efficient development of international economic
relations requires it, and, on the other hand, only if the conditions of its realization are
provided. Let us consider in turn the degrees of convertibility.

At present, the commaodity exchange between CMEA member countries is realized
so that the foreign trade prices are set primarily in transferable roubles, deliveries are
mutually planned and laid down in foreign trade agreements. Neither the collective
currency, nor the national currency of any of the member countries emerges as a means
of purchase on the national market of another member country. Consequently, for the
time being, the exchange of transferable roubles for the national currencies of the
member countries is not necessary. However, as soon as money becomes active in the
mutual economic relations of the CMEA member countries in the above described way,
it will be necessary that the individual member countries and their enterprises should be
able to buy the national currency of another member country against their own national

«According to experiences of countries where- it has been realized, convertibility has several
degrees. It may be restricted to those regarded as foreigners by the exchange rules, but it may be
extended to residents as well; it may be effective in the accounting of foreign trade and other items of
the balance of payments, while capital transfers may be subject to special permits. Convertibility may
be restricted to transfers between central banks, or may be extended to other banks as well. When
analyzing the possibility of exchangeability, and convertibility within the CMEA community, a stand
must be taken also as to the degree of convertibility to be attained.
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currency or transferable roubles at their disposal, that is, that they may exchange
currencies in order to buy the required goods from the foreign enterprises against the
national currency thus acquired.

For the realization of exchangeability within the CMEA changes are need in at least
three fields:

— The material background has to be strengthened. The supply of goods has to be
expanded in the CMEA member countries, especially the production of hitherto scarce
commodities has to be increased: the technological standard of the products should be
improved; certain reserves of finished products, raw materials and production capacities
have to be created, in order that demand might be satisfied adequately and that the
internal and external balance of the national economies might be improved.

—Changes in the national systems of economic management. The sphere in which
production and circulation is regulated by compulsory instructions should be reduced;
the state control of production and distribution should be solved with the aid of indirect
economic regulators and an adequate system of enterprise stimulation. By pursuing an
efficient exchange rate policy, close relations should be established between external and
internal prices. The enterprises should be enabled to take an active part in the initiation
of foreign trade transactions as well as in their conclusion and realization.

— Transformation of the regulations and economic instruments of international
economic relations. The most salient fields of the necessary changes are: restriction of the
range of products exchanged on the basis of physical quotas to the articles of key
importance for the reproduction of the national economies and for the supply of the
needs of the population; regulation of an important proportion of foreign trade by quotas
determined in terms of value or without quotas at all; a more flexible pricing leaving
room for bargaining, in order to influence demand and supply, while maintaining the
general pricing principles.

Changes in the internal control systems and in the methods and instruments of
economic cooperation can be accomplished in a short time if the countries decide to take
these steps. Creation of the material conditions seems to be a more difficult task, but the
related problems should not be exaggerated, as a more efficient economic cooperation
does not require unilateral sacrifices from the individual member countries. Although the
expansion of available resources is called for, this is more than compensated by increased
resources at the disposal of the community. Thus, the exaggerated and one-sided stressing
of material conditions to be primarily provided is mistaken in principle, and harmful in
practice, since it paralyzes action at a time when it is most important that the countries
involved should take steps, and initiate the process improving the efficiency of
international socialist cooperation which, through the reserves mobilized by it, can give a
further impetus to its development.

—1In the process of the economic and methodological preparation a solution has to
be found for the specific economic problem that certain materials, machines, instruments
can be acquired by the CMEA member countries only from outside the community, from
developed capitalist countries. Such goods have to be usually paid for in convertible
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Western currencies. If CMEA countries are allowed to buy commodities directly from the
enterprises of other member countries against their national currency or transferable
rouble, such an undesired tendency may emerge that in the liberalized exchange between
member countries especially commodities imported from the West and those embodying
a large proportion of Western imports will be most sought, resulting in unilateral
advantages for the buyer country and involving economic disadvantages (foreign exchange
problems) for the seller country.

This problem might be solved by administrative restrictions on the one hand
(maintaining quotas for certain articles, export prohibitions) and with economic means
(e.g. setting of a surcharge, levy of an export duty, prescription of partial payment in a
convertible Western currency etc.) on the other.

In the case of joint investments, joint enterprises, international economic unions
etc. calculation of the transferable rouble equivalent of costs incurred in national
currencies, that is, their exchange, is already inevitable, although the weight of such
ventures is small in comparison to foreign trade turnover.

The role and weight of joint enterprises, international economic unions is to grow
in the future The volume of investments implemented through the joint effort of several
countries is certain to remain steady or even increase; this will only add to the necessity
of the exchangeability of currencies.

From the economic and political aspects alike, it is a wholly realistic target that the
exchange of national currencies for transferable roubles and vice versa as well as the
exchange of one national currency to another should be gradually realized, within the
community of CMEA member countries, involving increasing amounts and a gradually
increasing economic weight.

Activation of the role of money may take the form of the member countries’
acquiring through exchange national currencies of other member countries for the
purpose of buying or for payments. However, the exchange of transferable roubles for
national currencies and vice versa, further, the exchange of some national currency for
another cannot be unlimited, especially in the initial stage of such relations. The sum of
national currencies to be exchanged has to be limited in bilateral relations by agreements
between states or central banks. Progress has to be gradual. Restrictions might be
removed depending on and in proportion to the strengthening of harmony between
supply and demand, as well as with the elimination of the existing structural tensions
within the CMEA.

Foreign trading"and producing enterprises will be supplied with transferable roubles
and the national currencies of other countries by the banks of the member countries for
payments in national currency; the latter will transact currency exchanges within the
framework of their international banking relations, including those with the International
Bank for Economic Cooperation.
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Transfers by citizens

The transfer for, or by, citizens to another CMEA country may become necessary
especially under the following titles: wages paid for work performed abroad, fees,
royalties, to be tranferred to the country of residence; payments in connection with
accident, life, and property insurance; international trasfer of revenues from inheritance;
aid to relatives living abroad, alimony payments etc.

Tourism between CMEA countries has grown rapidly in recent years and has
reached considerable dimensions. Most of the member countries have eliminated the
earlier administrative restrictions on the travels of their citizens to other CMEA member
countries; this necessitates that the citizens wishing to travel get for their national cur-
rency an adequate amount of the currency of the host country.

The major regulators of the transfers and money exchanges of citizens are the
non-commercial rates of exchange, the exchange coefficient between the transferable
rouble and the Soviet rouble, the interstate limits of conversion, the nationally
determined norms for the supply of travelling citizens with the currencies of other
countries, levies and bankers’ charges.

Regulation of the non-commercial exchange rates of national currencies is based on
the principle that the citizen should acquire the same amount of purchasing power in the
other country as is represented by the money expressed in the original national currency.
The non-commercial rates of exchange of the currencies are regulated by a multilateral
interstate agreement. This regulation was changed in October, 1974 in the sense that the
member countries may depart from the multilaterally harmonized rates by 10 per cent in
both directions by bilateral agreement.

The turnover and balance of non-commercial payments between CMEA member
countries is accounted bilaterally by first convering them to Soviet roubles at the
non-commercial rates of exchange, and then to transferable roubles with the coefficient
between the Soviet and the transferable rouble, thus expressing them in the currency.
This latter coefficient reflects the purchasing parity between the Soviet domestic
consumer rouble and the transferable rouble. The turnover and balance of non-
commercial payments are planned by the CMEA member countries under the same
heading as their economic relations.

Transfers between citizens and the exchange of currencies for touristic purposes is
still limited by annual interstate agreements in several CMEA countries. However, these
sums are already significant and their role will certainly incrase in the coming years.

Exchangeability outside the CMEA
Extension of the exchangeability of the national currencies of CMEA member
countries to the currencies of countries outside the CMEA, especially to basic Western

currencies, is a question to be decided by each member country in a sovereign way, by
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weighing the possibility of creating the necessary conditions, as well as the expectable
advantages and disadvantages.

Making the national currency convertible and maintaining this convertibility has
definite conditions. The more important ones are:

— adequate monetary reserves for satisfying the demand for conversion and for
countering outside pressure for the devaluation of the currency;

—in addition to monetary reserves, adequate international credit supply is needed;

—the exchange rate must be realistic;

—quantitative limitations on foreign trade have to be at least significantly reduced;

it is desirable that the gap between economic development levels of countries
having convertible currencies should not be too large;

—the internal purchasing power of the currency should not deteriorate to an extent
endangering tis international valuation. (The rise in prices should not be faster than the
general rate prevailing in other countries with convertible currencies);

—an active economic policy should be pursued, capable of adequately influencing
exchange rates, the price level, the internal and external economic equilibrium.*

Of course, convertibility of any currency presupposes that goods can be purchased
for it, relatively free from limitations and hindrances in at least one country (but
preferably in several ones).

Declaration of convertibility in relation to Western currencies also presupposes that
the country declaring convertibility simultaneously joins in the activities of the relevant
international financial institutions (International Monetary Fund, World Bank). A few
socialist countries (Yugoslavia, Romania, Vietnam) are members of these international
financial institutions at present, and are in credit relations with them. However, none of
them has attained the convertibility of her national currency for Western convertible
currencies.

Convertibility of the transferable rouble

It is a common cause of the CMEA member countries to be decided in common,
how they judge making their collective currency, the transferable rouble, exchangeable
for convertible currencies of countries outside the CMEA. If they opt for convertibility,
further questions arise: what type of convertibility the find expedient to assert; what
preparatory steps should be taken; by what time they regard the introduction of
convertibility possible.

The Comprehensive Program does not set this target explicitly, but there are
indications in Hungarian literature concerning the possibility of introducing the
convertibility of the transferable rouble [3,4]. My opinion concerning the subject is as
follows.

*For a more detailed explanation of the conditions see 121
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As long as the transferable rouble remains basically an accounting unit, in fact only
registering the trade turnover agreed and specified in bilateral foreign trade agreements in
physical terms, as long as this money fails to play actually the role of general equivalent
and general means of purchase, at least in the sphere of a significant part of commaodities,
the question of exchangeability cannot be raised seriously and in an economically
well-founded manner even within the CMEA community, and much less so with regard to
the convertible currencies of countries outside the CMEA.

As soon as, through the consent of the member countries, it will have been attained
that the collective currency plays a significant economic role in the economic relations
between members, as soon as money will play the role of general equivalent and general
means of purchase in the majority of foreign trade transactions, as soon as the exchange
of national currencies (between different countries and their enterprises) for buying goods
will become widespread practice, and only then, it will also become possible that external
convertibility be introduced and asserted toward third countries having convertible
currencies outside the CMEA.

The external exchangeability o f the transferable rouble would mean only that the
banks and enterprises of countries outside the CMEA could freely exchange their claims
in transferable roubles for convertible currencies.

For this external convertibility the International Bank for Economic Cooperation
and the central bank of the member countries would have to undertake ajoint guarantee
for the conversion of claims in transferable roubles into convertible currencies of
countries outside the CMEA.

Exchangeability of the CMEA collective currency would allow the settling of
account of CMEA and Western countries in this currency, opening thus new ways and
mobilizing reserves for the development of economic relations between CMEA member
countries and those outside the community.

In order that the mutual exchangeability of the collective currency of the CMEA
and convertible currencies of countries outside it should be attained, a great many
conditions must be provided. Only after thorough preparations can we expect a lasting,
and economically efficient convertibility.

Full convertibility of the transferable rouble, that is, conversion by CMEA member
countries of claims in transferable roubles into convertible currencies outside the CMEA
cannot, in my opinion, be realized in the foreseeable future.

It is sufficient to indicate a few economic factors:

Demand of the CMEA member countries for Western convertible currencies
presently exceeds, and will exceed for a long time, the available sources. Their products,
with the exception of materials and foodstuffs, can often be sold on Western markets
only in limited quantities or at disadvantageous prices. For this reason, the amount of
convertible currency they can obtain through exports is limited. However, vithin the
CMEA, a highly dynamic increase of commodity turnover might be attained through
planning and conscious organization with the prevailing commodity pattern in several
classes of products, under conditions of less strict requirements regarding technological
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standards and up-to-dateness than asserted on the world market. It this way, certain
countries may accumulate considerable claims for transferable roubles. | believe that, in
the foreseeable future, neither the International Bank for Economic Cooperation, nor the
designated banks of the CMEA member countries can undertake, under joint liability, to
give convertible currency from outside the CMEA against claims of transferable roubles
acquired within the CMEA.

The measures suggested in the monetary and financial fields, the ways and
conditions concerning exchangeability of the collective currency and the national
currencies are expected to provoke discussion. Of course, some of the concepts,
suggestions may be rejected by the discussion while others may be modified. However, if
I could contribute however little to the exposition of the economic problems of the
monetary and financial tasks facing the CMEA, and especially, if however few of the
suggestions are accepted, in Hungary as well as by the CMEA, then my work was not
done in vain.
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MHOIOCTOPOHHOCTb, NMEPEBOANMOCTb N1 KOHBEPTUPYEMOCTb: X COAEP>XXAHNE
1 YCNoBuA X OCYLLECTB/IEHNA B C3B

. BUHLIE

MHOrocTopoHHee 6anaHcupoBaHve TOBapoobopoTa MexAay CcTpaHamu-yneHamum C3B npeg-
CTaBnseT Co60i 0fHY M3 BaXKHbIX 3a4a4 KoMniekCHOV NporpaMMbl COLMANUCTUYECKOR MHTErpaLmum.
B npuHUMNe 3TO MOXHO OCYLLEeCTBUTb ABOSAKUM 06pa3oM : MauM nyTem pas3paboTKy COrnacoBaHHbIX
no nonHol creunguKaLum TOBapoB MNNAHOB MEXAYHapOAHbIX TOBapOMOCTaBOK C y4eTOM MHOrO-
CTOPOHHOCTM (MNaHMpyemMas MHOFOCTOPOHHOCTb), WM e MOCPeACTBOM CYLLEeCTBEHHOIO YBE/u-
YEHUS PONK [eHer B MeXAyHapo4HOM TOBapHOM obpalieHun. Mo MHeHUKO aBTopa, nocnefHui
cnocob asnsetcs 6onee apdeKTMBHbIM, 6onee rMbKMM, a NO3TOMY W 6onee LENecoobpasHbIM.
OfiHaKo 3T0 MOXeT 6bITb OCYLLECTBNEHO Wb B TOM CNy4ae, ecnu 6yayT NPUHATbI LOMKHbIE MepbI
KaK B MexaHu3Me MeXAyHapoAHOro COTpyAHWYecTBa B pamkax COB, TakK W B CUCTEMAX HaLMOHasb-
HOr0 XO03ANCTBEHHOrO YNpaBfeHWs OTAeNbHbIX CTpaH-uneHoB C3B. Heo6Xxoaumbl NpakTuueckue
MeponpuATHSA, YTOObl HaMeyeHHble B KOMMIEKCHOW nporpaMmme CTOMMOCTHOE KOHTUHIEHTUPOBaHMe
1N GECKOHTWHIEHTHOEe BHELUHETOProBoe TOBapoobpalleHMe Ha MpakTUKe PacnpoCTPaHANUChL Ha Cy-
LLIeCTBEHHYIO YacTb BHELLIHETOProBoro o6opora.

ABTOp M3naraet KOHKPETHble NPeaioXeHUss OTHOCUTENbHO Mep, KOTOPbIX CrefoBano 6bl
NPUHATL B 06N1aCTW BaNOTHO-(IMHAHCOBbLIX, & TaKXXe OpraHW3auMOHHbIX Y 9KOHOMUYECKUX YCN0BUiA
MX ocyulecTBneHns. Tak OH npegnaraeT NPesocTaBUTb BOSMOXHOCTb 418 Nepefayn npuunTaioLLelics
33l0/DKEHHOCTW TpeTbell cTpaHe (06paTUMOCTb), XapakTepusupyeT ycnosus, Tpebylowmecs ans
OCYLLECTB/IEHNS MEPeBOAUMOCTU; 3aHMMAeTCs BOMPOCaMW, CBA3AHHLIMW C COAEpXaHWem U ycno-
BMAMW KOMMEHcaLuun canbfo; npeafiaraeT onpefeneHHble MeponpuaTAs B WHTepecax obecneyveHus
BO3MOXHOCTN MCNO/Mb30BaHMA MPOLEHTOB, HauncnseMbix MBIC, a Take Mepbl N0 OCYLLECTBEHUIO
TOBApHOro obecneyeHns KpeauToB MexayHapoLHOro MHBECTULIMOHHOIO 6aHKa.

IMoHATME KOHBEPTMPYEMOCTU B paMKax CTpaH-uneHoB COB fBnseTca 40BOSbHO MHOrOrpaH-
HbIM.

Mo MHeHMIO aBTOpa, KaTeroputo KOHBEPTUPYEMOCTW CrefyeT paccmarpusaTb 060C00MEHUI0
B paMmkax C3B 1 B 9KOHOMUYECKUX B3anmmocBa3ax BHe CIB.

B HacTosllee BpeMs KOHBEPTUPYEMOCTb HaLMOHabHbIX BaNtOT CTpaH-4neHoB COB ocyuiecT-
B/SIETCA B MNMAHWPYEMbIX paMKax B MeXAyHapOAHOM TYpUCTUYECKOM obpalleHun u B cepe He-
TOProBbIX NNaTeXeN.

ABTOp UMTaeT 3KOHOMWUYECKW NPaBW/bHLIM, PaLMOHaNbHLIM U BO3MOXHbIM, YTO6BbI —10C/e
C03JaHNA Heo6X0AUMbIX YCNOBWIA - B pamMkax C3B U B 3KOHOMMWYECKON cdepe OCyLLeCTBNANACh
KOHBEPTUPYEMOCTb HaLMOHaNbHbIX BalOT CTPaH-Y/IEHOB MEXAY CO6O0WA, a Takke MeXay HaluoHab-
HbIMMW Ba/IlOTaMW 1 KONIIEKTUBHOW BatOTON - NepeBOAHbIM py6neMm.

OH cuMTaeT TakXe BO3MOXHbIM, YTOObl - €C/M C 3TUM BYyAYT COrnacHbl cTpaHbl-yneHbl C3B
N €ecnu CBOe HaMepeHWe OHW OBOCHYIOT KOMMEKTUBHOW rapaHTueld, - 6blia cO3faHa U KOHBEpPTU-
PYeMOCTb KONNEKTUBHON BatoTel COB - MepeBOAHOr0 pybns - MO OTHOLIEHUIO K KOHBEPTU-
pyeMbIM BafnoTam CTpaH, He BXoAAawmx B C3B, HO TONbKO ANA 6GAHKOB W OPUANYECKUX NUL, 3TUX
He BXoAdwmux B COB cTpaH. 3T0 6bin 6bl cneunguyecknini Bug KoHeepTupyemoctn. OgHako B 61m-
Xalilem OyayllemM aBTOp He BMAMT BO3MOXHOCTW ANS TOrO, 4T06bl KOHBEPTMPYEMOCTb MEpPeBOA-
HOro py6ns Ha KOHBepTUpYeMble Ba/llOTbl TPETbUX CTPaH OCYLLEeCTBMAACh U s CTpaH-uneHos C3B.

Bo3moXXHOe BBefleHVEe KOHBEPTUPYEMOCTU HALUMOHANbHbIX BalOT CTpaH-uneHoB COB Ha
Ba/IlOTbl TPeTbMX CTPaH aBTOP CUMTAeT TakMM BOMPOCOM, pelleHne KOTOPOro BXOAMT B KOMMETeH-
LIMKO UCK/THOYMTENBHO NNLLL PYKOBOASALLMX OPraHOB OTAENbHbIX CTPaH.
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MAJOR SPECIALIZATION TENDENCIES OF HUNGARIAN
EXPORTS TO THE WEST

Accelerating changes in the structure of world economy observed during the past ten
years, the growing assertion of Common Market effects, as well as the intensive period of
Hungarian economic growth and the increasing export orientation of Hungarian development
policies and the economic control system justify the inquiry, how the changes in world
economy and in Hungarian economy are reflected in Hungarian exports to the West.

The period since 1965 has been the most dynamic long phase in the development of
Hungarian foreign trade. According to UN data, the total value of Hungarian exports rose
from $1.5 thousand million to $6.4 thousand million between 1965 and 1976, and within
it the value of exports to developed market economies from $0.3 thousand million to $1.5
thousand million. Within the total amount of Hungarian exports calculated at current
Forint prices the share of Western countries rose from 21.4 per cent to 31.5 per cent. If
the effect of world market price changes is disregarded, the yearly average real growth
rate of exports may be put at 9.3 per cent, or, a unit growth of national income was
concomitant with 1.75 units growth of exports. These dynamics show it clearly, to what
important extent the role of participation in the international division of labour has
grown in Hungarian economic development. As a consequence of the development trends
emerging in the past ten years, almost 50 per cent of Hungarian national income is now
realized through exports which indicates a very high degree of foreign trade sensitivity by
international comparison, and particularly relative to the CMEA countries.

Although through foreign economic relations with the CMEA countries world
economic effects reach Hungarian economy only in an indirect and softened form, and
with a time lag, in relations maintained with Western countries the processes of the world
market and world politics are directely reflected. From the aspect of the growth patterns
of the Hungarian economy, its control system, and the development policy priorities, it is
not at all an indifferent factor that Hungarian exports to the West realized about
one-sixth of the national income in 1976, in comparison to the 6—7 per cent in the
average of the 1950s. On the world average the ratio of exports to commodity production
and services amounts to about 14—15 per cent. Hungary shows thus an above-average
foreign trade sensitivity already on the basis of her trade with developed market
economies, exposed to direct market effects.

The dynamics of Hungarian exports were accompanied by considerable structural
transformation in connexion with international and domestic factors. In the total volume
of Hungarian exports the share of industrial articles (with a view to international
comparability now and in what follows the Standard International Trade Classification,
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Table 1

. 1938 1965 1970 1975 1976
Share of Hungary in (percentages)

—world exports 0.66 0.8 0.74 0.70 0.67

—total imports of developed
market economies - 0.2 0.2 0.2 0.2

—agrarian imports of developed
market economies _ 0.6 0.7 0.56

—industrial imports of devel-
oped market economies - 0.16 0.17 0.21

- CMEA countries’ exports to
Western countries - 7.8 8.8 6.9 6.8

Source: UN Yearbook of International Trade Statistics; OECD Foreign Trade Sta-
tistics

SITC, will be used) went down from 74 per cent to 72 per cent between 1965 and 1976,
while in Hungarian exports to developed market economies it rose from 36.6 per cent to
55.4 per cent. The structural transformation of exports indicates modification of the
traditional Hungarian specialization: from the 1970s Hungary appears as an exporter of
industrial articles also in the division of labour with Western countries, and her foreign
economic relations are shaped mainly by the international industrial division of labour.
The extent of this structural change is in itself an achievement remarkable also by
international comparison.

The evaluation of results reflected by the transformation of the export stmcture is
made easier by looking at the international market positions of Hungary.

The development of the international market positions of Hungary calls attention
to several processes of high importance. Despite their dynamic growth and structural
transformation the world economic importance of the Hungarian economy and its foreign
trade has remained practically the same. This is a rather rare phenomenon in the group of
small countries or in countries opening intensively towards the world economy. Since
1970 the share of the country has been decreasing in the total imports of the Western
countries —particularly in their agrarian imports — and also in their imports from CMEA
countries.

Thus the structural transformation of Hungarian exports to the West reflects the
increased export-orientation of Hungarian industrial development only partially. The
decreasing market share is to some extent connected with the relative weakening of the
agricultural market position, and with the consequences of the agricultural protectionism
of the Common Market, or of Hungarian commodity supply problems. The development
of the relative position on the market of industrial articles shows that the expansion of
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Hungarian exports is more reflective of the Hungarian economic policy effects, frequently
“forced reactions”, and of a certain regrouping of resources than of an increasing
international competitiveness. Hungarian positions in East-West trade also indicate that
the development of relations with both the advanced Western and the developing
countries, as well as with the community of the CMEA countries still hides unexploited
market reserves.

Product pattern characteristics of Hungarian exports to advanced
Western countries

The past ten years represented, with the exception of 1975, a dynamic period not
only for the Hungarian foreign trade but also for world trade: the structural
transformation of both has accelerated. That is why it is useful to closely examine the
characteristics of specialization which play a role in the international market positions of
Hungary. In the following we shall centre our attention on the trends emerging in the
exports of industrial articles, since today these make up the bulk of Hungarian exports to
non-socialist countries. Also the recent development trends of world economy have
created a new situation mainly in the industrial division of labour, and this field is as yet
much less surveyed than the trade in agricultural products.

The most important change in the product pattern of Hungarian exports is the
disappearance of the one-time agrarian character, the reduction to half of the share of
agricultural products, which reflect partly the fall in live-animal exports since 1973, and
partly the stagnation of vegetable and fruit exports. These unfavourable market
developments could not be counterbalanced by the expansion of Hungarian canned food,
fodder, spice, and wine exports: the agricultural exports of 1976 did not reach those
of 1973 even at current prices. On the other side, however, the export of primary energy
and its share in exports have considerably grown.

As a consequence of the stagnation of agricultural exports, since 1974 it has been
industrial products that constitute the larger share of Hungarian exports to developed
market economies. The exports of chemicals have grown particularly fast, their share in
trade has more than doubled, and surpassed even the share in world trade. The share of
steel products has also been growing at a rate above the average, and surpasses the average
share in world trade, too. The high share of light industrial consumer goods that had
developed by the middle of the last ten years (one-eighth of exports) was further
increased by the expansion of products of the clothing industry until 1974. As a result of
the development rate of machinery exports far above the average, the share of this
category in exports to the Western countries surpassed by the mid-1970s the Hungarian
share of before World War 1I. It is particularly the exports of road motor vehicles,
products of the shipbuilding industry, special industrial machines, television receivers,
domestic appliances, electric mass articles and parts that showed a higher than average
rate of development.
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Table 2
Commodity pattern o f Hungarian exports to advanced Western countries (in percentage of exports)
1965 1970 1973 1976

Total exports (mill.S) 279 533 1099 1563
Agricultu'al products 47.8 40.2 38.1 25.2
Live animals 175 15.6 16.6 51
Meat and preparations 131 111 10.6 9.5
Dairy-products, eggs 3.0 13 0.5 0.8
Cereals 0.3 0.3 0.7 0.7
Fruit and vegetables 8.7 5.7 6.0 4.1
Spices 1.0 0.8 0.7 13
Animal feeding-staff 0.1 0.5 0.9 19
Beverages 0.8 0.9 0.1 10
Raw materials 9.7 11.6 9.3 10.3
Mineral fuels 3.2 2.6 17 79
Oils and fats 17 13 13 11
Chemicals 4.2 53 51 9.4
Organic chemicals 2.2 3.2 32 2.3
Pharmaceutical products 12 11 10 31
Fertilizers - 0.1 0.3 15
Machinery and transport
equipment 4.6 6.9 6.9 10.6
Power generating machinery - 0.2 0.1 0.9
Metal working machinery 0.8 0.8 0.4 0.7
Electric power machinery 0.4 0.6 0.7
Telecommunications

equipment 0.5 0.5 0.9 0.5
Electric bulbs 0.8 1.0 14
Road motor vehicles 0.0 0.3 0.3 1.2
Bicycles 0.3 0.3 0.2
Instruments 0.4 0.5 0.3 0.4
Other industrial articles 27.8 311 36.9 354
Iron and steel 8.7 9.9 9.2 11.6
Non-ferrous metals 21 2.6 41 35
Manufactures of metal 0.6 15 15
Furniture 11 10 12 12
Textiles 4.9 4.0 3.9 4.3
Clothing 3.8 5.9 105 6.0
Leather manufactures 0.6 0.7 0.8 0.9
Shoes 1.0 0.9 0.9 0.8
Total exports 100.0 100.0 100.0 100.0

Source: OECD Trade by Commodities, Series “C”, 1965-70-73; Foreign Trade
Statistical Yearbook 1976, Central Statistical Office, Budapest
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I do not think it useful to examine the correlation between the profitability and
structural changes in the framework of our present analysis, since profitability
computations are usually made at current domestic prices, and are by no means free from
the distortions of the price system, as well as from the deficiencies of the Hungarian
income regulation methods applied to enterprises. It is, however, a remarkable
international phenomenon that in the light industrial and metallurgical branches —
supplying over three-fifths of Hungarian industrial exports — in the big Western countries
the returns on capital investments fell to O to 3 per cent in the 1970s.

Examination of the structure according to the degree of processing reveals a certain
improvement, e.g. within exports of the agrarian block the share of food products is on
the increase, just as that of clothing within the textile and clothing sector. The present
degree of processing, however, is still rather unfavourable by international comparison.
One-tenth of Hungarian agricultural exports is made up of canned food. Hungarian
exports of chemicals consist mainly of semi-finished products, pharmaceutical exports
mainly of basic materials, and machinery exports mainly of mass products. The degree of
processing of the dynamically rising Hungarian ferrous steel exports is well demonstrated
by the fact that in 1975 the general unit price of Hungarian steel plate imports was DFt*
3708/ton as opposed to the export price of DFt 1963/ton of the Hungarian product, and
in the case of tubes e.g. the average import price of DFt amounted to 16.913/ton as
compared to an export price of only DFt 4609/ton. In general, in all items of Hungarian
foreign trade in rolled articles the import prices surpassed considerably the export prices,
which indicates first of all a low degree of processing. [1]

Raising of the degree of processing is of high importance not only from the point of
view of increasing domestic net income, but also for the maximization of export earnings
and the security of development. The continuous exports of manufactured products
relying on import materials is gravely disturbed by the fact that it is raw materials and
semi-finished goods whose price level shows the highest market sensitivity, and the
socialist enterprises accustomed to the “stable” climate of planned economy can cope
with the consequences of a fluctuating price level with much greater difficulty than do
e.g. capitalist enterprises. Vertical industrialization based on processing local resources,
and the corresponding specialization are — ceteris paribus — much more important for the
small socialist countries than they are for developed market economies. It is a further
problem that raw material import costs can be fully recovered in the exports of
manufactured goods using imported materials mostly in the case only of a much better
than average market activity and market organization. Vertical development may be
neglected if the national economic profitability of the direct and indirect inputs of
intermediate phases is unfavourable.

Specialization gives an indication also of the nature of the division of labour with
advanced Western countries. Before World War II about five-sixths of Hungarian foreign
trade meant an intersectoral division of labour: first of all between agriculture and

*(DFt = foreign exchange forint, the accounting unit used in foreign trade up to 1975.)
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industry. Certain large enterprises, however, mainly in machine building, developed an
increasing division of labour within the sector with their foreign partners. In the period
following World War 1l the division of labour within the sector became the main dri-
ving force of world trade, first of all of foreign trade among industrially developed
countries.

The intersectoral character of Hungarian foreign trade with developed market
economies did not change practically up to the end of the last ten years. In his study
“Commodity pattern of Hungarian foreign trade” [2] Marton Tardos stresses the low
average ratio of intrasectoral specialization (22 per cent according to the input-output
table for 1972) as a characteristic feature of Hungarian foreign trade; within the national
average, however, exports directed to Western countries include relations within the
sector to a much smaller extent.

The exported agricultural products and light industrial articles had a foreign
exchange earning function: imports made up hardly 15 per cent of exports transacted in
the categories in 1970. Substitution of Western imports for products not producible
economically, satisfaction of new needs from import resources, exchange of assortments,
and rationalization of the product pattern started on a large scale in the 1970s, but halted
after 1973. Therefore, they can promote only to a limited extent that, beyond acquiring
shortage articles and exporting counter items, foreign trade should also mean a division
of labour, that it should release growth reserves, and that imports should serve the
development of exports to a greater extent.

Specialization is well highlighted also by the product concentration. It is a general
tendency that in the exports of countries joining the international division of labour on a
larger scale the spectrum of products is, as a consequence of a sharper world market
competition, necessarily smaller than in production. In small countries the product
concentration of exports is much higher than in big countries. Its importance becomes
evident particularly if a country participates in the international division of labour mainly
with industrial products, since the latter react much more sensitively on the aspects of the
economies of scale in the spheres of both production and trade, than do e.g. agricultural
products. In the small West European advanced countries e.g. the most important export
product makes up 10 to 30 per cent of exports, and the five most important ones make
up 40 to 50 per cent. A more diversified export structure is characteristic generally of big
countries.

In the case of Hungary the low degree of product concentration, i.e. the lack of
leading export products indicates the weakness of export specialization. The share of
siderurgical products in exports to Western countries amounts to 12 per cent, and that of
the five most important groups of products (steel and petroleum products, clothing,
live-animals, textiles) to 34 per cent. The aggregate share of a further ten important groups
of products amounted to about 25 per cent of exports in 1976.

The low degree of concentration is particularly conspicuous in the category of
engineering products in which, because of high specific commercialization costs, it is not
worth doing exports below a certain trade volume, and the rational sales of an ever
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increasing number of engineering products can be conceived only on markets with an
absorption-capacity of many million dollars.

Although, as regards the whole of Hungarian machine exports, a considerable
concentration is observable between 1968 and 1975, in exports to the West the value of
the Gini-Hirschmann concentration coefficient remained unchanged and so did the
number of the most important groups of products, i.e. 32. [3]

Small countries generally try to improve or influence their market position by
intensifying concentration. Swiss positions on the international watch market are a
consequence of product concentration, just as are Dutch positions on the market of
electric therapeutical equipments and telecommunication appliances, Swedish positions in
ball bearings, Spanish positions in ships and Finnish positions on the international paper
market.

As a consequence of low product concentration the Hungarian market share in the
imports of OECD countries reaches 5 per cent only on the not too important salami
market, it approaches 3 per cent on the electric bulb market, 2 per cent on the tinned
meat market, and about 1 per cent on the markets of aluminium, glass and clothing. Since
1965 the share of Hungarian articles in OECD imports fell from 0.5 per cent to 0.3 per
cent in pharmaceuticals and shoes, from 0.5 per cent to 0.2 per cent in TV sets, from 0.8
per cent to 0.5 par cent in furniture, from 1 per cent to 0.7 per cent in sporting articles.

Hungarian market positions strengthened within OECD imports in organic
chemicals (from 0.2 per cent to 0.4 per cent), steel products (from 0.4 to 0.6 per cent),
household electric appliances (from 0 to 0.2 per cent), electric bulbs (from 1.5 to 2.7 per
cent), tinned meat (from 1 per cent to 1.6 per cent), aluminium (from 0.7 to 1.2 per
cent), clothing (from 0.5 to 1.1 per cent ), and leather (from 0 to 0.5 per cent). On the
whole, Hungary has had an unchanged 0.1 per cent share in the machinery imports of
developed market economies since 1965, a 0.2 per cent share in chemical imports, and
her share in the category of other industrial articles has been 0.3 per cent since 1970.
Because of these marginal positions a market influencing role cannot be established and,
thus, there is no alternative to a complete adjustment to market tendencies and
requirements.

The index numbers of concentration and specialization may be complemented by
an examination according to sources of growth. It is a general tendency with small
countries that specialization relies — with a view to reducing the diseconomies of scale
inherent in small national economic dimensions —to a much larger extent on advantages
deriving from georgraphical conditions, and production traditions. Accordingly, in the
concentration according to groups of products the share of agricultural products, raw
materials, semi-finished and finished products having a local material basis is higher than
the average would be according to development level. In the case of Hungary this
tendency is marked first of all by the comparatively high share of agricultural and food
industry products, and of aluminium. Round half of Hungarian exports to the western
countries is still based on comparative advantages deriving from natural geographical
conditions. The considerable weight of steel and chemical semi-finished products having

Acta Oeconomica 20, 1978



154 B. KADAR: HUNGARIAN EXPORTS TO THE WEST

no local material basis is, however, exceptional, since the exports of these capital-
intensive products with a pay-off period well above the average can be considerable on an
international scale only in the case of highly favourable transport and energy production
possibilities, a relative abundance of capital, or a particularly strong market organization.
The similarly raw-material-intensive textile and clothing industry, and partly also the
leather- and furniture industries are also built in Hungary on foreign raw materials. With
no local raw material basis, specialization for exports of these products may be explained,
in accordance with international experience, by labour intensity i.e. comparative wage
advantages, and also by the fact that the competitiveness of products with lower technical
requirements is usually guaranteed by a strongly depressed wage level. Data are not
available for an international comparison of the labour-, capital, and natural resource-
intensities of Hungarian industrial sectors and subsectors.

The most recent comprehensive picture of the factor-intensity of the most
important products participating in international trade is provided by Béla Balassa’s
computations [4], covering factor-intensity on basis of the 1972 average of 184 product
categories of 36 countries.

The factor-intensity proportions of the above-listed products making up over
two-fifths of Hungarian exports to the West in 1973, and more than 80 per cent of
exports of industrial arrticles show that about two-fifths of Hungarian exports of
industrial articles are contributed by simple, labour-intensive, light industrial consumer
articles of a lower sectoral wage level. Over half of the products in sectors with a wage
level above the average (glassware, organic chemicals, medicaments, machinery, metallur-
gical products) are much more real capital-intensive than the average. From the point of
view of the combined proportions of capital-intensity, wage level, and value added the
TV, instruments, refrigerators, medical appliances and equipment, machine tools,
medicaments and ships may be considered as favourable, these products make up,
however, 8 to 12 per cent of Hungarian exports.

In general, international practice considers the following products to be most raw
material- and energy-intensive, in the order as follows: chemicals, cement, metallurgical
products, wood and paper products. The textile, clothing, leather, and food products
demand simple labour, while aircrafts, ships, public transport vehicles, non-electric, and
electric machinery require qualified labour. Aircrafts, electric machines, pharmaceutical
and precision engineering products are research-intensive.

On the basis of international accounting methods about five-sixths of Hungarian
exports are raw-material-intensive, half of which rely on a domestic raw material basis.
Products that are highly energy-intensive on an international average (metallurgical
products, chemicals, aluminium, certain agricultural products) constitute about 40 to 50
per cent of exports. Light industrial products requiring simple labour and using primarily
imported materials make up about 15 per cent of exports.

A characteristic feature of Hungarian economic development after World War 11 was
an intensive quantitative development of education and vocational training, and the
development of research capacities of considerable proportions also on an international
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Table 3

Factor-intensity proportions o f the most important groups o f products

Per capita Rteg 'ﬁu?]:;ﬁal
Real capital human capital Value -
Product investrr?ent investmeF;]t added Wages - capital
$1 000 investments
$ (%)
Cotton fabrics 13.2 23.8 10.0 6.6 55
Women’s and children’s
clothing 21 125 8.6 5.2 17
Leather 75 23.8 12.3 75 31
Shoes 2.2 16 9.0 5.6 141
Furniture 45 21.7 11.0 6.7 21
Glassware 35.6 49.7 23.1 111 72
Organic chemicals 75.4 48.7 37.1 116 155
Medicaments 17.7 42.3 38.9 10.9 42
Fertilizers 39.7 10.7 19.3 1.7 124
Ferrous steel
metallurgical products 37.9 311 17.4 10.6 122
Aluminium 329 30.1 15.7 10.0 110
Metal products 6.9 27.3 13.9 8.6 25
Machine tools 11.6 41.4 16.5 10.9 28
Electromotors,
generators 8.5 28.4 14.3 8.9 30
Radio and TV
equipment 55 43.0 151 10.1 12
Electric lamps 9.8 131 17.8 7.1 75
Refrigerators 8.9 33.6 17.8 9.2 26
Transport vehicles 132 25.9 24.7 111 51
Bicycles 5.9 153 121 7.7 39
Ships 5.7 321 10.1 9.4 18
Scientific
instruments 6.0 35.2 14.4 9.0 17
Medical appliances
and equipment 6.5 25.2 16.8 8.0 26

scale. (The rate of research workers surpasses 1 per cent of those employed; research
inputs amount to about 2.5—3 per cent of the national income.) The commodity pattern
of exports to Western countries does not testify to the exploitation of comparative
advantages latent in the qualification standards and the relative wage level of the
Hungarian labour force. The weight of machine industrial sectors requiring much highly
qualified labour (vehicle industry) reaches hardly 2 per cent, that of research-intensive
sectors 8 per cent. The share of pharmaceutical products (mostly basic materials) having
important traditions and highly research-intensive, is low.
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We do not find such export-carrying products, in which Hungarian exports would
rely on the advantages of mass production made in principle possible by the socialist
large-scale industrial organization. At the same time, the weight of individual special
products playing otherwise an important role in the specialization of small developed
countries is marginal. In another approach, the share of products equally satisfying the
criteria of technical-structural development and world market compatibility (e.g. machine
tools, buses and parts, vacuum technical products, medical instruments, optical
instruments) is also slight. Summing up: only about 30 to 40 per cent of Hungarian
exports to the West are supported by such natural conditions or potentials of the
qualification level which may be asserted also in the long run and adequate exploitation
favourably influences the course of the economic development.

Of course, the product-centred, or sector-centred structural analysis does not give in
itself, and particularly at a higher level of the division of labour, a full picture of the
growth interrelations of specialization, and of the phase-level development of comparative
advantage. The examination of foreign trade according to value-added provides interesting
complementary proofs. Calculations made using the data of the 1971 input-output table
show that Ft 1 million Hungarian exports to the dollar area engaged on average 15.4
workers Ft 1.96 million capital as opposed to the average number of 13 workers and Ft
1.53 million of capital in the productive branches on average and to the 14.6 workers Ft
2.01 million capital engaged in the substitution of imports from the dollar area. [5]
Hungarian exports are much more capital-intensive than labour-intensive on national
economic average, which is not at all favourable for a country poor in capital and wishing
to rely on her advantages coming from a favourable endowment with skilled labour and
the wage level. According to international experience, for a small country it is not
self-evident, either, that the labour- and capital-intensity indicators of export-producing
and import-substituting branches should be that close to each other. The proportions
necessarily constraining the growth generating effect of exports also indicate that
unexplored reserves are considerable in the field of specialization.

This multidimensional examination of the commodity pattern of Hungarian exports
shows, therefore, that while the Hungarian export stmcture went through important
changes during the last decade, it still shows a large number of irregular features in
relation to the Hungarian sources of growth, its development level, and considering
certain international norms of experience. The specialization features of exports are not
at all exemplary, they do not reflect the particularities that would be expectable on the
basis of the size of the economy, its development level, its endowment with growth
resources, or considering the predominance of large-scale work organization inherent in
the socialist system of economy, and it is only the extent of reliance on natural
conditions that approaches what is desirable.
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Effect of recent world economic developments

The world economic processes emerging since 1973—74, and the internationally
large-scale deterioration in the terms of Hungarian trade up to the present day have made
it dramatically obvious, to what great extent Hungarian socio-economic development
depends on the character of the Hungarian participation in the international division of
labour. As regards evaluation of these developments, however, interpretations differ.
Certain views associate the problems of Hungarian economy and foreign trade only with
exogenous factors independent of the country, such as the price explosion, recession, in
Western countries inflation, and a certain cooling in East-West political relations, and they
also expect the easing of problems of Hungarian foreign trade from changes in these
international processes or in a weakening or modification of such effects. Certain
opinions recommend import substitution as a remedy, with reference exactly to foreign
economic conditions judged unfavourable in the long perspective, and to international
protectionism.

Other analyses again call it to attention that the recent world economic problems
could arise with such gravity only with the given technical development level, and with
the given economic control system and economic policy attitude. [6]

The latter positions are supported also by several world economic developments. It
is an undeniable fact that the world economic price effects of 1973—74 were much more
unfavourable in the average of the OECD countries (-13 per cent), and particularly in the
case of South-European countries, as well as in Japan, the German Federal Republic,
France, Great Britain, Denmark and the U.S. than in the Western sector of Hunganan
foreign trade. But the unfavourable consequences of the shift in relative prices could be
lessened or counterbalanced by several strongly affected developed market economies
through the transformation of their foreign trade structure. More lasting troubles arose
mainly in South-European countries, as well as in Great Britain and France, which were
less resistant to protectionist traditions and were struggling with uncertainty in decisions
on economic policy and politics. Also the phenomenon points to the same direction that
the level of Hungarian export prices within certain groups of products was rising
slowlier than the world average. Thus e.g., according to a UN statistical investigation, [7]
the export prices of developed market economies rose by 92 per cent between 1970 and
1975, and within this the prices of chemicals by 103 per cent, those of machinery by 88
per cent, and of other industrial articles by 76 per cent. The aggregate price level of the
finished goods exports of developing countries remained essentially the same in 1976.
Hungarian export prices expressed in dollars, however, rose by 85 per cent between 1970
and 1976, and within this the price level of machinery and equipment by only 38 per
cent, that of chemicals by 49 per cent, and that of other industrial articles by 84 per cent,
and of primary energy by 140 per cent.

Therefore, problems of the Hungarian foreign trade with Western countries cannot
be explained solely with the crisis effects, i.e. with the stagnating economic development
of the capitalist world. It is an undeniable fact that the economy of Western countries
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was practically stagnating in the average of 1974—75, but since the last quarter of 1975
growth started again and in the second half on the present decade the expectable yearly
rate of economic growth will lag behind the average of the preceding decade —considered
as dynamic - by 0.5—1 per cent at the most. It is also remarkable that foreign trade
relations did not diminish even at the trough of the crisis: the volume of imports of
developed market economies grew by 12 per cent between 1973 and 1976. In spite of
sales conditions becoming difficult, the absorptive capacities could be well used for
augmenting exports and strengthening their market positions by countries pursuing
dynamic and flexible foreign economic and structural policies as Japan, the Netherlands,
the German Federal Republic, and a few other, semi-industrialized countries. It is typical
that between 1973 and 1976 Hungarian exports to the West grew by 7 per cent as
opposed to a 15 per cent growth of the exports in the Federal Republic. 22 per cent in
Austria, 11 per cent in the Netherlands, 25 per cent in Ireland, 30 per cent in Spain, 32
per cent in Greece, 44 per cent in Japan, 46 per cent in Taiwan, and 82 per cent in South
Korea, although all the above-mentioned countries, poor in raw materials, suffered from
the consequences of deteriorating terms of trade more than the average and more than
the Western relations of Hungary. Therefore, the objective world economic tendencies
should not be considered as a calamity: they can be largely mitigated through adequate
adjustment.

Finally, it cannot be left out of consideration, either, that the price explosion of
1973—74 was practically a natural reaction on the economic policy practice of the 1950s
and 1960s, which neglected the development of the extractive sector all over the world
and even expropriated most of its surplus value. As a consequence of the improving
profitability conditions of the extractive industries, the increasing investment activities in
these industries, and the raw material and energy saving technological developments, the
terms of trade between raw materials and industrial finished products did not change
much in the 1970s, and they became settled at the average level of the early 1950s.

Therefore, one of the most critical points in adjusting to the external conditions of
Hungarian economic development is the growing lagging behind and diminishing
competitiveness of the present commodity pattern of exports to the West. The large
number of problems does not arise simply from unfavourable changes within the country,
or from the slowing down of growth or decision-making, nor from recession effects, but
they reflect the acceleration of lasting structural changes in the world economy. Without
a consideration of these, however, no rational development policy and adjustment is
conceivable.

Lasting structural changes influencing Hungarian exports to the West

The structural changes in the world economy and world trade could not be the real
cause of any sudden market shock for most of the traditional Hungarian agricultural and
food exports to the West. West European agrarian protectionism, and mainly the
consequences of the agrarian regulations of the Common Market have been felt already
for ten years, and shock effects came only if economic policy was caught unprepared.
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The comparatively biggest change in market structure was represented by the expansion
of the Common Market, the growing supply of Mediterranean countries in vegetables and
fruits, and of Denmark and Ireland in meat products. The consequences of the
protectionist agrarian policies of West European countries were, at the same time,
counterbalanced to some extent by the growth effect: parallel with increasing incomes,
the market of processed or special products satisfying higher quality demands has been
very dynamical also in these years. Structural transformation of the Hungarian
agricultural supply, and the quantitative and qualitative development of the food industry
could guarantee a dynamic development of exports of the agrarian block and the
utilization of Hungarian comparative advantages inherent in natural geographic potentials
and production traditions also in the future.

From the aspect of the development of the Hungarian economy and exports the
fundamental structural change is represented by the changing conditions ofjoining the
international division of labour. At present, and in the years following, it is this effect
that increasingly asserts itself in Hungarian economic growth. The main market problem
of Hungarian exports of industrial articles consisting of light industrial and semi-finished
products does not originate in the fact that these branches are structurally outdated and
backward. In my earlier works [8] I referred to the fact that the products of branches
lagging behind in production and on the home market are not so backward at all in world
trade, since an increasing part of the demand for products that have become unprofitable
within a national economy and are therefore repressed, is satisfied from import sources,
which animates the international markets of products of the lagging behind branches for a
long time. The validity of this tendency has not been eliminated by the large-scale
structural unemployment with lasting effect that has developed in developed market
economies since 1974. The economic policy of Western countries seems to have resigned
to a 3 to 6 per cent of structural unemployment (which has, otherwise, always been the
accompanying phenomenon of capitalist economic growth with the exception of the
period of 1955 to 1973, and even with a much higher rate than the present one), a wider
protectionism has not been introduced, and the imports of the sectors lagging behind
have been growing dynamically also after 1973.

Changes in supply terms on the world market

Therefore, the rationality of specialization in Hungary’s industrial exports is not
influenced by the insufficiency and structural weaknesses of external demand, but rather
by the changes in international supply. Specialization based on “following-up” sectors
that were lagging behind in advanced market economies still guaranteed adequate
dynamism, structural transformation and profitability for Hungarian exports in the past
ten years, since our main competitors on the market of the so-called “price-sensitive”
products were at that time the Western lagging behind sectors producing at a much higher
cost level than in Hungary, and Japan and Italy. In our decade, partly because of the
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changing character of world economic growth, and partly because of the foreign
economic policy measures of Western countries, supply conditions have fundamentally
changed: competition has grown more intense on the market of products representing
over 90 per cent of Hungarian industrial exports.

Changing supply conditions are connected partly with the reassessment of
development priorities in a large number of developing and South-European countries,
i.e. their export-orientation. South-European countries have been gradually adjusting
their system of incentives and management since the early 1960s to joining the
international division of labour and have increased the production of exportable goods
extremely fast, and developing countries have been doing the same since the mid-1960s.

Export-orientation in these countries was further promoted by the fact that in the
1970s developed market economies tried, on strategic as well as economic considerations,
to attach the growth of semi-industrialized countries to themselves by granting economic
policy preferences. Agreements concluded with countries of the Mediterranean region,
preferences granted within the GATT and under bilateral contracts, as well as the Lome
agreement of 1975 signed with 46 developing countnes considerably reduced tariffs and
quantitative restrictions on the industrial exports of developing countries. At the same
time, chains of direct sales between exporters of developing countries and Western
consumers began to build up with the mediation of multinational companies, industrial
sectors moving out, as well as through wholesale enterprises and department stores, which
facilitated the sales of industrial products of the export-oriented developing ana
South-European countries also on the micro-economic side.

This process evolved at a much faster rate than it was assumed by the economic
policy of either Hungary or the other CMEA countries. The value of industrial exports of
developing countries to OECD countries reached only $6.3 thousand million in 1965, and
already $32 thousand million in 1976; estimations for 1985 reckon with industrial
exports of $60—75 thousand million at unchanged pnces. Industrial exports of
South-European countries to advanced countries rose from $0,6 thousand million to
about $8 thousand million between 1965 and 1976; estimations for 1985 reckon with a
volume of about $20 thousand million. For comparison it may be mentioned that
between 1965 and 1975 the total industrial exports of CMEA countries rose from $13
thousand million to $42 thousand million, and their industrial exports to developed
market economies from $2 thousand million to $6.3 thousand million.

It is by no means indifferent for Hungary that the finished industral exports of
developing countries rose fastest in the textile, clothing and metallurgical industries and
in the engineering sectors manufacturing durable consumer goods to which also the
Hungarian export structure shifted gradually in the past ten years. While in the mid-1960s
developing and South-European countries still played a marginal role in satisfying Western
countries’ import demands, in 1975 e.g. 80 per cent of the clothing imported by the
U.S.A. and 64 per cent of those of Japan came from developing countries, as weil as 42
per cent of the shoe imports of the U.S.A. and 24 per cent of those of Japan. As for
products directly affecting Hungary, in the past ten years the share of Spain, Brazil,
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Taiwan, and South Korea grew considerably on the import market of shoes, that of
Taiwan, South Korea, Hong Kong and Spain in sports articles, that of South-European,
and East-Asian countries in clothing, that of Brazil and Argentina in tinned meat, and
that of South-East Asian countries in television receivers. The semi-finished product
export of chemicals and metallurgical articles of developing and South European
countries just started will be well in progress by the early 1980s. As a consequence of
their growing market share, developing countries increasingly influence and even
determine the terms of delivery on the market in product categories that are of decisive
importance for Hungarian industrial exports.

Thus, for the Hungarian export structure developed by the mid-1970-s the main
competitors are no longer the advanced Western countries with their high cost level, but
the low-cost developing and South-European countries. It may be stated without exag-
geration that the competitiveness of Hungarian goods cannot be guaranteed in the long
run through wage advantages against developing countries drawing on their own raw
material resources and cheap labour, supported by Western techniques and market
organization, and enjoying increasing tariff and trade policy preferences. The price to be
paid for staying in the market in the intensifying competition can be thus but a falling
price level, and decreasing export profitability (in some cases a loss). Such a way is not to
be followed by a country realizing a large portion of her national income through
exports; in this sense it is justified to speak about the “structural incompetitiveness” of
Hungarian exports to the West. With a given structure, the easing of our foreign trade
difficulties is not simply a function of the relationship between enterprises and central
organs, but it is related first of all to the realization of a structural policy geared to the
world economy, i.e. to a radical transformation of Hungarian export structure, which, of
course, cannot be conceived without central efforts.

The radical nature and the urgency of the change in specialization is well
demonstrated by the circumstance that Hungarian exports are threatened on the
West-European markets by a particular “two-sided stmctural encirclement”. The
expanding supply of developing and South-European countries threatens with a
strategical “outflanking” the Hungarian market position of structurally lagging behind
light industrial products and semi-finished products, that is, structurally “from below”.
Supply conditions are threatened “from above”, from the direction of stmctural progress,
by the industrial free trade zone effective from 1977, which is the outcome of the
agreement between the Common Market and the EFTA. This agreement improves the
industrial export potentials of small countries of a similar or higher development level
than Hungary in the category of light industrial products and consumer durables with
high quality requirements. Thus, the Hungarian market positions cannot be further
improved by always mending something on the export structure or by throwing in
enterprise reserves; the change in stmcture must be quite radical in order to affect
engineering product categories more resistant to tariff preferences, i.e. to attain higher
quality standards.
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Composition of Hungarian exports by countries

The structural problems of Hungarian exports cannot be treated independently of
the structure of our trade with the West by countries. The structural features of world
trade as well as of East-West trade indicate* that the participation of Western countries in
the international division of labour depends mainly on the world economic power
positions of each country, and on the rate and intensity of their structural transfor-
mation. Leading Western countries show, within their global world economic strategy, a
greater propensity to industrial division of labour with both the developing and the
CMEA countries. In structural transformation it is similarly the leading capitalist
countries, as well as the Netherlands, Switzerland, and Sweden that are the most
advanced. The structural parameters of Hungarian exports to South-European countries
of latecomer industrialization are also more favourable than the average. In those
countries, however, in which the technical-structural transformation progresses slowly
because of general problems of growth, economic policy, and politics, the dynamics of
evolving the industrial division of labour is not favourable, either.

The generally characteristic tendencies observed in international trade and
East-West trade can be found also in Hungarian exports. The three leading Western
countries, and, from among the small countries leading in structural transformation, the
Netherlands and Sweden, and from the industrializing South-European countries Spain
and Turkey offer terms much more favourable than the average for the expansion of
Hungarian industrial exports and for the industrial division of labour. Also a more
up-to-date structural framework for international economic cooperation, and the
overwhelming majority of cooperations between industrial enterprises can be found in the
leading Western countries. At the same time, the possibilities of developing industrial
division of labour with Italy, France, and Austria are much less favourable than the
average. In comparison with the general trends of geographic concentration Switzerland
alone shows a negative deviation from the point of view of Hungary, and Great Britain an
important positive one.

Obviously, in a phase of development when industrial products are becoming the
main carriers of Hungarian exports, increasing the share of countries offering more
favourable terms in the international division of labour also plays an important role in the
realization of the objectives of foreign economic strategy and selective industrial
development policy. The structure of Hungarian exports by countries cannot be
considered as favourable from this point of view, since in the twenty-five years following
World War 1l right to the beginning of the present decade the greater part of Hungarian
exports to the West was directed to countries showing a lower propensity to an industrial
division of labour. Hungarian efforts at developing foreign economic relations and mainly
political relations were also centred on countries with comparatively less favourable
potentials. It has been particularly the international developments of the recent 2 to 3

*See for details (9, 10).
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USA
Federal Republic of Germany
Japan
Holland
Switzerland
Sweden
Austria

Italy

France
Great Britain
Spain
Turkey

Table 4

Structural proportions o f Hungarian industrial exports to OECD countries

Chemicals

31
2.9
54.4
2.8
8.3
2.0
8.4
14
3.7
19
16.1
9.2

Machines

1965

Other

60.1
11.0
151
66.3
18.0
61.9
22.9
145
14.0
48.0
38.8
70.0

Industrial
articles,

total

74.0
174
711
78.0
28.3
76.5
34.8
17.0
21.6
55.5
60.8
93.7

1976
Chemicals Machines
8.2 30.3
7.6 12.2
13.9 5.7
9.2 34
4.0 20.6
11.9 5.0
57 5.6
51 11.4
113 18.3

Source: Foreign Trade Statistical Yearbook, 1976. Central Statistical Office, 1977, Budapest
*US Department of Commerce, Bureau of East-West Trade, May 1977

Other

18.3
36.0

57.4
25.8
57.0
20.7
19.5
354
45.1

Industrial
articles,
total

56.7*
55.6
77.0
39.4
81.6
37.6
30.8
51.9
24.7
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years that have thrown light upon the fact that also the world economic importance of
the Italian, French and British economies struggling with permanent problems of growth
and of economic structure is on the decrease. Their relative structural lag is reflected on
the one side by stronger protectionism, and, on the other side, the forced exporting
activities of their relatively lagging sectors struggling with market problems contribute
“from above” to international excess supply and intensifying competition on the markets
of an increasing number of products important also for Hungary. Since the development
of market economies, and the expansion of its market capacity receive impulses mainly
from the three leading Western countries, the structure of Hungarian exports by countries
up to the recent past and extending into present times also contributes a constraint on
foreign trade and industrialization.

Changes in the international terms of industrial cooperation

From the point of view of international industrial specialization a new situation is
presented by the changes in the system of conditions of international industrial-technical
cooperation As a consequence of the sudden rise in specific (per unit) research and
development costs, the pulling branches of technological and structural development have
been concentrating during the past decade at an accelerated rate on the leading Western
countries. The overall share in world trade of the USA, West Germany and Japan grew
from 28 per cent to 29 per cent between 1960 and 1976, while in the research-intensive
sectors it rose from 40-60 per cent to 50—80 per cent. On account of the oligopolistic
positions developed in the sectors important for technological and structural progress it is
increasingly the leading Western countries, and often the USA alone that determine the
international terms of deliveries of up-to-date products. In research- and development-
intensive sectors the leading countries are less and less willing to hand over the most
advanced technologies int the form of simple trade or under licence deals. In the 1970s
difficulties of acquiring the most advanced techniques have been growing, and modern
techniques can be transmitted in most cases only within a close enterprise cooperation.

The concentration taking place on the technological market is reflected also by the
direct capital turnover. In the 1970s direct capital exports went practically only to such
modem branches in which the capital regulation system of the recipient country
guaranteed majority ownership for the foreign capital, failing which, as is proved by the
examples of Yugoslavia and the Andean countries, no foreign capital flowed into the
advanced sectors. It is typical that in the foreign capital investments of DM50 thousand
million of West Germany, the share of investments in new enterprises with a West
Germany ownership less than 50 per cent is 0.5 merely per cent.

It is the other side of the picture that without enterprise intertwining, new
industrial exporters can usually sell but consumer end products on the market of advanced
Western countries. In the case of light industrial and electro-industrial products for final
consumption a possible poor quality might be compensated by price reductions —the
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dissatisfaction of the consumer might thwart further transactions. In the case of
semi-finished products, productive machinery and pharmaceutical products the con-
sequences of possible quahty problems may cumulate and may exceed in value the direct
import costs several times. Therefore, latecomer industrial exporters join the industrial
division of labour in engineering sectors usually only in the framework of legally
inter-enterprise cooperation, regulated by stipulations of property or contract law or
through own affiliated firms (which is not very frequently done in practice) otherwise
export performance is quite poor.

Thus the change in the international terms of industrial cooperation affected
Hungarian specialization in two main zones. In spite of the modernization of Hungarian
law in regard of foreign capital regulation, the inflow of foreign capital transferring the
most advanced technologies has remained unimportant, since the investment decision of
international capital are not motivated by the internal development dynamics of the
Hungarian capital regulation system, but by world-scale possibilities and conditions. This
factor has also played a role in that foreign technologies and capitals contributed but
little to modernizing the Hungarian export structure.

It is a further problem that today’s functions of inter-enterprise cooperation are of
key importance not only in the phase of research and development, but also in that of
sales. The selling of machines requires a complex market organization, different from that
of light industrial articles or of those traded at exchanges. The Hungarian market
apparatus, built up once according to the requirements raised by selling traditional
articles, has no such adequate organization, nor have most of the developing and
medium-developed countries. The weak Western positions of the modern export-oriented
branch of Hungarian economy: the pharmaceutical industry relying perhaps the most on
domestic factor endowment are also largely connected with the lack of a close
cooperation, particularly marketing cooperation, since the pharmaceutical industry and
trade are one of the sectors most oligopolistic and regulated through cooperation between
large enterprises.

Apart from a few important positive examples of inter-enterprise cooperation
established with West Germany and the USA, Hungarian machine- and chemical industrial
exports have not relied on a wider cooperation (hardly one-tenth of Hungarian exports
may be considered as the result of inter-enterprise cooperations), so that Hungarian
finished products exports, necessarily of a more subordinate importance, have remained
essentially of consumer articles and light industrial character. The present world
economic conditions confront us, therefore, with the dilemma that either we shall make
considerable efforts in order to improve the system of conditions of inter-enterprise
cooperation, or we shall have to further reckon with increasing market losses coming
from the present product structure.
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Summary remarks

Hungarian exports to advanced Western countries started on a fast development
from the late 1960s, partly owing to the favourable world economic situation up to 1974,
and partly to the energies released by the reform of the Hungarian economic control and
management system. Export expansion was concomitant with an important structural
transformation: as opposed to the traditional agrarian exports industrial and particularly
light industrial articles became prevalent. In spite of dynamic growth, Hungary’s share fell
both in East-West trade, and in the total imports of Western countries, which proves that
Hungarian development in external relations was of a slower rate than that of other
countries.

In the light of the world economic developments of recent years it may be stated
that for the Hungarian trade it was not the application of the follow-up strategy in the
technical-structural sense, but the “lagging behind in following up” i.e. our staying behind
the rate of structural transformation and evolution o finternational supply that presented
the problem. In the previous phase of the structural transformation of Western countries,
i.e. in the 1960s, light industrial commodity supplies were still easily saleable at a profit,
since then, however, the supply and the competitive advantages of the new exporters
exerted an unfavourable influence on sales possibilities and profitability. It is in the
present decade that a phase of international structural transformation is emerging that
will offer more favourable possibilities to new latecomer exporters on the market of
durable consumer goods, engineering mass products, and of semi-finished products. In the
case of Hungarian exports a certain structural phase delay is observable. Our light
industrial export commodity supplies grew in size by the 1970s, while our machinery
exports are still unimportant. An increased supply in semi-finished product export is
expectable also for the 1980s i.e. by the time of international excess supply. A similar
economic policy delay is found in the field of capital regulation: rules that were apt to
attract capital and technologies in the 1960s are already inadequate in the changed
system of international conditions of the late 1970s when the bargaining positions of the
exporteurs become harder.

The structural problems of Hungarian exports to the West cannot be considered as
limited to that region. Experiences of recent years have shown that the tendencies
starting from the developed market economies constituting the backbone of world
economy and world trade make their appearance, although with a delay and in more
indirect forms, also in other sectors of world trade, thus in relations maintained with
CMEA countries and with the developing countries. Therefore, problems of structural
character arise sooner or later also in other sectors, and if for no other reason, they need
urgent remedy. As regards the direction, character, and intensity of this therapy, it is
worth making the remark that the above-mentioned world economic structural changes
have most affected Hungary and Czechoslovakia from among all CMEA countries. The
finished product exporter G. D. R. encounters the disadvantegous consequences of
international structural transformation today only in a narrow zone, owing partly to a
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more favourable structure of its industrial exports and partly to its special cooperation
constructions, and other CMEA countries have avoided them because of a lower degree of
participation in the international industrial division of labour. As a consequence of their
being affected to different degrees, the conditions of a joint action by CMEA countries
will come about presumably only at a later date. In the meantime, however, Hungary has
largely to resort to special solutions.

On the external economic side it is a fundamental requirement to transform the
sectoral structure of Hungarian exports to the West. We can rest by no means content
with the share in investments and technological development which is called upon to
promote the development of Western-export-oriented sectors and activities and that has
been practically the same for a long time and improving only slightly. In the distribution
of development resources it will be expedient to pay special attention, beside the general
viewpoint of profitability to accelerated world market adjustment partly on the basis of
the Hungarian growth factor endowment, and partly on the basis of structural changes on
the world market. Both the Hungarian growth potentials and the world market conditions
urge, and would also allow a complex development of a few industrial sectors i.e. fields of
activities (food industry, precision engineering, the vehicle-building industry, “the health
block” etc.) guaranteeing for them to be always in the international forefront. At the
same time, the most important task of expedient specialization in the coming 10 to 15
years could be solved by accelarating the structural “following-up”. From this point of
view the expediency of specialization is represented not simply by the structural
development of each product, but by their competitiveness. Therefore, the Hungarian
structural optimum in the following 10 to 15 years may be found in the not too wide
zone which the most advanced countries have already started to leave, and which the
medium-developed and developing countries with a lower cost level cannot yet attain for
technical organizational, and qualification reasons.

The attainable results of the activization of Hungarian structural policy depend
largely on the conditions to be brought about for specialization by foreign economic po-
licy. In the micro-sphere the conditions of inter-enterprise cooperation, capital import
regulation, and of the modernization of market organization have to be adjusted to the
existing international conditions, and with such safety valves and reserves that are capable
of neutralizing the eventual tensions arising from changes in the atmosphere of East-West
relations. Hungary has primary interest in improving the conditions of cooperation at the
macro-level, in settling her relations with the Common Market and the EFTA, in the
reduction and elimination through foreign economic policy means of her growing
institutional disadvantages in competition arising from the various regional cooperation
efforts, and, beyond all this, in a certain structural policy cooperation on an international
or continental scale.

Of course, the present Hungarian situation isnot such as to leave open only one way
for further development. The strategic main task: improvement of the foreign trade condi-
tions of Hungarian socio-economic development might be approached from several direc-
tions and also through combined solutions. If the export structure cannot be transformed
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for several reasons, cooperation with Western countries will have to be striven after first
of all at macrolevel: in the field of tariff reductions and trade policy measures (enjoyed,
as a matter of fact, by several CMEA countries under vaious titles). Yet a successful step
toward a more up-to-date macro-structure less sensitive to trade policy discriminations
requires a closer international cooperation at micro-level, modernization of inter-enter-
prise cooperation, and further development of the Hungarian enterprise decision
structure. But there is no such world economic situation nor is one conceivable, which
could guarantee further development of an acceptable rate and direction without our
taking radical steps in the transformation of either the macro- or the micro-structures
(possibly both).
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OCHOBHbIE HAMPABJTIEH/A CMELVAN3ALIA BEHTEPCKOIO 3KCIOPTA
BPA3BUTBLIE KATIUTATNCTUNYECKUE CTPAHDI

B. KALAP

B cTaTbe paccMaTpuBaeTCs U3MEHeHWe CTPYKTYPbl BEHTEPCKOro 3KCMopTa B Pa3BUThIE Kanu-
TanUcTMUeCKMe CTpaHbl B mepuoa 1965—1976 rr. Ha OCHOBe aHanu3a ero creuyanusauuy aBTop
NPUXOANT K BbIBOAY, YTO GOMbLUAA YacTb MPUPOCTA 3KCMOPTa CBA3aHA HE C MyYLUM WCMO/b30-
BaHMEM BEHIepCKMX PECcYpCcOB POCTa CTPaHbl, C MOBbILLIEHWEM CTeneHn 06paboTKM Cbipbs, a C onpe-
[eNeHHbIM PacLUMpPeHneM UMMOPTHOTO Cbipbs. Ha PbIHOYHBIX MO3ULMAX BeHrpuy HeGnaronpusTHO
CKa3ancs upesMepHo LUMPOKWIA TOBApPHbIA CMEKTP 3KCMopTa, OTCYTCTBME B HEM AMHAMMYECKMX
K/MOUEBbIX OTPac/eidl. B HbIHELHeM AeCATUIETUM LIEHTP TSXKECTU TOBAPHO CTPYKTYPbI BEHIEPCKOro
3KCMopTa CMELLAeTCs B CTOPOHY TaKMX TOBAPHbIX KAaTeropuii, NpeanoXeHre KOTOpbIX BO BCE 60/b-
LWelt CTeneHW paclUMPSeTCs pa3BUBAIOLLMMUCA CTPaHamu, W cTpaHamu HOxHoii EBponbl. Mpeaso-
XeHWe nocnefHux Bce 6osee onpefensieT YCNOBUA PbIHOUHOW peanusauuu. Mpeobnagatolast HacTb
3KCMOPTEPOB, KOHKYPUPYIOLMX C MPOAYKLMe BEHrepcKoii MPOMbILLIEHHOCTH, YXKe NoMb3yeTcs B
nocnefHWe OAWH-ABa rofja 3HauMTENbHLIMU TOPrOBLIMW U TAMOXEHHLIMW NbroTaMM Ha 3amnafgHo-
€BPONENCKMX PbIHKAX, BaAXHbIX C TOUKM 3PEHUs BEHTEPCKOro 3KCMopTa NPOMbILLINEHHBIX U3Aeniii.
B cTaTbe YKasblBAeTCs, YTO B HbIHELIHEN CUTyaLWM Y)Ke HefoCTaTOuHO CTPEMUTLCS NULb K YNnyu-
LUEHMIO MUKPOCTPYKTYpPbl 9KCMOPTa, T. K. MPW CNOXMBLLEACS CTPYKTYpe 3KCMopTa COMHUTENLHO,
uTo B MEPCMeKTMBE MOXHO GyaeT 06ecreunTb KOMMUYECTBEHHbIA POCT U nofaepaHue peHTabenb-
HOCTW BEHTEPCKOro 3KCMOpTa B PasBMThIe KanuTaiMCTUYECKWe CTpaHbl. B cTaTbe nogyepKmBaeTcs
HEOT/OraTelbHOCTb YCKOPEHWS NPoLLecca NPUCNocoBaeHNUst K CTPYKTYPHBIM M3MEHEHWSM MUPOBOTO
PblHKA, OrpaHWYeHNsi — Mo BO3MOXHOCTM —HeGMaronpuATHLIX NOCNEACTBUI TAMOXKEHHOR Nonn-
TUKU PYTUX CTPaH CPeACTBaMM BHELLUHETOProBoW AMNAOMATUM, AaNbHEMLLero cOBEpLUEHCTBOBAHMS
CUCTEMbI YCNIOBWIi MEXAYHAPOAHOTO COTPYAHUYECTBA MPOMbILLEHHBIX NPEANPUATHIA.
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REVIEWS

I. DOBOZI

UNCTAD SEMINAR IN BUDAPEST ON ECONOMIC COOPERATION
BETWEEN EASTERN EUROPEAN
SOCIALIST COUNTRIES AND DEVELOPING COUNTRIES

An international seminar was organized jointly by the UNCTAD Secretariat and the
Institute for World Economics of the Hungarian Academy of Sciences. It was attended by
representatives of 7 developing countries (Algeria, Egypt, Ghana, India, Iraq, Panama,
Sudan) and 6 Eastern European socialist countries (Bulgaria, Czechoslovakia, GDR,
Hungary, Poland, USSR) as well as by 5 international organizations (UNCTAD, UNIDO,
Afro-Asian Peoples’ Solidarity Organization, Union of Banana Exporting Countries,
Third World Forum). The seminar was held in Budapest from 6th to 10th March 1978.

The opening address was made by Jézsef Bognar, academician, Director of the
Institute for World Economics, who emphasized the importance of expanding economic
cooperation between the socialist and the developing countries, particularly under
conditions of a common struggle being waged for a new international economic order. He
pointed out that the world economy moved into a new stage in recent years, effects of
many new factors should be reckoned with in the economies of both the socialist and the
developing countries and this also called for a new approach to the methods of
cooperation between the two groups of countries. Jozsef Bognar emphasized that
deliberate efforts should be made to avoid a major duplication of industrial capacities in
the socialist and the developing countries since the ensuing competition would have a
detrimental effect on the fundamental community of economic interests of the two
groups of countries, on existing good relations and would lead to an irrational utilization
of investment resources.

The questions discussed at the seminar may be divided into three groups which can,
of course, be hardly separated from each other: 1. Description and evaluation of the
experiences gained so far in economic cooperation between socialist and developing
countries. 2. Possibilities of and the need for expansion of economic cooperation in the
future. 3. Improvement of the mechanisms and methods of cooperation between the two
groups of countries.

Evaluation of the results of cooperation to date
Participants of the seminar found that recently economic cooperation between the
socialist countries of Eastern Europe and the developing countries has been growing espe-

cially intensive and represented the most dynamic sector of the world economy. Many
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factors contributed to make this dynamic development possible: economic policy meas-
ures taken by the socialist and developing countries to promote trade ; a deliberate utiliza-
tion of cooperation possibilities arising from economic complementarity between the two
groups of countries; the stable and rapid economic development of socialist countries; the
increasing importance of external economic factors for both the socialist and the
developing countries; strengthening of the stable and long-term features of cooperation
between the two groups of countries and an increasing use of modern forms of
cooperation (industrial cooperation, joint ventures, etc.).

In spite of this favourable trend of development the present level of economic
cooperation between the two groups of countries is substantially lower than desirable
or possible. In 1976 trade between the socialist countries of Eastern Europe and the
developing countries amounted to 20.7 thousand million dollars representing only 2.1 per
cent of world trade, 11.7 per cent of the total foreign trade turnover of socialist countries
and 4.4 cent of that of the developing countries. It was generally agreed that there were
still substantial unexploited reserves for a further intensification of economic cooperation
between the two groups of countries. According to the speeches delivered there are still
several factors exerting a restrictive influence on economic cooperation, such as the
fact that the majority of developing countries are still under the political and eco-
nomic influence of countries with developed market economies, political prejudice
and discrimination toward the socialist countries of Eastern Europe may be found in
some of the developing countries, there is a lack of extensive experience and at times
excessive caution and fear from undertaking risks on the part of the socialist countries as
regards a wider spreading of new forms of cooperation.

Several participants (J. Bognar, V. Kollontai, UNCTAD Secretariat; G. Skorov,
USSR) pointed out that the true significance of economic relations between the two
groups of countries could not be judged merely by quantitative indicators. The new type
of relations between the socialist and developing countries which are free from
exploitation and are based on the equality of partners and mutual advantages point
beyond cooperation between the countries concerned and favourably influence the stand
and bargaining position of the developing nations in face of the developed capitalist
countries. A number of participants (M. Simai, Hungary; V. Kollontai) stressed that
economic and trade relations between the socialist and developing countries represented
specific relations of the world economy which could not be classified according to the
categories of so-called North—South relations.

Possibilities of a further intensification of economic cooperation
A complete identity of views emerged among the participants of the seminar on the
point that further intensification of economic cooperation between the two groups of
countries was necessary and possible. Some participants emphasized (P.Mdndi, Hungary;

U. Rurarz, Poland; M. Davydov, UNCTAD Secretariat) that in the coming period a new
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and more dynamic stage of development than before would evolve in this respect. For
this the following factors will provide a favourable basis:

—the common struggle for the new international economic order;

—the economic potential of both the socialist and the developing countries will
grow dynamically, at a rate higher than the average for the world economy;

—opriority will be given to development efforts aimed at satisfying basic needs and
in these the socialist countries are much more suitable partners for the developing
countries than the developed capitalist ones;

—the slow-down in the growth of developed capitalist economies, which appears to
be a lasting phenomenon, and their equilibrium disturbances as well as the anticipated
increase in protectionism on account of them;

—a further increase in the role of external economic factors in the economic
development of socialist countries;

—mutual efforts by the socialist and developing countries aimed at perfecting the
mechanisms and institutional system of cooperation and at placing it on long-term bases.

Several participants (T. Szentes, Hungary; Ismail-Sabri Abdalla, Third World
Forum) pointed to the importance and desirability of economic cooperation between the
developing and the socialist countries as a realistic alternative to the division of labour
between developed capitalist and developing countries. In its framework there will
be no such methods and mechanisms as are applied in the cooperation among market
economies which allow the acquisition of unilateral advantages and the development of
a system of asymmetrical relationships.

Application of new forms of cooperation

The participants of the seminar unanimously stressed: a practical realization of the
favourable opportunities of economic cooperation between the two groups of countries
will mostly depend on the extent to which they succeed in extensively applying the new
forms of cooperation and in expanding and perfecting the institutional and legal
frameworks of cooperation. In this field conscious, comprehensive and effective efforts
should be made by the governments of both the socialist and the developing countries.

Representatives of Eastern European socialist countries (B. Pichugin, USSR; W.
Jurasz, Poland; I. Dobozi, Hungary) considered it necessary that planned, long-term and
stable cooperation should be further enhanced in the coming period. This is especially
necessary in an external economic environment which is considerably more uncertain and
less predictable than in previous periods, as a result of increased disorders in the operation
of developed market economies and the growing instability of world markets.

Several delegates (L. Zevin and N. Smelev, USSR; M. Davydov) pointed out that the
advanced planned economy of the Eastern European socialist countries has a substantial
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influence on the possibilities and conditions under which cooperation might be expanded.
Thus, the bases of long-term cooperation relations can be established especially with
those developing countries which develop their economies by relying on medium and
long-term plans and development programmes. Some initial results in planning coopera-
tion with certain developing countries have already been achieved, but further mutual and
energetic efforts are needed in order that the development and trade requirements of the
developing countries should be incorporated into the medium and long-term plans of the
socialist countries.

The Hungarian participants (J. Bognar, |. Dobozi) particularly stressed that
conscious efforts should be made to prevent the socialist and developing countries from
becoming competitors and thus undermining each other’s market (sales) possibilities.
Otherwise the developed capitalist countries will inevitably reap the main benefits from
the creation of parallel, export-oriented industrial capacities while also the clash of
economic interests between the developing and socialist countries might become
significant. A number of delegates from developing countries (S. Chishti, India; Abdellatif
Benachenhou, Algeria; Issam El-Zaim, UNIDO) put forward practical experiences in
support of the recognition in respect of certain products and commodity groups that an
undesirable competition may already be observed between the socialist and the
developing countries on the world markets (especially on the markets of developed
capitalist countries). In order to avoid such situations active use must be made of the
possibilities inherent in planning and economic policy cooperation, which have so far
been exploited only to a small extent.

Several participants (T. Szentes, Ismail-Sabri Abdalla, G. Skorov) pointed out that
the division of labour between the two groups of countries must differ in principle from
the industrial division of labour leading to one-sided dependence as established between
the developing countries and the developed market-economy countries or transnational
companies, respectively. Socialist countries have to support the creation of science- and
technology-intensive branches and related research and development activities in the
developing countries.

In the opinion of the representative of the UNCTAD Secretariat (M. Davydov)
important results have already been achieved in industrial cooperation even so far, but
there are still considerable reserves which might be exploited first of all by an increased
application of new forms of industrial cooperation enabling the establishment of more
modern, complex and lasting cooperation. Experiences of recent years have shown that
industrial and technical cooperation has had especially advantageous trade-generating
effect on the mutual turnover of industrial semi-finished and finished products. The
so-called compensation (pay-back) transactions worked especially well. In the future,
increased efforts should be made at tripartite cooperation in the industrial division of
labour in whose framework the enterprises of developing, socialist and developed
capitalist countries, respectively, would jointly participate, by pooling their resources, in
the creation of industrial projects in the developing countries. This form of cooperation
has begun to take shape in recent years and has had a favourable influence on the process
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of technology transfer to the developing countries and on the increase of exports of
manufactured goods by the developing countries.

Several delegates from socialist countries (N. Smelev and L. Zevin, USSR; I.
Angelis, Czechoslovakia; H. Faulwetter and G. Hibner, GDR) considered it desirable to
increasingly expand industrial cooperation between the two groups of countries through
so-called development centres. The socialist countries are of the opinion that it is not
rational to restrict industrial cooperation merely to the creation of individual enterprises
or even branches. In addition to the creation of individual enterprises,cooperation may be
extended to establish industrial and territorial, or industrial and agricultural complexes in
which a group of enterprises form an adequately coordinated, vertical system. With the
establishment of development centres it might be possible to avoid the creation of
enclaves similar to those usually developing in the industrial division of labour between
the developing countries and the transnational companies of developed capitalist
countries. The development centre may become an integral part and dynamic driving
force of the national economy. Practical experiences gained in this field are very positive.

In the course of discussions at the seminar the questions of increased multilateral-
ization of economic relations between Eastern European socialist countries and the
developing countries were often raised. In recent years there has been considerable
development in the use of various forms of multilateral relations especially in payments.
In other fields the forms of multilateral cooperation have been spreading to a smaller
extent than would have been desirable. Participants of the seminar agreed that
multilateral methods might provide new incentives for economic cooperation in those
fields where the dynamic expansion of relations could no more be achieved by continued
reliance on bilateral forms.

Some participants (S. Chishti; I. Angelis-, N. Harchan, Iraq; H. Vallejo, Union of
Banana Exporting Countries) pointed out that in many fields of cooperation between the
two groups of countries not even the possibilities for the development of bilateral
relations were fully exploited as yet. Beside further development of the multilateral
system of payments, and a wider application of tripartite industrial cooperation already
mentioned the socialist countries should increase - among other things —their multi-
lateral cooperation in technical and economic aid for the developing countries and make it
possible for the latter to participate in the activities of international organizations of the
CMEA countries and also in joint projects of the member-countries.

Delegates from some socialist countries called attention to the necessity of making
increased use in the future of the CMEA International Investment Bank’s Special Fund in
financing multilateral cooperation between the two groups of countries. The Soviet
participants of the seminar were expecting favourable effects for economic cooperation
from such multilateral cooperation agreements between the CMEA and certain developing
countries as have been signed so far by the CMEA with Iraq and Mexico, respectively.

According to the participants of the seminar factors hindering trade between the
two groups of countries should be thoroughly studied both at UNCTAD forums and
within the individual countries concerned, and necessary measures have to be taken for
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their elimination. In the opinion of some delegates from developing countries (Abdellatif
Benachenhou; Issam El-Zaim; Sumitra Chishti) the socialist countries should pay greater
attention to the export potential of developing countries in semi-finished and finished
products and rely more intensively on developing countries as potential suppliers of such
commodities. Eastern-European socialist countries should make it possible that products
from developing countries may enter their markets without obstacles and on favourable
terms. Relevant positive measures taken to this effect so far have favourably influenced
the export possibilities of developing countries. However, one of the Hungarian
participants (T. Szentes) felt it necessary to note that the preferences granted often
benefited not the developing countries but the transnational companies established in
their industries. It may be stated from the case studies submitted to the seminar by
representatives of socialist countries and from the speeches made that in their long-term
plans the socialist countries are providing for a dynamic growth of their imports of
semi-finished and finished products from the developing countries. There will be a
considerable rise in the share of these products in the imports of socialist countries.

According to Soviet participants and the representative of the UNCTAD Secretariat
it is necessary that some developing countries should put an end to the discrimination
against products from socialist countries and should give them at least the same treatment
as is enjoyed by products from the developed capitalist countries. The Ghanian
participant (B. K. Knuta) also stressed this point. It would be desirable that the socialist
countries should be able to trade with all developing countries on the basis of the
most-favoured-nation principle. It was raised at the seminar by a Soviet participant
(B. Pichugin) that the developing countries should increasingly use the instruments of
state promotion in the interest of making their trade with the socialist countries more
dynamic. Some of the participants (I. Angelis; P. Mdndi\ W. Jurasz) emphasized that a
greater part of the trade between the two groups of countries should be transacted
directly, eliminating and reducing the intermediary trade still of considerable extent.

Some delegates from developing countries (B. K. Kuma; H. Vallejo) stressed that it
would be desirable for Eastern-European socialist countries to participate in discussions at
various international forums and take a more active part in international economic affairs
in their own interests and in order to support the demands of developing countries more
efficiently. This is a necessary condition for laying the foundation and for further
strengthening the unity of action of the two groups of countries.

A number of participants from developing countries (S. Chishti, H. Vallejo, B. K.
Kuma) emphasized the need to take measures for reducing the “information gap” existing
between the two groups of countries since the present limited flow of information acts as
a brake on cooperation. The participant from Ghana deemed it especially necessary to
establish industrial information centres.
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Improving the institutional framework for economic cooperation

The participants of the seminar took a stand in support of forms of institutional
relations favourable for economic cooperation. Joint intergovernmental commissions
should be set up for the practical realization of long-term economic and scientific-
technical cooperation in as many fields as possible. Referring to practical experiences, the
Indian delegate qualified the operation of these commissions as useful. In the opinion of
Soviet participants favourable practical experiences suggest to increase the role of joint
intergovernmental comissions.

One of the Polish delegates (W. Jurasz) and the Ghanian participant stressed that
increasing direct contacts between enterprises of socialist and developing countries would
be expedient, since the proportion of relations arranged on the official (administrative)
level was too great. According to several participants from socialist and developing
countries it would be desirable to rely more on joint enterprises in the development of

inter-enterprise relations. Hungarian participants (T. Szentes, I. Dobozi) pointed out that
enterprises of socialist countries are usually reluctant to establish joint enterprises abroad
since this entails much bigger risk and uncertainty for them than domestic ventures. It
would, therefore, appear desirable to carry out such modifications in the system of
internal financial and economic regulation of socialist countries as would make their
enterprises more interested in establishing joint enterprises in the developing countries.
The form of joint enterprises considered most suitable by the Hungarian participants was
the one where the (ownership) share of the socialist partner was restricted to a
predetermined period or it was made possible that the share of the foreign (socialist)
partner should be gradually eliminated through the profits of the joint enterprise.

The closing speech of the seminar was held by Mihaly Simai, Deputy Director of
the Institute for World Economics of the Hungarian Academy of Sciences who
appreciated the work of the meeting as useful and successful. He expressed the opinion
that it would be desirable to continue discussions on further development of economic
cooperation between the socialist and developing countries at different forums.
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COMMENTS AND CRITICISMS

A. BRODY

PLANNING AND PLANNING

Some comments on Professor Wassily Leontiefs proposals

The new volume of Prof. W. Leontief* again indicates the magnificent span of his
oeuvre. Two early papers give insight into the intellectual roots of input-output analysis,
tying it to Popov’s statistical work the first factual checker-board-type statistical
exhibit of a real economy —and Cassel’s “technical coefficient” —an early forerunner of
activity analysis. A scientific break-through of the highest order, as we now recognize I.
O., will, of course, unite much more and powerful strands of thought and some of the
facets are neatly unfolded in the sequence of papers. Two, both of utmost importance,
are already well known to the Hungarian public. The dynamic inverse, which helps to
date all the inputs necessary to produce a given final bill of goods is already enrolled into
the armoury of our planners and mathematical economists. The world growth project, as
first stated in the Nobel Memorial Lecture also reached, both in its original and later,
elaborated, versions the Hungarian public.

Though not yet translated, conoisseurs of the field do discuss and debate the
questions related to the “Leontief paradox”, raising practical doubt against the validity of
much revered theories about the structure of foreign trade whether formulated according
the classical Ricardian or marginalist Hecksher-Ohlin argument. Of, alas, lesser impact are
the environmental approaches opened by I. 0. theory, owing, perhaps, to the negligence
in a rapidly industrializing society.

Again, Hungarian plannérs and mathematical economists, | believe, try to heed the
admonitions expressed in the A. E. A. Presidential address in 1970. We try to penetrate
the border toward more pertinent technological information; planning and model-build-
ing seldom rejects the help of engineers, social scientists, demographers etc., indeed our
plans and work on economic incentives (the “reform of economic mechanism™) seem to
enjoy a true and broad cooperation of all the arts and sciences affected.

It is just this healthy scientific and practical climate that permits me to comment
on Prof. W. Leontiefs proposals for national economic planning for the United States.

To catch the real essence of planning an architectural analogy seems to be
appropriate. In erecting a building —say the Parthenon —two phases of “planning” have
to be discerned. First a blueprint of a “realistic dream” has to be made. Something, that
is possible —but never existed before. Then a second phase: one computes the amount of

*Essays in Economics. Theories, Facts and Policies. New-York, 1977. M. Sharpe. 158 p. + index
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necessary materials, their transport to the site, the number and quality of the necessary
artisans, their salary etc. etc. Something, that can be done routinely. The first phase is
arts, the second science, or applied science. If the first phase does not consider the
second, the plan may become unreal and not feasible. Yet, no amount of technical
calculation, tally cutting and double-entry book-keeping can replace Pheidias.

By proposing a “technical, nonpolitical” task force “loosely connected with the
executive branch of the federal government” for the internal setup of the organization
responsible for preparing the plan (or the alternative scenarios) the second phase of
planning will be taken care of. Yet | see no solution and no place for the Maker, the
Day-Dreamer — be it a single person or a collective body — who, in his daring
imagination, must consider political, moral, historical, even aesthetic questions.

Let us not beat around the bush: a plan is a highly “political” issue. It must decide
where the money comes from (putting its hand into my pocket and grabbing my money)
and where it goes to (putting money, sometimes earmarked sometimes not into other
people’s pocket). And for this very reason it can be hardly left to the usual sort of
politicians, who will promise whatever is popular, neglect all that is unpopular - and have
a time horizon much shorter than the horizon considered in an economy-wide plan. |
would not trust a decision, affecting my children’s future, to transients.

On the other hand Prof. W. Leontief is very right in stressing that he sees “no
reason to assume that tne introduction of national economic planning would require or
could bring about a marked shift in the overall national balance of economic and political
power”. Our practice (and theory) shows that a plan is actually conserving the very
power-structure that gave rise to it. This inbuilt stabilizing force might be at a premium in
a country undergoing rapid industrialization - yet in a mature economy it may introduce
a certain inertia, a dead weight that may become unconfortable. Some safety-valves for
changing the plan when the power structure changes must be built in.

The anamnesis seems to be pertinent: “While monetary and fiscal measures have for
years served as instruments of economic policy planning, the nearly exclusive reliance on
these two tools, under the influence of the Keynesian, and perherps | should add Fied-
manian, doctrines can hardly be justified by the results attained”, and to pinpoint the
present, somewhat chaotic situation: “The real trouble is that, at present, not only does
the government not know what road it wants to follow, it does not even have a map. To
make things worse, one member of the crew in charge presses down the accelerator,
another pumps the brakes, a third turns the wheel, and a fourth sounds the horn. Is that
the way to reach one’s destination safely? ”

Yet —will a Plan improve on all this? In want of a “better than Keynesian” or
“petter than Friedmanian” monetary and fiscal theory the plan will be again based on
theories (however bad) that we possess —input-output analysis hardly scratched the
surface of monetary theory —moreover the existence of a plan will not end any squab-
bles among departments. The most exquisite war plan is unable to finish the “competi-
tion” between Army and Navy —because it is unable to change the root-causes.
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Therefore again the “loose connection” with the executive branch comes under
scrutiny. Headquarters ought to be H. Q. —otherwise concerted action is impossible. This
again would mean a right to overrule economic decisions of other government
departments —a right not yet granted even in our closely knit system.

These comments do not touch on the essence of the admirable argument Prof W.
Leontief puts forward in discussing methods and problems of national economic
planning. Reading the paper one can not but feel that he is thoroughly familiar with all
the achievements and faults of the planning systems whether operated under capitalist or
socialist circumstances. He is by no means a “theorising outsider” and when stressing
some problems it is not as an antithesis. He himself is acutely aware of them —yet they
do need further thought.

J. REDEI

THE POLITICAL ECONOMY OF EAST-WEST-SOUTH COOPERATION
by G. ADLER-KARLSSON*

The name of the Swedish economist Gunnar Adler-Karlsson became known through
his book “Western Economic Warfare 1947—1967” about ten years ago. This book
provided a well-documented and objective description of economic warfare in the cold
war period. He wrote his latest book at the Comparative Economic Research Institute of
Vienna in 1973-74, reviewed its manuscript in late 1975 and found its conclusions to be
still valid.

Adler-Karlsson’s book differs in its conclusions from his earlier work, as it does in
its genre. The present book is more ambitious: it wishes to draw conclusions for almost a
whole historical period about the economic relations between East and West, and even
more comprehensively, about economic competition between the two systems. He
completes the analysis at several points with problems of the South, i.e. of the developing
countries.

It is impossible to cram the large number of issues and theoretical theses raised by
Adler-Karlsson into a brief review, the less so as part of his statements give rise to
disputes. As it turns out from the preface of his book the author himself expected them.

One of the fundamental theses of Adler-Karlsson is that the capitalist system is still
very strong in our days, presumably even stronger than ever, and the socialist system does
not provide an efficient economic alternative to it. What is more, in recent years socialist
countries have been obliged to adopt, with a view to their more efficient functioning,
certain capitalist economic principles in their home economy. Further on: in the recent
period the poor Southern states have won no ground as regards of their relative economic

*ADLER-KARLSSON, G.: The political economy of East-West-South cooperation. Wien-
New York, 1976, Springer Verlag 208 p.
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power. As a consequence, the Western capitalist system has preserved its leading role, and
its position isjeopardized mainly by its inner conflicts and competitions.

The author found these conclusions still valid in 1975. He did take into
consideration the effect of the rise in oil prices on the relations between developing and
advanced countries, and his standpoint in this question —i.e. the oil crisis rendered some
of the poor developing countries even poorer —is beyond dispute. But Adler-Karlsson
neglects almost completely the problems of the capitalist world showing already in 1974:
the slowing down of production, the sudden rise in prices, the increasing unemployment.
It is well known that all these phenomena became more intensive in the following years.
In view of the facts, it is hard to agree with the author in that the capitalist economic
system is stronger than ever.

Do or do not socialist countries provide an efficient alternative to capitalism? With
his negative answer to the question Adler-Karlsson comes into contradiction with himself.
In comparing e.g. the industrial-economic cooperation of enterprises in advanced capitalist
countries with the CMEA cooperation — qualifying the former as more efficient —he
himself states the following: the socialist cooperation is hardly thirty years old, while the
history of capitalist cooperation goes back to three hundred years. The socialist
cooperation wished to create something radically new, which was a much more difficult
task from the outset. Also the differences in development level between CMEA countries
are a hindering factor. Finally: cooperation of the CMEA countries was not the result of
an evolution as that of the Common Market, and in general, of Western cooperations. In
its creation political necessity played an important role. And, citing Adler-Karlsson
further: as for a desirable model, the poor countries of the Third World will also prefer to
use the internal and external economic control instruments of the socialist economy, if
they want to guarantee for the population what Adler-Karlsson calls the three E’s
(equality, employment, essentials), that is, socio-economic equality, full employment and
provision with essential consumer goods.

Adler-Karlsson’s introductory theses might be queried also on the basis of his own
subsequent analysis. The short-term “realism” of these theses conceals the lack of a
perspectivic historical approach and a more thorough analysis. Adler-Karlsson rediscovers
that the Western economy is still unable — the extraordinary technical progress
notwithstanding —to satisfy the basic needs of the population: what he calls the three
E’s. What then does economic superiority serve for, and who enjoys its advantages, if
Westerners cannot guarantee social justice in their country on the one hand, and they
have brought about such international economic conditions on the other hand, that
developing countries, whom they lured with the bright prospects of free enterprise, are
today relatively in a worse position than a hundred years ago?

Adler-Karlsson cites authors according to whom in 1870 per capita income in India
was one-fifth, and that of Japan was half of that of the United States, and today the same
ratios are one-seventeenth and one-eighth, respectively. In 1950 the difference in per
capita income between OECD countries and the countries of Africa and Asia amounted
to $1.400, in 2000 this difference will amount to $7000 at comparable prices, (p. 38)
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Adler-Karlsson states that in order to increase efficiency, socialist countries were
obliged to adopt capitalistic methods in their economy. He refers to the fact that in the
system of economic control and management reforms were introduced by socialist
countries, and later he mentions that close relations with Western firms have a
demonstrative effect in socialist countries.

Adler-Karlsson deals little with the first question. He could hardly prove that the
active role of commodity (market) and money relations, and the enterprises’ independ-
ence in socialist economy have affected production relations. He himself holds rather
the opposite view. If that is so, can it be asserted that socialist countries adopt capitalist
methods? Commodity and money relations entirely correspond to the needs of socialism,
and these methods are used exactly with a view to the fast expansion of production, with
the socialist relations of production unharmed. The capitalist character of the methods
could be proved if they changed the relations of production.

Has East-West trade a demonstrative effect? Of course it has: but this is a necessary
consequence of the peaceful coexistence of the two systems. Also such elements of the
Western way of life may penetrate through the economic as well as through cultural and
touristic relations into the socialist countries as make the capitalist system seem better
and more attractive than it is in reality. Technical superiority is often used as a mask to
conceal attempts at smuggling in the idea of political superiority. This is exactly what the
ideological fight between the two systems means. Yet what can do harm to the socialist
system is not the Western demonstrative effect which is neutralized by the everyday
Western reality, but if it cannot satisfy the fundamental needs of the population, or if it
satisfies them worse and less justly than does the capitalist system. And Adler-Karlsson
gives himself the answer to this question, when, in regard of the three E’s, he clearly
recognizes the superiority of the socialist system.

At the same time the author deplores the lack of economic efficiency and human
rights. As for the former, there is some truth but also exaggeration in his judgement. In
comparing systems, economic efficiency is a necessary but insufficient indicator. Social
efficiency is the standard of comparison. In this regard socialist countries hold their own
in the competition.

Thirty years against three-hundred — says Adler-Karlsson when he compares the
cooperation between socialist and capitalist countries. If we compare the sixty years of
the Soviet Union, burdened with blocades, intervention, and wars, while she has become
the second economic power of the world, with the three-hundred years of the capitalist
system, it will be still justified to remark that this comparison is unhistorical and
one-sided. If only from the view-point of economy, why is the system efficient that
cannot employ 5—6, or even a higher percentage of its labour force, and that disposes of
up-to-date production capacities but is unable to use them? It may be not worth-while
pursuing a discussion about human rights within the scope of this review, since such
fundamental questions are involved, as the actual freedom content of the institutional
system in the bourgeois system controlled by big capital.
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In Adler-Karlsson’s book there are, beside some apt statements, a few other
disputable assertions. As has been mentioned, the author judges the situation of
developing countries generally in a correct way. He dispels such illusions that the oil price
explosion somewhat bettered the grave situation of the majority of developing countries,
and presents aptly the harmful role of multinational companies in the third world. He
clearly points out that the system of free enterprise, i.e. of laissez faire, is no way out for
the developing countries, and he does not yield to any illusion about such integrations of
developing countries as try rather to imitate than to follow the system of advanced
capitalist countries. One can agree with Adler-Karlsson when he exposes the hypocritical
accusations of Western monopolies about the alleged dumping of socialist countries and
proves efficiently that these often serve.only to protect the monopolistic prices of
multinational companies. He refutes — partly correctly, but not fuilly — Hayek’s
reactionary theory about the superiority of the bourgeois democracy and about the
economic failure of socialist countries which Hayek foretold and which, however, has not
set in. Adler-Karlsson contradicts Hayek’s suppositions in two important points. In
Hayek’s opinion liberal democracy leads to economic democracy. According to
Adler-Karlsson this is not likely. Hayek’s other assertion is that the socialist society does
not reach its own goal: it does not lead to economic democracy, or at least does not lead
there any faster than liberalism. According to Adler-Karlsson, socialist economy has
proved its ability to do so in practice.

Finally, Adler-Karlsson perceives it correctly that the attempt of certain Western
politicians and anti-socialist forces to obtain, in exchange for economic relations, certain
political concessions from the Soviet Union and other socialist countries, and permission
to interfere with their home affairs is merely a vain hope. The author recalls the failure of
the embargo policy: the Soviet Union and the socialist countries were not inclined to any
quid pro quo and in fact they did not give anything in exchange for a reduction of the
embargo lists.

At the same time, one may argue with Adler-Karlsson in more than one questions.
One of his most questionable statements is that in today’s capitalist society ownership
itself has lost importance, it is now not so important as are the functions practised
directly or indirectly by the owner. He speaks about functions of production, finances,
research and development, marketing and management, and, from the aspect of wielding
actual economic power, he deems the controlling of these more important than
nationalization. Even if nationalization takes place, there is no guarantee that the state
can perform efficiently the above-listed functions — says Adler-Karlsson. From his
analyses we must note the reality content in that he emphasizes: in today’s capitalist
societies multinational companies are so deeply involved with their activities in the whole
economy, and they are often in such close symbiosis with the power positions of the state
that it is impossible not to perceive the control of functions excercised by multinational
companies in agreement with each other, or in complicity.

Without nationalization, however, there is even less guarantee of controlling the
above-mentioned functions. Capital wants to escape nationalization, therefore, it builds
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up a complicated system of relations so that even if a firm is nationalized it might keep
control over the given sector of the economy. What it wants to defend itself against is
nationalization; what it wants to protect is private ownership and its related functions.
The only conclusion can be that nationalization must be done in a way that control over
the functions should be guaranteed as well.

Otherwise, what is said in Adler-Karlsson’s analysis, i.e. that the production and
distribution of a very considerable group of products in a modern capitalist economy is
under the control of a small number of firms, and that a multitude of international
organizations is serving them, in spite of their apparent neutrality” on the whole true. We
say “on the whole” because this analysis simplifies the picture of modern capitalist
society, in which today medium-sized and major companies still coexist with the
multinational giants.

Finally, Adler-Karlsson’s world concept approaches at several points the deliberate
simplification that divides the world into rich North and poor South, at the most with as
much correction that in respect of economic development he places the socialist countries
somewhere between advanced Western states and the developing countries. As is taught to
beginner statisticians: a categorization that divides population into women, men, and
fair-haired people, is strikingly wrong. And it is also wrong to put into the same
category advanced capitalist countries — oppressing developing countries also in
Adler-Karlsson’s opinion —with the socialist countries. Adler-Karlsson calls the reader’s
attention to this “caveat” but referring mainly to economic development level and not to
these countries’ social role in world policy and world economy. From this unpolitical
conception follows the conclusion that, according to Adler-Karlsson, East-South
economic relations are an “empty box”, and that the Soviet Union and the socialist
countries provide, in comparison with advanced states, only little help to developing
countries. It seems to the author, that such economic relations are not even very
important for them politically. The author comes into contradiction with himself, as he
does in other places in his book. It is himself who writes that the activities of the
multinational companies are very harmful for developing countries, he supplies figures to
show how the extent of their economic intervention is growing, and gives data on the
increasing difference in per capita income level between developing and advanced
countries. What might be the importance of the amounts of capitalist aids and donations
—which also include the supporting of corrupt half-colonial systems and military aid —
against these facts representing the inexorability of economic dependence? Socialist
countries would never take on the obligation to aid developing countries whose politics
and economy are even today controlled by the former colonialists.

Adler-Karlsson makes the remark in his book (p. 99) that the aid granted to Angola
may refute his thesis according to which socialist countries neglect the ideological gain —
as he puts it —which they may realize in the third world. The history of developing
countries up to our days proves —and the future will, no doubt, prove it as well —that
what Adler-Karlsson calls ideological gain (we give, of course, a less business-like attribute
to the concept), and what is in fact promotion of the social and economic liberation of
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developing countries has been, and remains, a part of the fundamental politics of the
Soviet Union and the socialist countries.

Adler-Karlsson’s book provokes dispute. It is worth discussing the views of the
author, since he is an economist who in his earlier book as well as in this one provides
thought-provoking analyses.
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PECSI, K.: A KGST termelési integraci6 koz-
gazdasagi kérdései (Economic questions of the
CMEA production integration). Budapest, 1977.
Kozgazdasagi és Jogi Koényvkiadd, 389 p.

The countries allied in the CMEA are at the
present on the way of realizing the phase of
integration based on coordinated economic co-
operation; that is, plan decisions are taken at
international centres, and common measures are
implemented on the basis of interestedness.
Cooperation of CMEA member countries in the
production sphere is controlled through direct
central plan directives in whose formulation
commodity (market) and money relations play
relatively little role. In view of all that, the
author calls the present phase of CMEA integra-
tion a production integration.

The fact became clear already at the begin-
ning that the domestic potential of the CMEA
countries can be put to use only through a
deliberate division of labour in the production
sphere i.e. through cooperation and specializa-
tion. On examining developments in this sphere
the author comes to the conclusion that both in
specialization and cooperation initiated in the
spirit of central decisions considerations of eco-
nomic efficiency have played so far but a
subordinate role. Specialization develops mainly
in the manufacturing of finished products: results
in the production of parts and semi-finished
products are considerably smaller. This tendency
is furthered also by the fact that in the trade of
CMEA countries among themselves sellers” mar-
ket is prevailing. Specialization and cooperation
agreements have not always founded the most
efficient division of labour within the whole of
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the CMEA, but were adjusted rather to the
existing integration potentials and to the ex-
tensive phase of cooperation. Partly because of
the lack of a long-term economic development
conception to be applied in the most important
economic fields, agreements were aimed at
strengthening the production structure already
existing (at bringing about in less developed
CMEA countries production structures similar to
those of more advanced CMEA countries), in-
stead of initiating the regional division of avail-
able and expectable capacities. Member countries
did not coordinate the purchases of Western
licences among each other, either.

Turning his attention to the questions related
to the functioning of the joint enterprises of the
CMEA the author states that the relations be-
tween them (and the international economic
organizations) and the national planning organs
are still under discussion, particularly as regards
economic regulators, norms, and the financing of
the enterprises’ activities. Considering the present
state of the discussions, as well as the difficulties
of settlements and credits originating in the
bilateral system of the CMEA cooperation, the
author forms the opinion that conditions have
not yet matured of the organization on a large
scale of joint organizations and enterprises, and
that it seems to be most expedient to establish
organizations of coordinative character.

Progress of the CMEA integration depends
decisively on the improvement of cooperation in
planning. Medium- and long-range planning in the
CMEA countries have today two important tasks
to solve: the consequences of the fast rise in raw
material- and energy prices must be overcome,
and intensification of production must be acceler-
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ated. It is in the course of adaptation to the
changing situation that the search for new forms
and methods of planning has become important.

One such form is the drawing up of target-
oriented programmes. The target-oriented pro-
grammes of CMEA dimensions cover the most
important sectors of material production; an
important criterion of their elaboration is com-
plexity. They are called upon to serve the aim
that the fundamental long-term supply difficul-
ties of CMEA countries in a few important
materials and products should be solved. The
author underlines that in the context of the
target-oriented programmes of raw material pro-
duction two highly important principles are to be
asserted: a rational location of production real-
ized through the location of primary processing
at the site of the deposits, and the principle that
needs should be satisfied in a realistic and
rational measure. While the former “formula”
cannot be considered a general rule but only a
circumstance to be decided by a case study, the
latter may be conceived of only as a result of
collective decision by the countries concerned.
This is, however, such a requirement — the
author emphasizes - whose fulfilment can be
expected only at a highly advanced perspective
stage of economic integration. In the light of
experience with target-oriented programmes the
author concludes that production integration has
arrived at a new phase from the aspect of
planning. The most important point is that the
sphere of questions covered by multilateral co-
operation is growing, and elements of common
planning are beginning to appear.

In analyzing the system of financial settle-
ments the author emphasizes that its position
corresponds to the actual development level of
CMEA integration. The regional socialist world
market is divided into bilaterally separated, frag-
mented markets. The currency policy strategy
represented by the accounting currency (transfer-
able Rouble) has so far basically satisfied the
interests of CMEA countries: it has been in
agreement with the national systems of central
planning. In the author’s opinion introduction of
a partial convertibility of the transferable Rouble
is not to be expected in the near future, and the
establishment of some common currency would
require another kind of integration conception.
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If the main feature of economic integration is
the amalgamation of national markets, and the
adoption of optimum- and efficiency criteria on
community level, this will by all means result in a
flow of capital among the member countries. In
that case —the author points out —we have to
set out not from the assumption that what is
efficient for one country is efficient also for the
whole community; but from the point that what
is efficient on world scale is efficient also for the
whole of the CMEA. The actual development
difficulties of the CMEA integration are con-
sequences of the fact that the suppression of
commodity and money relations, the autarkic
concept of production development, and the
isolation of home markets from mutual econom'ic
effects and world market influence have allowed
the assertion of the efficiency criterion in the
above-mentioned sense only to a limited extent
so far. According to the author, the only possible
solution to the problem lies in the realization of
production and trade integration.

P. HEGEDUS

BETHKENHAGEN, J. - MACHOWSKI, H.: In-
tegration im Rat fiir Gegenseitige Wirtschaftshilfe
- Entwicklung, Organisation, Erfolge und Gren-
zen. Berlin, 1976. Berlin Verlag, 135 S.

Das kleine Buch, das augenscheinlich mit dem
Ziel einer Darlegung verfasst wurde, widerlegt
den Schein: den Anhang abgerechnet, werden -
neben einer sehr pragnanten und grindlichen
Beschreibung — von den Verfassern auf nicht
mehr als 83 Seiten die Entwicklungsprobleme des
RGW beleuchtet und auch Bestrebungen zur
Erschliessung ihrer Bewegkrafte gemacht

In der Entwicklung des RGW unterscheiden
die Verfasser drei Etappen. Die erste dauerte von
1949 bis 1960, und wurde durch das Bemiihen
zur Ausgestaltung einer funktionsfahigen Organi-
sationsform gekennzeichnet. In der zweiten Etap-
pe (1961-1970) gaben die ersten Integrations-
erfolge der EWG einen Anstoss zur Weiterent-
wicklung des RGW: der Vorschlag uber die
Einfihrung einer (berstaatlichen gemeinsamen
Wirtschaftsplanung scheiterte zwar, aber die Mit-
gliedslander nahmen das Dokument “Grundprin-
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zipien der internationalen Arbeitsteilung” an; es
zeigten sich Bestrebungen zur Nutzung der Ware-
Geld-Beziehungen, zur Ausgestaltung der Ko-
operation. Die dritte Phase begann 1971: in
dieser Phase wurde das Komplexprogramm ange-
nommen. Das auffallendste Moment in der jiing-
sten Entwicklung des RGW besteht — den Auto-
ren nach — darin, dass der RGW Ansitze zu einer
Gemeinschaftspolitik  gegeniiber Drittlindern
macht.

Die Verfasser sind der Meinung, dass wihrend
das strategische Endziel der Europiischen Wirt-
schaftsgemeinschaft die Schaffung eines gemein-
samen Marktes ist, der RGW kein solches Ziel
hat, sondern hier durch die Integration eine
Reihe wirtschaftlicher, ideologischer und politi-
scher Ziele erreicht werden sollen. Im Komplex-
programm sind keine Bestimmungen iiber die
Prioritit der Einzelziele enthalten.

Die Autoren stellen fest, dass die zwischen
den Entwicklungsniveaus und Produktionsstruk-
turen der RGW-Linder bestehenden bedeutenden
Unterschiede die Zusammenarbeit hemmen. Die-
se Unterschiede sind der Grund dafiir, dass die
Hauptmethode der Zusammenarbeit, die Plan-
koordinierung, sich im Wesen auf den bilateralen
Austausch bezieht, und dass es kein einheitliches
Interesse unter den Mitgliedslindern gibt neu-
artige Methoden der Zusammenarbeit einzu-
fiilhren, weiters, dass die Lenkungssysteme der
Aussenwirtschaft der einzelnen Linder bedeu-
tend voneinander abweichen. Zum Ausgleich der
Entwicklungsniveaus und Strukturunterschiede
miissten die schwicher entwickelten Lénder
grosse Erweiterungs- und Modernisierungsinvesti-
tionen titigen. Die Mehrheit dieser Linder ver-
folgt aber derzeit eine Wachstumspolitik, die im
Gegensatz zur Vergangenheit eine Erhhung des
Lebensstandards der Bevolkerung stirker betont.

Unter den Methoden der Integration ist die
Plankoordinierung die wichtigste. Da sich 6kono-
misch begriindete Wechselkurse nicht entwickelt
haben, kdnnen von den einzelnen nationalen Pla-
nungsorganen Nutzen und Kosten der wirt-
schaftspolitischen Entscheidungen nicht erfasst
werden. Deshalb beschrinkt sich die Plankoordi-
nierung — entgegen den urspriinglichen Absichten
— auf den bilateralen Handel. Auch die Koordi-
nierung der Pline fir 1976 -1980 erfolgte zwei-
seitig: mehr als 95% des gegenseitigen Waren-
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umsatzes wurden bilateral abgestimmt, und auch
die Teilnahme an gemeinsamen Projekten auf
diese Weise ausgestaltet. Die gemeinsame Planung
einzelner Industriezweige zeigt wegen der iber-
massigen Selbstdndigkeit der nationalen inneren
Planung keinen Fortschritt, die wirtschaftspoli-
tischen Konsultationen iiben — wie die Verfasser
meinen — iiberhaupt keine Wirkung auf die
Ausgestaltung der nationalen wirtschaftspoliti-
schen Ziele aus: dies ist deshalb die am wenigsten
intensive Methode.

Als Hindernis der Produktionsspezialisierung
erwihnt das Werk mehrere Griinde. Die Linder
firchten sich vor der Abhingigkeit, wegen des
anwachsenden Imports konnen sich Zahlungs-
schwierigkeiten ergeben, die Lieferungen der
Partnerlinder sind nicht zufriedenstellend, die
Lander stellen ihre Eigenproduktion nur ungern
ein. Das Interesse der Sowjetunion an der Spezia-
lisierung ist nur gering, weil dort in Grosserien
fiir den Binnenmarkt produziert werden kann.

Die Konvertibilitdt wird von den Verfassern
fur ein der Planwirtschaft fremdes Element be-
trachtet, da diese ‘“. .. nichts anderes bedeutet,
als ungeplante Anspriiche an das auslidndische und
— das ist das Entscheidende — an das eigene
Sozialprodukt zuzulassen” (S. 57), d.h. die Kon-
vertibilitit wiirde eben gegen die Planwirtschaft
wirken. Die in den einzelnen Lindern deklarier-
ten Wechselkurse beruhen auf der Goldparitit
und sind 6konomisch bedeutungslos, schreiben
die Verfasser ein wenig einseitig, erkennen aber
einige Seiten spiter an, dass “um die monetire
Isolierung abzubauen, der traditionelle Preis-
ausgleich abgeschafft worden ist. Mit Hilfe sog.
Devisenmultiplikatoren werden die Export- und
Importpreise umgerechnet.” (S. 63)

Das Werk untersucht auch die internationale
Bewegung der Produktionsfaktoren. Von den
gemeinsamen Investitionen wird festgestellt, dass
diese wegen ihrer naturalen Form einen Kapital-
markt kaum ersetzen konnen. Obzwar die Fest-
legung naturaler Grossen die Vorteile und Lasten
fur die Partner iiberschaubar macht, kann doch
wegen der naturalen Gebundenheit ein Interes-
senausgleich schwerer hergestellt werden, als in
den monetiren Beziehungen. Die internationale
Bewegung der Arbeitskrifte stellt eine Reihe
sozialer Probleme. Deshalb ist die Arbeitskrifte-
mobilitit zwischen den RGW-Lindern niedrig,
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aber auch deswegen, weil wegen der Vollbeschéf-
tigung der Druck auf die Regierungen Arbeits-
kréafte zu exportieren entféllt (allenfalls gibt es
eine “versteckte” Arbeitslosigkeit).

Das Zentralproblem bei der Entwicklung des
RGW erblicken die Verfasser in den zwischen den
Landern bestehenden Entwicklungsniveauunter-
schieden und Strukturabweichungen: deshalb
kam es zwischen den Mitgliedslandern bisher nur
selten zu abgestimmten wirtschaftspolitischen
Aktionen, deshalb dominieren die bilateralen
Beziehungen, die konservierend auf die gesamte
Entwicklung wirken. Im Ausblick auf die Zu-
kunft des RGW werfen die Verfasser zwei Variati-
onen auf. Wegen der Ahnlichkeit der Wirtschafts-
bedingungen halten sie eine regionale Teilintegra-
tion zwischen der DDR, der Tschechoslowakei,
Polen und Ungarn fiir vorstellbar. Ein anderer,
realistischerer Weg konnte die sektorale Teil-
integration sein: die interessierten Mitgliedslander
konnten ausgewahlte Sektoren der Wirtschaft
gemeinsam planen, wahrend die Organisations-
formen fir die Investirions-, Produktions- und
Absatzpolitik entweder die gemeinsamen Be-
triebe oder die internationalen Wirtschafts-
vereinigungen sein konnten. Die Erfahrungen des
Gemeinsamen Marktes haben allerdings gezeigt,
dass die sektorale Integration nur dann erfolg-
reich ist, wenn sie nicht auf einen Sektor be-
schrankt bleibt, und wenn dieser Prozess durch
wirtschafte- und wahrungspolitische Massnahmen
unterstiitzt wird. Im RGW fehlen aber fur eine
erfolgreiche sektorale Teilintegration gegenwartig
insbesondere die wahrungspolitischen Voraus-
setzungen. Die Wahrungssysteme der Mitglieds-
lander behindern eine Berechnung der Aussen-
handelsrentabilitat, eine Gegeniliberstellung des
Nutzens und der Aufwendungen von gemein-
samen Investitions-, Kooperations- und Speziali-
sierungsabkommen. Die Konvertibilitat steht am
Ende eines langen Entwicklungsprozesses, dessen
Etappen die folgenden sind: Preisreform, Aus-
gleichung der wirtschaftlichen Entwicklungs-
niveaus, starkere Dezentralisierung der Produk-
tions- und Absatzentscheidungen und ein aus-
reichendes Angebot an international gefragten
Waren. Die L&nder missten ihre nur in den
Grundziigen (bereinstimmenden Planungs- und
Lenkungssysteme in Richtung auf ein neues
einheitliches System innerhalb des Integrations-
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prozesses verandern, ohne dass von vornherein
gesagt werden konnte, in welcher Weise sich in
diesem neuen System die direkten und indirekten
Lenkungselemente zueinander verhalten wiirden.
“Unter solchen Bedingungen wird die sozialisti-
sche 0konomische Integration nur auf einem
mindestens ebenso langfristigen und dornen-
reichen Weg zu erreichen sein, wie das fir die
Wirtschafts- und Wahrungsunion in der EG gilt”
- schreiben die Autoren.

Im Werk wird eine zweiféltige Methode ange-
wendet: die Informationen werden einerseits
systematisiert dargelegt, andererseits werden sie
kommentiert, “an ihren Platz gestellt” und Folge-
rungen daraus gezogen. Die Informationen und
Angaben, obzwar meistens aus sekundaren Quel-
len geschopft, sind zutreffend. Bei der Benutzung
der Quellen kdnnte man hochstens beanstanden,
dass die Autoren in einigen Fallen altere Informa-
tionen als unverandert giltig annehmen (z. B. die
Fussnote 20 auf Seite 66). Was den analysieren-
den-wertenden Teil betrifft, besteht die hier
angewandte Methode wiederum aus zwei Teilen.
In ihrer Bewertung stellen die Verfasser die
Entwicklung der RGW-Integration einerseits zu
irgendeinem vorgestellten, abstrakten Modell, an-
derseits zur Entwicklung des Gemeinsamen
Marktes ins Verhaltnis.

Ein kennzeichnendes Beispiel bei der Gegen-
Giberstellung zu einem abstrakten Modell ist, als
das Grundproblem der Erreichung der Integra-
tionsziele — die Abstimmung der nationalen
Wirtschaftspolitiken - vom Wirtschaftssystem
unabhéngig betrachtet wird, wobei “ . . . die dar-
aus resultierenden Vorteile und Nachteile mog-
lichst gleichmassig verteilt werden sollen. Daraus
leitet sich die Frage ab, ob eine solche Politik der
internationalen  Anndherung unter Wahrung
nationalstaatlicher Autonomie zu erreichen ist
oder die Ubertragung eines Mindestmasses an
nationalstaatlicher Kompetenz auf gemeinschaft-
liche (“supranationale”) Organe bedarf.” (S. 20)
Es bedarf aber keiner besonderen Beweisfiihrung,
dass ein abstraktes Integrationsmodell nicht exis-
tiert, da eben die Integration eines jener Gebiete
ist, wo die politischen Faktoren und auch die
Faktoren der Wirtschaftsordnung dominieren:
das ist der Grund dafiir, dass die Integrationen
bisher immer zwischen solchen Lé&ndern zu-
standekamen, die dieselbe oder eine é&hnliche
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sozial-6konomische Einrichtung besitzen, wes-
halb auch die Integrationsziele und Methoden
verschieden sind. Es ist zwar wahr, dass auch in
der RGW-Integration eines der Ziele (préziser
ausgedriickt: der Methoden) darin besteht die
Wirtschaftpolitiken zu harmonisieren; dies gilt
aber nicht mehr fir die gleichmassige Verteilung
der VVorteile und Nachteile, wiirde ja eben dadurch
das grundlegende Prinzip der gegenseitigen Hilfe-
leistung, der Beschleunigung der Entwicklung der
relativ  zuriickgebliebenen Lander Schaden er-
leiden. Die Wahl zwischen nationaler Autonomie
und Supranationalitat kann wieder nicht beliebig
sein: sie wird durch die sozial-6konomische Ein-
richtung der Léander und das Zielsystem der
gegebenen Integration determiniert.

Eben wegen der Verschiedenheit der Systeme
ist auch ein Vergleich mit dem Gemeinsamen
Markt ein gefahrliches Unternehmen: nicht nur
die Ziele, die Dimensionen der beiden Integra-
tionen sind verschieden, aber auch die Inte-
grationselemente, Integrationsmethoden, die an
der Oberflache beobachtet werden konnen, ha-
ben ein abweichendes Gewicht: mit sozialisti-
schen Augen die kapitalistische Integration da-
nach zu beurteilen, ob dort eine Plankoordina-
tion bestehe und wie wirksam diese sei, ist
offensichtlich genauso sinnlos, wie die sozialisti-
sche Integration nur aufgrund der Ware-Geld-
Beziehungen zu bewerten.

G. BAKOS

LEBAHN, A.: Sozialistische Wirtschaftsintegra-
tion und Ost-West-Handel im sowjetischen inter-
nationalen Recht. Berlin, 1976. Duncker und
Humblot. 495 S.

Ein besonderer Grund ist dazu notwendig, um
in einer 6konomischen Zeitschrift Gber ein juristi-
sches Buch zu schreiben. Das Buch Lebahns ist
aber nicht nur seinem Titel, sondern auch seinem
langen Untertitel nach ein Werk, das sich ausge-
sprochen mit dem internationalen Recht befasst:
es verspricht die Entwicklungsgeschichte der Of-
fenheit in dem Prozess zu geben, in welchem das
die internationalen Handelsbeziehungen regelnde
bilaterale Vertragssystem langsam durch die ho-
heren Formen der multilateralen wirtschaftlichen
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Zusammenarbeit, die Kooperation in regionalen
beziehungsweise universalen Organisationen er-
setzt wird. Konkret handelt es sich hier um die
Entwicklung der vdlkerrechtlichen Mittel der
sowjetischen Aussenwirtschaft und die damit
verbundenen prinzipiellen und praktischen Pro-
bleme. Der wahrscheinlichen Absicht des Ver-
fassers nach will das Buch dieses Material in
seiner Gesamtheit systematisieren, es an den
Fragestellungen der internationalen Rechtslitera-
tur erproben, die offenen Probleme erschliessen,
die Begriffe klaren, und damit ein solches - sogar
die Moglichkeit von Missverstandnissen aus-
schliessendes - Bild zeichnen, das fiir den in der
internationalen Wirtschaft tatigen Juristen im
Westen, also fir sein Begriffs- und Gedanken-
system eindeutig zugénglich ist. Bereits aus dem
bisher Gesagten zeigt sich also, dass hier von einer
ausgesprochenen juridischen Arbeit die Rede ist.
Als Leser kdnnen wir hinzufligen: sogar allzusehr.
Hinter der grindlichen Analyse und Wertung der
Dokumente und Hinweise der Fachliteratur fehlt,
zeitweise auch zu sehr die Darlegung des wirt-
schaftlichen Hintergrundes, wenigstens ein Hin-
weis, welche wirtschaftlichen Bewegungen hinter
den und mit Hilfe der abstrakten Formeln vor
sich gehen, und welche wirtschaftliche Verande-
rung durch die beschriebene rechtliche Ver-
anderung begleitet wird.

Trotzdem ist es doch begriindet, dass wir uns
mit dieser kurzen Besprechung, die auf das Buch
aufmerksam machen soll, in dieser Zeitschrift
melden. Das Buch hat namlich in der vorherigen
Erschliessung eines neuen Gebiets der Ost-West-
Wirtschaftsbeziehungen, wo bereits die Integra-
tionsorganisationen auch selbst auf die Bildflache
treten wirden, seinen Platz und seine Funktion.
Die von Lebahn aufgeworfenen Fragen, ja sogar
die Struktur der ganzen Arbeit erhalten in diesem
Zusammenhang eine besondere praktische Aktua-
litdt. Man konnte sogar sagen, dass das Verfol-
gen dieses Zieles auch seine zweifach einengende
Methode rechtfertigt: das Nichtbeachten der
Wirtschaftsfaktoren beziehungsweise das Kon-
zentrieren auf das internationale Recht. Dass das
Thema des Buches - die begriffliche Klarung des
Instrumentariums im internationalen Recht -
eine ausserordentlich aktuelle Teilfrage ist, wird
noch besonders durch die als Vorwort er-
schienene Studie von C.-D. Ehlermann, Direktor
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der Kommission der Europdischen Gemeinschaf-
ten, bestétigt. Diese Studie legt die Entwicklung
der Handelspolitik der EWG und ihren heutigen
Standpunkt gegeniiber den RGW-Mitgliedstaaten
dar. Diese “konkrete” Studie erganzt die abstrak-
teren Ausfilhrungen des Autors sehr gut. So sehr
aber auch das Konzentrieren auf die internatio-
nalen Rechtsprobleme begriindet sei, ware es
doch gliicklicher gewesen, wenn der anderen
Ebene der Beziehungen, der Zivihechtsbeziehun-
gen, ausser den sehr seltenen Hinweisen eine
grossere Rolle zugekommen ware. Hier denken
wir nicht nur an das augenblickliche praktische
Gewicht der letzteren, sondern auch daran, dass
das Verhdltnis der beiden Ebenen auch eine
wichtige prinzipielle, und oft voneinander un-
trennbare Frage ist (z.B. im Zusammenhang
damit, was das Verhéltnis zwischen dem volker-
rechtlichen Vertag des Staates und den diesen
realisierenden zivilrechtlichen Vertragen ist, was
die diesbeziigliche Verpflichtung des Staates
bedeutet usw.).

Die Gedankenstruktur des Buches ist fol-
gende:

Die Arbeit geht von den sich auf den Ost-
West-Handel beziehenden politischen und wirt-
schaftspolitischen Meinungen aus, und befasst
sich, indem sie diese in den Rahmen der ver-
schiedenen Interpretationen der friedlichen Ko-
existenz einordnet, ausfuhrlich mit den ideo-
logischen und praktischen Erwartungen, die sich
an den Ost-West-Handel knipfen. Zum recht-
lichen Ausdruck der internationalen Wirtschafts-
beziehungen bergehend, legt der Verfasser am
westdeutschen, beziehungsweise sowjetischen
Beispiel den Einfluss der Gessellschaftssysteme
auf das Instrumentarium dar. Er stellt fest, dass
in der Sowjetunion die Frage des rechtlichen
Mechanismus im internationalen Handel noch
nicht endgiltig entschieden ist: neben der Kon-
zeption der Regelung durch vdlkerrechtliche
Vertage findet man auch die internationale
privatrechtliche Regelung, die Nutzung der inter-
nationalen Wirtschaftsorganisationen fiir ein sol-
ches Ziel, beziehungsweise die Ausgestaltung
eines komplexen “internationalen Wirtschafts-
rechts”. Das Buch befasst sich im weiteren mit
den volkerrechtlichen Vertragen. Nach der Er-
orterung der prinzipiellen Unterschiede zwischen
den bilateralen, den multilateralen, beziehungs-
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weise den universalen internationalen Ab-
kommen, behandelt es die wirtschaftspolitischen
Folgen des Umstandes, dass sich die Sowjetunion
in den Ost-West-Beziehungen hauptséachlich bi-
lateraler Vertrage bedient, die multilateralen Ab-
kommen dagegen die rechtlichen Beziehungen
der sozialistischen L&nder charakterisieren. Ge-
sondert befasst sich der Verfasser mit den west-
lichen, beziehungsweise sowjetischen Kon-
zeptionen Uber die Rolle der UNO bei der
Ausgestaltung der rechtlichen Ordnung der Welt-
wirtschaft. Der folgende grossere Block des
Buches behandelt die Probleme der Offenheit.
Eigentlich wird jener Widerspruch erdrtert, der
einerseits zwischen der formalen Offenheit, also
dem freien Beitrittsrecht von Drittstaaten, be-
ziehungsweise dem freien Austritt, anderseits mit
den ihr zuwiderlaufenden Interessen der lang-
fristigen wirtschaftlichen Zusammenarbeit be-
steht. Dieses Problem wird im vorliegenden Buch
- Uberwiegend auf den RGW bezogen —als ein
Widerspruch zwischen der in den grundlegenden
Dokumenten niedergelegten formalen Offenheit
und einer “sozialistischen Integrationsverpflich-
tung” konstruiert. Lebahn analysiert in den
beiden letzten Kapiteln die Beziehung zwischen
den sozialistischen internationalen Wirtschafts-
organisationen und dem RGW, und befasst sich
mit der Rechtsfahigkeit und der eigenen Vertrags-
kompetenz des RGW.

Es ist nicht Aufgabe dieser kurzen Bespre-
chung eine ausfiihrliche Wertung der Thesen des
Verfassers zu geben, auch bestand bei der obigen
Besprechung nicht die Absicht einer wirklichen -
von einem im Volkerrecht bewanderten Juristen
zu erwartenden — Rezension vorzugreifen.
Einige methodologische Bemerkungen gehdren
dennoch zu dieser allgemeinen Orientierung.
Auch im allgemeinen muss die ausserordent-
liche Grindlichkeit des Verfassers, das fast
vollstandige Erschliessen der vorhandenen Quel-
len hervorgehoben werden. Auch die Aufmerk-
samkeit der Wirtschaftsexperten soll auf die sich
auf das Thema beziehende 60seitige Biblio-
graphie “Rechtliche, 6konomische und politische
Literatur” gelenkt werden. Der Autor benutzt
auch diese Quellen; es muss aber gesagt werden,
dass eine Gewichtung der Literatur dem Buch
zum Vorteil gereicht hatte: der “sozialistische
Standpunkt” wird nicht selten durch einen



BOOK REVIEWS

unbedeutenden literarischen Hinweis vertreten.
Auch der Verfasser selbst ist im klaren dariiber,
dass er in seinem Buch vielmals, und positiv die
gewohnten Schranken der- “Ostforschung™ iiber-
schreitet. Besonders hervorzuheben sind das
Suchen nach den selbstindigen Merkmalen der
sozialistischen Integration, und die Betonung
dessen, dass im gesamten Problemenkreis des
Werkes die einfache Anwendung der westlichen
Kategorien irrefihrend sei. Das Buch hat auch
dann vollstindig recht, als es die sowohl in der
sozialistischen, aber auch in der westlichen
Literatur und im allgemeinen Bewusstsein erstarr-
ten Schemata kritisiert, die die Wirtschaftspoli-
tik des Ostens und des Westens oder gewisse
Eigenschaften der Integrationen einander gegen-
iberstellen. Zugleich kann es sich selbst nicht von
einem Gegeniiberstellungszwang befreien, wozu
sich zwar besonders die iltere Literatur fast
anbietet, deren “Ausnutzung” und Darlegung
aber das Werk oft doktrinir und schwerfillig
machen. Es ist ja auch dem Leser bekannt, dass
hier von bereits iiberholten Standpunkten die
Rede ist — auf die neuere und gewdhnlich
flexiblere Ansicht geht der Verfasser aber erst
spiter iiber, nachdem er die alten von jedem
Gesichtspunkt aus ‘“behandelt” hat. All dies
mindert aber weder die Niitzlichkeit des Buches,
noch die: Tatsache, dass es selbst zur Weiter-
entwicklung dieser neueren, flexibleren Etappe
beitrigt.

L. SOLYOM

HENSEL, K. P.. Systemvergleich als Aufgabe.
Aufsitze und Vortrige. Herausgegeben von H.
Hamel. Stuttgart—New York, 1977. Gustav
Fischer Verlag. XI+254 pp. — BRD—-DDR. Die
Wirtschaftssysteme. Soziale Marktwirtschaft und
sozialistische Planwirtschaft im Systemvergleich.
Herausgegeben von H. Hamel. Miinchen, 1977.
Verlag C. H. Beck. 364 pp.

Sowohl die Herausgeberin, als auch der
Themenbereich schaffen eine Briicke zwischen
den zwei Biichern. Paul Hensel, dessen Schriften
und Konferenzvortrige der erste Band vereint,
gilt als prominenter Vertreter der Untersuchung
verschiedener Wirtschaftssysteme. Unterschied-
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liche wirtschaftliche und politische Systeme als
Gegenstand der Forschung sind im Westen erst in
den letzten Jahren in den Vordergrund der
wissenschaftlichen Analyse geriickt. Aufgrund
einer unterschiedlich tiefgreifenden Darstellung
versuchen ihre Vertreter Vor- und Nachteile des
sozialistischen und kapitalistischen Wirtschafts-
systems aufzuzeigen, um — fast immer, wie auch
in den zu behandelnden Veroffentlichungen —
die Uberlegenheit des zweiten zu beweisen. Ohne
die Niitzlichkeit dieser Vergleiche ganz zu
leugnen muss vorausgeschickt werden, dass sie
unvollkommen ausfallen: viele systemimmanente
Kennzeichen bleiben unberiicksichtigt. Zwar bil-
det die Wirtschaft einen ausserordentlich wichti-
gen Bereich der unterschiedlichen Gesellschafts-
systeme, kann aber allein die Systeme als solche
nicht geniigend charakterisieren. Andererseits
sind Systemvergleiche immer mit dem Fehler
behaftet, dass sie konkrete, historisch gegebene
Zusammenhidnge ausser Acht lassen, und nach
formalen Merkmalen (wie das betreffende System
aussieht) Schlisse ziehen, die erst nach einer
grindlichen Untersuchung der inhaltlichen Kenn-
zeichen (welche Elemente dem gegebenen System
zugrunde liegen, wie eigentlich das ganze System
entstanden ist) gezogen werden konnten.

Hensels “‘Systemvergleich-als Aufgabe” ist ein
Band, der verschidene Artikel, Aufsatze, Vortrige
des bekannten Forschers enthilt. Sie wurden von
einer seiner Nachfolgerinnen, Hannelore Hamel
zu Ehren des 1975 plotzlich verstorbenen
Begriinders der Schriftenreihe “Schriften zum
Vergleich von Wirtschaftsordnungen’ zusammen-
gestellt. Die Zusammenstellung folgt einem
theoretischen Prinzip statt eines chronologischen.
Darin besteht ihr Vor- und Nachteil. Vorteil,
wenn man den Systemvergleich als eine Disziplin
betrachtet, Nachteil, wenn man sich mit konkre-
ten Ideen des Verfassers bekanntmachen mochte.

Der in finf Hauptteile gegliederte Band
beginnt mit methodischen Vorbemerkungen
(erster Teil), und geht dann auf Ordnungsfragen
iiber (zweiter Teil). Im letzteren werden auch
heute aktuelle Probleme der Planwirtschaft, der
Eigentumsfragen, Kontrollmdoglichkeiten, Preis-
relationen und der vieldiskutierten Mitbestim-
mung sowie die Rolle der Gewerkschaften in
unterschiedlichen Wirtschaftssystemen beschrie-
ben. Besondere Aufmerksamkeit wird der be-

Acta Oeconomica 20, 1978



194

treblichen Ergebnisrechnung in den sozialistischen
Léndern gewidmet (Prinzip der Planerfillung,
Gewinnprinzip, Einkommensprinzip). Mit der
Mitbestimmung stimmt zwar Hensel grundsatz-
lich Giberein, doch erwahnt er einen bisher nicht
geldsten Zweifel: wie kann man “Bestimmungs-
rechte” verteilen, damit das Leistungsprinzip und
der Entscheidungsmechanismus einer wirtschaft-
lichen Einheit nicht zu kurz kommen. Er spricht
sich dafir aus, dass die Verantwortung unteilbar
ist: diese Tatsache reproduziert immer wieder die
alten Konflikte zwischen Gewerkschaften und
Unternehmern. Eben in der heutigen Phase der
Wirtschaftsentwicklung der westlichen Lander
kann man dieser These nicht ohne Vorbehalt
zustimmen: die neuen Kréfteverhéltnisse und
Probleme haben den “Spielern” der wirtschaft-
lichen Tatigkeit neue L&sungsvarianten aufge-
zwungen, mit denen sie natirlich nicht ganz
vertraut sind, aber ein gewisser Lernprozess hat
schon begonnen. Der etwas enger gewordene
Spielraum (fiir alle Spieler gleichzeitig!) verleiht
auch dem Demokratiekonzept eine neue Be-
deutung, und belédsst es nicht beim “Formal-
begriff” oder beim “Gefiihlsmoment” (wie die
Demokratie worn Verfasser verstanden wird).

Der dritte Hauptteil bringt Artikel Gber
Wirtschafts- und Staatsordnung, und setzt unter
anderem das Thema der Demokratie und
Wirtschaftsordnungen fort. Interessanter fiir den
Leser sind aber der vierte und finfte Teil, in
denen die sozialistischen Wirtschaftsreformen
bzw. die Konvergenzmdglichkeiten der unter-
schiedlichen Wirtschaftssysteme behandelt wer-
den. Hensel stellt die These auf, dass die
Reformen in der sozialistischen Wirtschaft
systemnotwendig sind, und nicht als Ubergangs-
schwierigkeiten beim Erreichen einer bestimmten
Ordnung erkléart werden kdnnen. Daraus leitet er
die Hypothese ab, dass sich solche Experimente
standig wiederholen werden. Reformen sind in
der Tat Uberall (auch im kapitalistischen Wirt-
schaftssystem) notwendig: sie ergeben sich nicht
aus dem statischen Zustand eines etablierten
“Systems”, sondern vielmehr aus der dynami-
schen Entwicklung desselben. Hier gelangen wir
zu einem kardinalen Punkt, wo die System-
vergleiche meist aufhdren: weil die Reformen
(Wandlungen, Anderungen) nicht systembedingt,
sondern entwicklungsbedingt sind, sollten vor

Acta Oeconomica 20, 1978

BOOK REVIEWS

allem die Entwicklungsbedingungen (in Ver-
gangenheit, Gegenwart und Zukunft) untersucht
werden: nur unter diesem dynamischen Aspekt
kann man “Systeme” miteinander vergleichen.
Auch Hensel fuhlt dieses Problem, deshalb
unterscheidet er zwei Reformvarianten: die
systemerhaltende und die systemverandernde. Da
er aber vom System ausgegangen ist, kann er die
weitreichenden Reformen nicht mehr innerhalb
des sozalistischen Wirtschaftssystems halten:
nach seiner Meinung sprengen sie das System.
Erhaltung oder Veranderung —diese Frage wird
anhand formeller Merkmale geldst: inwieweit die
“administrative”, d.h. zentral gelenkte Planung
reicht, und wo die dezentrale Planung an Einfluss
gewinnt. In der Tat ware es zweckmassiger die
Eigentumsverhaltnisse zugrunde zu legen.

Aus dem systemerhaltenden oder system-
verdndemden Charakter der Wirtschaftsreformen
folgt der logische Schluss: es gibt Kkeine
Konvergenz der Wirtschaftssysteme, man kann
sich nur zwei Systeme vorstellen: entweder das
sozialistische oder das kapitalistische: “Bei jedem
der beiden Grundsysteme gibt es zwar zahlreiche
und auch recht weitreichende Variationsmdoglich-
keiten der ordnungspolitischen Ausgestaltung, die
fir den aussenstehenden Betrachter zuweilen
recht erstaunlich sein kdnnen; es bedeutet jedoch
einen Fehlschluss, wenn man solche Variationen
mit einer Transformation des Systems selbst, d.h.
mit einer Veranderung seiner Fundamente,
gleichsetzen wiirde.” (S. 221). Es fragt sich nun,
warum die sozialistischen Reformversuche nicht
unter den “zahlreichen Variationsmdglich-
keiten”, die das System nicht verandern,
vorstellbar sind? Warum sollte die Einfiihrung
der “sozialistischen Marktwirtschaft” in einigen
sozialistischen Léandern das System zentraler
Planung und Kontrolle beseitigen, und nicht
verbessern?

Es ist vollkommen verstdndlich und be-
griissenswert, dass neue wirtschaftliche Konzep-
tionen der sozialistischen Léander mit grosser
Aufmerksamkeit verfolgt werden (Ubrigens auch
innerhalb der betreffenden sozialistischen L&n-
der), aus diesen Reformen systemverdandernde
Absichten herauszulesen, ist jedoch - und
erwies sich auch dafiir —verfehlt. Die Logik ist
natlirlich ungebrochen: der Ausgangspunkt selbst
ist falsch, wenn formelle Merkmale fiir Wesens-
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ziige eines Wirtschaftssystems betrachtet werden,
und jede Verdnderung dieser Merkmale die
Versuchung vergrossert, das ganze System in
Frage zu stellen.

Der ebenso von Hannelore Hamel heraus-
gegebene Band “BRD-DDR. Die Wirtschafts-
systeme’” ist in dieser Hinsicht konsequenter: er
programmiert das Aufgehen des sozialistischen
Wirtschaftssystems der DDR im kapitalisti-
schen der BRD nicht mehr vor. Es handelt sich
hier um Aufsitze, die verschiedene Teilbereiche
des sozialistischen und kapitalistischen Wirt-
schaftssystems untersuchen, Vor- und Nachteile
einander gegeniiberstellen, und aus dem vielseiti-
gen Vergleich einige wichtige Schliisse zu ziehen
versuchen. Nach einer einleitenden gesellschafts-
politischen Ubersicht, in der Helmut Leipold die
liberale kapitalistische Gesellschaftstheorie, die
Konzeption der sozialen Marktwirtschaft und die
marxistische Gesellschaftstheorie schildert, folgt
eine interessante historische Darstellung der
ordnungspolitischen Gestaltung der beiden Wirt-
schaftssysteme seit 1945. Hannelore Hamel
erwahnt die Auseinandersetzung unterschied-
licher Wirtschaftskonzeptionen in den von den
Westmachten besetzten Teilen Deutschlands, und
folgert daraus auf die ausschlaggebende Rolle
Erhards. In Wirklichkeit kam bei der Wahl der
wirtschaftlichen Lenkung dem amerikanischen
Einfluss die entscheidende Bedeutung zu. Die
Amerikaner haben in Westdeutschland ein in
ihrer Heimat seit langer Zeit erprobtes Wirt-
schaftssystem eingerichtet, das in Deutschland
historisch kaum Wurzeln hatte. Erhards Wiahrungs-
reform beseitigte in kurzer Zeit den Schwarz-
markt, brachte jedoch 1,5 Millionen Arbeitslosen
mit sich. In der DDR begann man — nach
sowjetischen Erfahrungen — eine zentralgeleitete
Planwirtschaft einzurichten, in der die Priorititen
beim Aufbau einer eigenen Grundstoff- und
Schwerindustrie, sowie bei Vollbeschiftigung und
fixierten Preisen lagen. Das Privateigentum wurde
allmidhlich eingeschrinkt, wihrend es in der BRD
aufrechterhalten, ja sogar noch erweitert worden
ist. Das Privateigentum begiinstigte eine ungleiche
Vermogensbildung, die die Gewerkschaften durch
Mitbestimmungsrechte der Arbeitnehmer in den
Betrieben auszugleichen suchten. Um die Mitte
der 60er Jahre sind in beiden Wirtschafts-
systemen Reformen fillig geworden. Nach der
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Rezession des Jahres 1966 sind in der BRD
Bestimmungen gefasst worden, um die markt-
beherrschenden Monopolien besser kontrollieren
zu konnen. Gleichzeitig verschirfte sich der
Importdruck auf nicht mehr wettbewerbsfihige
Betriebe und Warengruppen, die staatlichen
Subventionen wurden auf einige Sektoren be-
grenzt, aber in der makrookonomischen Steue-
rung kam dem Staat eine grossere Rolle zu
(Schillers Wirtschaftspolitik der konzentierten
Aktion). Die seit 1967 durchgefiihrten Reformen
in der DDR vermittelten der Wirtschaftsentwick-
lung einen ‘“‘Selbstlauf”, der Nettogewinn stimu-
lierte die Betriebe nicht immer auf die Erzeug-
nisse, die in den Volkswirtschaftsplinen ent-
halten waren. Die Reformgedanken traten nach
1971 wieder in den Hintergrund. Nach der
weltwirtschaftlichen Rezession gab es viele
Verordnungen in beiden Staaten, die das
Verhalten der zwei Systeme noch klarer beob-
achten lassen. Leider geht der Aufsatz auf diese
Elemente nur skizzenhaft ein.

Rudolf Knauff untersucht die Funktions-
mechanismen der Wirtschaftssysteme. Er geht
davon aus, dass beide deutschen Staaten mit
demselben Problem zu kimpfen haben: wie das
Angebot und die Nachfrage richtig aufeinander
abgestimmt werden konnen. In der BRD hiufen
sich auf einzelnen Mirkten Uberschiisse auf, in
der DDR gibt es Wartelisten und Angebots-
knappheiten. Die Koordinierung von Angebot
und Nachfrage durch Mirkte und Preise in der
Bundesrepublik und durch zentrale Planung in
der DDR wird eingehend analysiert, ebenso wie
die Leistungsanreize und Kontrollen in beiden
Wirtschaftssystemen. Die Probleme liegen in der
BRD vor allem in der zunehmenden Unter-
nehmenskonzentration, in der die neugegriinde-
ten staatlichen Unternehmen an der Spitze
stehen. Neue Ansichten iiber Wirtschaftsmacht,
Monopolpositionen, “Mittelstandpolitik” wiren
insbesondere interessant gewesen, denn die
Strukturschwiche einzelner Branchen formuliert
zahlreiche Fragestellungen ganz anders wie in den
“klassischen” theoretischen Ansédtzen.

Aus den obengenannten Problemen zieht
Helmut Leipold den Schluss: sowohl der Markt,
als auch der Plan haben versagt (Planversagen
versus Marktversagen). Er zitiert die wohlbekann-
ten Argumente, wie und warum der Markt (und
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der Plan) bei der Bedaifserfassung versagt hat.
Gleichzeitig beriicksichtigt er die externen Effek-
te, die er fir ein “systemindifferentes Problem”
halt (Rohstoffprobleme, Umweltverschmutzung,
usw.). Teils hat er zweifellos recht, auch wenn
man fragen konnte, inwieweit die betreffenden
Wirtschaftssysteme fiir die Entstehung dieser
Effekte verantwortlich gemacht werden kénnen.
Viel interessanter wére es aber die Antworten zu
untersuchen, die die jeweiligen Wirtschaften auf
diese externen Einfliisse gegeben haben: diese
Antworten sollen ndmlich Kernelemente des
Systems enthalten.

Die makrodkonomische Stabilitat als Ziel
wird als systemindifferente Erscheinung be-
handelt. H. Jorg Thieme (“Makrodkonomische
Instabilititen — Erscheinungsformen, Ursachen
und Konzepte ihrer Bekampfung”) geht davon
aus, dass sowohl die BRD, als auch die DDR an
der Stabilitat der Wirtschaft interessiert sind. Er
beweist, dass eine zyklenartige Entwicklung in
beiden Wirtschaftssystemen vorhanden ist. Die
Kurven sind fiir die DDR jedoch abgeflachter als
fur die BRD, wenn man die Zuwachsraten des
Bruttosozialprodukts vergleicht. In der Investi-
tionstatigkeit gibt es in beiden Landern grosse
“Spriinge” und Rickfalle. Die Preisentwicklung
kann nur indirekt interpretiert werden: die Preise
in der DDR sind stabil, was noch Kkein
ausreichendes Argument gegentiber der Inflation
ist (die Spareinlagen der Bevolkerung nehmen
sehr rasch zu). Das aussenwirtschaftliche Gleich-
gewicht konnte in der DDR nicht erreicht
werden, wahrend dieses Ziel in der BRD
“iberkompensiert” wurde (kréftige Uberschiisse
in den Rezessionsjahren). Die Zukunftschancen
der Stabilisierungspolitik sind nach dem Verfasser
in der BRD nicht besonders giinstig. Gleichzeitig
bezweifelt er, ob die institutionellen Rahmen-
bedingungen des zentralen Planungs- und
Lenkungssystems in der DDR die diagnostizierten
Instabilitdten auf die Dauer beseitigen kénnten.

Im letzten Aufsatz des Bandes beschaftigt sich
Reinhard Peterhoff mit sozialpolitischen Proble-
men (“Sozialpolitik —Rahmenbedingungen und
Strukturen™). Er vergleicht die Sozialausgaben
und -Struktur der BRD mit denen der DDR. Er
prognostiziert die Verscharfung des Verteilungs-
kampfes, teils durch das Hinzukommen neuer
Elemente, teils durch die Akzentverschiebung
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einzelner Aktivitaten innerhalb des traditionellen

sozial-politischen  Tétigkeitsfeldes  (Umwelt-
schutz, berufliche Umschulung, usw.). Die
“gesellschaftliche Verantwortung” nimmt zu

Kosten des individuellen Verantwortungsgefiihls
zu. Diese Entwicklung ist nicht unproblematisch:
es bleibt die Frage, “inwieweit das, was von den
jeweiligen Machttragern im ‘gesellschaftlichen’
oder ‘sozialen’ Interesse durchgesetzt wird,
tatsachlich den Interessen der Birger einer
Gesellschaft entspricht” (S. 322).

A. INOTAI

SZENTES, T.: The political economy of
underdevelopment. (Third, revised and enlarged
edition.) Budapest, 1976. Akadémiai Kiado.
346 p.

The work of T. Szentes has been published
for the third time since 1971, this time in an
enlarged form. Starting from a detailed critical
analysis of bourgeois development theories, this
book contains a comprehensive conception about
the nature of underdevelopment, its historical,
social, and economic roots, and the mechanism
reproducing international dependence and draw-
ing away income, the internal aspects of under-
development (i.e. the disintegration of economy
and the heterogeneity of society), and finally,
about the possibilities of making up for under-
development.

The new edition is complemented with an
Annex which has become necessary according to
the introduction because since the late 1960s,
when the book was first written, new, neo-
colonialist forms of the capitalist international
division of labour have come to the foreground,
and important changes have taken place in inter-
national economic relations. The new chapter -
added with a view to evaluate new phenomena
and tendencies - presents the changes caused in
the system of international division of labour by
the new investment policy of multinational enter-
prises in connexion with the scientific-technical
revolution. In this context it speaks about the
strengthening technological dependence, the
coming into the foreground of collective neo-
colonialism, and about the change in the profit
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motive of international monopolies. Economies
of developing countries are joining a world-wide
capitalist vertical integration, as its dependent,
“lower links of the chain”.

In connexion with changes on the raw mate-
rial market the author explains that the price
elasticity of the typical raw material products of
developing countries depends largely on the tend-
ency of price movements (their decrease or in-
crease) exerting a considerable differentiating ef-
fect. The neo-colonialist rearrangement of the
international division of labour, and the changed
function of certain regions of the periphery also
accelerate the differentiating tendencies in the
third world.

The capitalist world mechanism of reproduc-
tion has —Szentes explains —plunged into a new
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crisis in our days. The strengthening of state
monopoly capitalism, and the integration of ad-
vanced capitalist countries, while allowing an in-
direct influence on the economy of the periph-
eric countries, have not made possible the
control of world economic processes. Serious
contradictions are developing between the nation-
al character of state monopolistic intervention
and the international activities of multinational
companies.

All this urges the establishment of a new type
of world economic order, based on democratic
principles, in which the content of international
cooperation would change, and accordingly, so
would the institutional system.

P. FARKAS
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P. KOVES

THEORY OF INDEX NUMBERS AND ECONOMIC REALITY

The author starts with opposing the views which connect the acceptance of the
economic content of index formulae with the possibility of their demonstrative interpretation.
He reviews the conceptions and the approaches developed in the history of index theory. He
discusses the conception based on the investigation of the distribution of individual indices and
the one based on tests. All the above are called atomistic approaches by R. Frisch and
“statistical” by H. Theil and others as against the functional or economic approach of the index
problem. .

In the centre of the study there is the critical examination of ‘“‘economic” indices based
on indifference curves. The author analyzes, among others, the role of the homothetic and
non-homothetic utility functions, discussed in Samuelson’s and S. Swamy’s study in 1974. In
addition, he discusses other procedures of index computation which stress the importance of
starting from economic theory. Of these he analyses van Yzeren’s methods serving for
international comparisons. He points out that they are very near to the average of the results of
comparisons carried out by pairs with the “ideal” Fisher formula. In the course of this he refers
also to other aspects of ICP investigations aiming at the comparison of 10 countries.

As a final conclusion the author stresses the necessity of an integrated index theory
based on the non-contradictory results of both the statistical and economic conceptions.

Trends in the theory of index numbers

In 1936 Ragnar Frisch distinguished two main schools in the theory of index
numbers: 1. the aromistic and, 2. the functional approach. The atomistic approach
considers q; quantity and p; price data of the individual products (i=1, 2, ... n) to be
independent variables. The task is to find such a functional of the 2n independent
variables that shows the changes in the price level and in total volume in an acceptable
manner. “In the functional approach certain characteristic relations are assumed to exist
between prices and quantities. This changes the whole nature of the problem. While in the
atomistic approach a logical and unique definition of the index number is impossible,
such a definition becomes. . . possible in the functional approach.”

In the foreground of the functional approach we find the utility functions of the
form u(Q)=u (q;,qs...qy), rooted in the neo-classical economic theory and the
indifference curves and surfaces derived from them. If the u(Q) utility function is given,
each of the indifference curves belongs to a given u(Q) level of utility and represents the
aggregate of those combinations of goods (Q vectors) where the choice is indifferent to
the consumer.
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206 P. KOVES: THEORY OF INDEX NUMBERS

The distinction quoted from Ragnar Frisch may be found, among others, also with
H. Theil, under different terms: he distinguishes statistical and economic schools.

A different kind of division can be found in an article written jointly by
P. Samuelson and S. Swamy in 1974. The authors of this article divide the school called by
Frisch atomistic and by Theil statistical into two parts, distinguishing the search for a
central tendency (average) of the changes from the approach relying on index tests. Thus,
inclusive of the economic index theory they mention three schools. According to the
treble division, the main conclusion of the first school is that individual indices follow a
lognormal distribution and, therefore, the geometrical mean should be applied. The
adherents to the second school, following /. Fisher, search for the formula of a good index
number on the basis of mechanistic tests.

I, for one, do not agree with the confrontation of the two or three kinds of
approaches, nor with the blame put on the statistical school(s). From the circumstance
that the formulae of the statistical index theory assume initially 2n variables, and from
the fact that the formulae do not assume certain relationships from the outset, it does not
follow that the final results of such an approach leave these relationships out of account.
The formulae of index numbers which take into account every important data of the
economic reality constituting the subject of the examination are capable of taking
account also of the stochastic relationship developing between the changes in the g;
quantities and p; prices. The direction and partly the extent of the deviation between the
numerical results of the most frequently used Laspeyres and Paasche formulae are
determined precisely by the said stochastic relationship.

The problematic nature of confronting the statistical and the economic schools is
well illustrated by the case of the index formula of Divisia. F. Divisia published his
formula based on infinitesimal procedure, giving an extreme and exact realization of the
“idea” of chain indexes in 1925.

In his review of 1936, R. Frisch classifies the Divisia-index (with an approving
commentary) as a product of the statistical index theory, though Divisia was among the
first to declare war on the statistical index theory and to advance the slogan of founding
the indexes on economic theory. But Divisia was looking for the economic-theoretical
basis not in the indifference curves, but in the quantity theory of money. A further
curious feature is that I. Fisher, who was both a founder of the quantity theory of money
and a classic of the statistical index theory, did not attribute any serious importance to
the formation of chain indices and did not reach the idea of the Divisia-index. Otherwise for
the justification of the Divisia-index the quantity theory of money is not necessary at all.

It seems that as regards the relationship between economic theory and the theory
of index numbers various illusions blur the clarity. Most of the illusions are related to the
indifference curves, whose role in the economic schools based on neo-classical traditions
is greater than their bearings on the theory of index numbers.
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Systematic survey of the formulae of the statistical school

For the time being, the problems of index formulae will be examined with the
following two restrictions: 1. Only two periods (in more general formulation: two
situations) will be compared. 2. Only the changes in the price level will be examined, that
is, only price indices will be computed. The volume index will be mentioned — where
necessary — only in subordination to the computation of the price index. (By changing
the p and q signs, however, the formulae of the price index numbers may be interpreted
also as index numbers of volume.)

In his classical work published in 1922 I. Fisher listed 134 formulae of price index
numbers. He systematized them mainly from the viewpoint of their being able to stand
the index-tests and also qualified them accordingly.

Setting out from the systematization of Fisher, and by rationalizing it we may
compile the family tree of the index-formulae brought about by the statistical school of
the theory of index numbers (Fig. 1). Three “generations” may be distinguished in it: 1.
the simple, or unweighted, 2. the weighted and 3. the weighted and crossed genera-
tions of the formulae. Beside distinguishing the generations, we may delimit the blocs
of additive and multiplicative structures.

First-generation, unweighted price index formulae are the simple aggregative
indexes produced as a quotient of the sums of unit prices in the two periods, as well as
the various unweighted means of the individual indices p,/p, to wit, the arithmetic (a),
the harmonic (h) and the geometric (g) means.

We may call “first-and-half” generation the formula g* created by the “crossing
factor antithesis”. (From the viewpoint of our present systematization it may be
challenged whether Fisher was justified in introducing the “crossing factor antithesis”
also to the unweighted indices.)

The second-generation may be essentially rationalized over Fisher’s system. Fisher
combined the various kinds of means with four possible value weights
(90Po> 91Po> QoP1, 91 P1). If we consider that in the case of identical q quantity weights
the weighted variants of the first-generations, a and h are equal to each other (S, A, H), then
only the qo and the q; quantity weights and the corresponding value weights should be
attributed importance. In the same manner as S= A =H are the basic type of the
formulae with additive structure, G is the basic type of the formulae with multiplicative
structure. As against Fisher, our family tree derives from the basic type not four but two
specified versions (Go and G,), where v =V, =doPo, or v=v; = q,p;. The specified
versions of the additive basic type are the well known Laspeyres and Paasche formulae (L
and P).

The third-generation formulae have come about from the second-generation
weighted formulae by way of crossing time antithesis or crossing time and crossing factor
antithesis. E.g. the Edgeworth-Marshall formula is the result of a crossing time antithesis
insofar as in the E price index with an additive structure the quantitative weight is an
average of the quantities of two periods: q = 1/2(qo + q;). Here the quantitative weights
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The family tree of two-situation formulae of price indexes

Fig. 1.

have been averaged, but E may be simultaneously written also as the weighted average of
the L and P index numbers computed with the weights of the wo periods. The F formula
called “ideal” by Fisher is an average of index numbers from the very outset, to wit, the
geometrical mean of L and P. But this averaging means here not only a crossing factor
antithesis as well.
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On the multiplicative branch of the family tree G is the geometrical mean of the
indexes G, and G,, but G can also be produced by weighting with the arithmetical mean
of the value weights, wo = vo/2Zvo and w; =v;/Zv,. Thus, here only a crossing in time
occurred. As can be seen from the family tree, G* may come about through the derivations
g—> ¢ > G and g—> G - G" as well. If in the latter G is a concrete variant of G, the G*
thus coming about possesses the advantageous properties of both kinds of crossing,
(similarly to F): it satisfies the requirements both of the time reversal test (the index
numbers computed by interchanging the periods are each other’s reciprocals: and of
the factor-reversal test (the product of the volume index by the price index is equal to the
value index).

It should be noted that the requirement of a further important test: the
proportionality test or average test (the price index is some average of the individual
indices p, /po) are satisfied by every first and second generation formula as well as by E
and F, but they are not satisfied by the g" and G" indices coming about through crossing
factor antithesis and with a multiplicative structure.

Passing now to comparisons of more than two periods, two kinds of the multi-
situation index computation systems are distinguished: the open and the closed systems.
In the former case the value of the indexes computed from the data of r number of
periods does not change if the computation is extended to r + 1 periods. We may obtain
an open system of index series in the simplest way by fixing the base period and
computing the value of a two-situation formula for each period. Another possibility to get
index numbers with a fixed base comes about by multiplying chain indices comparing
“neighbouring” periods. If we reduce the size of the time units to be compared and thus
incrase the number of the links in the chain (“observatory stations™), we approach the
Divisia-index.

From among the two-situation formulae only the poor-quality s, g and g * formulae
are transitive, that is, it is only these which satisfy the requirements of the circular test
and the chain test. (E.g. 81/0'82/1 = 82/0)- If, in the manner mentioned above, we do not
apply two-situation non-transitive formulae in the open-system index series, by forming
derived index numbers (computing chain indices from indices with fixed base, or
conversely) we may secure transitivity in an artificial manner. In the closed systems to be
mentioned below we compute transitive indices from the outset.

In the case of a closed system multi-situational crossing takes place. If we average
the q data not of two but of r > 2 periods (all periods drawn into the investigation), we
arrive at formula E instead of E. If we compute a geometric mean from the
price indices of additive structure worked out with the q data of each of the r periods, we
arrive at the multi-situational versions of F, at the formula F. The multi-situational
version of G will be denoted by G. F satisfied the requirement of the factor-reversal test,
but F does not satisfy it. G is no longer expected to satisfy the test, since even its
two-situation “‘predecessor”, i.e. G did not yield the value index V if multiplied by G ;
But there is no obstacle to adjusting our multl-snuatlonal formulae to satisfy the factor-
reversal test. The crossing factor antithesis of G is G* and of F it is . The formula of the
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latter, if we wish to compare the price level of period t to that of period b, is as follows:

O]

It can be shown that the value of the expression
r r 2

is minimum, that is, a transitive price index denoted by & approximates in all relations the
non-transitive F indexes by pairs, in the best manner, if oy, = lEt /- This interrelation
was simultaneously proven in a Hungarian (Eltet6—K&ves) and a Polish (Szulc) study.
Referring to the two studies, the index formula denoted here by f is mentioned in several
places as the EKS formula. It was applied in a comparison covering 10 countries (ICP
International Comparison Project, Kravis and associates, 1975).

In Fig. 2 I present the behaviour of some open and closed system index series
relying on the annual data of two articles on the Budapest markets between 1960—1970."
The figure shows also some formulae which will be mentioned only later. The figure does
not illustrate the values of the index series on a 1960 basis, but values which underwent a
double transformation. On the one hand, the basis is the average of 11 years (each year is
compared to the geometrical mean of the indices computed on 1960 basis), and, on the
other hand, the value of every index series is compared to the value of the Divisia-index.
(More exactly, this is an estimation of the Divisia-index, worked out as the geometrical
mean of products of chain indices computed according to the formulae G and F. What
the relative values of the indices thus transformed now show reflect tendencies deriving
from the individual properties of the example only to a minor extent, they mostly
illuminate the general properties of the index series of different types. We shall return to
this problem.

On the “economic” school of the theory of index numbers

The pioneer of the functional index computation was A. Konius, who expounded
his relevant ideas in an article published in the Soviet Union in 1924. Partly
independently of him, partly also relying on his studies which became known rather late,
several other students of economic theory, statistics and econometrics contributed to the

' The basic data and further results of the computations — covering several articles — are to be
found in Koves (1977).
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Fig. 2. Open and closed-system series of index numbers

development of the theory of index numbers called, by the term coined by Frisch,
functional.

We have already touched upon the meaning of the u curves to be found in Fig. 3.
The various straight lines in the Figure also have an interpretation. The angle of the lines
starting from the origin and connecting it with some consumption point Q, with the axes
reflect the relative consumptions of the two products. The distance from the origin of a
straight line, connecting two points on the two axes, shows some Z qp total consumption

(income). The slope of such a line shows the proportion of the prices of the two
products.
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ur

Fig. 3. Comparison of the Laspeyres index with the functional volume index

The function u(Q) may take many forms, and according to the functional index
theory this concrete form, too, “has to be observed”. In Fig. 3 the two straight lines
(expressing relative prices and the income of the consumer) can be seen which determined
a consumption point on the levels u0 and u,.

The functional volume index (denoted by ®u) answers the question, assuming a
given vector P, what the relative ratios of the costs of two utility levels (e.g. u0 and ut)
are.

The functional index is of an additive structure, it may be well compared to the
classical additive “atomistic” formulae. While Lg and Pq “marry” in a fictitious aggregate
Q and P vectors which are foreign to each other, the Q vector in the numerator and
denominator of the functional volume index is in full harmony economically with the P
vector constituting a scalar product with it, the pattern of consumption is always in
correspondence with the price structure.

If, by analogy of the formula Lq, we assume that the fixed P = P°, with such
relative prices the consumer would have consumed in the period observed not the
quantities Q1, but the equivalent quantities Q10 situated on the same ut utility level, on
the same indifference curve, corresponding to the “cheapest” Q vector with P° prices.**
The functional volume index relates the costs of the Q10 consumption to the
actual costs in the base period, instead of working out the costs of Q1 at P° prices foreign
to it, asdoes Lq.

*In Q10 1 denotes the utility level, O the relative prices taken for basis
**The upper index (0) denotes the price level taken for basis
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It is easy to see, and this is illustrated in Fig. 5, that Q' °P® < Q'P', and thus the
ratio of costs of Q'° and Q° (at P° prices), that is, the functional index, is smaller than
the ratio of the costs of Q' and Q° (at P° prices), that is, than the Laspeyres index.

If, by analogy of the formula Py, we fix the price vector P!, the consumer would
have chosen prior to the consumption Q' on level u, the combination of goods Q°'
instead of Q°, since it is cheapest with the relative prices p' on level uo. In this case the
functional volume index may be computed as the quotient of the costs of Q' and Q°' at
p' prices. This index number is greater than Pq:

Ql Pl Ql Pl &
<I>f]') 5E Q°! p! > Q° P! A Pq (3)

The functional price index () is the quotient of the two costs to be found on the same
indifference curve, at prices P’ and P' necessary for buying the combination of goods
conforming to the relative prices P® and P'.

Also the fixed utility level may be of several kinds. If e.g. we fix the level Q°, then

01pl
®(0) = gLt
p QOPO

“4)

Here too it is valid, mutatis mutandis, what we have stated with the volume index in
respect of the relation to the formulae L and P.

In most cases we may expect that the numerical values of the Laspeyres and the
Paasche formulae flank on both sides the values of the two analogous functional index
numbers. In the case of definite types of utility functions (and indifference curves derived
from them), the functional index is invariant, that is, its value does not depend on the
price vector used in computing the volume index nor on the utility level when computing
the price index.

Marxist theoretical economists did not discuss the theory of indifference curves for
quite a while, we may say they exhibited a certain degree of indifference. As far as I
know, the works of Robert Hoch published in 1960 and 1962, as well as the survey of
bourgeois theories by Antal Mdtyds illuminating also the role of the indifference curves
may be considered as pioneering not only in the Hungarian literature. From the aspect of
computing indexes it was the Polish economist W. Welfe who dealt with the indifference
curve with the intention of a Marxist critique, and also the works of prof. M. Dobb of
Cambridge University should be mentioned. y

In agreement with R. Hoch’s analyses, A.Midtyds believes that an ordinal
interpretation ... does not further demand theory any more than its derivation through
a cardinal interpretation of utility.” “The representatives of the system of indifference
curves, while pretending to neglect the cardinal interpretation of utility, in reality
smuggle it back into the theory.” According to R. Hoch the theory of indifference curves
“. . .isan attempt at saving the theory of marginal utility that failed.”
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Hoch criticizes the concept reflected by the indifference curves, according to which
the basic relationship between consumer articles is substitutability, and explains that total
consumption is composed of groups of goods satisfying needs which are independent of
each other. The consumer ranks first of all his comprehensive, independent needs (food,
clothing, dwelling, furnishing, cultural needs etc.) and determines the pattern of his
outlays first of all according to the corresponding comprehensive, independentgroups o f
goods. The determination of the demand proportions of substitutes is in general
secondary. The ranking of independent groups of goods occurs according to the intensity
of these needs. The changes in relative prices within the comprehensive groups influence
the demand proportions between “true” substitutes.

| agree with the critiques of R. Hoch and of A. Matyas raised against the idea of
general substitutability and with the motives of the critique. In what follows, however,
we still have to take into account the distinction between homothetic and non-
homothetic utility functions.

Non-homothetic function

Fig. 4. Indifference curves derived from the homothetic and the non-homothetic functions

In the case when homothetic functions are valid, the income elasticity of every
article is 1, that is, with unchanged prices a given rate of increase in income involves a
proportionate increase in the consumption of every article. In a given period the pattern
of consumption of both poor and rich will be the same. With non-homothetic functions
the income elasticity differs by articles as it does in reality. But with this type of function
there is no guaranty that the average of the elasticity coefficients is unity.

In their common article Samuelson and Swamy promise an investigation of the
relationship between invariant economic index numbers and canonical duality. The
distinction between homothetic and non-homothetic functions plays an important role in
the paper.
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The authors call canonical the
q(Q) =X"q(\Q)

form of the utility function u(Q) = q(Q), in which, as matter of fact, the validity of the
proportionality test is stated. (The utility level corresponding to the vector Q multiplied
by A is equal to an A -fold utility level.) Duality emerges in several respects.

The authors show that an invariant index number is obtained only if the utility
function is a homothetic function of the first degree and of canonical form.

They show that the invariant index numbers satisfy the following Fisher tests: a)
average test, b) time-reversal test, c) circular test, d) determinateness test, e) “weak”
factor-reversal test. (“Weak” means here that the product of the volume and price index
numbers computed according to different formulae is equal to the value index.)

According to “the authors innumerable homothetic utility functions may be
formed; but what do they say about the non-homothetic functions which, as we have
seen, may be considered to approximate reality more truly?

As regards the tests, the situation changes relative to the homothetic case. The
proportionality test holds only for the price index, but not for the volume index. The
other tests, however, are satisfied. It has already been mentioned that the index numbers
of the non-homothetic functions are not invariant. Also the invariance of the Divisia-
index relating to the path between the end points is lost.

A lopsided result is quite usual in the “atomistic” jungle of index numbers. But in
the “exact” theory of index numbers the theorem that the price index is the average of
individual indices, but this is not true for the volume index sounds rather dissonant.

I have already mentioned that, relative to the difference between L and P, the
quantitative effect of invariance is in general essentially smaller. This circumstance may
partly help in eliminating such illusions that the L and the P formulae have independent
messages, and the remaining invariance introduces — less dramatically — the same
problems into the economic index theory which the statistical index theory has to face.

Let us remember that, for the time being, the statistical index theory has the
irrefutable advantage that, up to now, practically useful index numbers could be
computed only on this basis. Thus, it is an important corollary of the economic theory to
examine what statistical formula can approximate the “theoretically correct” economic
index. Samuelson and Swamy do mention the problem of approximation. They state that
in the homothetical case the “symmetrical averages” of L and P, among them F, yield
very good approximations. After having addressed — according to the traditions of the
cultivators of the economic index theory—several galling remarks to Fisher, the authors
write ““. .. we can a little vindicate Fisher in his choice of the “Ideal” index number. . .”
(p. 581). It seems, for the time being, that the practical final conclusion of the economic
theory may be that in the interest of the best approximation of the theoretically correct
index number such formulae should be used which are considered best also by the
statistical theory of index numbers.
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In this respect, the situation does not essentially change if we pass to the non-
homothetic case. Under the subtitle “Nonoptimality of Ideal Index for non-homothetic
Case” (p. 585) the authors illustrate with an example relating to the function

uQ=(1+q1)q:

that in the case of a non-homothetic function the “true” index does not necessarily fall
between L and P. The example relies on the failure of the average test. Taking the two
individual indices to be equal, L, P and F are also equal to them. Thus, the index number
not bound by the average test and situated “within”’ the interval of zero dimension of the
individual indices may step out of the L—P interval, which equally has no dimension. The
subtitle quoted announces for the “conservative” reader (and to his no small satisfaction)
again the “failure” of F, but it should be obvious that also L and P “have failed”. The
authors do not recommend a better approximative formula.

Cultivators of the economic index theory had to face also the problem that
consumer preferences, “tastes” change over time, thus the utility function u(Q) itself
changes. The authors discuss also this aspect. Their final practical conclusions centre on
recommending the chained F formula, and index numbers similar to the Divisia-indices.
This is not much “news” from the vantage point of statistical index theory.

On international comparisons

Let us examine the formulae of volume and price indices used for international
comparisons from the viewpoint of their relations to the schools of index theory. In some
instances we have already indicated that the comparable situations may be not only
periods, but also territorial units, among other things, countries. For such purposes
generally the same index formulas may be used as for the comparisons in time. But some
formulae owe their ‘““career” to international comparisons.

Such is e.g. the Geary—Khamis multi-situational, asymmetrical index computation
system of the closed type. Asymmetry means that the formulae of the volume and the
price index numbers are not uniform. A similar one is the volume and price index
proposed by D. M. Iklé, theoretically one step ahead, but neglected in practice.

These procedures are based on the averaging of the weights, but the averages of the
q and the p data are worked out in a more complicated manner than e.g. in the case of
the E or E formulae.

The Geary—Khamis method works out the K}, price index number as the (reversed)
quotient of such K¢ and Ky, price indices, whose formulae are:

Zq¢p Zqpp
t qtPK i bPK

= 3 ()
’ b
Zq, py 2 qy Py
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These price index numbers relate an average price level to the price levels of the
given situations.
The formula for the average price level for a definite article is:

t= =
PK = T = r i (6)

With the aid of the price index K; the corrected prices reduced to the average price
level (p;K;) have been averaged with the aud of q, weights. After the correction the
function of averaging is only to level out the differences in relative prices. This procedure
prevents that the relative prices of situations with a higher price level (in international
comparisons there are also differences in currency) should “suppress” those of others.

The t/b price index is

Kb
Kt/b = z’ (7

It may be seen that the formulae of the price index and the average price depend on
each other mutually. Therefore, their computation requires a difficult mathematical

procedure.
The formula of the Geary—Khamis volume index is:

4 Z q; Pk

P ®
1 Zq,pk
We have a series of absolute figures 2 q;px(t=1,....,r), from which we may compute

(transitive) volume indices for any relation.

Of course, the Geary—Khamis index numbers may be reduced to two situations, and
while in the case of several situations we can arrive at a solution only by solving a
complicated system of equations, for two situations a direct formula may be given. It
turns out that the weights qg are proportionate to the harmonic mean of the g
quantities.

We have already seen from the multi-situational formula that in forming the average
price the effect of differences in absolute price levels has been eliminated. With the
quantities this reassuring moment is missing. The ratios between average quantities are
nearer to the quantitative relations of the situation with the smaller volume. (If we
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compute from the weights not harmonic but arithmetic means, as e.g. in the formula E,
the ratios of the situation with greater volume will dominate.*

The method of Doris M. Iklé may be considered as a further improvement of the
formulae Kp and Kq in which, however, the two-situational procedure is also more
complicated. The Iklé procedure secures the elimination of differences in level between
spatial or time situations not only in respect of prices, but also in respect of quantities.
Thus, the average quantities of an article between situations allow the assertion of average
quantative ratios.

Here, too, only the volume index has a direct multi-situational formula. It differs
from the formula Kq in that another value has to be substituted for pK.We note that
while Khamis reduced the unit prices of the individual situations to identical price level
by inserting a general price level, 1klé worked with a fixed basis chosen from among real
situations. Thus, in Iklé’s formula we find price and volume indices of t/O relation:

t=o0 V' >tV t:ZO VL wo
Pi :I 111 111 (9)
t=0 q‘ !q° t=o0qg*Iq*

wheret=0,1,.. ,,m.

Extension to many situations involves difficulties with K and I. Khamis and 1klé
“generalized” the two-situational formula of the volume index (observing its
transitivity) without a similar generalization of the price indices being made possible
obeying the factor-reversal test. Thus, the price index can be expressed only indirectly,
either as the quotient of the value index and the volume index or by assuming an
intermediate (average or other) abstract price level:

2 qtP, 2qtp 2 q, pt 2 gbpb
(10)
2qgbPb 2qgbp 2qtp 2qbp

where p may be either pk or pj.

It follows that the multi-situational K and I price index numbers do not satisfy the
requirements of the average test, the indirect results are not strict averages of the
individual indices.

*Since, however, the formula pk averages the corrected prices in a weighted form, the average
price ratios will be nearer to the one from the p0and p, ratios to which a greater q series belongs. In
this manner from the volume and the price indices one will be nearer to the L, the other to the P
formula, if the change in volume is substantial between the two periods.
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The specialists engaged in the international comparison of Common Market
countries found the computation of the Geary—Khamis index numbers too complicated,
but they insisted on the possibility of analysing the structure of the aggregates by means
of distribution ratios in harmony with the index numbers worked out (which is allowed
in the case of computing with average prices). They adoptéd the proposal of the Italian
Gerardi, advocating a weighting with the geometrical mean of the prices expressed in the
currencies of the different countries. The unweighted geometrical mean is free from the
distorting effects of the arithmetical and harmonic means which are mitigated or
eliminated in the Geary—Khamis and the Iklé formulae by means of complicated
weighting. Figure 2 illustrates also the behaviour of this formula.

The price index numbers of additive structure computed with formulae with
average weights are characterized by the fact that they produce high values “in the
middle” and low ones on the “wings”. This is now best shown by I relative to D. K and
the Gerardi price index show extremely low values only at the beginning of the time
series.

Why are the price indices mentioned relatively higher “in the middle”? Where the
price index is relatively high, the volume index is relatively low. Thus, the former
question may be put also by asking why the volume indices are low “in the middle”. The
weights are now average p values. Around the middle of the time series also the relative
ratios between the quantities are on the whole close to these mean values in the periods
observed. If the individual volume indices are of an ““average per non-average” nature, and
the weights are of “average” nature, our index number of additive structure will be a
“quasi-Paasche” one, that is, of relatively low value.

Earlier I showed that in the case of a low level of volume the K volume index gives
a relatively high value. The K price index behaves contrarywise. This is the explanation
why K sinks low at the start of the time series even in comparison to its already justified
declining tendency, while at the end of the time series the declining tendency is
counterbalanced by the factor just mentioned.

We may examine also the behaviour of the G formula in the figure, which was used
in the ICP under the name of Walsh-formula.

In the ICP also a formula of the Dutch professor J. van Yzeren was used, which
had been already applied in 1955 for comparison between the countries of the European
Coal and Steel Community. We will now investigate this procedure of index com-
putation.

As a matter of fact, J. van. Yzeren created three interlinked methods, and three
index formulae, to be denoted hereafter by Y’, Y”’,and Y.

With the notation just introduced, the method of van Yzeren is aimed at computing
Y’. The author calls this procedure the method of heterogeneous groups. For
understanding the method one should think of four groups of persons, consisting each of
a typical inhabitant of countries A, B, C and D. Each of the groups moves into one of the
four countries. The consumption pattern of the individuals corresponds to the original
consumption developed in their own countries. The consumption of the four persons
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meeting in the four countries in turn is equal, according to some —for the time being
unknown - conversion coefficient Y\ (i = a, b, c, d). In his own country the inhabitant A
spent Yd units of A francs, and the others, similarly in their own country, Yb, Y¢, Ya
units of B, C and D francs.

The problem consists in working out the Yj conversion coefficients. Relating them
to each other we then obtain the Y£/a, etc. price index numbers expressing the relative
purchasing power. The author presents an iterative procedure for working out the
conversion coefficients and shows that if the model consists of two countries only, the
Y*=F.

The author calls the method Il, the method of homogeneous groups. Four groups
are formed whose members originate from the same country. Each group spends the same
amount. The members of the group are dispersed in the different countries where they
consume according to their own original consumption habits. But this time the
conversion coefficients have to be such that each original group should spend the same
amount.

The computation again occurs by help of an iterative procedure. In the case of two
countries Y” = F, similarly to the first method.

The method 111 is the so-called balanced one. It is based on the wish that the
conversion coefficients worked out in method | and Il in different ways would be equal
to each other. The way of computation is similar to the former ones. In the case of two
countries Y = F.

Comforming to the basic idea of this study, the reference to the economic contents
may be now too confronted with the earlier results o f the “Statistical’theory of index
numbers. Remembering also that all three methods of van Yzeren are reduced to the
“ideal” Fisher formula if there are two countries, it will be examined whether Y\ Y” and
Y do not “resemble” some known formula.

Ifin van Yzeren’s model we exchange the additive type of summation (averaging) for a
multiplicative one, there will be negligible change in the quantitative results - as will be
shown later.

In a Hungarian language study of mine published in 1977 | showed that method |
of van Yzeren, called the method of heterogeneous groups and having a palpable
economic background is very near to the formula F already mentioned, which may be
considered to be a typical product of the “statistical” theory of index numbers. The
essential difference between the two is that the computation of Y’ requires a complicated
iterative procedure, while for F we have a direct formula.

The value obtained by method Il through a similar procedure is nothing else but the
»factor-antithesis” of F, that is, the value index divided by the volume index Fq.

With method I11 we get through the transformation F for Y.

From the three van Yzeren methods only the third one was used in the UN
comparison, of which it may be now stated that it is a near ‘relative” of the Pformula
(EKS method).
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In order to prove that Y’, Y” and Y are indeed very near to the formulae F, V/F"q
and F, in Table 1 I give the numerical results of the index numbers in van Yzeren’s
schematic example (basis is the A franc).

Table 1

Comparison of van Yzeren’s indices with their “relatives”

Additive methods Multiplicative methods
Country = -
1.0 11 (X >) I (Y) I (F) I (V/Fq) II (F)
Al 1 1 1 1 1 1
Ri: 0.4937 0.5830 0.5364 0.4937 0.5819 0.5360
G 0.6604 0.7871 0.7210 0.6613 0.7855 -:0.7208
D, 0.6540 0.6965 0.6746 0.6499 0.6985 0.6738

Turning from the schematic example to the UN statistics, let us see how the results
worked out with the different formulae compare relative to the USA. In order to increase
the exactness of the comparison I applied two transformations. First I converted the
index numbers given on the basis of the USA to indices related to the average of the ten
countries as a basis (to the geometrical mean of the indices) and then compared every
such result obtained by countries to the results of a selected formula, to wit, to those of
f. Table 2 shows the index numbers published by the UN and those obtained through the
double transformation. ¥

The most conspicuous result is precisely that the differences between Y and F are
disproportionately the smallest, even negligible in comparison to the differences between
the other indices. Only in the case of Kenya do we find a major deviation, but this has a
special reason: with the low volume index the result, given with an exactness of two
significant digits, corresponding to one thousandth of the US level, is a very rough
rounding. This assumption may be proven if we perform the comparison for the price
index of Kenya also with a price index having three significant digits. Then Y = 3,79 and
F= 3,80, the difference is negligible.

Relying on the confrontation of the index numbers we may state that Y does not
yield any additional information in comparison to. the essentially more easily com-
putable F,

Omitting Y, the results of Table 2 are illustrated in Fig. 5 also graphically. The
data of the countries ranked according to the per capita GDP have been connected with
(a rather voluntary) continuous line.
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On the basis of the statements made earlier about the properties of the individual
formulae we might examine the differences between the results of the various formulae. I
would stress here only the most conspicuous one: the value of K deviates in the case of

Table 2

Index numbers of per capita consumption of ten countries in 1970

Geary—Khamis Walsh EKS van Yzeren Fisher
Country
K G £ Y F
UN indices
1. USA 100.0 100.0 100.0 100.0 100.0
2. France 75.0 753 Tl 77.6 73.5
3. Germany (Fed. Rep.) 74.7 72.4 74.4 74.4 13.5
4. United Kingdom 60.3 63.3 63.8 64.0 64.0
S. Japan 61.5 60.9 62.6 62.7 63.6
6. Italy 45.8 47.1 48.4 48.4 47.7
7. Hungary 40.3 40.7 40.7 40.8 40.2
8. Columbia 15,95 = 14.5 15.1 151 15.0
9. India 7.1 6.2 6.2 6.2 6.3
10. Kenya 5.7 5:1 5.6 5.7 6.0
Transformed indices

1. USA 99.6 102.5 100.0 99.9 99.9
2. France 96.6 99.9 100.0 100.2 95.0
3. Germany (Fed. Rep.) 100.0 99.8 100.0 99.9 98.7
4. United Kingdom 94.1 101.7 100.0 100.2 100.2
5. Japan 97.8 99.8 100.0 100.0 101.5
6. Italy 94.3 99.8 100.0 99.9 98.5
7. Hungary 98.6 102.5 100.0 100.1 98.7
8. Columbia 104.9 98.4 100.0 99.9 99.2
9. India 114.0 102.5 100.0 99.8 101.5
10. Kenya 101.4 93.4 100.0 101.7 107.0

some countries, particularly India, from the results of the other formulae. It follows from
our earlier statements that the volume index computed with the formula Kq is inclined to
overvalue the situations of low volume and undervalue those of high volume. In this case,
indeed, the formula Kq raises most the index number of the three countries with the
lowest per capita consumption, lagging behind the others, i.e. those of Columbia, India
and Kenya.
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%o

Note: On the horizontal axis we find the serial numbers
of the countries as they appear in Table 2.

Fig. 5. Index numbers of per capita consumption relative to the formula £

On the economic contents of the formulae. — For an integrated theory
of index numbers!

Many believe that a given formula of an index number has an economic content
only if it can be palpably interpreted. From this point of view it is the second-generation
formulae with additive structure that are most adequate. The adherents to the
“economic” school link the economic contents of the index formula to the indifference
curves. We also meet with strivings that, allowing with the formulae of the “statistical”
school more complicated mathematical procedures, the procedure for computing index
numbers is based on some more complex but still palpable economic abstraction, making
the appearance that the “purely statistical” ideas have been successfully transcended. An
example may be the van Yzeren procedure.

Those cultivating the “welfare economics” need the indifference curves. It follows
that they also necessarily subordinate the theory of index numbers to the indifference
theorem. It seems that it is not primarily the theory of index numbers that needs the
indifference curves, but rather the theorem of indifference curves is seeking for its
justification also in the theory of index numbers.

In my opinion the confrontation of the “statistical”” approach with the “economic”
theory of index numbers (reflected also by these denominations) is not correct. We need
an integrated theory of index numbers which uses every tool which has proven to be
useful The approach called statistical has possessed the necessary economic foundations
from the very outset. Alerady the second-generation formulae (those with an additive
structure) palpably reflect the basic economic interrelations which are significant from
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the viewpoint of the purpose of computing index numbers. The degrees of development
of the system of formulae reflected an ever fuller grasping of economic reality. An
integrated theory of index numbers would possess a richer armoury of instruments than
the individual approaches separately. There is no danger that the integrated theory would
be eclectic since the real results of the different approaches are not contradictory.

The integrated theory should link the investigation of the properties of the
formulae with a study of the properties of reality, constituting the subject of index
computation. But this reality may be described not only with the aid of functional but
also with stochastic models, and, as a matter of fact, the latter are nearer to reality. We
have to make an empirical study of the distribution of changes in volume and in prices,
the stochastic relationship between the two, and the factors shaping this connection, that
is, the statistical structure of the aggregate changing in time, the various types of this
Structure. In realizing these objectives every known school of the theory of index
numbers will obtain a role. .

Different types of aggregates may be distinguished, e.g., depending on whether the
dispersion and correlation of the indiviual indices are stronger in the short or in the long
run. For the sake of simplicity, let us think only of the dispersion. Thus, in the case of the
one type the individual indices move considerably away from each other in the longer
run, while in the short run only the part of the long-term development falling to the given
period causes dispersion. In the case of the other type there is a big fluctuation in the
short run, but in the course of this big movement the earlier ratios are restored again and
again. In the first case the multiplication of the chain indices may be favourable, while in
the second case it may be more advantageous to compute index numbers with constant or
average weights.

The economic reality constituting the subject of the computation, the statistical
structure of the given aggregate, are usually such that the crossed multi-situational
formulae, systems of index computation (not least the Divisia-index ) yield nearby results.
Reality is relatively near to those theoretically definable “regular” structures, in which
the more advanced formulae or a part of them yield identical results. In the case of real
aggregates it may be investigated in what respect the aggregate differs most from “the
regular” one and, in view of this, and considering also the practical viewpoints as well as
the demands of those “commissioning” the analysis, one may choose from among the
formulae.

One of the most important factors in the properties of the aggregate is the
correlation between the individual indices. There are many arguments to consider this
correlation as basically of a negative type. This is shown by empirical data in both
temporal and territorial comparisons, and this follows also from the convex indifference
curves.

When we explain in our textbooks and handbooks the bases of index computation,
we always start with a two-situation case and then pass to multi-situational ones. Let us
now reverse the problem and divide at the same time the simplification of the
complicated reality into two parts.
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Fig. 6. The optimal graph of the ICP index numbers

As the first step, let us remember that the quantities and prices of every product
develop continuously, that is, they have a time series. Our objective is to reduce the sets
of both the q and the p time series to one time series each.

As the second step we put the question what the ratio is between two values at op-
tional dates of some reduced time series. This ratio is the index. If we have data only
for optional dates, we cannot expect “absolutely correct” results. The two-situation index
is not the elementary and the simplest case in this sense, but the most simplified case
of index computation.

This reminds us, of course, of the Divisia-index. But now we do not intend to create
a procedure for the computation of index numbers, but are engaged in deriving the index
problem. If we accept this derivation, it naturally offers itself as a solution, and also appears
in a more favourable light, than its historical acceptance in the development of the theory
of index numbers. But we also see now that the idea of simplifying reality used in the
first step may be also utilized in improving the computational procedure of index
numbers, which may help perhaps also in eliminating the problem of the invariance of D
(relating to the development path).

In the comparison of territoral units (countries) the chain index is not used. But in
literature we may meet also with such ideas, and in practice with procedures pointing in
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this direction. But in the territorial “chaining” the problem is not only linear ordering.
When constructing the “optimal graph” countries with similar structures should be placed
beside each other. For this an objective measure may be the quotient of

Paasche/Laspeyres type indices by pairs of countries.

Performing some reproductive computations with the published results of the ICP, |
could work out bilateral F indices and “Paasche/Laspeyres” quotients (which do not
agree with the computational results of the ICP). With their aid was prepared an “optimal
graph”. In the figure we find along the arrows the value of the direct F index corresponding
to the link in the chain, and below the name of the countries the index number obtained
through multiplication of the indices, relating them to the USA. (See Fig. 6)
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TEOPUS UHIEKCOB Y 9KOHOMUYECKASI NEMCTBUTEJIBHOCTh
I1. KEBEII

ABTOp MONEMHU3MPYeT CHayajla CO B3INISIAAMM, NPEJICTABUTENH KOTOPHIX CBSA3BIBAIOT MPU3-
HaHHe 3KOHOMMUYECKOI'O COMEp)KaHUs MHAEKCHBIX (OPMYJI C BO3MOXHOCTBIO MX HATJISIIHON WHTep-
nperauud. 3areM [POU3BOAUT 0030p CIIOXKHMBIUMXCA B MCTOPHM TEOPMM WH/IEKCOB HalpaBJICHUH,
cnoco6oB npubIIMKeHUsI, B TOM YMCIle HanpaBJieHUH, OCHOBBIBAIOLUMXCS Ha MCCIIe[lOBaHWHM pacrpe-
[eneHuss MHOMBWIYaJTbHBIX HMHIEKCOB, a TaK)Ke Ha TeCTax, KOoTopble P. ®puil Ha3eiBAT B 1EJIOM
aromMucTHYecKHM, a X. Teityib U Apyrue — CTaTUCTHYECKHM NPHOIIMKEHHWEeM, B OTIIMYHE OT (PYyHK-
LMOHAJIBHOTO MJIM 3KOHOMMYECKOro MpUOGIMKEeHNS UHIEKCHON mpo6iiemMbl. ABTOp OTMeEYaeT, YTO
®. IuBu3nsA, KPUTHKYSA CTATHCTHYECKHH MOJAXOM, BBell 06pazyeMyo ¢ MOMOLIBIO HHOUHHTE3HMAITb-
HBIX Llenel MHOEKCHYIO opMysy, B TO BpeMs Kak [Ipyrue NMPHYMCITHIIM aBTOPA 9THX HHJIEKCOB TOXeE
K CTaTHCTMYECKOMY HANpaBJIEHHWI0. ABTOP HACTOSLIEN CTAaThU MOJIBEPTaeT KPUTHKE TaKXKe JIipyrue
CJly4au MPOTHBOIOCTABJICHUA CTaTHCTHYECKOH U 9KOHOMHYECKOH TEOPHH HHICKCOB.

LleHTpanbHOe MECTO B HACTOSLUEH CTaThe 3aHMMAaeT KPUTHYECKOE HCCIIelOBAHWE (IKOHOMHU-
YeCKMX) MHJIEKCOB, OCHOBBIBAIOLIMXCS Ha KpHMBHIX Oe3pasnuuusi. Hapsiay ¢ mpouum aBTOp aHanu-
3MPYeT POJIb TOMOTETHYECKHUX M HErOMOTETHYeCKMX (DYHKUMH MOJIE3HOCTH, KOTOpbie ObUIM M3JI0-
KeHbl B onyGnukoBaHHOM B 1974 ropy coBmecTtHoM ouepke CamyanbscoHa u Camu. Kpome atoro
aBTOpP OCTaHABIIMBAeTCA TaKXe M Ha [APYTHX cCrocobax MCYMCIIEHHSI HHAEKCOB, aBTOPHI KOTOPBIX
CUMTAlOT BAXHBIM HaJIMYMEe HCXOHOIO 3KOHOMMYECKOrO TeopeTHYecKoro obGocHoBauusi. Cpenu
HUX BaH M3epeH aHanmuaupyeT MeTOMBI JISI MEXIYHAPOJIHBIX CpPaBHEHMH, MOKa3kIBasi, YTO OHM
PaBHO3HAYHbI YCPE[HEHHIO PE3y/IbTATOB CPaBHEHHH, BBHIMOJIHEHHBIX MONAPHO C MOMOLIBIO (Hieailb-
HOI» dopmynsl Quiiepa. B CBs3M C 3TOH KPUTHKONM aBTOp KacaeTcs TaKxe Apyrux acrnektos Ilpo-
eKTa MexayHapoaHoro conocrasneHus (ICP), oxsateiBatomiero 10 crpas.

B KOHEYHOM HMTOre aBTOp NPHXOAMT K BBIBOAY, YTO CYLIECTBYeT HEOOXOOAWMOCTb B MHTEr-
PAITBHOH MHIEKCHOW TEOpHHM, YUMTHIBAIOILEH B PaBHOM Mepe HO NpOTMBOpeYaume APYT APYTYy pe-
3YJBTATEI CTATUCTHYECKOTO M 9KOHOMMYECKOr'O HallpaBJIeHUH.
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GY. VARGA

ENTERPRISE SIZE PATTERN IN THE HUNGARIAN INDUSTRY

The break of a new epoch in world economy made it necessary to analyse and update the
economic management and organizational methods and conditions which would serve better
adaptability. Within this context increased attention has been paid to the enterprise size pattern_
of the Hungarian industry, a factor of consequence from the point of view of flexible
adaptation to the quickly changing conditions.

Some features of the Hungarian industrial development

Socialist industrialization is conventionally attached to large enterprises; in this age
big organizations are the best framework for the utilization of modern production
equipment and of the achievements of the scientific and technical revolution. In a
number of industrial branches — especially in the production of basic materials, in
branches doing primary processing, and in those manufacturing durable consumer goods
in big volumes — efficient industrial production usually requires large concentrated
organizations capable of making efficient use of the costly and high-performance
equipment, of sacrificing big funds for research and development, and able to afford the
market costs involved by the sale of big volumes of products.

Although the pre-war economic development histories of East European countries
show many common features and similarities, it is worth mentioning that Hungary
inherited from the capitalist era a relatively backward industrial culture. This was
manifest not only in technological respects but also in the structural pattern of the
industry and in the standards of organization and management.

Most of the Hungarian industrial enterprises were not above the small-scale range
before the first war. This was one of the development trends of the industrial enterprise
structure. The other symptom was a particularly marked concentration of a large scale
industry of relatively narrow volume. This duality was due to a single cause stemming
from the same root: economic backwardness. “The ‘pyramid type’ ... industrial . ..
structure, where a steadily decreasing range of increasing factory sizes is built on the
broader basement of smaller factories is not found in Hungary. . .”[1]

The small-scale forms were preserved in Hungary until the middle of the 20th
century almost intact. “Between the two wars. .. nearly half of the industrial workers
were employed in . .. and about a quarter of the industrial output was produced by . . .
small scale industries. .. The process of concentration gained new impetus from the
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thirties on. By international standards the Hungarian industry belonged to the most
concentrated ones also before the second world war. In 1938 only 94 factories turned out
42 per cent of the output of the manufacturing industry.”[2]

True, in most cases these big factories did not have a technical basis corresponding
to the standards of the time, and also the degree of specialization was low. The feature
characteristic of the growth of these large factories was not modernization based on
capital investment but rather amalgamation and monpolization of markets. Most of these
big enterprises consequently resembled enormous general stores, the big organizations
were practically conglomerates of small plants.

The people’s democracy thus inherited a technically and economically rather
backward industry, of a specific dual enterprise structure, the extreme poles of which —
the backward small-scale plants and the powerfully concentrated big industrial enterprises
— were established, but a system of various enterprise size categories connecting these
poles was missing. May 1 reiterate, however, that the majority of the big industrial
enterprises did not show the marks of contemporary European standards either. There
nevertheless existed developed “islands” in that state of affairs too, such as the Ganz
group, the Tungsram Incandescent Lamps Works, or the Standard, run with foreign
capital participation. These enterprises represented up-to-date European standards in the
technology of production, in production organization and marketing, and in the methods
of management alike.

I believe this outline of the prehistory of the development of industrial enterprises
is necessary also for understanding what happened in this field in the period of industrial-
ization after World War II. A survery of the 30-year history of socialist industrialization,
i.e., industrial development, shows that it has unmistakably proceeded towards
concentration and centralization. *

The prehistory of industrial development in Hungary actually ended with the
termination of World War II, which has led to the shrinking of industrial production to
about a third of the 1938 output, and to the loss of mainly the big enterprise capacities.

In the initial period of post-war reconstruction and industrialization the most
rational way of utilizing the scarce resources at disposal was to build and put into
operation the big factories. The Soviet compensation orders gave work to the big
factories; the reconstructions carried out with great efforts were also favourable for the
development of the big enterprise forms, since iron, steel, casts, structural materials,
vehicles, building materials, etc. were required.

Nationalizations and the transition to planned economy was already accompanied
by considerable structural changes in the industry with the aim of putting an end to the
“general store” character of the enterprises and of developing specialization in
production. The amalgamation of enterprises into various structural schemes was also
dictated by a certain emergency, namely, the lack of cadres capable of managing. In the

*Both notions are used as categories of Marxist political economy, showing the differences
between the two basic methods of the accumulation of capital.
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growth of the size of the enterprise organizations the cold war also played a not negligible
role; preparation for war and a shift to strategic production, in case of need, seemed more
feasible with fewer but larger enterprises.

The system of economic control based on the central breaking down of the plan
indicators encouraged for increased enterprise sizes, since it was simpler and easier for the
planning authority to survey, to break down the plan targets by fewer industrial
organizations, i.e., to control their implementation, or to bring about the system of
plan-relations between enterprises.

No change could be observed in the fundamental tendency of the indusrial
enterprise size pattern till the mid-seventies. Let us see the pertaining statistical data.

Distribution of the enterprises in state industry according to employment* (per cent)

Min. 51— 101- 301- 501- [1001- | 2001- | 5001- over
Year 50 100 300 500 1000 2000 5000 | 10,000 | 10,000 Total
employees
1960 8.1 10.4 329 154 18.7 9.1 4.4 0.7 0.5 100.0
1965 5.8 10.2 26.2 14.6 13.2 13.6 12.0 3.5 1.2 100.0
1970 5.0 Dt 234 122 18.3 15.8 14.3 3.7 1.6 100.0
1975 5.6 35 19.9 14.5 19.9 16.2 153 3.3 1.8 100.0
1977 4.9 2.8 13.5 12.4 2205 19.2 18.3 4.4 2.0 100.0
*Workers only

Source: Statistical Yearbooks

Note:

94 to 95 per cent of the combined gross output of the state and the cooperative industry is turned

out in Hungary by the state industry

In Hungary the number of state industrial enterprises (including trusts and unions)
was 1338 in 1960, it decreased to 840 in 1970, while in 1977 only 712 were recorded in
statistics. Owing to mergers the number of industrial cooperatives dropped from 1251 to
701 between 1960 and 1977. In 17 years the number of economic units in the industry
decreased by 40 per cent and therein the number of the state-owned industrial enterprises
by almost 50 per cent.

The outstandingly fast process of concentration and centralization, even by
international comparison, had a powerful influence upon the change in the enterprise size
pattern.

As statistics evidence, the growth of enterprise sizes was practically continual in
Hungary, though the process was sometimes slackening and sometimes accelerating. The
three waves of amalgamations were carried out in the manner of big campaings at the end
of the 1940’s and the early 1950’s, in 1963—64, then in the first half of the 1970’s. The
process resulted in a marked decrease of the proportion of enterprises employing not
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more than 500 (from 66.6 per cent in 1960 to 33.6 per cent in 1977), while the
proportion of enterprises belonging to the ranges employing 1000 or more multiplied:
from 14.7 per cent in 1960 it increased to 43.9 per cent in 1977.

The extensive rearrangement of enterprise size is indicated, beside employment
data, also by those expressed in terms of output. According to these, in 1965 31.7 per
cent, in 1970 40 per cent and in 1976 almost 65 per cent of the workers, employed in the
state-owned industry, worked in enterprises with a value of annual output exceeding Ft 1
billion.

It should be noted that the number of self-employed artisans in the private sector
decreased from 169,000 in 1948 to 60 thousand in 1960, to 43 thousand in 1970 and to
35.6 thousand in 1977, while that of their employees decreased from 162,000, similarly
in 1948, to 7500 in 1977.

As a final outcome of the whole process, the dual character of the Hungarian
industrial enterprise pattern ceased in a relatively short time, and a specific enterprise size
composition developed. A comparison with international data shows how unique this size
pattern is. Though with different dimensions and conditions, it is still remarkable that in
the United States of America, the country of big industrial corporations, 69 per cent of
the enterprises of the manufacturing industry employ 1to 19 people, and 88 per cent of
the enterprises are run with less than 1000 workers.[3]

In the Common Market countries the proportion of industrial enterprises working
with less than 500 employees is 45 to 55 per cent, except for Great Britain were this is 32
per cent. In the Netherlands, which is near to Hungary as regards her area and population,
the proportion of small and medium-sized industrial enterprises (employing 10—49, and
50—400 workers) remained unchanged in ten years (68 and 29 per cent, resp.), and the
proportion of workers employed by them decreased by only 2 and 4 per cent, resp.[4] In
the Austrian industry (excluding utilities) from 6830 enterprises there are only 75 where
the number of employees is over 1000, and these employ 16—27 per cent of the
industrial total.[5] (In the Hungarian state industry this proportion is 84 per cent!)

While in a number of economically advanced Western countries the process of
concentration was encouraged by government economic policy interventions in
agriculture, in monetary institutions and in commerce; in the industry rather protective
and often protectionistic measures were taken in the interest of small enterprises. In
several countries (Japan, Italy, the United States and Great Britain) the state organized
special consulting services for the small enterprises, and a specific system of institutions
was also established for their financing.

Factors affecting the size of the industrial enterprise
In the socialist countries industrial economics treated mainly the scientific problem
of the optimum factory (plant) size. No or little attention was paid to the scientific

problems of the optimum enterprise size. While the predominant factors of the optimum

Acta Oeconomica 20, 1978



GY. VARGA: ENTERPRISE SIZE PATTERN 233

factory size are engineering and technical problems and production costs, the
development of the optimum enterprise size is under the complex influence of the
technical, environmental, and human factors. Thus even if the definition of the optimum
factory size may be considered a relatively easy job, the determination of the optimum
enterprise size is very complicated and hard to approach. This is all the more true, because
the enterprise operates in a constantly changing social and economic medium, under
changing market conditions, and these environmental factors affect also the adaptability
of the economic organization. The change in environmental factors induced a certain
drive for adaptation in the enterprises, and this has a bearing on their growth
opportunity, i.e., on the type of growth as well.

Hungarian economic literature does not abound in papers on enterprise sizes. In
fact, the first treatises noting the overcentralization of the Hungarian industry in the light
of international comparison were published in the year when the reform of economic
control and managament was introduced, i.e.,in 1968.[6, 7] These signals in the literature
were followed by reiterated warnings after two years,[8] then long years elapsed
again and science began to deal with the problem of enterprise sizes only in 1976, that is,
after the completion of the third big wave of mergers. It is remarkable that no scientific
analyses giving the reasons for bigger enterprise sizes were written.

Without a claim to completeness, I venture to summarize the factors which — apart
from the technical and production conditions — affect the size structure of the industrial
enterprises:

1. Historical antecedents of industrial development. In countries with traditions of
a dual industrial enterprise pattern the combination of various enterprise sizes is
observable up to now. In countries where though there are traditions of small-scale
industry, of small enterprises, but which missed the main streams of development (for
example the South European countries) the small enterprise still marks the feature of the
industry, and there are only few, internationally competitive big enterprises representing
the contemporary vanguard technology.

In countries which were relatively late-comers to industrialization, where, on the
contrary, almost exclusively big industrial organizations operate (for example in
numerous South Latin American countries), the pyramid of the enterprise size structure,
whose base is constituted by the small and medium-sized enterprises, has historically not
been established. In these countries the engine of industrialization is the state or foreign
capital. Both of these set up big industrial organizations.

2. The pattern of industrial production. In countries in whose industrial pattern the
extracting industries, the primary processing of raw materials, the motorcar industry, the
chemical industry, the production of durable consumer goods based on mass production
represent a great weight, the share of big industrial organizations is high.

The establishment of the heavy industry is the basis of the socialist countries’
industrialization policy. This fact in itself has considerably affected the enterprise size
pattern.
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3. The size of the country. Experiences show that in big countries the smaller
enterprises represent a higher proportion than in small countries. The likely reason for
this is that a greater area offers more opportunity for producing and service enterprises to
satisfy only local requirements, while in smaller countries this opportunity is more
limited; it is, however, a more important circumstance that the economies of smaller
countries are more open, they depend more on international trade, and this works in the
direction of increasing the enterprise size.

In the industrially advanced small countries it is typical that the few, but really large,
often multinational or transnational enterprises are surrounded by many small and
medium-sized enterprises, whose average size is usually above that of the small factories
of the big countries, and with less importance also in industrial production.

4. The enterprise size pattern can be explained also in terms of the product life
cycle model.[9] The first phase of the life cycle of the product is usually characterized by
high cost and high live labour intensity of production. Therefore the producers, to
decrease the costs and the uncertainty of production, try to reduce the fixed capital input
to the minimum. They are particularly reluctant to install special machines and
equipment. Instead they rely on smaller specialized sub-contractors, on smaller enter-
prises in the manufacturing, test production and testing of the new product. /¢ follows
that the efficiency and adaptability of the enterprise manufacturing the new product (the
product entering into its first life phase) may be increased if it can avail itself of the
services of sub-contractors, suppliers, and enterprises offering special services. The terms
under which the small enterprises are available powerfully influence the cost level of the
producers of the end product, as well as the assortment of the products they can turn out
competitively.

As the market is getting saturated the product enters the third, so-called mature
phase of its life cycle. The growth of sales first slows down then stagnates, production is
carried out according to uniform standards, elaborated and mostly consolidated
technologies; innovation is slackening. Production becomes more capital-intensive than in
the previous phases, and the optimum scale of production is growing. The number of
manufacturers decreases, concentration and centralization incrase. In this phase of the
product’s life cycle competitivity is virtually determined by the scale of mass
produtction.

The enterprises joining this commodity market are usually large ones: on the other
hand, it is expensive to quit the market because the specialized equipment and machines
usually cannot be converted to the production of other commodities.

The economically advanced small countries can be competitive mainly in the
production of new and mostly individually made products for special uses. The relatively
smaller possibilities of the small enterprises forces them to select carefully and, in
harmony with their resources, to strongly restrict the range of products that can be
manufactured competitively.

It follows then that the size pattern of the industrial enterprises is under the
combined influence of numerous factors. True, some tendencies, some typical trends of
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development can be detected, and the enterprise size structure can be judged only by
analysing the actual conditions of the given country. The enterprise size does not lend
itself to as generally acceptable and unequivocal statements as the definition of the
optimum factory size.

This is one of the reasons why one cannot derive conclusions from the international
comparison of the enterprise size categories without an analysis of the concrete
conditions; mere numerical differences on themselves, especially in the case of data
pertaining to the whole of industry, are indeed not suitable for drawing far-reaching
conclusions.

Since statistics have been mentioned, it must be noted that the various enterprise
size categories have not yet been defined in this study. What is meant by small, medium
and big enterprises? When is an enterprise small and when is it medium-sized? These
are simple questions but — especially in view of the aforesaid — they are not so simple to
answer.

For statistical observation some quantitative indicator (indicators) must be agreed
upon. This may be the staff, the volume of sales, the capacity, the value of assets or some
combination of these. In the Hungarian and the international routine categories are
determined on the basis of employment and sales. This does not provide a sound
delimitation since in some industrial activities an enterprise with 100 or 200 workers may
be considered a big one, while in other activities even one with a staff of 800—900
qualifies only as a medium-sized enterprise. However, from the point of view of our
subject, the objective is not to study the static state but to trace the trend.

Enterprises may be classified according to their system of mangement, too. An
enterprise may be qualified to be small usually as long as a hierarchy of management is
not inserted between the leader and the directed workers; as long as there are direct
contacts between the leadership and the operation of the enterprise.

I could probably carry on with the various criteria of classification and
qualification. This is also why international literature normally classifies on the basis of
employment (i.e., a factor independent of the price and valuation systems of the
countries) although the drawing of the demarcation line between the small and the big
does not show an unambiguous picture. There are not, in Hungary either, any uniformly
accepted quantitative or qualitative criteria for the delimination of the enterprise size
categories.

Let us now return to the analysis of the Hungarian conditions.

The growth of enterprise sizes in Hungary and its aftermath
The mergers of enterprises in the first half of the sixties were affected first of all by
strivings of an administrative-centralizing type. The most usual method of the mergers
was to amalgamate enterprises with essentially the same line of production and similar in

size. As a result of the horizontal integration process trusts and so-called national
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snterprises were set up, sometimes representing a whole branch of industry. The
mergers were expected to deepen specialization and to eliminate superfluous parallel
production.

Along with the development of the system of economic control and management in
1968 some big horizontal organizations — especially some trusts — were dissolved, though
in the changed economic conditions the idea of further mergers of enterprises arose again
and was followed by action. The merging of smaller enterprises into bigger ones was
characteristic of the process in the 1970’s.

Changing economic conditions caused changes in the factors motivating the
mergers. Fusions were hoped to result in:

— an easing of the labour shortage (the majority of enterprises suffered from it);

— rehabilitation of enterprises struggling with grave financial difficulties;

— saving enterprises manufacturing outdated products from the procedure of
rehabilitation;

— gaining areas and capacities for production.[10]

Disproportions cropping up in the national economy, external and internal
imbalances, affected the operational conditions of the smaller or medium enterprises
unfavourably. The managements of small and medium-sized factories were under
detrimental influences from the aspect of purchases, supply and costs; while the strivings
after increasing the scale of production were encouraged. Economic — and therein
financial — regulations, ‘“‘tailored” to suit the big enterprises performing mass and high
series production, also stimulate in this direction. The financial regulations almost
preclude that a small or medium-sized enterprise should take up only individually made
and small series production. These enterprises are not in a position to finance such type
of production, the manufacturing of so-called cost-carrier mass products or serial products
is indispensable to produce the funds required for continous operation, for the
maintenance of their liquidity.

All these circumstances encourage the small and medium-sized enterprises to
increase the enterprise size.

Concerning the mergers in the seventies it should be noted that this was the period
of the unions, i.e., fusions of a great number of small enterprises, industrial cooperatives
and enterprises controlled by local councils.

The small enterprises’ urge to grow is also an expression of the striving after getting
a share from the scarce resources. Namely, the small enterprises are usually in an
unfavourable position when the allocation of resources is also affected by considerations
other than economic efficiency and competitivity, and they feel their smallness to be
particularly disadvantageous when the role of various exemptions and allowances incrases
in the development chances of the different enterprises. They justly have an “inferiority
complex™ if special materials or foreign machines are not as readily available to them as
to the large enterprises. The big enterprises are also in the focus of the branch ministries’
attention, while the small ones are out of sight.
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Under such conditions it is a natural conduct of the small enterprises and a sort of a
defence weapon to strive after rapid growth, and one of the apparently relatively simple
ways is to unite.

The other remark I should like to make is that the striving after administrative
centralization as a symptom that accompanied the merger process in the 70’s too. True,
the central agencies were then not stimulated by the expected simplification of controlling
the breaking down of the central plan and of plan fulfilment, but by the wish to “‘settle”
certain problems which were difficult for them to solve (e.g. the substitution of
cooperation relations between the enterprises by increasing internal vertical links). In the
treatise by Annamadria /nzelt[10] it is shown that among the initiators of enterprise
fusions the supervisory authorities represented a higher ratio than the enterprises.

It is a fact that the problems encountered from time to time in the Hungarian
economy were thought to be solved more than once through organizational trans-
formation instead of changing the methods of planning and economic control which
virtually influence the economic processes. However, these structural transformations
usually disturbed the economic processes, and the actual effects of planning and of
economic control could not be really assessed. In most cases the organizational
transformations forced us to keep waiting, and at most served for exploring certain
“hidden reserves”, but proved to be unsuitable for a radical solution of the unfavourable
symptoms and problems. Let alone that following the merger campaigns the
administrative staff usually increased and so did bureaucracy inside and outside the
enterprise.

The increase of the administrative ballasts involved by management is another spur
to incrase the enterprise’s size, since the “keeping” of the staff requires a certain size. The
methods of enterprise control are not matched very well to the enterprises’ activities and,
consequently, to the “natural” size of the enterprises — the case is usually the contrary;
the enterprises increase their size to be able to meet the requirements raised by the
control agencies, this is a reason, among others, why it is impossible in Hungary to think
of setting up enterprises with 10 or 20 employees. Last but not least, the social practice of
rewarding the enterprise leaders and appreciating the enterprise also plays a role in
increasing the enterprise as much as possible. These motives and ambitions are charac-
teristic of the cooperative industry as well.

The enterprises were united virtually upon outside suggestion or instruction, and in
the manner of campaings, that is, a big number of enterprises were affected by the
structural changes in a short time span.

As one of the ensuing consequences, it was not always possible to make thorough
preliminary analyses of the enterprise policies; in many cases no opportunity was given
for studying whether with their given organizational frameworks and size the enterprises
utilized all the chances for growth or not, and this is how it could happen finally that the
enterprise mergers and fusions affected each branch of the industry in the same manner,
irrespectively of the type of the branch, the production fuction and the measure of the
market.
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Consequently, the difference between the concentration level of industrial branches
producing basic materials and durable mass produced consumer goods and that of the
other branches of industry is less than in other countries. E.g. in the Hungarian wood
processing industry 18 per cent of manual workers (in Austria 83 per cent), in the textile
industry 2.8 per cent (in Austria 67 per cent), in the textile garment industry 5 per cent
(in Austria 94 per cent), in the food industry 10.4 per cent (in Austria 77 per cent) are
engaged by enterprises with not more than 500 employees.

In the Hungarian industry, perhaps except for metallurgy and vehicle production,
enterprise centralization is powerful in those branches in which more flexible and smaller
companies are typical abroad. At the same time, the domestic big enterprises still do not
prove big enough in view of the attained level of technical and production concentration
for gaining more advantageous positions in the international competition.

Thus — by international standards — the typical size category of the Hungarian
enterprises is intermediary and may be qualified as “medium” big.

The second outcome of the enterprise mergers carried out by way of campaigns is
that the following process of concentration was dragging.

This is shown by the mere 20 per cent decrease of the number of plants in the state
industry between 1960 and 1976. True, the ratio of industrial plants employing bigger
staff increased, but the rate of this rearrangement was relatively slow. From 1960 to 1977
the proportion of industrial plants employing not more than 100 manual workers
decreased from 76 per cent to 63 per cent, while the proportion of workers employed by
them only from 10.2 per cent to 8.1 per cent. At the same time, from 1960 to 1976, the
proportion of employees in enterprises engaging not more than 300 manual workers
decreased from 24 to only 22.5 per cent.

From the 1158 plants of the state engineering industry 595 employ not more than
100 manual workers. On avarage nearly seven plants belong to each state industrial
enterprise. Within this the number of industrial plants of one enterprise is above ten in
the food industry, eleven in the light industry, and six in the engineering industry. Within
the engineering industry the number of plants per one precision engineering and one
telecommunication and vacuum technical enterprise is more than ten.[11]

Thus in the framework of big enterprises there is very often a fragmented
production, and there have been smaller efforts at developing optimum factory (plant)
sizes than at uniting the enterprises. On these grounds our qualification regarding the
increase of the enterprise size can be stated with greater precision: the primary feature of
the nature of the process was the centralization of management; the specialization of
production and its concentration on the basis of the division of labour developed much
less. This is shown e.g. by the fact that 80 per cent of enterprises belonging to the
Ministry of Metallurgy and Engineering have their own tool shops, but most of these are
typically small: 50 per cent of them employ less than 35 workers, and only 11 per cent of
the workshops have more than 100 manual workers.[12]

It is characeristic of @ part of the big enterprises that they have remained
conglomerates of small and medium-sized factories; neither the closed technological
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systems characteristic of large-scale production and based on specialized production, nor
the infrastructural conditions enhancing the effective functioning of big systems developed
in them.

Although it had been established earlier by economic research work that the
domestic enterprise pattern is not everywhere in conformity with the types of the many
kinds of industrial activities pursued in the industry, it was the urge for adaptation to the
new world economic situation that brought about a recognition of the role the small and
medium-sized enterprises might play in stzructural adaptation.

The microeconomic rules are equally valid for the small and the big enterprises. Still
we can not endorse the “generous” treatment of this problem by science and practice,
and that in renounced exploring the specific features of the socialist small enterprises.
The often extreme judgement of the role of the small enterprises may be ascribed partly
to this: underestimation and neglect on the one hand and overestimation and excessive
stressing of their particular features on the other.

According to international experiences such powerful rate of concentration and
centralization as took place in Hungary is usually not typical of the post-war period of
industrial development. Though this process advanced also in the industrially developed
countries, it was not at all accompanied by the extinction of the small and medium-sized
enterprises. Except for Czechoslovakia and Romania, this process is slower also in most
of the socialist countries than in Hungary. Contemporary industrial development is
characterized by the combination of various enterprise sizes, that is, big national and
international undertakings, medium-sized and small enterprises are all found, and in
accordance with the technology used, with the type of the product (service) and with the
market. That is, the dual structure of industrial enterprises has been maintained in the
overwhelming majority of the industrially advanced countries.

I should have mentioned among the circumstances stimulating for increasing the
enterprise sizes, but I will note it here due to its prominent significance, that the general
shortage of goods, i.e., the development of mass production aimed at bringing this
shortage to the earliest possible end, was characteristic of the CMEA member countries
for years. A considerable part of the output of our enterprises was sold in the highly
absorptive and fundamentally homogeneous CMEA markets. This was the case in the
engineering industry, in several branches of the light industry, and in other fields too.
However, the economic and market conditions have changed, and these changes are
gathering momentum.

Earlier a country which undertook to manufacture a short supply product attained
realistic advantage in the CMEA. The advantage derived from the mere existence of the
product, simply from the fact that some country ventured to produce it. Today, at least
in manufacturing, it is hardly possible to develop through such ‘“undertakings”, since the
range of scarce products or those in short supply has been reduced. The CMEA market is
becoming more and more diversified, and changes are witnessed also in the type of
market relations which enhance the requirements towards adaptability.
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The increased dependence of the Hungarian economic growth on the rate at which
we can adapt ourselves to the changes taking place and consolidating in the world
economy, on our flexibility in keeping pace with the increasing technological and market
requirements also structurally, will operate in this direction in the future. With the rising
standard of living also the domestic demands differentiate; there will be increasing
demand for special, small-series products. The market background is thus changing, and
there is less and less possibility for asserting the earlier advantages implied by simple mass
production in the old way. The lack of small enterprises must be studied from this point
of view.

Role of the small and medium-sized enterprises

The lack of small enterprises retards first of all the process of innovation. The small
enterprise may fulfill an important role in many fields especially in the initial stage of the
innovation process: special knowledge, market sensitivity and the fact that in small
organizations development is closely related to production, mean a great stimulating force
for the development of initiatives based on innovations and inventions, whereas their lack
hampers the use of many product development and service technologies for small initial
volumes which are usually not attractive for the big enterprise pursuing mass production.
A part — and who knows how big a part — of such innovations and development results
are lost. In the framework of small enterprises the production of new products and
services — if marketable — could be advanced to such a scale at which either the
enterprise size were expanded or production (the “line’”) would be overtaken by some big
enterprise, while the small one could set itself a new undertaking. N. B.: many of the
present-day world companies (e.g. Xerox, Polaroid or Sony) began to work a few decades
ago as small enterprises. . .

The lack of small enterprises hampers the development of a relatively wide ranging
but specialized basis of components and parts. In Hungary, on the contrary, an autarky of
big enterprises coupled with a considerable engagement of resources developed (e.g. in the
industry about 90 per cent of the tools are designed and manufactured by the
approximately 200 users themselves[13]*).

Since in the big industry of this age, especially in the engineering industry, the
competitivity of the end product is much determined by the productivity in producing its
component parts, by their quality and efficiency, the lack of the specialized cooperating
enterprises — the background industry — has a most disadvantageous influence on the

*A leader of a big machine tool manufacturing company holds that about half of the total
labour input is such as should be done by specialized enterprises. Owing to frequent changes in the
‘‘shortage list” specialization is difficult to accomplish even inside the enterprise, thus the advantages
of the big enterprise cannot be really exploited. According to the director of a precision engineeering
enterprise the competitivity of its products is greatly impaired because about 50 per cent of the
components have to be made by themselves, while the main competitor abroad produces only some 10
per cent of the components, those which are the most sensitive and the most sophisticated units[13].
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competitivity of the enterprises turning out end products. A considerable part of their
resources have to be engaged for such activities, and with poor efficiency, which ought to
belong to separate enterprise organizations in the contemporary system of the division of
labour. To avoid any misunderstanding, I should like to add to the aforesaid that the
background industry i.e. suppliers, cannot be identified with the small enterprises. In the
field concerned, however, the small enterprises may play an inevitably important role,
especially if we bear in mind that beside the engineering industry also other branches
suffer from the lack of background industry, such as the garment industry, shoe
production, the furniture industry, the food industry, the pharmaceutical indus-
try, etc.

The lack of a background industry greatly hampers the adaptation of big enterprises
to changing conditions. Utilization of the results of production and product development
carried out by big organizations is retarded by the lack of external conditions of
implementation (decorating elements, binding elements, special tools etc.), and also the
shaping of the range of continuous production to match the market requirements is
retarded, since this adaptation is the burden of the big enterprise; the requirements
involved by adaptation should be rolled along the entire vertical system.

The production service function (e.g. maintenance of machines, buildings, etc.) is
performed at present also by the big enterprises themselves, thereby a parallel
organization utilized with poor efficiency is created which could be substituted far more
effectively e.g. by a network of small mobile service bases organized according to regional
considerations, furnished with adequate technical equipment.

The role and viability of the small enterprises is inherent, above the foregoing, in
the important role they could be given in the competitive manufacturing of products for
special requirements, and for unforeseeable and (or) local needs.

The lack of small enterprises very likely increases the problems in the allocation of
development funds. The point is that, owing to the systgm of technological relations, the
development of industrial enterprises with a big stock of assets requires big capital inputs.
The efficient running of large organizations raises increased requirements towards the
development of infrastructure which is again capital-intensive. The big economic
organizations raise mostly novel requirements towards the transport and communication
systems, the water and power supply networks, and towards storage inside and outside
the organization. Not only additional infrastructural capacities are reuqired but the bfg
organizations have been found to partly or totally eliminate the old infrastructure since it
is incapable of operating the changed organizational structure. There is thus a need to
replace the ousted capacities and plants too. Beside the development of the infrastructure
of production the big organizations occasionally interfere with the living and working
conditions of smaller or bigger groups of people, and these changes must be followed up
by the development of the non-industrial infrastructure as well. This means, at the same
time, that the creation of big industrial organizations necessarily changes the structure of
investments, through increasing the capital intensity of direct investments in production,
and by increasing the infrastructural inputs.
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It is an advantage of the small enterprises that they are capable of assuring their
competitivity with relatively less capital engaged per unit of output, and usually at a
lower level of technological equipment, making use of their greater flexibility and the
advantages deriving from specialized production. For a country with scarce development
resources utilization of the advantages offered by the dual industrial enterprise structure
is especially worth considering.

The “lopsided” enterprise structure is one of the reasons why the organization-
al frameworks of a healthy competition could not develop; in small countries it is
normally not the sphere of big enterprises where the conditions of competition come
about, since the large economic units represent a branch of industry or a branch of
production. Between the small and medium-sized enterprises, on the other hand, there is
relatively vigorous rivalry for relations with the big enterprises, for the consumer, for
exports. This feeds the spirit of innovation, buoyance in adaptation, and risk-taking.
From the viewpoint of society competition in this sphere involves hazards and losses
incomparably smaller, if any, than the damage caused by the lack of small enterprises.

As noted above, there are a number of methodological problems which make an
international comparison of the various enterprise size patterns difficult; the meth-
odological difficulties are no smaller if we want to compare the performance data of
enterprises of different sizes in the domestic industry. It will be sufficient to note only one
circumstance to illustrate this: while a considerable proportion of the products turned
out by the largest state enterprises in Hungary fall under relatively strict price control,

e., these enterprises may not utilize the advantages deriving from their greatness and
perhaps monopoly position, the small enterprises and industrial cooperatives may at the
same time make better use of the possibilities inherent in a flexible price control. On the
other hand, the receipts and profitability positions of the big enterprises are sensitively
exposed to the various state preferences and taxes. These methodological difficulties
notwithstanding, it will be interesting to compare some data characterizing the per-
formances of the “small” and the “big”. To simplify matters, the sphere of big enterprises
was identified with the state industry, and that of the small enterprises with the scope of
the cooperative industry.

Calculated on the basis of gross output the index number of production (at
comparative prices) was 297 in the state and 445 in the cooperative industry in 1977,
relative to 1960. The value of productive fixed assets per one employee, computed at
current prices in thousand Forints, was 155 in the state engineering industry, 68 in the
cooperative engineering industry, 654 in the state chemical industry, 93 in the
cooperative chemical industry, 179 in the state light industry, and 28 in the cooperative
light industry at the end of 1976. The level of technological equipment is of course
adjusted to the size of the enterprise, i.e., the differences existing in technological equip-
ment may be interpreted in themselves favourably as well. Criticism is justified when the
growth of technological equipment has not been warranted by the growth of the enterprise
size on the basis of economic rationality, and, as a result, the efficiency of capital inputs de-
teriorates.
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The net social income per 100 forints of the “normative” (expected) returns on
resources* was 171 forints in the state industry and 346 forints in the cooperative
industry in 1976. The main indicators of the 49 biggest industrial units have been
separately recorded by Hungarian statistics since 1973. If the net social income per 100
forints of the “normative” returns on the resources is analysed for these units in the
different industrial branches and for the whole branch, the 1976 data are as follows: in
the -engineering industry as a whole 274, in the biggest units 254; in the chemical industry
258, in the biggest units 249; in the light industry 190 while in the biggest units 157
forints.[14]

The comparative data hint that as regards economic efficiency the big enterprises
do not have advantages or superiority over the small and especially over the medium-sized
enterprises.

Analyses based on representative samples indicate that the quality of products
manufactured by medium-sized enterprises is superior to that of the products of big
enterprises.

Losses* deriving from quality deficiency in percentage
of the profitin 1976

Branch Big enterprises Mghig s
A v enterprises
Textile garments industry 9.5 4.2
Knitwear industry 17.7 10.4
Furniture industry 3 0.6

*Loss: downrating, penalty, etc.

Source: A kis- és k6zépvdllalatok helye és szerepe a fogyasztdi igények jobb
kielégitésében (Position and role of small and medium-sized enter-
prises in the better satisfaction of consumer demands. A study com-
missioned by the National Board of Technical Development), 1978

It would be misleading, however, to infer from the above that the small enterprises
have advantages over the big ones. This would be just as wrong as to claim large size to be
the only redemption. Size in itself cannot be the criterion, neither from the social nor
from the economic point of view, of the ‘goodness’ or ‘badness’ of a given economic
organization. This is shown by the foreign researches based on long time series which
found that there is no detectable relationship showing that enterprises of larger size
would be more lucrative than small and medium-sized enterprises. Small enterprises may

*This indicator expresses whether the net income realized reaches at least the amount which,
with the effective economic regulations, the branch is in principle expected to produce as a minimum.
This minimum consists of the following: 25 per cent of wage costs, depreciation, and 5 per cent of the
value of assets.
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usefully complement the large-scale industry in numerous fields of production as well as
in productive and consumption services.

Size is an integral part of the industrial development and enterprise strategy, and
the viability and efficiency of an enterprise belonging to any size category depends on the
appropriate selection of function and strategy. The enterprise size is a component, though
a not negligible one, among the multitude of factors with a bearing on competitivity.
Thorough analyses should therefore be made on the actual influence of the enterprise
structure (the composition by size) upon competitivity, on how much it allows for quick
adaptation, how much it encourages or discourages initiatives and the readiness for
renewal. A painstaking job, since the organization affects the processes not in itself but
through its position in the system of the given set of economic conditions, and this is a
circumstance which must not be disregarded. (E.g. this accounts for the fact that also the
small and medium-sized enterprises and industrial cooperatives exhibit in Hungary a
behaviour characteristic of the big ones.)

Improvement of the relative enterprise size proportions depends on the industrial
development policy and the subordinated investment policy on the one hand, as well as
on the resources available on the other hand. But also the opportunity should be given to
factories and plants which could make better use of their chances to grow and (or) which
are for one reason or another a burden for the big enterprise that they occasionally secede
from the big organizations and get organized into independent enterprises.

Last but not least it is worthwhile to analyse how a system of institutions (bank
system, foreign trade, sectoral management, etc.) in fact tailored to the big economic
organizations could adapt itself better to the special norms of behaviour, requirements,
risk factors, etc. which are (or should be) specific of the small enterprise organizations.

Competent state authorities took a position in 1976 stating that the established
enterprise organization is suitable for implementing the objectives of the industry and
there may be no further mergers of enterprises.

Economic research in Hungary has paid lately increased attention to the scientific
analysis of the problem of enterprise size; in the routine of credit policy, the transactions
of small enterprises are followed with attention by the banking organizations, and
increased support is given to them in their creditworthy operations; the Hungarian
Chamber of Commerce put the analysis and solution of the special foreign trading
problems of small enterprises on its agenda, etc.

So the task we have to face is a complex one, and its solution cannot dispense with
the drafting of the ordering principles relying on which our decisions concerning the
competitive enterprise size could be better supported.
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BEJIMUMHA MMPEATIPUSITUNA B BEHTEPCKOU ITPOMBILJIEHHOCTU
. BAPTA

Ilocne BTOpOH MHpPOBOH BOWHBI HapOOHO-IEMOKPATHYECKMH CTPOH yHacneloBaJsl OT Kalu-
TaIMCTHYeCKON BeHrpuu cBoeoOpa3Hylo NBONMCTBEHHYIO CTPYKTYPY NPOMBILUIEHHBIX NpPENIpITHHA,
B KOTOPOH CIIOXMIMCh KpalHMe MOJIOCEl — OTCTayible KyCTapHbIe MPeAnpsTHS ¥ CHILHO KOHIEHT-
PMpOBaHHble KpPYyIHbi€ NIPOMBILLIEHHbIE NPEAIPHATHA, HO OTCYTCTBOBaJIa CBA3BIBAIOIIAA MX CHCTEMA
TIPeANpUATHI Pa3IMYHBIX KaTeropwii. CoONManuCTHYeCKash UHAYCTPHAMHM3AlUA W Pa3BUTHE IIPOMBILLI-
JICHHOCTH COMPOBOXIAIHChL CHJIBHONM KOHUEHTpauued NpPOM3BOACTBA M LEHTpajiu3auued mnpen-
NPUATHH. B 3TOM 3HaYHTENBLHBIM M B MEXIyHapOIHBIX MacluTabax mnpouecce 6bICTPOH KOHICHTPaLUU
M LEHTPAIM3aLMH MOXHO BBIJIENIUTh TPU KpPYINHble KaMIaHuu:@ B koHue 40-x, Hauane 50-X romos, B
19631964 rT. 1 3aTem B nepBo# nonosuHe 70-X rogoB.

OxoHYaTeIbHBIM UTOI'OM 3TOr0 Tporecca 6bI7I0 TO, YTO B KOPOTKOE BpeMs Ucye3 B OUCTBEH-
HBIM XapaKTep CTPYKTYphl BEHFepCKUX NMPOMBIUYICHHBIX NPEANpPUATHH U CIOXHIIACh BeCbMa CBOe-
obpa3Hasi raMMa BeJTMYMH NpeAIpUsATHHA.

Hayunsle uccnemoBaHusi B 061acTM 3KOHOMHKH NPOMBIUUICHHOCTH B COLMANTMCTHYECKHX
CTpaHaX Mpexae BCEro 3aHMMAMCh BONPOCAMH ONTHMANBHBIX pPa3sMEpOB NPOM3BOLACTBA W HE
YOETSAIA WM TIOYTH He YeNsANIM BHUMaHHWsA NpoblieMaM ONTHMAJIBHOCTH BEJIWYMHBI NpPENpPHATHIA.

Ha BenwuMHY NpPOMBILIIEHHBIX MPEANPSATHA OIHOBPEMEHHO BO3[EHCTBYIOT MHOI'ME — HCTO-
pHYeCKHue, reorpaduyecKue, KyJIbTypHbIe, 9KOHOMHUYECKHE, TEXHHYECKHE — (PaKTOPBI.

XoTs1 Ha OCHOBaHWM aHAM3a MEXIAYHApOJHON MUCTOPHM NMPOMBILUIEHHOCTH MOXXHO BBIBECTH
onpejiefieHHbIe TEHICHUMH M TUNMYHbIC HANpPaBJIeHWA Pa3BUTHA, CY[HTB O CTPYKType pasMepoB
NPEANPUATHS MOXHO TOJIbKO Ha OCHOBE aHaJIM3a KOHKPETHBIX YCIIOBMH JaHHOW crpaHbl. O Benu-
YyHe MNpeNpHsATHY B MeHbILIEH cTereHM MoOryT ObITh caenaHbl oflUMe M OJHO3HAYHBIE BBLIBOILBI,
yem 06 onpeqiesIeHHH ONTHMANIBHBIX Pa3MepOoB IPOU3BOLCTB.
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HblHelHsAs cucTeMa 3KOHOMMUYECKOrO perynvmpoBaHusi B BeHrpum He 6naronpusTcTByeT
MEeNKUM U CPefHUM MpeAnpuaTuaM. Menkne NpeanpusaTus Takke BbIHYXAEHbI YBENMYMBATL CBOU
pasmMepbl, 4TO6bI 06ecneunTb ANns cebs He06XO0ANMbIE PECYPChI.

M3 cnnaHwiA M 06beMHEHWA NpPeanpuUATUiA, HOCMBLUMX XapakKTep KaMMaHwii, crnefyeT, uTo
Tako/ peopraHv3aumM He MOr MNpeALIecTBOBAaTb TLUATE/bHbIA aHaNM3 XO3ANCTBEHHON MOMUTUKM
npeanpusTAiA, N3yyeHne TOro, UCMOMb30BaSM M MPEANPUATUS BCE BO3MOXHOCTU ANS1 3KOHOMMU-
4YeCcKOro pocrta Npu AaHHbIX OPraHM3alLMOHHbIX paMKax M pasmepax. 3a MPOLEecCOM LeHTpanusaLmm
BeCbMa Me[/IeHHO cnefjoBana KOHLEHTpaLms, OCHOBaHHas Ha crneuuvanusauum npoussogcTea. Benu-
YMHa NpegnpuaTUa cama no ceb6e He MOXET 6bITb HU B COLMANLHOM, HA B 3KOHOMWYECKOM CMbIC/e
KpUTepmeM TOro, «XOpOoLUa» WM «MaoxXa» Kakas-nmbo Xo3siicTBeHHas opraHusaums. XX3Hecrnocoob-
HOCTb U 3(P(EKTUBHOCTb MPEANPUATUIA, OTHOCALLMXCA K Pas3/IMYHbIM KaTeropusM no pasmepam,
3aBWCUT OT MPaBU/IbHO BbIGPAHHON (YHKLMU 1 CTpaTerunu.
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S. BALAZSY:

THE “UNSOLVABLE” DILEMMA OF REGULATING EARNINGS
IN HUNGARY

Reviewing the history of regulating earnings the author states that the frequently
changing solutions performed adequately only one group of the functions they were expected
to fulfil. If the regulation succeeds in creating equilibrium, stimulation is pushed into the
background, and conversely. Many consider this contradiction to be an unsolvable dilemma.
The article challenges this opinion.

Under the Sth Five-Year-Plan (1976—1980) the main demands on the system
regulating earnings in Hungary were — according to relevant documents — the following
ones:

— it should stimulate efficient management of every production factor, and
particularly a rational utilization of labour;

— it should enable a flexible management of wages and earnings, and a
differentiated remuneration of individual accomplishments;

— it should guarantee that the outflowing purchasing power be kept within planned
limits;

— it should guarantee a socially acceptable development of relative wages and
earnings.

The main demands include further that the regulation of earnings

— should promote the increasing of state revenues badly needed for the
improvement of the budget balance.

These demands are not at all new. As a matter of fact, we would like the system to
function with such effects ever since it has been in existence in Hungary. Whenever the
necessity arises to reform (amend, adjust, perfect) the regulation of earnings — in itself or
within the whole of the system of economic control —, it is practically always the
above-listed set of effects that we wish to achieve through the changes just to be
implemented. Yet the periodically recurring demand for changes signals, at the same time,
that the version of earnings regulation last tried has again not fulfilled the hopes cherished
at its introduction.

It would be futile to deny: earnings regulation is one of those ‘“evergreen” problems
in whose solution we have been unable to achieve any genuine results. That these
problems are unsolved is clearly indicated by the fact that they are permanently on the
list of important tasks; we attempt a solution again and again, but are not surprised
ourselves if the latest attempt brings again little result, or perhaps even failure.
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Looking back now on almost three decades of struggles with the phantom of
regulating earnings, it is not difficult to recognize the cause which is apparently as an
inevitable necessity behind the permanent half-success equivalent to failure: this is the
dilemma-character of the problem. As a matter of fact, we do know the way in which it is
(or would be) possible to efficiently stimulate, and we have got an adequate armory for
keeping the total purchasing power within planned limits, as well as for the socially
acceptable development of relative earnings. Yet our instruments have proved to be
alternative: they are apt to solve either the first group of tasks, or the second. Up to now
we have not found the way to efficiently stimulate and simultaneously to regulate
according to the plan the level and relative proportions of earnings. It is as if we could cut
off with our sword always only three or four of the heads of the seven-headed dragon out
of the fairy-tale (because the rest of the heads are invulnerable to this sword) and, if we
take the other sword, effective against the remaining heads, those formerly cut off will
grow again and, against them this second sword is ineffective.

Those for whom the dilemma is unsolvable can do nothing else but, depending on
the actual economic policy situation, put the emphasis now on one group of regulation
objectives at the expense of the other group, or the other way round, accepting that the
objectives qualified as secondary will not be achieved. At present e.g. when the Hungarian
economy is struggling with extremely difficult equilibrium disturbances, economists and
economic policy makers participating in the development of earnings regulation do not in
the least deny that, for the sake of balancing tasks, the stimulating functions have been
driven back. This is, however —they say —not the fault of earnings regulation; in such an
economic policy situation only such a solution of the dilemma is conceivable.

This argument is partly justified, and partly it is not. True, it is an extremely
important task to improve the equilibrium situation, at the expense of which the
stimulating functions should by no means be intensified. But is it also true that they are
definitely mutually exclusive or even mutually weakening functions? Is it true that no
such mechanism can be elaborated for regulating earnings as would give free play to
stimulation so much necessary for accelerating Hungarian economic development on the
one hand, and which would simultaneously satisfy the requirements of equilibrium and
proportionality on the other hand?

I shall try to answer these questions in what follows.

Analysis of the existing system regulating earnings. Evaluating the experience
gained with the existing system since its introduction on 1st January 1976, it is
quite an unanimous opinion in expert circles that from the aspect of an efficient
management of the factors of production this latest version of earnings regulation
has also failed to bring substantial improvement. As regards a better management
of live labour, productivity has increased (as it had also increased earlier), but the
revealing of existing inner labour reserves is still proceeding slowly. This has not
been changed even by a wider application of the wage-bill regulation. As it is stated by
Pongracz: “Since the wage level can be raised by more than 6 per cent only at a very high
cost, it is not worth to create its wage cover by reducing labour reserves either.”[I] No
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remarkable change can be mentioned in the management of embodied labour (materials
and fixed assets), either, though in these we have also considerable reserves, most of
which could certainly be revealed gradually through sensible stimulation.

The cause is again usually indicated by the “expensiveness” of raising the wage
level.* Experts have come practically to the same conclusion at the Economic Research
Institute, when they examined, within a general analysis of the experience of the
regulation system in 1976, the mechanism of regulating earnings.

To state the “expensiveness” of raising wages remains, however, too much of a
general character; besides, as we shall see later, it is only one aspect of the truth. More is
needed for an understanding of the real mechanism of earnings regulation: an exact
investigation of when, depending on what factors, and how expensive a wage-increase is.

The “price” of a wage-increase in its relation to the rise in wage level realizable free
from tax can be characterized by the additional output required for it, and in its relation
to the rise in wage level above this limit by quantifying the costs and taxes concomitant
with the rise. The application of the two kinds of “price setting” techniques is
necessitated, because the Hungarian system regulating earnings has preserved (up to a
certain limit) the principle of a tax-free rise in wage level “almost” proportional to
various indicators — practically of productivity type —, but it does not absolutely insist
on keeping the levels allowed by the indicators. It allows the overstepping of these limits
(what is more, it sometimes even encourages it), yet at the same time it uses
differentiated taxes in order to deter from utilization of this possibility. The wage-level
can be increased, theoretically, according to liking, but steeply rising taxes must be paid
for it. Let us see now, what are the burdens of wage-increases.

Guaranteed rise in wage-level. In the relative forms of wage regulation the wage
level can be raised by yearly 1.5 per cent, and in the central forms of wage regulation by
yearly 4.5 per cent without any requirement attached. In some enterprises also higher
rises in wage-level have been enabled by individually granted wage preferences, the burden
on the guaranteed rise in wage-level is zero.

Relative wage-level regulation. In Hungary enterprises in the category of the relative
form of wage-level regulation can raise their wage-level free from tax also above the
guaranteed rise, to an extent allowed by the so-called wage-rise indicator, but at most up
to 6 per cent. We can get this indicator by correcting the part above 100 of the index
number of wages plus profit per head of labour employed by the so-called wage-rise
coefficient. The coefficient is 0.25 with the majority of industrial enterprises. If e.g. pef
head wages plus profit have grown by 8 per cent, a further 8 X 0,25 per cent, i.e. 2 per
cent increase in wage-level is possible tax-free, in addition to the general 1.5 per cent.
Now, by how much should the output of an enterprise be increased in order to be able to
pay 1 Ft of additional wages tax-free upon the basis of this indicator (assuming an
unchanged staff)? We shall see that in the case of paying 1 Ft additional wage the total

*This conclusion is reached e.g. by O. Pirityi[2], Cs. Szilard[3] and the same thing follows from
the above-mentioned article of L. Pongracz.[1]
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wage-bill will grow (as compared with the base period) by wage-bill X 100. Since the staff
is unchanged, the average wage will grow in the same proportion. For accounting this
average wage-increase free from tax, the wages + profit per head must be increased at the
rate of 1/0.25 =4 and, if the staff is unchanged, also the total of wages and profit.
Therefore, the expected increment of wages and profit is: 4 X 1/wage-bill X (wage-
bill + profit), which will be, after possible reductions: 4 +4 profit/wage-bill Ft. If we
substitute in the formula the average data of 1976 (profit: wage-bill = 1,3256), we obtain the
result that for the payment of 1Ft of additional wages the aggregate total of wages and profit
must be increased by Ft 9.30. Out of this 1 Ft is caused by increasing the total wage itself
by 1 Ft, i.e. the profit must be increased by Ft 8.30. Above this a further Ft 0.35 must be
produced to cover the wage-tax growing proportionately to total wages.

That is to say, in order to enable the payment of 1 Ft of tax-free additional wage,
the enterprise has to meet the following output requirements:

cover for the cost of wage-increase Ft 1.00
cover for the 35 per cent wage-tax Ft 0.35
“obligation to increase profit” Ft 8.30
Total Ft 9.65%

Thus, in general, if the enterprise wants to pay 1 Ft of additional wage by improv-
ing the wage-rise indicator — within the limit of 6 per cent — it has to produce Ft 9—10
of additional output.

A much larger output requirement must be met if the wage-increase is above the
zone allowed by the wage-rise indicator, or beyond the limit of 6 per cent. This is because
on additional wages of such character a progressive wage-rise tax is levied to the debit of
the sharing fund to be accumulated after payment of a similarly progressive tax, and the
source of the latter is the profit reduced by various linear taxes. Let us sum up all these
taxes in a Table and add to them the increased wage cost caused by additional wage and
the proportionate wage-tax. That is because all these together must be covered by the
additional output, in other words, all these together represent the output requirement of
the wage-increase. These output requirements are shown in Table 1**

*Of course, the numerical measure of the “obligation to increase profit” may be smaller or
larger depending on the ratio of the wage-bill; the figures given reflect the industrial average of 1976.
Also, the actual numerical values may be modified if the coefficient applied in calculating the
wage-rise indicator is better than 0,25. (It has to be noted that a better coefficient is usually permitted
in cases when the profit/wage-bill ratio is disadvantageous from the point of view of the enterprise.

**The following explanation must be given to the Table: in the row of wage-rise tax we find the
payment obligations charged in the given zone, and the rates of this are 150, 200, 350, S00 and 600
per cent. In the row of tax on the sharing fund required thereto the tax to be paid in accumulating the
sharing fund has been calculated, the rates of which are 0, 200, 300, 400, 500, 600, 700 and 800 per
cent. (The columns for the first two rates of the tax have been omitted, because the accumulated
sharing fund surpasses 4 per cent of the total wage-bill practically in every enterprise.) The wage-rise
tax and the tax on the sharing fund required thereto give together the ner profit requirement of the
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In calculating the output requirements of a wage-increase it must also be taken into
consideration that the growth of profit enables the raising of wages ceteris paribus by two
rights: 1. because of improvement of the wage-rise indicator; 2. because additional profit
creates coverage for a wage-increase liable to taxation.

According to the foregoing deduction the condition of a tax-free payment of 1 Ft
additional wage is the earning of Ft 8.30 of additional profit. If this Ft 8.30 is spent on
further — now taxable — wage-increase, a further Ft 0.64 at most, and Ft 0.08 at least*
will be payable (depending on what wage-rise tax is to be paid by the enterprise, and what
progressive profit tax is levied on the formation of the sharing fund).

Accordingly, in the case of achieving an additional profit of Ft 8.30, not 1 Ft
wage-increase, but one of Ft 1.08—1.64 becomes possible. Converting these, we receive a
value between Ft 5.06 and 7.69 as the corrected output requirement of 1 Ft additional
wage.**

Relative wage-bill regulation. In Hungary the enterprises under relative wage-bill
regulation form can raise their wage-level tax-free, if 1. they stay within the limits of the
usable wage-bill, 2. the increase of the wage-level (average wage) does not exceed 6 per
cent in the given year. The usable w