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Acta Oeconomica Vol 23 (1-2), pp. 1-16 (1979)

J. BOGNAR

RELATIONS OF THE CME/1 WITH THE WORLD ECONOMY
AT THE BEGINNING OF A NEW ERA

The study discusses the “external” system of relationships of the CMEA integration, that
is, the political and economic conception according to which these relations had been
established and under which they were operated during later years. Our starting points are: the
fundamental changes in world politics and economy, the world economic positions so far
attained by the CMEA, and the shifts in the system of values of member countries. From these
perspectives an answer is sought to the question: at the present time what would be the most
advantageous system of relationships with the “external” world, equally favourable for the future
of the world, the world economic role of the CMEA and the economic development of member
countries.

The CMEA is the histdrically developed system, structure and mechanism of
economic relations between, and common efforts of, the member countries, organized
with a view to promoting the development of participants and strengthening the world
economic relations of the socialist countries. In recent decades, by force of the character
and the system of goals of the cooperation, this system of relations has taken the form of
economic integration. In accordance with their character and strivings, economic in-
tegrations incorporate the objectives and conditions of economic cooperation among
member countries into such coherent systems which extend common economic activities
over wider fields and handle them in a more complex way than does the international
trade linked through the world market. Accordingly, member countries strongly develop
economic relations among each other, to an extent depending on interests, intentions,
and on postulates of economic rationality. Parallel with the elaboration of conditions and
motive powers of “internal” cooperation (among member countries), in their “external”
system of relations the integrations are linked to other actors of the world economy in
conformity with the principles and rules of international trade (economic relations). Of
course, this “external” system of relationships also plays a very important role in
establishing the world economic positions of the CMEA and in the promotion of
economic growth in member countries.

In analysing and examining the “external” relations of integration we .wish to
especially emphasize the fact —often neglected by technocratic economists — that
integration is not an exclusively economic undertaking. As a matter of fact, in its
formation, and in the development of its particular economic conditions political-
ideological as well as security factors play a highly important role. Integrations function
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2 J. BOGNAR: THE CMEA AND WORLD ECONOMY

within a system of strong interactions with other organizations of the member countries
(we think first of all of political and military ones). We speak of interactions and not of
one-sided influence or “determination” (as it is often said inaccurately in everyday
speech), which means that the integration itself exerts a strong influence on the position,
scope of movement and armoury of political and security factors through the economic
results and potentials attained.

The political and security factors — related to the existence and survival of
countries (nations) — determine certain possibilities (social scope of movement) and
constraints for the economy. And —to an extent depending on the character of the
socio-economic system - they continue to determine principles and requirements, to
indicate objectives, to control, and to balance. These prescriptions and conditions
represent for the economy the system o f conditions o f their functioning, which o f course
consists mostly of economic components. A system of interactions between political-
security and economic factors exists in a certain sense in every country, since the
economy - and in particular foreign economic activity —is a community (all-over social)
problem in those countries, too, where the private ownership of the forces of production
is dominating.

If we accept the basic principle of rational economy —expressed in the postulate of
the largest output or smallest input under given conditions —we must concede as well
that the principles and objectives determined by political and security considerations
(zones “indicated” for the economy and objectives determined independently of the
above-mentioned postulate) may come into conflict, at certain tangential points, with the
principles and conditions governing the “internal” functioning of the economy. Of
course, the above-mentioned basic principle of rational economy is, in its final form, an
abstraction; it is only a postulate and not the resultant of real economic forces. Behind
this postulate there lie, however, such conditions and interests which make the imple-
mentation (approximation) of this postulate into an interest, between certain constraints,
since no economic decision must be made on the basis of a single viewpoint, and decision
also have side-effects.

It follows that in the course of formulating (including into a system) demands,
objectives, and rules determined by the political and security spheres it must be observed,
as a constraining factor, that the particular conditions and scope of the economy must be
provided for. Otherwise the performance of the economy will be lower, thus involving
lower consumption, less investment, and a stagnating budget, in other words, an
economic development at slower rate and of poorer quality relative to potential enemies
or competitors. And that is undesirable also from the political and security aspects. It is
clear that in the course of economic development so far the “security” coefficients of
economy (for example, relative prices) have often been left out of consideration, but it is
equally obvious, that the political and security sphere has not attributed enough
importance, either, to the system of conditions in which the achievement of economic
results is possible.
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J. BOGNAR: THE CMEA AND WORLD ECONOMY 3

External and internal economic conditions at the time
of organizing the CMEA

These seemingly abstract explications were necessary, because the connexion
between political security and economic interests or their possible conflict is expressed
with a particular intensity in “external” relations. Under sharp international tensions the
number of such economic decisions suddenly grows as would be believed as wrong or
incomprehensible upon “purely” economic considerations.

In the interest of analysis and comparison, let us now very briefly recall the
external conditions and internal necessities under which the CMEA had been organized.

In 1949 the “external” world was very antagonistic and dangerous from the point
of view of socialism. The main factors (attributes) qf the antagonistic and dangerous
external world were the following:

a) The cold war was raging with full force, and the “roll-back” policy had started.

b) the danger of transforming the conflict (cold war) between East and West into a
hot war often reached the culmination point and stayed near it for long periods between
1949 and 1953.

¢) In this fight the socialist countries were almost cut off from the other parts of
the world, since —apart from a few exceptions —the colonial system was still strong and
the new national states were just beginning to appear. And economically they were
approachable only through the Western metropolises.

d) In the economic field the Americans declared an embargo, and their allies joined
them; this covered 50 per cent of the goods participating in international trade.
Obviously, embargo is a political instmment implemented by economic means and
directed, through the economy, at weakening the other party, and at promoting its
collapse.

Having surveyed the international political and economic conditions let us now
have a look at the internal economic development problems of the European socialist
countries.

In the smaller countries the process of socialist transformation of society had
hardly begun in that period. Looking at it from the economic policy aspect: an extensive
economic development relying on the home market and on the amply available labour
reserves had to be started, in order to bring about an industrial structure that might later
on become a motive power of development.

Reliance on the home market was not only logical but also necessary in that period,
since satisfaction of the basic needs of social groups which had been suppressed and
exploited in the past preceded every other consideration.

As a consequence of the embargo, “external” economic relationships (outside the
CMEA) were fast decreasing in volume and importance. The preference of “internal”
trade was not only a policy but the only possibility, and import substitution (substitution
of Western imports) was not only a conception but the only possible solution. And the
mechanism “serving” the trade within the integration necessarily reflected the little
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4 J. BOGNAR: THE CMEJ/1 AND WORLD ECONOMY

economic control and management experience that was at the disposal of socialist
countries at that time. The lack of such experience was demonstrated in that period even
by national economic policies and mechanisms.

These very briefly outlined external conditions and internal problems thus
promoted, quite understandably, and as the only realistic possibility, the development of
an “inward turned” integration, which was connected with the external world only ina
narrow zone necessitated by the absolutely inevitable imports. An export policy was not
at all formulated. Turning inward equally concerned economic policy (autarkic efforts at
providing for the most important raw materials, import substitution conception in
development policy, concentration on the home and socialist market in production), and
the motive powers of commodity-exchange and production (cooperation) relations.

But the fact that some development alternative (decision) is inevitable and
justifiable does not save us from the consequences and negative effects. Before speaking
about these, it must nevertheless be stated that the socialist countries were capable of
defending their system and themselves against external pressure (roll-back), which proves
that the “inward-turned” type of integration has stood the test. It also helped to
demonstrate that economic embargo was not an instrument suitable to break these
countries.

This success proved to many that the foreign economic policy pursued and the
mechanisms and organizational forms influencing it had been right. It is due to this
circumstance that the first experiments with economic reform following the détente were
almost exclusively concentrated on the home economies, while foreign economic con-
ceptions, mechanisms and organizational forms remained almost unaffected.

In the international sense (in the field of foreign economic relations), therefore,
détente did not bring along the development of new foreign economic and cooperation
conceptions, but a certain modification of old conceptions and a “softened version” of
existing practices. (Obviously, during the period of cold war the “strict” versions of the
above-mentioned practice were in use.) The “softer” version of the system of foreign
economic relations brought about a considerable growth in the different forms of trade
and economic relations, though relying upon an “uncertain basis” and amid cyclical
fluctuations depending on political cycles. The dynamics of this growth gained
momentum after the beginning of a new era in world economy (the energy crisis), so that
now the volume of trade, the quality and forms of relations, and their effects are
beginning to go beyond the framework of the existing institutions of East-West trade.

Basic changes in the external environment and the internal
efforts of the CMEA

Let us compare the now existing external environment and home political
objectives of the CMEA with those of 1949 and the years following it.

a) By the 1970s the position of socialist countries in the world and in the
community of nations had not only strengthened but had become consolidated as well.

Acta Oeconomica 23, 1979



J. BOGNAR: THE CMEJ/1 AND WORLD ECONOMY 5

There are no such governments any more whose declared political aim would be to
change the internal system of these states. In international relations this is expressed also
by the fact that negotiations, meetings, and invitations take place according to the
particular power and institutional structures of the socialist countries (different from that
of other countries).

b) A balance of military forces has been achieved between East and West,
recognized by both parties and providing one of the supporting pillars of the world
system (balance). Since this balance of power is a precondition of peace, it is obvious that
its maintenance is in the interest of every peace-loving force (countries, governments,
political and economic power factors). True, this balance has come about, for the time
being, on the basis of “mutual deterrence”; and the arms race is undeniably very
expensive, but it may be possible to find an equal order of magnitude (in terms of
quantity and quality) of mutual security also at a lower level o farmaments.

¢) A multi-pole world system is beginning to take shape, which renders the balance
system of the world more subtle, but at the same time promotes a more cooperative
approach to the tensions outside Europe.

d) Developing countries play an increasingly important role in world politics and,
by formulating the new economic order, they have shown their intensifying economic
policy efforts as well. The most important aim of these countries for the coming decades
cannot be anything else but a fast and smooth development at home, and the es-
tablishment of such international economic conditions as will promote this development.

e) The 1970s brought the beginning of a new era in world economy, which has been
the most important economic event of recent decades. This new era creates a radically
new system of economic conditions and will force national economies and the whole
humanity —that will count 6 thousand millions by the turn of the millennium —to
concentrate their best forces on the economy, with a view to survival and development.
Through development, production and supply the new era creates increasing dependence
among national economies, which become interested not only in the development of their
own economy, but also in that of others. Thus, foreign economic relations play an
increasingly important role in the life of every economy and determine their develop-
ment.

The necessity of international cooperation for the CMEA region

Changes have taken place not only in the “external environment” of the CMEA. As
regards “internal” changes, we wish only to indicate that for the socialist countries only
the conditions of an intensive type o f development are given or can be created at present.
Namely, the conditions of extensive development have been exhausted: there are no
labour reserves and, within the given structure, the production of a unit of national
income consumes an unjustifiably high amount of labour, capital, and imports. Both
developments necessitate fast technological progress and radical structural changes, that
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6 J. BOGNAR: THE CMEA AND WORLD ECONOMY

is, they require a switch-over of economic policy —and, considering the character of the
imbalance, particularly of foreign economic policy.

This analysis of the “external” position of the CMEA (its position in the world)
proves that there are no obstacles in the way of budding up “external” economic
relations, the environment being much more favourable than it was in the years after
1949.

This fact has a particular importance in an age in which the role of the economy has
objectively grown from the point of view of the survival and development of humanity
and when the foreign economic factor is of decisive importance in the rate, structure and
economic efficiency of growth in the different national economies. It has to be
mentioned, too, that the system of growing mutual dependence within economic
relationship is well suitable to create the atmosphere and economic basis (the
relationships themselves may constitute such basis) for bringing about the mutual trust
indispensable for the settling of political and security problems. (For the time being,
rather more for the reduction of mutual mistrust.) The security sphere is not inflexible in
itself (relative to its own tasks and alternatives), but it is its links with other spheres that
are “inflexible” (meaning the effects exerted by other spheres). This situation can be
changed only if the consequences of the changed world economic situation are reinter-
preted in every sphere and linkages created accordingly.

With a firm balance of powers and agreements aimed at its maintenance the
political and security sphere may take higher risks than, e. g. in the case of international
tension and imbalance. In this changed world, risk factors must be revised, of course, in
other fields as well, yet it is obvious that the actual state of the economy, or the
preservation of systems of conditions rendering difficult or hindering the solution of
economic problems also involve high risks and dangers.

And the “enlarged” “external” world (the appearance of developing countries)
involves, on the one hand, diversification of relationships and, on the other hand, a wide
variety of alternative solutions.

Transformation of the foreign policy and foreign economic environment of the
CMEA were given a huge impetus by the processes and phenomena of the beginning of a
new world economic era. These processes and phenomena will affect every national
economy and integration and every economic activity in the coming decades and will
bring about thorough changes in the system of economic reasoning. As a consequence, in
every economy and in every sphere of economy new decisions will be needed to start or
to extend stmctural transformation.

Factors of the beginning of a new era

Two factors of the beginning of a new era which involve the need and necessity of
a wider and more developed economic cooperation will be particularly stressed.

The first factor includes the global problems. These involve such dangers or
potential dangers as might lead to catastrophes in the relationship between man and
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J. BOGNAR: THE CME/1 AND WORLD ECONOMY 7

nature if the earlier economic management practices were further pursued, or which
would become “uncontrollable” socially and internationally. Therefore, the prevention
and warding off of catastrophes potentially presented by the global problems necessitate
a collated economic policy practice, coordinated actions and wide cooperation.

The various international organizations and regional Economic Committees (of the
UN) must play avery important, active and initiative role in proposing the new economic
policy practice, in elaborating the various actions and in promoting cooperations. But the
programmes themselves must be fulfilled first of all by national economies and in-
tegrations as long as world economy is divided into 170 national economies and all
effective economic power and reproducible resources are held and disposed of by them
alone.

The second factor is represented by the group of phenomena of economic inter-
dependence. Interdependence is not an exclusively economic phenomenon. Since the
beginning of the new era it appears with growing intensity in the international political
and security system, as well as in the relationship between man and nature.

In the economic sense the system of mutual dependence and determination (inter-
dependence) means that national economies are dependent on each other to a larger ex-
tent than they have ever been in economic history. Even in our days we can establish with
appropriate exactness the effects of a price increase, some loss of production (for exam-
ple, in agriculture because of bad weather), a grave economic disturbance (loss of exports,
or disturbances in payments) in some country on the development (rate of growth) of the
various sectors of world economy. Approaching it from another aspect, this phenomenon
indicates that we live in a world economy so much intertwined and subtle that we must
take into consideration the interests of others as well. This is all the more important as
the present structure, institutional order and mechanism of the world economy and world
politics are out of harmony with this necessity.

The simultaneous presence of these two factors (global world problems and inter-
dependences) make it necessary for the integrations to cooperate with the “external”
world in a much larger scope than they have been doing so far.

In the “internal” world of the integration the interests of each member country,
have been always observed; this has been institutionalized also by the rules and norms of
cooperation within the integration.

Explications, analyses, and comparisons so far made indicate that, from the aspect
of the interdependences of world politics and world economy, there is a possibility as
well as a necessity of a much more extensive and diversified international cooperation
than ever before in the course of economic history; as compared to the years following
the establishment o f the CMEA, we can speak expressly o fa turning-point.

The new developments and processes constitute an organic part of the internatifenal
tendencies at the turn of the millennium, thus they promise to be permanent and in-
tensive. Some elements of the developments and processes do not represent only a pos-
sibility, but also involve a necessity for decision-making. The concept of necessity must be
interpreted correctly, of course: it does not mean that decision-makers will have but a
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8 J. BOGNAR: THE CMEJT1 AND WORLD ECONOMY

single alternative, which will coincide exactly with the course of rational action. On the
contrary: wrong decisions may also be made, and the day of decision-making may be put off.
However, in the case of a wrong decision, or postponement we shall be faced again with the
same dilemma, and under worse conditions at that. With aview to better understanding, we
shall use a briefexample for illustration.

Let us assume that a country tries to develop its backward economy while lacking
in means and amidst strong social tensions. In the meantime, it gets into a conflict (a
minor war) with a neighbouring country in a similar situation.

After the conflict has broken out, a number of international organs and states will
exert serious political and diplomatic efforts in order to liquidate the conflict. Their inter-
vention proves to be successful, and the conflict dies away within a few weeks. In the
course of the conflict a great amount of political and diplomatic force has been con-
sumed, that could have been used, under other conditions, for the solution of problems in
fact much more important for the world, the human race, and world politics. The coun-
tries that have participated in the conflict have suffered serious financial losses: they have
incurred new debts and liabilities, and have lost some of their means that could have been
used for development. When the conflict has ended, development of the backward econ-
omy must be carried on under worse conditions and in possession of smaller resources.

Is it economically advantageous for the CMEA to develop
its external relations?

From the point of view of the “external” world, the development of cooperation is
possible, necessary, as well as rational. It remains a question, however, and we shall seek
answer to it in the following, whether the most advantageous version for member coun-
tries of the CMEA is an intensive development of “external” relations. In order to find a
correct answer to the question, one must examine carefully the economic policy situation
of the member countries and, starting from this point, to find out, what role may be
played by “external” relations in overcoming certain constraints of development and in
strengthening its motive powers.

We wish to point out that the author’s findings and opinions on economic policy
are in most part based on the Hungarian economic situation and problems. In his prepara-
tions for the present study he has not examined the economy of other member countries
in full detail. In the knowledge of a large number of data and comparisons, and relying
upon long years of theoretical as well as practical experience, he has still formed the
opinion that the situation of member countries is very similar as far as external relations
(system of interests) are concerned. This similarity (more exactly: this kind of similarity)
does not imply, of course, that there are no essential differences in a number of other
fundamental questions (resources, population, density of population, established struc-
tures, etc.) among the economies in question.

Acta Oeconomica 23, 1979



J. BOGNAR: THE CMEA AND WORLD ECONOMY 9

Every member country has begun to switch over from the extensive type of eco-
nomic growth to the intensive one. The change in the type of growth is made necessary as
well as urgent by the following factors:

a) Exhaustion of the resources of extensive growth: ample reserve labour, relatively
low wages (as compared with Western countries), cheap energy and raw material in quan-
tities adjusted to growth are no longer available. The latter has been available first of all
to the Soviet Union, but the Soviet economy has amply satisfied also the needs of the
other member countries.

b) The low productivity and income-producing ability of the economies. This is
manifest in the fact that too much labour, capital and imports are spent on the produc-
tion of a unit of national product. From another aspect: input is too high in comparison
with output.

¢) Within the established structure, and with the given productivity and export po-
tential imports are rising inevitably faster than exports; which involves that the general
imbalance is accompanied also by a foreign trade deficit.

It is necessary to change the type of growth, that is, to implement comprehensive
changes in economic policy, because the imbalance cannot be eliminated in any other
way. The present type o f disequilibrium is, namely, a complex one: it affects all types of
balances, including the budget. Therefore, it cannot be eliminated by changing one or
two, or even several factors. We would not like to commit the error of “overestimating”
the problem of imbalance. We know all too well that no “perfect” equilibrium exists, and
also that certain successful and dynamic processes will always help to restore balance.
Similarly to others, we too have spent a few decades in a “shortage economy” and in
dynamic development.

And yet we have to mention the fact that today even countries with much lower
specific (per unit) energy and raw material consumption are unable to restore the balance
between input and output without considerable structural changes and accelerated tech-
nological development. In the previous imbalances of socialist economies only a very
limited role was played by energy and raw material problems or by the foreign economic
factor. By now, however, CMEA countries have accumulated considerable debts, and in a
few cases even the protection of the system of domestic economic policy objectives (from
the rising rate of growth to consumption) was possible only by drawing in foreign re-
sources. An import reducing policy in the administrative sense is under such conditions
economically absurd and dangerous, since the holding back of imports amounts to holding
back the growth rate.

The fact that the income producing ability of economies lags much behind the
physical results of social production indicates that the raising of production has an in-
creasing number o f non-desirable variants. In general, the raising of production is not de-
sirable if the alternative chosen further impairs the income producing ability of the econ-
omy, increases imports to an unbearable extent, or if the products cannot be sold on the
world market at acceptable prices.
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10 J. BOGNAR: THE CMEA AND WORLD ECONOMY

Therefore, transformation of the production structure, improvement o f productivi-
ty and of the income producing ability o f the economy are no longer merely objectives of
planned growth, but also its preconditions.

In this situation an economic policy must be pursued which undertakes —carefully
considering the established social and political balance —to improve intensively and de-
finitely the income producing ability (productivity), to transform the structure, to mod-
ernize technology and to accelerate technical changes, as well as to strongly boost exports.

The questions of social balance supported by the established social and political
structure have been stressed, because the new economic policy gets into a temporary con-
flict with the established social consumption norms and habits at numerous points. Be-
sides, with a view to strengthening the qualitative (not quantitative) factors of develop-
ment, it has to prefer and encourage incentive, risk-taking, technological innovation and
selling ability. We know very well that bureaucracy and part of the public opinion do not
like capable and innovative managers ready to take risks, and that less capable managers
with loose morals —who will put a sign of equation between their own supposed security
and the security of the enterprise —will do everything to discredit them. Every reasoning
person will understand that in a dynamic world today’s neglect will become tomorrow’s
lag, with all its consequences.

Are massive imports of foreign technics necessary?

Are then well considered yet definite imports of complex foreign technology neces-
sary under such conditions? Or, looking at it from another aspect: can import substitu-
tion be maintained as one of the main methods of development policy?

| think that massive imports of foreign technology are necessary for the fulfilment
of the following economic development tasks:

a) In the interest of the unavoidable release of labour, preliminary investments must
be carried into effect, that is, manual labour or inefficient technologies must be mecha-
nized. This has to be implemented first of all in production.

b) A new industrial production structure has to be developed. Of course, as it will
be treated later on in this study, the new structure has to be formed according to the
needs of both the world market and the home market.

¢) New technologies are needed in order to reduce considerably the specific (per
unit) consumption of energy and raw materials. Because of the present and continually
rising energy and raw material prices reduction of specific energy consumption is not just
a measure of economy, but also a condition of competitivity on the world market, and
that even from two aspects. Firstly, because energy and raw material consumption play a
growing role in production costs, secondly, because nobody on the world market will be
prepared to buy equipments “devouring” energy, fuel, or raw material.

d) The low productivity has to be raised in such trades which do not directly par-
ticipate in solving foreign trade problems, yet are of great importance in the production
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of national income and strongly influence the productivity of other branches (building
industry, public transport, etc.).

Beside the massive imports of technology and equipment, CMEA countries will buy
from the “external” world an increasing volume of raw materials, consumer articles (from
the developing countries), and, from time to time, also agricultural products.

The volume of the necessary imports is so large in the first phase of the intensive
development that a special economic policy is necessary for its counterbalancing. The
kind of economic policy that lays down the economic development tasks of the given
country in a way oriented towards the world economy, and makes its choice among de-
velopment possibilities dependent upon world market sales possibilities is called export-
oriented. The concept of export orientation has obtained a pejorative sense in the so-
cialist countries, together with a few other concepts of international trade. This value
judgement is rooted in certain political and economic-history preliminaries, first of all in
the fact that in the history of capitalist economies the fight for exports (markets) led to
the suppression of, and conflicts with, weaker economies and states. In the present econom-
ic policy situation of the socialist countries (CMEA) this expression has no other mean-
ing than the establishment of a strong link between development policy and the world
market.

In the given conditions, however, an import substitution policy would lead only to
the neglect of export possibilities. In this sense it might be said, with some exaggeration,
that the conception of import substitution in development induces such imports as will
not be covered by exports. Such cooperation would lead to a seclusion which is today
dangerous from the international political aspect, irrational economically and which
would amount to a voluntary renunciation of all possibilities and advantages inherent in
international cooperation. Seclusion would further deteriorate the world economic posi-
tions of socialist countries and would enhance the contradiction between their political-
military and economic potentials. This point must be particularly stressed, since it is well
known that the share of CMEA countries in world trade amounted to only 8.6 per cent in
1978, and has never exceeded 12 per cent. It is also generally known that the share of
these countries in gross world output is about 30 per cent. If we accept the conception
according to which the actual power relations among states (nations) and social systems
are considered to be the interactive aggregate of certain political-military, economic and
scientific abilities and capacities, it will be obvious that it is most advantageous if these
factors develop proportionally to each other. Economic and scientific instruments play an
important role in the development of power relations also because the instruments ap-
propriate for influencing situations can be used also alternatively (they may be mutually
substituted for each other). Thus an adequate quantity and quality of the scientific means
may save the power (the state, or the social system) the necessity of using political-
military instruments for the achievement of aims attainable by other means as well. On
the other side, economic and scientific instruments play a very important role in the con-
solidation of results achieved through other (political-military) factors.
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What is the measure of success of the CMEA?

It is obvious from the foregoing comments and statements that we measure the
power and success of the CMEA —under the present world political and world economic
circumstances —also by its role played in the international economy. (The world “also”
indicates that there are other indicators of success, and we list among these by all means
the success in economic development of the member countries, since, in the final analysis,
the CMEA was founded with this objective in view.) Of course, we know that there is also
a third summary indicator of success of the CMEA: the share of mutual trade within the
total trade of the member countries.

Obviously, this third indicator cannot be decisive in itself. What is more, looking at
it with our present knowledge, we can say that it is only the three indicators together that
can demonstrate the success of the integration. This statement refers, of course, to the
present period, that is, to what can be considered as normal from the aspect of economic
relations: when the member countries have decision alternatives to choose from. Since
there have been alternatives, the share of internal trade has diminished in every integra-
tion: in the Common Market, in the CMEA as well as in the Latin-American integration.
The improved international situation has brought about, namely, a huge variety of new
economic and cooperation possibilities. Even with a stagnating or declining share of “in-
ternal” trade a highly successful economic policy may be pursued “externally”, and new
world economic positions can be secured.

In recent years, for example, the Common Market —as an organization oriented
towards the world economy, i. e. “externally” —first concluded a free trade agreement
with the EFTA countries, then granted preferential tariffs to 50 developing countries
under the Lome agreement, it signed an agreement with the most advanced Mediterranean
states, as well as with China, carried on discussions with member states of the Arab
League, the CMEA, etc. The agreements have been concluded with partners who rep-
resent 60 per cent of world trade.

The foregoing examples make it clear that the above-mentioned three indicators
(development of home economies, weight and share of the “internal” trade, the share in
world trade) are interrelated, and mutually complementary; even if, in certain periods of
development, and depending on the world economic environment, at times either the
internal or the external trade enjoy greater possibilities.

Export orientation as a direction in economic policy can, of course, never be ex-
clusive. Generally speaking, economic policy is the resultant of complex relations, sys-
tems and structures of interests. Therefore, it represents not only requirements, but pro-
portions as well. 1 fsound proportions'are hurt, every economic policy will liquidate itself,
since it will necessitate corrections and shifts in proportions. It should be thus obvious,
that even within an export-oriented economic policy there may occur situations, relations
and possibilities, in which import substitution may produce satisfactory, or very good, or
much wanted results. In such a case it must be preferred. It must also be taken into con-
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sidération that an equilibrium must be maintained, and the growth coefficients of imports
are usually higher than those of exports. A detailed analysis of these problems would
need a separate study, but we think that so much is enough for the message of the present
study.

The system of conditions of export orientation

A consistent export orientation of the integration has, of course, a strong and com-
plex system of conditions. We shall not try, of course, to fully explain this system of
conditions, nor to explain all aspects of the various components (factors). From the latter
we shall emphasize three groups: factors of economic policy, those connected with the
economic mechanism, and foreign policy and diplomatic components.

In the economic policy sphere it is necessary first of all to assert the importance
and role of the “external” relations, also in the decision sphere (in planning). In our days
this involves not only that world economic aspects must be adequately observed in devel-
opment decisions, but also that certain activities have to be put expressly at the service of
increasing exports. In the course of making decisions on “external” exports the “comple-
mentary” (associating) abilities of the other socialist countries must also be taken into
consideration. In that case partly the building up of the production and servicing back-
ground of the export sectors would not demand capital and labour exceeding the realistic
possibilities of national economies, and partly this background would become available at
shorter terms and in higher quality. It would be a further important factor that satisfac-
tion of the “external” demand could be achieved through intensification of internal co-
operation, that is, “external” relations would not be developing at the expense of “inter-
nal” ones.

Such division o f tasks would allow the CMEA countries to attain sooner the level of
“world market competitiveness” in the quality o fproducts and in delivery terms. But we
interpret the concept of world market competitiveness not only in terms of quality, out-
put, price and delivery deadlines, but also as marketing abilities, forms of connexions
with the market, and an active international trade policy. On today’s and tomorrow’s
world market it is increasingly difficult to sell without cooperation with partners and
without becoming embodied into the market processes.

It is interesting (and perhaps also characteristic) that in socialist countries problems
of the “oligopolistic market” have been investigated exclusively by theoretical econ-
omists, though it should be obvious that oligopolistic organizations influence also the
export possibilities and conditions of socialist countries. An organic joining into market
processes is particularly important in the case of finished goods, research-intensive goods
and products affecting the technological system. This joining may assume, of course,
various forms: such as cooperation, association, division of tasks, regular cooperation on
third markets, etc.
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It has to be recognized that development has new achievements not only in the
scientific and production fields, but also in those ofeconomic, market, and trade organi-
zation.

The methods o f acquiring modern technologies are related seemingly only to “im-
ports”, yet in reality they are related to exports and to comprehensive and permanent
cooperations as well. (We do not mean the problems of adaptation, but those of purchas-
ing.)

This problem has obtained a particular importance on account of the fact that it is
often multinational firms that possess modern technologies and know-hows, and without
long-term agreements they are not always willing to hand over licences and know-hows.

Finally, the importance of the information system has to be mentioned, which may
provide the basis for flexible yet not precipitated decisions and economic actions.

When “external” relations are to be intensified, also the mechanism of integration
must be brought up-to-date. For the sake of simplicity, we shall not dwell here on such
details, that the economic mechanism ought to be modified and improved already be-
cause of purely “internal” interdependences.

Yet in the case of intensifying ‘external” relations and export orientation it will be
particularly important that the mechanism

a) should follow the effects and signals of the world market quickly and reliably,

b) should adequately reflect the changing inner structure and value proportions of
inputs,

c) should exert sufficient “pressure” and incentive for prompt action,

d) should clearly link the activities of producing and foreign trading Firms with sell-
ing on the world market,

e) should provide for adequate connexions betwen “internal” and “external” ac-
tivities.

We do not wish now to deal in detail with problems of the economic mechanism,
since we have done so in a number of studies and in other contexts, but we think it
necessary to make just one or two references. The necessity for “pressure” and incentive
has been mentioned because experience has shown that incentive in itselfis not sufficient.
There are economic leaders and enterprises for whom and for which incentive is enough,
but in most cases “pressure” (in the form of world market effects) is needed, because that
is what provokes action.

With incentive —or in spite of it —many economic leaders and units will refrain
from action or will vacillate between action and inaction.

If “internal” and “external” activities are adequately connected (for example by
means of “financial bridges”), also the internal economic mechanism will start on the way
of changes and modernization and may finally reach a state in which the two kinds of
activities approximate each other and are closely interactive through the bridges.

Finally, it is by all means necessary to considerably strengthen the “economic di-
plomacy” organizations and activities of the CMEA and the member countries. In our age
everybody is engaged in economic diplomacy, from heads of states and governments
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(summits) through roreign ministers to foreign trade and other ministries. This process
and the governing reasons and motives will continue strengthening. Such problems come
increasingly to the foreground - from global questions through cooperation between in-
tegrations to systems of conditions for trade policy and cooperation —as necessitate an
extremely active, continual and collated economic diplomacy mindful of interactions. In
this respect it is not enough to tackle only problems that have already arisen —even
though their number is large —but it has to be considered actively and with foresight,
what “counter-items” we can offer to those whom we expect to improve conditions. All
those situations, approaches, coinciding interests and constructions must be continually
observed, in which other states, or other integrations are working.

It is understandable that this sphere of action of economic diplomacy did not ap-
pear in the period of “cold war” or “limited opening”. Today and in the coming years,
however, these tasks will grow in weight and importance. It isobvious that economic policy
and foreign economic tasks cannot be accomplished merely or even primarily by diplomatic
means, but it can certainly be achieved that economic diplomacy should be able to promote
the solution of problems whose economic conditions already exist or can be created within a
short time.

The CMEA’s fitting into the world economy (the external sphere) from the export
side —through adjustment to the requirements of interdependence —may promote ef-
ficiently the solution of the fundamental problems of socialist economies in the coming
decades.

These fundamental problems are the following, proceeding from lesser problems to
the graver ones:

1. An intensive development of socialist economies under the new growth and de-
velopment conception (saving of energy and materials, recycling, re-use, emphasis on
more durable goods and quality factors, for example life style, etc.) through adaptation
of the CMEA to these new requirements.

2. A many-sided development of East-West economic relations in accordance with
the requirements of the new world economic situation and interdependence, and based
upon mutual advantages and guarantees, long-term cooperations and agreements. Such
East-West cooperation will become an organic part of the peace structure which has to be
developed by a number of other means as well.

3. Acceleration of the economic development of the third world through trade, ex-
tensive cooperations and aid. A fast economic development of the third world is one of
the basic preconditions that bearable economic conditions should develop on'our globe.
For the past —for colonization and its consequences —socialist countries are in no way
responsible, yet for the future they are, since they have immense direct and indirect in-
fluence on its formation (through ideas, certain efforts, and processes originating from
them).

4. Promotion and initiation of solving global problems by means of a wide interna-
tional cooperation.
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5. Initiation and promotion of the extablishment of such circumstances in world
politics and world economy, which allow that countries with different social systems and
state of development can help each other in solving economic problems, each preserving
their special features. Only in this way will it become possible that the various economies
—and especially the economies of developing countries —should progress fast according
to the new growth dynamics, while also global problems should be solved, and humanity
should be less menaced by the side-effects of development.

Organization of the system of “external” relations of the CMEA upon new grounds
(joining in the world economy from the export side) is a decision for which there exists in
fact no alternative. Namely, in the case of a contrary attitude - which may also stem
from postponement of decision —the CMEA would not only cause itself and the member
states unsolvable political and economic troubles, but would also bring the world closer to
an overall economic chaos. The decision may be of course postponed, yet postponement
is not a true alternative: it is but an evasion which will spoil the conditions ofjoining.

Such an economic world programme —evolved and hallmarked by the socialist
countries — may convince the peoples of the world with its results and success that
the socialist economy is not only able to eliminate the faults and weaknesses of capital-
ism, but —in this period full of uncertainties, nervousness, and dangers —it also can open
up new possibilities of economic cooperation and development for humanity.

MOAKNIOYEHME C3B K MVMPOBOMY XO3ANCTBY MPY CMEHE 3MOX
MUPOXO3ANCTBEHHOIO PA3BUTUA

N.BEOMHAP

B cTaTbe paccmaTpuBaeTcsi cMCTeMa CBA3el MHTerpaumy ctpaH C3B €O «BHELIHUM MUpOM». B
nepunoj BO3HUKHOBEHVS COB BHELLHEIKOHOMMYECKME NOMUTUYECKME U 060POHHbIE YC/I0BUA NINKOBa/IM Kak
€/INHCTBEHHO BO3MOXHYIO CTPaTErnto 418 COLMUaIMCTUUHECKUX CTPaH 3aMeLLleHNe «BHELLHUX» 3KOHOMMYeC-
KNX CBSA3e/l «BHYTPEHHUMMW», TO eCTb OPMEeHTaLMI0 Ha camoobecriedeHue. Takas OpueHTaums «BO BHYTPb» B
pasBUTUM COLMANNCTNYECKOM MHTErpaLmm ycneLHo BblepKana UcnbliTaHs Neproga «Xos104H0N BONHbI».
OfHaKo B cepefiiHe CEMUAECATbLIX FO40B YXe CTano ABHO, YTO Kak BHELLHWE, TaK U BHYTPEHHWE YC/0BUSA
39KOHOMMWYECKOT0 PasBUTUS COLMANIUCTUYECKUX CTPaH KOPEHHbIM 06pa3oM MHMeHWUINCb. ABTOP AeTasbHO
paccmaTpuBaeT, Kakue (PakTopbl 06ycnaBnmBaloT HE06X0ANMMOCTb HOBOW CTpaTernn pasBuTUA coumanuc-
TUYECKOW MHTerpauum — Kypca Ha pacluupeHvie U MHTeHCUPUKALUIO CBS3ell C MUPOBbLIM X03ACTBOM,
nepexofa oT MMMopTo3ameLLatoLLeil MONMTUKN K OPUEHTaLMM Ha pasBUTHe IKCMOPTHbIX oTpacneii. 3To, B
CBOIO 04Yepefn, TpebyeT nepecMOTpa He TO/bKO 3KOHOMWMYECKWMX MOAUTUK, HO U BCEro KOMIM/eKca
06LL,eCTBEHHO-3KOHOMUYECKNX CTPYKTYP, MeXaHN3MOB X0351ICTBOBAHNS COLMATMCTUYECKUX CTPaH, U3MEH-
eHns (hOpM M METO/J0B BO BHELLIHEIKOHOMUYECKNX CBA3AX C Pa3sBUTbIMU KanuTa/IMCTUYECKUMU CTpaHamMu 1
CTpPaHaMW «TPeTbero mupa.
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SOME PROBLEMS OF THE INTERNATIONAL SOCIALIST
MONETARY SYSTEM

The article examines whether mutual advantages are realized in the exchange of products
of different capital intensity in the trade between CMEA countries or whether they are created
only through the investment contributions. According to the author neither the deviations of
CMEA prices from world market prices nor the capital savings attainable through potential im-
port substitution provide sufficient grounds for challanging the existence of mutual advantages.
However, the problem of investment credits is unsolved under the present conditions of the
CMEA financial system. For bringing about a mechanism of economic cooperation that would
create generally favourable conditions for international credits further steps are needed.

“In my opinion it is incorrect and there is no need to make the appearence that the
collective currency is money in the CMEA community as are the convertible currencies in
the capitalist world... For the time being the transferable rouble can be used to pay
only the planned delivery of commodities and the services performed, if they are com-
prised in the international agreements. It follows that the international money of the
CMEA cannot be considered to be general equivalent, that is, money in the sense that its
holder —once he has acquired it —can buy for it on the market almost without limits.”
[1] “The attribute ‘transferable’ qualifying the negotiability of the transferable rouble
used as money of account expresses an intention preceding real practice.” [2] This is how
most acknowledged Hungarian experts on the issue sum up the present situation of the
international socialist monetary system. The bottleneck character of the contemporary
CMEA cooperation mechanism pushing market categories and laws into background has
become increasingly conspicuous because of events in recent years, i. e. world economic
changes and the —partly joint —reaction to them.

It is known that the mechanism of bilaterally balanced trade specified by quotas
corresponding to the needs of an import-oriented national economic planning, in physical
terms and using material balances amounts, as a matter of fact, to an “extension” to
international level of the system of material and technical supply and of delivery con-
tracts used in domestic directive control, thus ensuring also for the categories and laws of
commodity production a role fitted into the logics of the model of centralized control
and management. In other words, it is clear already in the first approach that commodity
and monetary relationships within the CMEA differ in substance from the interpretation
of commodity, monetary and other categories developed, as regards approach, on the
basis of market conditions under free competition and theoretically based on the neo-
classical concept. That is, their being “repressed” surely does not mean that condi-
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tions actually corresponding to neo-classical ones are existing, only they assert themselves
to lesser extent. From the dialectics of the objectivity of socialist commodity production
(meaning that its interest relations exist independently of whether they are recognized or
not) and of the non- or limited and partly distorted enforcement of market categories*
respectively, it follows precisely that in a centralized economic mechanism —both at na-
tional and at international levels —categories, laws, processes (and motivations!) of the
free market do not assert themselves, but interest relations of commodity production are
expressed in another way. How and what do then the “repressed” categories of the com-
modity producing economy reflect? Some interesting conclusions can be drawn from the
examination of this issue when the sliding price basis and investment credits as new ele-
ments in the monetary system of the CMEA are examined.

What does the sliding price basis actually mean?

Prices valid in bilateral relations are determined by member-countries of the CMEA
on the basis of uniform principles of price formation, according to the variant of the
Bucharest pricing, principle amended in February, 1975, i. e. according to the sliding
price basis. There are two common features characterizing both the old and the new pric-
ing principles.

On the one hand, prices used in the intra-regional trade are based on world market
(chief supplier) prices. The reason for this is that the centre of the world market price is
the international value, i. e. it expresses in some way in the last resort the socially neces-
sary and recognized inputs taken in an international sense. On the other hand, these
prices have to be “cleaned”, since on the world market monopolistic elements, speculation,
power relations and extreme cyclical fluctuations assert themselves, from which —in the
opinion of the highest leadership of all member-countries of the CMEA —the economies
of socialist countries have to be protected. A way to achieve this is the averaging of main
market prices of the last five and three years, respectively. This means that averaging'is
not the only way (the period was also changed to 5,3 then again to 5years, but with yearly
modifications), furthermore also other methods can be applied in case of necessity. “In case
of necessity” includes according to the pricing principle as well as the resolutions ofthe 29th
and 30th CMEA-Sessions all such cases, when the dominating effect of the afore-mentioned
factors can be unambiguously shown.

The question is how to evaluate irom this viewpoint the explosion o f raw material
prices on the world market in 1973—74. As in recent years several analysis have been
published on this issue, so it will suffice only to summarize them here. According to this
summary there were two equal factors of the explosion of raw material prices —or at
least of its main component the oil crisis —namely an economic (natural scarcity, as

»This distinction was firstly applied by W. Brus [3] and this connection was expounded also by
him.
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manifestation of the limit to growth in the development of relative prices) and a political
one* power and political considerations of the US Government on the one hand and
business policy ones of transnational companies controlling raw materia! production, on
the other. This circumstance is reflected in the minutes of the 11th Congress of the
HSWP, too: the raw material and energy problem “has sharpened partly for objective
reasons and partly in consequence of the manoeuvres of international capitalist monop-
olies.”]

At the same time, there still are certain economists who attribute the price
explosion fully and exclusively to economic reasons and thus regard also the increase in
raw material prices within the CMEA not as a consequence of elastic adaptation to
changing world trends resulting from the modification of the pricing principle, but as a
process tending towards the development of an economically just price structure.[5]

However, justness’is an ethical and not an economic notion; therefore the category
of just price stated in the code of Emperor Justinianus in the 6th century is of no use: it
is an empty notion devoid of contents in economics. A theoretically good —desirable —
price is the one which ensures market equilibrium and mutual advantages for those
participating in the exchange. It cannot be founded economically that with unchanged
production costs and practically with - structurally - unchanged demand-supply
relations prices should increase to fourfold from one day to another. This could only be
- and this happened in reality, too, - a “political price” forced with monopolistic power
instruments and motivated by the economic and political global strategy of the United
States** even if it asserted itselfan existing and well-founded economic trend.

To the extent price changes result from monopolistic and political factors, they
should be considered —according to the CMEA pricing principle —as cyclical fluctua-
tions to be filtered out. While recognizing that the application of the sliding price basis
provides increased possibilities in the trade between socialist countries for a better
enforcement of economic rationality, on the basis of the foregoing it still seems to be a
contradiction in terms that this pricing principle has been introduced precisely under the
effect of the events of 1973—74. As a matter of fact, in the sense of the same pricing
principle precisely the prices of 1974-75 ought to have been filtered out because of their
cyclical character, what is more, it would have been expedient not to take them into
consideration at all, but to apply 1973 and later on actual world market prices,
respectively.[6]

Namely, the changeover to sliding price basis did not imply a modification o fany
basic elements of the pricing principle and did not at all affect the reasons for the
application of this pricing principle. In the present system of contractual prices changes in
capitalist main market prices alone will not give any reason for changing prices valid in

+The role of the political element has become- even more conspicuous in the recent oil price
hike of early 1979 when an oversupply is followed by price increases. |46]

+¢In 1979 with the dissatisfaction of both the conservative and the radical wing of Arab states
with the Camp David agreement, using the lIranian events as a facade. Cf. with production and
consumption statistics of OPEC,.quoted in [46].
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the socialist foreign trade in the future either, precisely because of the two-element
character of the pricing principle. This is the more so, as has been creating conflict of
interests in the relationship among socialist countries ever since 1951, the coming into
exsistence of two different prices valid on the two world markets. Even before 1973 buyers
were interested in purchases from the socialist world market when for sellers sales on the
capitalist world market seemed more advantageous. A socialist country was interested in
sales on the socialist world market when for the other socialist countries buying on the
capitalist world market was advantageous. [7] This statement is valid only to articles with
two markets, because the so-called soft goods are not sensitive to prices (in this context),
since there is no market alternative.* From this aspect, therefore, there was no quali-
tatively new situation in 1973—74 (forcing a modification of the pricing principle), but
only a contradiction, involved in the CMEA-integration already for long, has become
sharper. Of course, political viewpoints (e. g. aid) are always asserted also in the foreign
trade of socialist countries, but these should not be mixed with economic viewpoints, if
only for being able to unambiguously state what sacrifices are and/or should be made, by
the individual countries for political considerations.

In connection with the sliding price basis an economically sound standpoint of
principle has to be taken, independently of the problem of “filtering out” and the
concrete price level of raw materials.

First, it has to be regarded as a decision of conceptual nature that with the
modification of the pricing principle the CMEA-countries have discarded at political
level the not-so-novel ideological argument according to which elastic changes made in the
prices of socialist foreign trade more frequently than 5 years, e. g. yearly, contradict the
basic principles of socialist planned economy.

Secondly, precisely by taking the prices of only three years, 1972—1974, as a basis
for 1975, in the interest of a more rapid transition, it was expressed that the new pricing
principle serves a more rapid adaptation to the world economy, to prices on the capitalist
main market. Thus, no mention is made of any “just price structure” as before. This is
not surprising, either, since we are not living in an era of uniform communist world
economy, but in that of a world economy full of conflicting national and regional
interests and divided by social systems, when it is impossible to determine — because of
deviating interests — which prices and why would serve best the harmonious development
of the world economy as a whole and within it that of the individual parts. The question
of principle is: if it did not serve better adaptation to the world economy, then the
changeover to a sliding price basis could not be maintained theoretically.

Thirdly, some practical consequences may be mentioned. It is clear that until raw
material prices are increasing on the world market, the inner raw material prices of the
CMEA will be nominally lower than world market prices (which, of course, does not

*Some hard goods, too, lack the above alternative, as they are, qualified as hard ones because of
their general shortage within the CMEA (e. g. meat which is overproduced on the capitalist world

market).
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mean that it is always more economical to import from CMEA-countries, because this can
only be judged if import costs are compared to export receipts). However, even if we
accept ihat high raw material prices will be maintained also in the long run, latest
developments indicate that —as a matter of fact —relative prices of raw materials are not
further rising, what is more, there were several periods when even nominal price increases
stopped. In this case the internal raw material prices of the CMEA might be higher than
those of the world market. This is no problem —in view of the connection between the
structure and volume of exports and imports, under the conditions of bilateralism. What
rather seems to cause some trouble is that with the present prevalence of the theory of
“just prices” it cannot be excluded that, on the peak of the raw material boom of the
CMEA, endeavours qualifying this price structure as the realization of just prices and
aimed at their conservation might come to the fore with the slogan of stability. (Thus, the
freezing of prices would impede the otherwise unavoidable penetration of prices of
finished products.)

It is natural that foreign trade prices are after all always the results of bargaining.
Theoretically, prices of international trade should ensure forms of motion for the
contradicting economic interests of buyers and sellers. Prices of the capitalist chief
supplier are applied in the pricing principle of the internal CMEA-tumover precisely
because —within the already mentioned limits —they inform the best about where the
contradicting interests of buyers and sellers will become balanced. This is why the
changeover to the application of the sliding price basis can be considered as an important
step forward in the development of the system of economic instruments of the integra-
tion both in the practical and the theoretical sense.

On the relationship between prices and advantages

The purpose of the application of the sliding price basis —but in a wider sense also
that of the two-element principles of common price formation —is to ensure the
assertion of mutual advantages in the international division of labour among the CMEA-
countries. This, however, should be complemented by the statement that favourable or
unfavourable CMEA relative prices alone are by no means identical with advantages or
disadvantages effectively resulting from foreign trade for a given member-country. An
important feature of the intra-CMEA trade is the striving after a definite bilateral linkage
in kind — in everyday usage of “hard” and “soft” goods —in the exchange. The
contraposition of “hard” goods with similar ones in kind in the international exchange is
naturally nothing else —but a specific form of appearance of the law of value, of the law
of equivalent exchange, on the specific, “physical” market of CMEA-countries.

The contraposition in kind of hard goods (in terms of volumes measured at world
market prices) makes the exchange of CMEA-countries in this respect really more and
more “equivalent”, but also irrational from the aspects ofjoint advantages and from that
of special advantages of the individual countries to be gained from the international
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division of labour. As a matter of fact, this prompts the individual countries to neglect
natural endowments and rankings by national productivity or relative capital intensity:

for hard goods similar ones have to be given in a certain proportion by all means, or, this

not being possible, domestic production has to be provided for, regardless of production
costs. From among the several examples for this fact let us only indicate that this factor
has “promoted” the development of Hungarian coal-mining and of Bulgarian non-ferrous
metallurgy. [8] On the basis of the foregoing it does not seem to be a daring statement
that in this particular medium hardness is to some extent still a more importantfactor of
advantages than price (an analogy: shortage of goods on the domestic market with fixed

prices). This is so even if —resulting from the peculiarities of the CMEA trade —hardness
is a rather indirect and subjective mirror of the mutual demand for each other’s products

of the CMEA member-countries. Namely, —as against the price of world market origin —
it still reflects after all and in some manner this mutual demand. Such an increased
consideration of hardness is justified by the proved theorem according to which the
socialist world market price — as against the capitalist world market price —has no
objective lower or upper limit determined by economic laws. [9, 10] This supports the

not at all new view that the existence of investment contributions is related to the
subordinated role of prices and market categories, in general. Investment contribution

whose role has spectacularly increased in recent years and which, with an adequate

economic foundation, may be a form of mutually advantageous foreign economic
cooperation amounts in itself to a certain price increase. The extent of price increase can

be quantified: it is equal to the value of credit discounted for the corresponding moment
(t) of the time of expiry. [11] From this follows that investment contribution (credit
granting) and price increase can be taken into consideration as alternative solutions as
means for eliminating a given disequilibrium.

When examining the interrelations between prices, hardness, and mutual advantages
it seems to be expedient to review the concepts challanging that mutual advantages assert
themselves in the CMEA-trade.

The basis of economic relations between socialist countries is assertion of the
principle of mutual advantages. No socialist country may be interested in obtaining
one-sided economic advantages at the expense of other socialist countries in the course of
cooperation. However, some publications were issued both in Western and in socialist
economic hterature whose authors expressed their doubts whether in the international
economic cooperation of socialist countries this principle was enforced at all or from time
to time.

In Western economic literature pioneers of the price discrimination debate were
Horst Mendershausen, then Franklyn Holzman and Lészl6 Zsoldos. According to
Mendershausen [12] the trade of .the Soviet Union with Eastern-Europe computed at
West-European prices shows that the Soviet Union charged higher prices for its exports to
and paid lower prices for imports from Eastern-Europe than for those to and from
Western Europe. Holzman challenged this statement of Mendershausen. [13] In his
opinion the CMEA-countries form a specific customs union aimed at a high degree of
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autarky, not through discriminative tariffs, but by means of the direct control of foreign
trade. This policy has two important consequences: on the one hand, domestic and world
market prices are deviating from each other and, on the other hand, members are not
selling more expensively nor buying more cheaply, outside the CMEA, but are often
selling at lower and buying at higher prices, than those on the world market. Zsoldos
completes this statement with some views referring to Hungary. [ 14] He made hypothetic
computations in order to determine the possible export revenue of Hungary had the
goods sold within the CMEA been exported to the West. According to Zsoldos’s
computations this would have meant losses amounting to several million foreign exchange
forints for Hungary in the 1950s. At the same time he also stated that his conclusions
were not contrary to those of Mendershausen: namely, Hungary bought at higher prices
and sold at lower ones within the CMEA than those on the world market.

This argumentation, however, is void. Namely, the fact —to which otherwise also
Holzman drew attention in the debate — is well known that (in general) all CMEA-
countries achieve worse results in the Western realization of their goods saleable on both
markets than in sales for roubles. This reflects first of all mutual economic preferences,
i. e. that member-countries take over each other’s products also with less favourable
conditions than Western ones as regards terms of delivery, prices, quality and services.
Furthermore, price gains lost in consequence of discriminatory Western trade policy
should not be underestimated, either. The general character of this situation affecting all
countries allows us to compute a specifically interpreted index o f terms o f trade for each
market, indicating mutual advantages for products really sold on both markets. This can
be done in such a way, for example, that export prices on socialist and capitalist markets
of Hungarian export goods saleable on both markets are compared, and for the same
products also export prices of the USSR, to the socialist and the capitalist markets, are
compared (at the official rate of exchange). If the value of the indicator is higher than 1
for both countries, and this is supported by the computations,* then we can only speak
about mutual discrimination or mutual preferences testifying on both sides to the
reciprocity of results and effects of trade with each other.

Another contestation of the mutual advantages of CMEA-trade also appears in
literature. Also such views are known according to which net exporters of finished
products obtain one-sided advantages from the Soviet Union, because up to 1975 raw
material prices were low in a double sense (as compared both to prices of finished
products and to world market prices), and also because the Soviet Union has to engage
3—3.5 times as many fixed assets in her economy owing to the capital intensity of her
raw material exports, than if compensating imports were substituted, i.e. if goods
purchased in the CMEA-trade were produced in the Soviet Union. [16] This statement has
been taken over by several authors since then, but without any fiirther exposition pounding

*In Hungary, such computations were made by Marton Tardos and Agnes Nagy in 1976, in the
Institute for Economic and Market Research.
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or completion, and thus it has spread in economic public opinion so to say on the basis of
common consent. [17,18,19,20]

Let us now neglect the fact, that behind this argumentation the both politically and
economically outdated concept can be found according to which foreign trade is only a
necessary evil for the Soviet Union, expedient only for purchasing goods not at all
producible in the country, furthermore that foreign trade is not a tool for the optimum
utilization of scarce production factors (i. e. in the last resort a matter ofefficiency), buta
sacrifice made in the interest of peaceful coexistence and of the socialist community.
Soviet economics and economic policy have already long transcended this view, thus it
need not be criticized in detail. It is enough just to analyse the two main arguments: i. e.
the level o f raw material prices and capital savings.

As regards the first arguments, it should be recalled first of all that according to
computations of Soviet economists [21] production costs per ton of crude oil amount to
10—12 roubles at current prices (fco western border), which means that its export cannot
be considered as losing even with the 17 roubles/ton CMEA-price valid in the period
1971—1974 and considering the depressed price level of means of production. But, since
also a theoretical and not only a statistical-accounting problem is involved, this requires
more detailed analysis.

Since prices and advantages are not identical on a market with fixed prices and a
centralized mechanism, it would be a rough-and-ready argumentation to conclude
unambiguously and directly on losses from low prices —and vice-versa —in this medium
(mechanism). Namely, raw materials were hard goods already before the price explosion
which had to be paidfor with hard goods (in consequence of the law of value enforced in
the specific bilateral barter trade even if in a particular way).

The position of the USSR as net raw material exporter could be an argument
advanced against this only if, on the one hand, there were not five, but only two main
commodity groups, and on the other hand, if —over and beyond the above restriction —
a mutual and unambiguous correspondence could be established between the notions of
raw material and hard goods, as well as between products of the machine industry —or
finished products — and soft goods. This would be, however, an exaggerated and
unfounded generalization, since it is obviously not so: beef is, for example, neither raw
material, nor finished product, and yet one of the hard goods, or, a counter-example for
the second statement may be that surgical instruments belong to the main commodity
group of machinery and are nevertheless considered as hard goods.

Has not the role of hard and soft goods been overemphasized in the argumenta-
tion? In this context some well-known interrelations might be recalled, thus for example,
that sellers usually try to grant price reduction during the bargain for products which,
they know, will not be included in the turnover of the next year, because when making
the yearly specifications of the long-term agreements these products will, for some
reason, not be delivered to the given country. Thus, it often occurs that precisely prices
of more valuable or even shortage products are reduced, while prices of less valuable ones
remain invariably high. In this way, despite the fact that also enterprises are drawn into
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the negotiations, little attention is paid to the principle that the relative prices should be
proportionate to the value in exchange, the use value, substitutability or to the
technological processes of products. Because of this circumstance prices are deviating not
only from capitalist world market prices, but are in sharp conflict also with the
proportions required by inputs, demand and supply within the CMEA. [22]* This latter is
otherwise an immanent contradiction of the application of capitalist world market prices
and results from the pricing principle as such. [24] This is expressed also in such facts
that until 1971 prices were agreed upon separately, independently of delivery agreements;
the coordination of plans is going on mainly in physical terms even today and one-sidedly
determines prices (in the sense that prices instead of influencing the selection of
objectives reflect the results of decisions made on physical quantities). The lack of an
agreement on price can be no reason for withholding or cancelling deliveries. This
situation has not been changed by the switch-over to a sliding price basis, what is more,
even the switch-over itself was enforced retrospectively. That is, the flow of commodities
considerably precedes in time that of money also further on, the latter does not
influence, but reflects the former. In other words, there is no metamorphosis of com-
modity whose essence lies in the separation and independence of the commodity side
from the money side.

Since the functioning mechanism is an immanent element o fprice, and it is the medi-
um of enforcement of advantages as well, this requires in our case thejoint consideration o f
price and hardness. From this it follows that low raw material prices before 1975 alone
will not justify the uninterestedness, the insufficiency of financial interestedness or the
one-sided disadvantages of net raw material exporters. This is so also on account of the
fact that —as we have seen —price cannot have any constraining or expanding effect on
turnover in the given system of cooperation, it does not reflect demand and supply
relations. Even ifit did, excess demand would still not have the effect that a price increase
should ensure the interestedness and effective possibilities of producers to increase supply
(additional investment resources for enterprises in the extractive industry). This is so not
only in principle, but also in practice: as it is well known, raw material deliveries of the
Soviet Union are more slowly increasing —to all smaller CMEA-countries —in the present
plan-period than between 1971 and 1975, and this trend will presumably continue also in
the 1981—85 plan-period or might become even more characteristic.

As a next step it might be raised as a natural requirement: is it possible to construct
a hardness-profitability indicator, that is, an indicator that would simultaneously reflect
both the price and the hardness of goods?

Nothing seems to be simpler than that: let us determine the scarcity 6f the
individual goods and express this scarcity in a certain percentage of the price, in the form

*1f market economies, as well as the joint application of bilateral and multilateral accounting
are supposed, it can be proven that between clearing partners the price of the same product will
necessarily differ from each other and also from the world market (multilateral) price by
countries. [23]
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of agio or disagio by products and countries, as it is expressed in the language of prices in
the bilateral turnover between market economies - supposing a regulation through the
rate of exchange by countries. [25] However, this is both theoretically and practically
impossible. Theoretically it is impossible because a precondition of constructing the
indicator would be a close correlation between hardness and price. But this is not so,
since in this case the deviation between demand and supply would be (would have been)
expressed not in the way characteristic of the market with fixed prices (shortage
goods = hard goods), but in the price according to the laws of market with moving prices;
or at least the statement should be correct that a price increase has a favourable effect on
the interestedness of producers and on supply, too. However, this is necessarily not so in
the system of economic control and management based on plan directives —apart from
the market of consumer goods and labour -, since the essence of the system lies precisely
in that the independent enterprises cannot exercise the right of decision-making
concerning investment and development (because this right is reserved for the centre).
The enterprise makes calculations not before, but after the decision-making. In this way
th¢ planned financial result is a passive mirror of the system of compulsory prices and
indicators. Therefore, the computation expressed in terms of money does not give any
adequate picture for the central agency about profits or losses (meaning by this the real
efficiency of enterprise management). In other words, prices and thus also profits are
necessarily not success-indicators, they do not show the efficiency of management. [26]
This role of prices obviously anticipates the doubts connected in reality with the
foundation by domestic prices of investment efficiency computations. But this problem
belongs already to the second group of arguments —capital saving.

Prices and capital-saving effects
in the socialist international division of labour

Another type of arguments querying the mutuality of advantages in CMEA-trade
refers to the unequality of capital saving possibilities. These computations are
undoubtedly correct mathematically, but the conclusions drawn from them for economic
policy and for theory are already less so. The following is involved.

Methodological and theoretical problems

It is known that in the USSR the efficiency of investments is computed on the basis

of the formula:

investment costs o
--------------------- (both valued at domestic prices).

gross output
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Furthermore, also the Soviet price theoretical principle and practice of price formation
are well known which reject the application of market equilibrium prices under socialist
conditions and, according to the general practice of centralized mechanism, the structure
of national economic accumulation is decided upon directly by the centre and in physical
terms. In other words, investments are distributed not on the basis of market considera-
tions. [27, 28] And, if this were still intended, then — following Oskar Lange and the
Soviet mathematic school —the capital market would be simulated and assets and the
alternative efficiency of their input would be taken into consideration at prices computed
from the model (and not at real current prices).

Therefore, the authors who conclude on the basis of computations made at actual
prices of the Soviet economy on “an inherent bias for capital-intensive exports, resulting
from false prices” [45] and practically do not consider the foreign trade in products with
deviating capital intensity mutually advantageous on this basis, [29, 30] make two
methodological mistakes.

On the one hand, they use for purposes of efficiency computations accounting
prices thus interpreting them as equilibrium prices. On the other hand, computations on
investment efficiency suitable for international comparison can properly be made only on
the basis of the formula

cumulated investment costs ]
(both valued at world market price)

net output (= value added)

and in this case agriculture and the engineering industry are at present sectors as much
fixed capital intensive as is raw material production.

The thesis that raw material production is of below average efficiency can be
queried also theoretically. Nobody disputes the technical and economic fact that
individual activities are of different organic composition (of capital) and thus of deviating
fixed capital intensity. However, nobody draws from this the conclusion that in a
capitalist economy, for example, a shipbuilder makes sacrifices in the interest of a textile
industrialist, since the former advances more of fixed capital to production than the
latter. From the aspect of the theory of value the case is rather the opposite; the capitalist
in the branch with higher organic composition appropriates through average profits a part
of the surplus value produced in the branch with lower organic composition. If deviating
fixed capital intensity, meant deviating efficiency, the long-term rise in the organic
composition of capital -could not be understood just as the fact why capital does not flow
to branches with lower organic composition. Then, namely, those concerned would not
need to make sacrifices for others, but could enjoy instead together the surplus efficiency
resulting from the decreasing organic composition of capital. The absurdity of this latter
theorem is obvious enough, since technological progress usually “materializes” in the
increase in organic composition. Marx had already long given a solution when, sum-
marizing the lessons of the debate between Ricardo and Malthus, he demonstrated how
and why value would be transformed into the price of production. For our topic it results
from this that branches with deviating organic composition of capital would be of
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deviating efficiency merely for this reason only if the centre of price movements were
value, i. e. in simple commodity production. It is therefore surprising, that this question
should be raised in the context of international socialist trade; and that several
economists should consider self-evident that the individual branches were of deviating
efficiency merely for technical reasons.

How can then the statistical fact be evaluated that a unit of investment produces
different returns in various activities at concrete prices of Hungary and at those of the
Soviet Union?

First approach: price type and economic efficiency

The particularities of a market with fixed prices and the related equilibrium
relationships deviating from those of a market with moving prices are well known. Nor is
it usually disputed, that not only the CMEA can be regarded as a market with fixed
prices, but, in conformity with its system of management, the domestic economy of the
Soviet Union as well. It has been shown why the fixed prices of the centralized mechanism
are no success indicators, either theoretically or practically, and thus all such computations
may be challenged which conclude from the different capital intensities of different
branches on their deviating efficiency. The just nature of this criticism can be illustrated
also through an example.

The subject of our criticism is, therefore, the concept that the division of labour
within the CMEA would be mutually advantageous only if products of each branch and
each country were of identical capital intensity, since the development of production for
export would then mean the same burden for each country.

Numerically illustrated: country | has to invest 100 pounds to produce goods A in
the value of 20 pounds, while country Il 100 dollars for the same value of goods B.
Supposing that 1 pound = 2 dollars, this means that country Il will obtain a unit of
exchange product with half the investment sacrifice, or the period of returns on
investment will be twice as long for country I, or that aunit of investment of country Il
is twice as efficient as that of country | and, therefore, country Il will obtain one-sided
advantages, because it is not she who produces the more capital-intensive goods A. In
other words, she receives double returns on a unit of capital than if she ought to produce
A, therefore she saves 100 dollars of capital as a result of the international division of
labour. Is this true? Under what system of conditions?

The principle of equal profits on equal capital is characteristic of a price system of
the production price type, that is, it is asserted if the social net income produced is
allocated proportionately to c. In socialism prices are determined by central agencies —or
they are not determined, i. e. free prices are applied, but also this is a result of central
decision —and thus the total social m can be distributed also in another way. According to
the Soviet economists Strumilin and Kronrod, e. g. it can be allocated proportionately to
v, and from the practice of the socialist countries also the price system of production-cost
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type is known, where (with the notation c’= depreciation) m is divided proportionately
to (c"+ v).

Even without any detailed analysis of the types of prices the conclusion is obvious
that if social net income is not allocated at the very beginning on the basis of ¢, but in
some other way, e.g. on the basis ofv, ¢’+ v, or their combination, thenperdefinitionem
the deviating m which will be allotted for a unit of investment can only be regarded as
natural in price systems other than the price of production type. Numerically illustrated
let gross output be: 100c+ 10v+ 10m =120, and this is produced by three branches. Let
the capital intensities of the individual branches be 70, 20 and 10 units, with labour
demands of 3, 3 and 4 units. Let us allocate among the branches 10 social net m
according to the three price types, proportionately toe, v and (c’+v), respectively! In the
latter case, for the sake of simplicity we consider engaged and utilized capital to be
identical, which is, of course, an unrealistic assumption, but at present not disturbing,
either.

proportionately to c: 1 2 1

proportionately to v: 3 3 4

proportionately to (¢c’+ v)* 6.63 2.091.27

Are the individual branches of deviating efficiency in the individual cases of
allocation? Nothing can be said about this, since merely the result of a single period was
divided in three ways. The requirement of equal returns on equal capital is enforced only
in the first case, because the 10m were allocated corresponding only in this case. If,
however, 10 m are divided among the three branches on the basis of other criteria from
the very outset then it would be naive to raise the requirement that a unit of investment
should ensure identical returns everywhere, since this is not possible by the nature of the
arithmetic. In concrete terms: with the value type price 3/7, 1.5 and 4 units of returns
fall to a unit of capital, with the production-cost type price 0.947 (= 6.63 : 7), 1.045
and 1.27, respectively, which is a natural consequence of the choice of the price type.

Relying on these findings there is one thing we can surely state concerning the
efficiency criteria of investments in price systems of the production-cost type, namely,
that scarce resources are not rationally utilized when identical profitability is ensured in
case of any alternative utilization. From this results that with the concrete prices of the
Soviet price system of basically production-cost type neither the principle of equal
returns on equal capital, nor the requirement of equal returns on the alternative uses of
the last invested unit can be taken for basis when deciding on efficiency.

Computation: ¢’+v=73 + 23 + 14 = 110
73

on r 663
23

10TT6=209

10— = 1.27
110

Acta Oeconomica 23, 1979



30 L. CSABA: INTERNATIONAL SOCIALIST MONETARY SYSTEM

May be, the capital invested in the raw material production of the Soviet Union
means less efficient utilization relative to some other alternative use, but this cannot be
proved on the basis of deviating organic composition. On the other hand, towards prices
reflecting efficiency the requirement can be raised that they should reflect com-
petitiveness on the world market of the entire economy and not only of the raw material
sector.

Second approach: interpretation o f the results in a price system
reflecting efficiency

Let us suppose that we have obtained the result that the production of product A is
twice as much capital intensive and investment in its production is half as much efficient
as in the case of product B in such a price system, which fully allows the rational
allocation of resources, i.e. it is an adequate orientating instrument for national
economic planning.

However, value and price of production are categories of the long-term centre of
price movements — of natural prices. The market price is a category of completely
different quality, characterized among other things, precisely by the circumstances that it
can only accidentally coincide with the natural price. What we have to consider is a price
system functioning in reality, i. e. monetary, market prices of a price system reflecting
efficiency. What does this difference mean?

It means that a unit of investment into different activities brings about useful effect
of varying size, indicating that scarce means were not optimally allocated, since the
optimum state of resources taken in the most general sense is characterized by the fact that
an additional unit of resources invested in various activities will produce the same useful
effect everywhere. The principle of the levelling of advantages is a general principle of
business management in the production of use values and completely independent of the
production of value which is a result of abstract labour. [31, 32, 33] Therefore, such a
distribution of resources reflects deliberately established economic disproportions.

In the second step the question arises how this disproportionateness is reflected in
prices. Specifically for the disputed computations of investment efficiency and for the
real prices of the Soviet Union: does the price used for judging the efficiency of
investment valuate scarce resources higher?

No doubt, it does not do so in practice, what is more, precisely the opposite is true:
the scarcest resource, i. e. the drawing away of resources from the production of the
hardest goods seems to be more advantageous and not what is unequivocally required by
economic rationality and everyday practice, namely, investment in raw material pro-
duction.

Even if, because of the interrelations mentioned and in the medium of the
centralized system, it is not surprising that prices signal as a rather peculiar “thermom-
eter”, it is indeed surprising that certain economists should declare on the basis of the
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signals of this thermometer that the Soviet Union is not interested in investing capital in
this activity, but in drawing away capital from here and in investing it elsewhere, and that
the net raw material importers should ensure the interestedness of the exporter, [34]
since otherwise trade can be realized only through sacrifices made for political reasons.

Some conclusions

1. It is true that the Soviet Union is the biggest raw material producer of the world,
but it is true as well that in the Soviet Union the specific use of materials (per unit of
output) is considerably higher than in developed capitalist countries, what is more, it
exceeds also the corresponding data of some CMEA-countries (GDR, Czechoslovakia,
Hungary) as well. Therefore and also because of certain planning and interestedness
conditions, analyzed otherwise also by the Soviet press [35], the problem of raw materials
is a source of tension also for the Soviet internal economy, i.e. it is a bottle-neck. It is so
in the market sense because of the decreasing returns on capital and the increasing
materials intensity of the gross social output, and it is true in regional sense as well since
the centre of raw material production has been transferred to Western Siberia already in
this Five-Year Plan, while manufacturing is concentrated in the European part. [47]

2. Because of the above we can agree with the evaluation according to which it
would be a mistake to say that the industrialization of Siberia is a “hunchback for the
Soviet economy”, but one should rather speak about the development of an export
branch of the Soviet Union which is most successful in Western relations. 80 per cent of
the USSR’s exports to the West consist of raw materials (the share of crude oil amounts
to 45 per cent alone) and this is the main source of compensation for the decisively
non-competitive imports (grain and technology) and a guaranty for her creditworthiness
(beside gold production). [36]

3. Therefore, contrary to the views analyzed in the foregoing, the Soviet Union is
stimulated —even independently of the effect of internal and CMEA commodity and
monetary relations having only a subordinate role —also by its own best, real economic
interests to develop the extractive industry, though the prices with which the disputed
computations on investment efficiency were made make this appear as the most irrational
investment possible.

Now it is possible to proceed in two directions to illustrate that in the CMEA-trade
mutual advantages were enforced also in previous periods corresponding to the basic
principles of socialist international division of labour, despite the fact that products with
deviating fixed capital intensity were exchanged.

Supposing hypothetic, ideal prices and considering them to be identical with
marginal costs for the sake of being able to write this in mathematical form, it can be
demonstrated through the examination of linear combinations in what price interval and
under what constraints the exchange of products with deviating capital intensity will
ensure mutual advantages. [11]
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For using real prices, hardness, that is: the extent of shortage ought to be quanti-
fied, which is impossible. [37] It has been shown that the position of a net raw material
exporter does not involve ab ovo losses, since under the terms of exchange of structural
bilateralism profits resulting from the relatively higher level of the prices of soft
machinery can be transformed into necessary (hard) goods in 0 per cent. The examination
of terms of trade by countries supports the economic argument that exports to markets
with higher price levels is concomitant with higher import prices and vice versa, that is,
even the deviation of nominal export receipts does not really prove deviating market
efficiency.

Finally, we cannot forget either, that the real possibilities of import substitution are
practically often limited (grain), furthermore, that the interpretation of import substi-
tution up to now in connection with capital saving is valid only if the infinitive
availability of investment goods is supposed, otherwise the real costs of import substi-
tution should be compared with the lost profits of production aimed exclusively at
export (at world market prices), provided that the allocation of investments is planned on
the basis of this computation. Without this motivation, the above alternative com-
putations are only a mental exercise.

International flow of investment goods
and development of the monetary system of the CMEA

From the theoretical expositions made in the foregoing the conclusion can be
drawn that investment credits within the CMEA are no “compensation for losses” or
“damages”, but —with adequate conditions - they can be one of the methods of a
mutually advantageous socialist international division of labour. It should be noted that
there was a time when the view used to be rather wide-spread according to which the
safety of supply with raw materials and energy could be ensured only in this way. This
concept can be disputed from several aspects.

1 Joint investments into raw material production require considerable Western
imports of technology and credits. In the case of Hungary, for example, the direct dollar
contents of the investment credits granted by us within the CMEA amounted to 54.4 per
cent in the present decade. [38] In other words, the characteristic feature of development
projects aimed at import substitution, generally observable in the world economy,
appears also in this field, indicating that products of investments aimed at-developments
“independent” of the world market requirements do not indeed correspond to the
demands of the world market. Nevertheless, they require imports and thus the
dependence on imports will, after ah, not decrease, but increase. The net.effect on the
balance of trade of such an investment, intended to save Western currency is obvious if
we consider that the prohibition on reexports holds also for products resulting from joint
investment. It seems that Andras Koves is right when he states that precisely this
phenomenon iustifies that occasionally also “maize growing may amount to energy
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policy”, i. e. a coordinated treatment of decisions on East—West economic relations on
the one hand and decisions regarding the development of CMEA-integration on the
other has already become inevitable at present. [39]

2. Economic literature already rather uniformly reflects at present that the
importance of the safety of supply taken in the above everyday sense is rather over-
estimated at times of shock effects produced by the instability of the oil market. Safety
and risk, respectively, are quantifiable economic factors (with goods exchanges traded at,
for example, the difference between current price and deferred price, rate of interest,
etc.), while a “strategic” handling would mean an open neglect of “value aspect”, of the
costs of the solution, i. e. insurance fee. Countries capable of adaptation to new relative
prices through structural transformation and which have worked off the deficit in the
balance of payments (Japan, FRG, Holland) put not the safety of supply into the centre
of their economic policy, but, on the contrary, they consider the production of raw
materials and energy as a part of their general export-offensive economic policy, a factor
subordinate to their overall competitiveness on the world market. The Japanese steel
industry has remained far too competitive —even with the import- and materials-intensity
of this branch —which is indicated also by the successful pressure for “voluntary export
limitation” named in the euphemistic term of “Orderly Marketing Agreements”
undertaken towards the EEC and the USA. Priority of the safety of supply would result
in the development of basic materials industries selected mostly on physical basis that can
be well carried out by means of central investments. This decision —together with urgent
infrastructural and social tasks - would practically determine the investment structure of
socialist countries for the coming plan-period (1981—85) and through developments
aimed at import substitution and those of the basic materials industry also the centralized
character of the economic mechanism. This would not serve adaptation to the beginning
of a new era in world economy, nor allow any considerable further development of the
CMEA monetary system.

3. In the international division of labour exchange is transacted between different
owners, that is the importance of a cooperation mechanism ensuring a form of motion for
mutual interests of commodity producers is obvious. Therefore, it is especially important
that in proposals aimed at the further development of the socialist international division
of labour the starting point should be the real conditions of the CMEA-mechanism and
not an idealized system that could exist in principle following from socialist production
relations. Thus, it cannot be queried theoretically, that socialist production relations do
not impede the international flow of capital by their nature, nor, what is more, structural
intertwining relying on-“solid capital relations”, [40] but at present conditions for this
are not ensured yet. It results first of all from the general conditions of the cooperation
mechanism that member-countries of the CMEA are not interested in credit granting,
what is more, they are counter-interested. As a matter of fact, credit granting with the
present terms of interest means a forced lending out of national income for a shorter or
longer period, and the sacrifice of the average returns that could be obtained at home is
compensated only to a small extent by the level and cover of the rate of interest. These
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returns are estimated at 10—12 per cent in the case of Hungary (but according to
computations of some Soviet economists normative requirement for returns amounts to
15 per cent). [15] unfolds and proves the exact extent of the normative rate of interest
under Soviet conditions. Since the 2 per cent rate of interest is among the items of the
synthetic transferable rouble account which cannot be broken down by countries, a
raising of the rate of interest to world market level would mean no solution for the
problems of either stimulation or income distribution.

A specific possibility of perfecting the accounting system is provided when settling
investment contributions, since the cover of interest is solved here. Therefore, it is no
nonsense to raise here the problem of the economically justified rate of interest. This
would not be an interest accounted according to the present mles of banking techniques,
but a share in kind from products of the capacity built with joint resources, similar to the
repayment of the share capital of joint investments. This can be practically realized
because the products are homogeneous and they can be unambiguously identified, and ifit
were determined in a constant proportion to the quantity of products resulting from the
capacity, then the as yet unsolved problem of revaluation of the credit granted on a
sliding price basis would be solved.

4. \We have seen that investment credits came into use precisely because commodity
and monetary relations within the CMEA are pushed into the background: since prices
did not change for years and their eventual change did not necessarily mean the
expansion of raw material producing capacity and supply, the economies of CMEA
member-countries began to adapt themselves to disproportions ever sharpening between
the extractive and manufacturing industry through the plan mechanism —by granting
government credits. However, the extent of adaptation is characterized by the fact that
the total estimate of Soviet investments in the 10th Five-Year Plan amounts to 620
thousand million roubles, while joint CMEA-investments amount to 9 thousand million
transferable roubles and even from this amount not all will be allocated to the Soviet
Union, nor to raw material extraction. At the same time, limits to the further devel-
opment of this form of cooperation are acknowledged at present even by supporters of
investment contributions. [41]

5. Paradoxically, the spreading of investment contributions indicated not only the
limits of bilateral trade in kind, but also brought its strengthening, since the granting of
investment credits means practically not so much the delivery of products used for
certain investment projects, but hard exports of a given stmcture. [42] Therefore, we can
agree with the evaluation which considers this process and construction transactions,
exchanging in the final analysis goods for other goods, analogous with each other, and
perceives the two processes as a pair. [43] Namely, both processes make, as a matter of
fact, the terms of exchange balanced until now by commodity groups stricter, because
not only commodity groups, but kinds of goods are linked and exchanged. In other
words, a coming to the fore of the direct exchange of goods and an increasing “natural-
ization” of forms of the socialist international division of labour, can be observed. (Only
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the sphere of transactions in convertible currencies means an exception to this to some
extent.)

Precisely, because bilateralism and determination in Kind increased, it is surprising
that also such an evaluation was made according to which the party obtaining credit
cannot spend the investment credit on goods necessary for him (while for the one
granting the credit this form is more expensive than purchase through a normal foreign
trade transaction), since the purpose of the credit is fixed. [44] Resulting from the
missing money function of the transferable rouble (it cannot be spent, freely pur-
chaseable goods are missing) this complaint would be justified precisely if the purpose of
the credit were not fixed. Namely, at present exclusively hard goods are covered by the
credit, following precisely from its fixed character, which is not contrary to the interest
of the party obtaining credit.

6. Finally, the connection between the granting of investment credit and the
economic mechanism should be mentioned. This form of CMEA-cooperation is given and
formulated as a characteristic task of central control: the product, contractor, etc. have
to be defined and this can be compared to a kind of central development project under
Hungarian conditions (both as regards the level of decision-making and the physical
approach). It contributes with its extent —8 per cent of central investments —to the
recentralization process characteristic of the Hungarian economy in recent years. In the
extent it strengthens this process, it impedes - over and beyond its short-term effects —
the development of an internal economic control mechanism creating the conditions for
’massive international capital flows”.
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HEKOTOPBIE MPOBAEMbl MEXAYHAPOAHOW COLMANUCTUYECKOW
PUNHAHCOKOW CUCTEMBbI

N. YABA

B cTaTbe aHaM3UPYyeTCcs peannsaums B3aMMHOWM BbIrogbl npu 06MeHe TOBApOB pPas/MuHOi
KanuTanoemMKocT B TOProsfie Mexay ctpaHamu C3B, o6paujasi 0co060e BHMMaHWe Ha ydactue B
VHBECTUUMAX. B nepBoit YacTv aBTOp paccmMaTpuBaeT CKOJb3sllyo 6a3y LeH Kak CPeacTBO MpMcnocob-
NIEHNS1 K MUPOBOV KOHBIOHKTYPE, UYTO He OTMEHSieT OAMH M3 MPUHATBIX Ha ByxapecTkoli ceccun CIB
NPVHLMMNOB LLeHO06pa3oBaHuns, COrnacHo KOTopoMy LeHbl C3B 40/KHbI GbITh OYMLLEHbI OT Kone6aHuii,
BbI3bIBAEMbIX MOHOMO/IMCTUHECKUMM U NOMMTUUYECKMMU (DakTopamu. BTopast yacTb, B KOTOPOI aHann3u-
pyeTcsi CBSA3b LiEH U BbIroAbl, 0CNapuBaeT B3r/isidbl, BbiCKasblBaeMble B My6AMKALMAX KaK 3anafHbIX, Tak 1
COLMANMCTUYECKMX aBTOPOB, B KOTOPbIX CTABMTCS M0/ COMHEHWE, YTO BO B3aUMHOM Topros/e cTpaH COB
paBHOMEPHO ¥ BO BCe Nepuofbl Co6/104anach B3aUMHOCTb BbIrodbl. ABTOP YKa3sblBAET: HU PaCXOXAEeHNs
Mexay ueHamm C3B UM UeHaMW MWUPOBOFO PblHKA, HU 3KOHOMMWSI KanuTana, KoTopas MOXeT 6biTb
[NOCTUTHYTA C MOMOLLbIO MOTEHUMAIbHOV 3aMeHbl MMMOPTA, He MOTYT B HbIHELHWX W AelCTBYIOWMX Ha
MPaKTUKe YCN0BUAX IKOHOMUUECKOr0 MexaHusma cTpaH CIB cunTaTbCst 4OCTATOMHO OCHOBOW ANs TOTO,
uTo6bl CTaBUTL MOJ COMHEHWE B3aUMHYIO BbIFO4Y, Peasin3yemylo B MeXAyHapogHOM o6MeHe TOBapoB
pasfIMYHOA KanuTanoeMKocTu. TpeTbs YacTb CTaTby aHaNIU3MPYeT cornacoBaHme Tpe6oBaHWi MHBECTM-
LIMOHHOIO KPeAUTOBaHMS, HbIHELLHMX YCMI0BUIA (MHAHCOBOM cucTeMbl CIB 1 NpoBeeHNsi OPUEHTUPOBAH-
HOl Ha 3KCMOPT IKOHOMMYECKOM MOMIMTUKM. B CBSA3W C y4acTWeM B UHBECTULMAX BO3HWUKAIOT NPO6/eMbI
06ecreyeHnsi, BaIOPU3aLMN KPEAMTa, IKOHOMUYECK 060CHOBAHHOM CTaBKM MPOLEHTOB (M pacyeta o
npoueHTaM). HakoHel, aBTOp yKasblBaeT Ha TOT Napajokc, KOTOPbIA MMeeT MeCTO Mexay NpPakTUKoi
MEXroCyjapCTBEHHOr0 KPeaMTOBaHUS VM NOTMKOM Waros, He06X04UMbIX B MHTEPECAX CO3[aHNs MexaHn3ma
3KOHOMUYECKOFO COTPYAHWUUECTBA, 06ECMeuMBalOLLEr0 6/1aronpuATHbIE YCI0BUA A8 MPeaocTas/eHus
MEXAYHAPOAHbIX KPEAMTOB.
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l. LAKOS-G. OBLATH

RATE OF EXCHANGE AND THE FOREIGN TRADE
PRICE COEFFICIENT

The article discusses the differences between the economic nature of the rates of exchange
of convertible currencies among themselves and of the rate of exchange used in Hungary, as
well as the characteristics of the types of exchange rates the authors consider as useful. It
emphasizes the importance of introducing an actually operative rate of exchange in a period
when the relaxation of tensions in the Hungarian economy depends mainly on how much more
flexibly enterprises are able to adjust themselves to external conditions than they have done so
far.

The theories of rates of exchange considered as traditional had been attacked in
international literature already before rates became more flexible, yet criticism has
become really sharp only in recent years. The main target of the criticism is the so-called
elasticity approach*, or, more exactly, its statements concerned with the inter-
dependencies between rates of exchange, national price levels, and balances of payments.
There is, namely, a growing scepticism as to whether a change in the rate of exchange
may bring about lasting changes in the relative national price levels (computed at the rate
of exchange), and, consequently, whether it can exert any significant influence on the
balance of trade (and of payments). Although the new trends in the theory of rate of
exchange are opposed to one another in numerous respects, they are yet held together —
owing partly to their common scepticism concerning the elasticity approach —by their
acceptance to some extent of one or an other version of the theory of purchasing power
parity.

In studying the Hungarian literature on the rate of exchange, a similar shift in
emphasis seems to be present: the purchasing power parity theory is growing in
popularity also in Hungary. Otherwise, one of the versions of the purchasing power parity
theory has been respected in Hungary, practically since the fact has been recognized that
the home currency is not gold. In the literature on capitalist money it has been a long
accepted theorem that rates of exchange are determined by the relative domestic
purchasing power of the currencies (or, as it said, the “quotient of national price

»The term refers to the Marshall-Lerner condition, which gives, with certain assumption,
the sum of the *“critical” import demand elasticities necessary for the change in the rate of
exchange to exert its improving effect on the balance of trade.
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levels”).* What may be considered a novelty is the attempt at using this theorem for
determination of the Hungarian price coefficient (multiplier). It has to be added: this
theorem is characteristic not of the purchasing power theory parity in general, but only
of one of its numerous versions, which happens to be not identical with any of the
versions enjoying today an increasing popularity in the Western economic literature. Yet
it is beyond dispute that this one, too, is a purchasing power parity theory, which fact
may in itself give the impression that the above-mentioned Hungarian conceptions and
efforts, as well as the new schools of thought on the rate of exchange —and in a few
countries even the practice of exchange rate policy —point in the same direction.

In Hungary the rates of exchange applied in foreign trade, and the economic nature
of the rates of exchange among convertible currencies differ in substance from each
other; therefore, analogies disregarding this fact may be misleading. Besides, however,
even the foundations of a few interdependencies believed to be valid for Western
currencies may be challenged. Thus analogies are often not only lame, but totally
inappropriate.

In the following we shall try to point out the usefulness of introducing a rate of
exchange operational in itselfin the sphere of foreign trade. To do so, it will be expedient
to recall some seemingly forgotten ideas raised in the course of the dispute about the
average rate of exchange and the marginal rate of exchange. It is, namely, our conviction
that in our days when one of the most important economic objectives is to increase
adaptability to external influences, and to carry out a microstiuctural transformation in
harmony with foreign economic conditions, the conception of the marginal rate of
exchange is more timely than ever. It is remarked that the denomination “marginal rate
of exchange” is used only out of respect for tradition. The expression is used, namely, to
indicate the price of foreign currencies what can be called the rate of exchange without
any adjective.

Of course, the substance of the matter is not the denomination, and if only for this
reason we must refer to a question related to denomination, yet of much greater
importance. We think that beside the expression “the price of foreign currency” not only
the adjective “marginal” is redundant, but also the word “equilibrium”, brought up as a
synonym. Maybe, on this point our conception is different from that of a few advocates
of the marginal rate of exchange. It surely differs, however, from the view of those who
think that the experience showing a loosening relationship between the fluctuations in
exchange rates and in the balance of trade prove that exactly in Hungary no marginal rate
of exchange can be introduced, that is, such a rate of exchange as would more or less
uniformly determine the amount of domestic currency to be received by exporters for
the foreign exchange, and the amount to be paid by importers against foreign exchange.

. without a detailed justification, and relying upon the growing number of concurrent
declarations to this effect, it is acceptable that the zone of value, the centre and innermost contents of
the rate of exchange is the quotient of the home and the foreign price level”.[1J
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Rate of exchange and price coefficient

Among the many different kinds of rates of exchange —which are of an extreme
variety from the rates of exchange used exclusively for statistical accounting, through the
system of multiple exchange rates of countries with foreign exchange restrictions, to the
fixed and floating exchange rates of convertible currencies —we shall deal only with
those of economic (not merely of technical and accounting) importance: with exchange
rates and price coefficients.*

We have defined the rate of exchange as the price of foreign currencies expressed in
terms of domestic currency. Thus the rate of exchange is a price, and this fact seems to
offer a good starting point for its analysis. Price is, generally, an objective economic
category from a certain aspect, and so is also the price of"the foreign currency. Its
objectivity means first of all that its size and changes are given factors for the whole
of the economy, more exactly for the firms and institutions constituting it (they have to
adjust themselves to it in some way), and with this given factor they can reckon with it as
an element orienting their decisions.

The rate of exchange indicates for the whole of the economy, how much a unit of
the foreign currency is worth: what it costs and what price it fetches. It signals to the
sellers of foreign currencies, that is, to exporters, what “cost level” of earning a unit of
foreign exchange is acknowledged at most by the whole of economy, and it gives similar
signals —in respect of the still acknowledged cost level of foreign exchange savings —to
the domestic producers competing with imports. The buyers (users) of foreign exchange
can also obtain objective information from the size of the rate of exchange, since, to-
gether with the foreign prices, it determines the price of foreign products to be paid in
home currency. In this way it influences decisions on imports (or domestic production
and purchase).

The objectivity of the rate of exchange means, on the other side, that in a given
economic situation —that is, with the given relative levels of prices, costs and incomes,
with the rate of employment and of capacity utilization, with the external position, and
with the expected changes of these —the official decision on the size of the rate of
exchange is limited to a comparatively narrow zone. Decision possibilities are expanded
exactly by the fact that some of the above-mentioned factors of influence are not given,
but decision variables, which can themselves be influenced by regulating the size of the
rate of exchange.

Therefore, in our interpretation, the objectivity of the rate of exchange does not
mean that at a given time-only a single economically justified rate of exchange exists. It
means that the size of the rate of exchange and the above-mentioned factors (and a few

other ones) are interdependent and, if the determination of the exchange rate is a question
of official decision, this fact can be disregarded only at the price of grave consequences. It

*The differences in economic contents between the rate of exchange and the price coefficient
are treated in Banfi’s study. [2]
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follows that the existence of the rate of exchange provides objective orientation not only
for economic units, but also for economic policy. Whichever the way of the determination
of the exchange rate: whether its current level has developed on the foreign exchange
market, or is the result of a government decision, its size and its changes have economic
consequences, which can be - and in principle must be —taken into account in the
setting of macroeconomic targets. With a functioning rate of exchange, namely, an
inconsistent economic policy entails directly felt consequences; though the form of
appearance of the tension is not at all indifferent (inflation, balance of payments
difficulties, unemployment, etc.). At this point it is enough to underline the fact that the
existence of the rate of exchange does not only provide orientation for economic policy,
hut also acts as a controlling factor. The validity of the latter statement does not depend
on the type of the system of the exchange rates, either. The system of floating exchange
rates expands the scope of movement of economic policy from a certain aspect, yet it
narrows it down from another.

In outlining the nature of the rate of exchange a number of questions have been
deliberately neglected. The primary aim of our description has been to produce a
starting-point or point of reference for the interpretation of the price coefficient.

First, however, we must explain, why we have given up the practice, quite general in
the Hungarian literature, that deduces the nature of the rate of exchange from its
so-called functions.

Although the different authors usually restrict themselves in listing the “functions
of the rate of exchange” and rarely mention more than six, adding up all the “functions”
to be found in literature will result in quite a large figure. The quantity is in itself
disturbing. If the rate of exchange did or could do all it is usually supposed to do, the
world economy would certainly function much more perfectly. At the same time, the
listing of the “functions of the rate of exchange” usually substitutes for the analysis, and
this collective noun places widely different things beside one another. On the one hand
we find such trivial statements as is, for example, that the rate of exchange determines —
together with foreign prices - the home price of imported goods and the earnings of
exporters (price-linking function). Such is also the stimulating (orienting) function:
assuming that the economic units base their decisions upon certain rationality criteria,
and external prices are a given thing for them, they sell where they can expect higher
returns computed at the rate of exchange, and they buy where they can get a product
cheaper. All these are variations on the definition of the rate of exchange.

It is an entirely different problem that a change in the rate of exchange has or may
have —in certain conditions —economic effects that can be defined. It may, among other
things, influence the rate at wich the price level rises, the level of domestic activity
(employment, capacity utilization), and the development of tire balance of payments (of
trade). These influences are exerted, however, only under certain conditions which do not
always exist in reality. They do not follow from the existence of the rate of exchange,
but from the fact that certain factors of the economy are considered unchanged, or
assumed to be changing in a definite direction (to a definite extent). Finally, in the litera-
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tore we can find also such functions that are practically uninteresting. Such is for example
the covering function implying a total absence of customs duties and a permanently bal-
anced trade.

However, we do not feel it to be the main problem that the word “function” often
merges widely different things into one another. The main problem is much more than that
in this approach the rate ofexchange is interpreted one-sidedly as a tool, thereby suggesting
that a rate of conversion is made into a rate of exchange, that is into a price, by its ability
to fulfil certain tasks considered important in a subjective judgement.*

Therefore, while we have certain reservations towards the analysis of the rates of
exchange according to functions, we consider this approach as an adequate examination
method of the price coefficient. The substance of the price coefficient is exactly that the
authorities invest the rates of conversion between home and foreign currencies with
definite functions. In Hungary these functions are usually formulated in the form of
“demands” (wishes) made on the price coefficient (for example: “it should promote an
efficient way ofjoining into the international economic relationships™).

The example of the “function of value preservation” illustrates the nature of the
price coefficient. As opposed to certain frequently mentioned functions that express
vague ideas, rather than reality (for example balancing function), a task of the price
coefficient may in fact be to influence the domestic price formation of imported goods.
This means that the size of the price coefficient may be basically determined (under given
conditions) by the effort to keep the domestic price of imported goods (relatively) low,
or to let them slowly change. The price coefficient as a tool can be used for this purpose
without directly violating any of the economic constraints. Thus the price coefficient is, in
contrast with the rate of exchange, not objective. This is obvious if we take it into
account that, though a rate of exchange can be revalued in principle with a view to
realizing purposes connected with the domestic price level, such exchange rate policy is
constrained by the possibility of reduction of exports, and thereby causing a fall in
employment, a reduction of reserves and credit possibilities, and a slowing down of the
growth rate. In adjusting the price coefficient such objective constraints need not be
faced. Namely, if, for example, the price coefficient is assigned as a tool to the target
connected with the import price level, so that with an unchanged level of subsidy for
example the export results would worsen, this can be prevented by a differentiated
amendment of the subsidies.

This latter possibility throws light upon the most important difference between the
rate of exchange and the price coefficient. For the economic units the price coefficient is
not such an objectively given factor which could offer firm grounds for their decisions or
would force them to adjust. Therefore, its size does not express what cost level of
earning (saving) aunit of foreign exchange is still acknowledged by the economy as a whole.
Nor can it express, how much aunit of the foreign exchange is worth for the economy as a

*Of course, we do not say that everybody who talks or writes about function interprets the rate
of exchange in this way.
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whole. The size of the price coefficient primarily expresses the function considered mo-
mentarily the most important one. Of course, not only the desirable extent of the rise of
the import price level —expressed in home currency —may constitute this function.
The price coefficient may be charged also with the task to render the activity of some
exporting companies (half, or one-third of them) automatically profitable; the rest
will be looked after by other means. The same task can be formulated in another manner.
If it is desired that, for example, half of the companies “should be covered” by the price
coefficient (and export efficiencies are symmetrically dispersed), the price coefficient
may be expected also to express the average “production cost” of the foreign exchange.
Yet what matters is not the formulation, but the function.

To the preceding an important remark must be added. To the rates of exchange —
in the same way as to the price coefficients —are connected a few complementary
instruments having become general internationally, such as customs duties, tax-reliefs,
subsidies. These operate beside the rates of exchange, not instead of them, —as is the case
with the price coefficients - which is to say that the tools complementing the rate of
exchange are more or less uniform and relatively stable.

Therefore, in the case of an operative rate of exchange, the level of enterprise
incomes derived from international economic relations (and their changes), that is, the
difference between the costs and receipts per unit of foreign exchange of economic units
(and their changes) are determined primarily by prices, the activity of the economic units,
and the price of the foreign currency (or their changes). As opposed to this, with the
price coefficients the decisive factor of the income structure is the size of government
subsidies and taxes (and their changes) put in between costs and receipts per unit of
foreign exchange.

The economic nature of the rates of exchange has been deliberately confronted
with that of the price coefficient in such sharpness; we think that it would be useful for
the Hungarian economy to switch over from the price coefficient to the rate of exchange.
We call the economically justified “type of price coefficient” the rate of exchange. We do
not feel this usage arbitrary, though the expression “rate of exchange” is generally used to
indicate the rate of conversion between convertible currencies. Here the denomination
“rate of exchange” is used in a somewhat wider sense : beside the preceding, it comprises
the commercial rate of exchange expressing the price of foreign currencies. Their putting
under the same heading expresses also that, in our opinion, the economic inter-
dependencies affecting their level are similar.

Of what types are the conversion rates treated in the Hungarian economic literature
and in discussions, and which of them can be considered a rate of exchange?

Upon the basis of their calculation three types of conversion rates may be
distinguished: the coefficient of a purchasing-power-parity character (reflecting the
relationship between the weighted average of the price of two countries), that based upon
the costs of producing foreign exchange, and that of marginal character. The second
group comprises, logically, beside the average coefficient, the below-the-average ones (for
example those reflecting the foreign exchange production cost of “leading” exporting
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industrial sectors), and also the above-the-average coefficients worked out upon the basis
of the “production cost” of a certain group of products (for example upon basis of the
average of the individual “production” indicators of those export goods whose dispersion
points are placed the “most densely”, or which are formed by complementing the average
coefficient with a few per cent). The coefficients of the marginal type comprise those
rates of conversion according to which the whole or most of the exports necessary to
ensure the desirable balance of trade are profitable. Only the latter can be called a rate of
exchange. The rest are price coefficients since, because of their mode of calculation, they
are operational only together with the so-called rate-of-exchange-complementing tools.*

In order to explain why it would be more advantageous for the Hungarian national
economy to use a true rate of exchange, and where it would be placed in comparison with
the above-mentioned rates of conversion - as regards its substance, not its actual level —
we think it will be sufficient to discuss the coefficients of the-average and of the marginal

type.

The average coefficient

The average coefficient is determined on the basis of the indicator showing the
average cost for the national economy of producing a unit of foreign exchange. Since it
considers the actually realized export prices as foreign prices (and not the domestic prices
of foreign countries), it avoids the irrealistic assumption —in the case of comparing
countries with different development levels —that export prices correspond on average to
the domestic prices of the importing countries. It presents a problem, however, that the
indicator leaves imports entirely out of consideration. The fact that in Hungary the
weight of competitive imports from the West is small brings nearer to each other the
purchasing power parity computed at wholesale prices and the “production cost” of
foreign exchange,** but in that case not even the former provides a basis for the
determination of the rate of exchange.

It follows from the character of the average coefficient that, whenever it is applied,
an extensive utilization of such rate-of-exchange-complementing tools becomes necessary,

*In order to convey an idea of the magnitudes, we mention that in Hungary in 1970 the average
coefficient was Ft 60/$1 with which nearly 66 per cent of the exports had to be subsidized. According
to the calculation published in the study of Kravis-Kenessey-Heston-Summers [3] the purchasing
power parity of the forint ta the dollar was Ft 16/$1, with the full GDP taken into account, and the
rate weighted with the products participating in foreign trade was Ft 22/$I.

**1f in our imports products that are “only” more expensive on the home market but not
unproducible figured with a larger weight, it would become obvious that the purchasing power parity
determined upon the basis of the realizable export and import prices as well as of home prices would
result ex ante in a higher rate of exchange than the ex ante average indicator of the cost of foreign
exchange.
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as are government refunds, tariffs (import charges of customs duty character), and
regulation of the volume of imports.*

The task of the government refund is not simply to enable a larger volume of
exports through creating a higher actual “rate of exchange”, but it has to ensure that all
exporting companies should earn approximately the same profit, independently of the
relationship between individual production costs and sales prices. As a consequence, it
creates a number of coefficients of different sizes. Under such circumstances the number
of the different individual coefficients depends mostly on how extensively the subsidy is
applied.

Although as regards its fundamental purpose and destination the customes duties
cannot be compared with the government refunds, that is to say, their existence is not jus-
tified merely by the use of the price coefficient,** they act on the import side in the same
manner as the refunds do on the export side. The tariffs differing by products or groups
of products differentiate the rate of conversion according to the extent of the difference.

The regulation of import volumes —incapable of a realistic selection of import
needs and inevitably including subjective elements — exerts an effect on the rate of
conversion similar to that of customs duties. There are, however, also important
differences between the two tools. For example, the customs duties leave it to the buyer
to decide, whether it is worth acquiring the goods charged with the customs duty, or
rather to abandon buying. Besides, regulation of the volume exerts its effect on raising
and differentiating the rate of exchange only in respect of the import substituting
production, insofar as it enables to organize the manufacturing of such import substituting
products, which would appear unprofitable if computed at the rate of exchange.

So far such tools have been discussed which raise the comparatively low level of the
average coefficient, trying in this way to bridge over the above-mentioned problem,
namely, that the price coefficients based upon the foreign exchange “production”
indicator leave the balance of trade aspects out of consideration. Other financial
“bridges” have exactly the reverse effect. They are in no way interdependent with the
type of the rate of conversion, and their application is justified by some other kind of
purpose, outside the sphere of the rate of exchange. Such is for example the import price
subsidy, whose role has suddenly grown in this decade.

*The calculation of price coefficient based upon the average cost of producing foreign
exchange may be called an arbitrary - though technically easy - method, following a reversed train of
thought. It is, namely, practically indifferent, whether the trade policy tools and other ones affecting
foreign trade are adjusted to the rate of conversion calculated in consideration of the average foreign
exchange “production” indicator (which is unable to function as a rate of exchange), or first the
sphere of exports and imports to be subsidized and that to be restricted are determined without any
“principle”, and the price coefficient is adjusted to them. To avoid misunderstandings, we emphasize
that we do not consider the latter procedure as good or desirable; we simply wish to point out that itis
perfectly equivalent to the former one.

**In the case of competitive products tariffs are needed for the protection of the import
substituting production because of the average coefficient, and with non-competitive imports their role
corresponds to that of turnover tax.
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Because of these tools complementing the rate of exchange, the average coefficient
that is formally uniform* - of the same size for all exported and imported goods —
practically operates in a very limited scope. There are thus a relatively small number of
products which can be exported or imported, under such circumstances, at an identical
actual “rate of exchange”, and there are even less that can be exported aswell asimported at
the same rate of exchange. If we examine the consequences ofthis, we shall be faced with a
few well-known problems.

From the two aspects of the lack of uniformity we shall first survey the
consequence of the case in which different rates of conversion are used in exports and in
imports. In this case a certain group of products —depending on the extent of the
difference —cannot be clearly judged from the aspect of comparative advantages. There
exist such products whose world market price and domestic production price are identical
or almost identical, so that because of the transport costs and other charges on goods
participating in foreign trade it is not worth exporting or importing them even with a
uniform rate of exchange. Disregarding the above-mentioned additional costs, in the case
of a uniform rate of exchange, products of the above-mentioned kind can be considered
as such only if their world market price and production price are by chance identical.
However, the lower the export rate of exchange than the import rate of exchange, the
more such products there will be. Yet in the reverse case both the imports and exports of
the same products may seem to be useful.** This implies practically that at the micro-level
it is profitable to reexport in unchanged form a number of imported articles and to use
such imports for the exported goods, which would be unprofitable in the case of a
uniform rate of exchange. In the case of products in whose production cost the value
added is small relative to the import content, it may easily happen that the export price
does not cover even the cost of the imported raw material used.

The other aspect of uniformity is an identical rate of conversion for each product.
In imports the consequence of the lack of uniformity is a distortive effect of import price
on home prices, a relatively larger demand for products accounted at a lower actual rate
of exchange, and hindered imports of goods accounted at a higher rate of exchange, that
is, restriction and elimination of the role of import prices in orientating consumers’
decision.

Different actual export price coefficients mean that the minimum requirements
raised towards enterprises are different. And under such circumstances there is nothing to
guarantee that the foreign exchange needed by the national economy isin fact produced in
the possible most efficient way. Let us examine this question more closely through the
effect of the government subsidy.

»“Uniform” does not mean that the level of the commercial rate of exchange is identical with
that of the non-commercial rate of exchange.

»»According to a computation made at the beginning of the seventies, in case ofa 15-20 per
cent difference in the rate of exchange the evaluation of about half of the goods taking part in the
Hungarian foreign trade would be ambiguous.[4]
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On the one hand, this system of stimulation renders the ranking by efficiency of
the export products on the enterprise level and on the national economic level inevitably
contradictory. Numerous examples show in Hungary that the individual foreign exchange
“production” indicator of the most profitably produced export article of one company is
worse than that ofthe least profitable product ofanother company. In that case, however, at
the macro-level it isnot the bestway of transforming the export structure ifboth companies
stop exporting their least profitably manufactured products and increase the export of their
most profitably produced ones, even though both would have acted reasonably and in the
best possible way. On the other hand, the organs deciding on the granting of government
subsidy are not in a position to estimate realistically export possibilities and the cost
reduction potentials of each company. Therefore, the influencing of the export structure
is transferred, to an exaggerated extent, to a decision level higher than the optimum one.

Further examples could be cited, but it should be clear already from that much that
all these are irrational activities from the aspect of the economy as a whole, though they
may be perfectly reasonable and profitable transactions for the economic units. And the
cause of this duality is to be found in the differentiated effective rates of conversion, that
is, in the lack of an objective rate of exchange.

The coefficient functioning as a rate of exchange

The basic feature — mentioned in the preceding — of the marginal type of
coefficients will be complemented hereunder with the examination of its other features,
because we wish to clarify briefly and unequivocally the difference between the average
price coefficient and the rate of conversion able to function in fact as a rate of exchange,
we consider to be correct —and the position of the latter among the marginal type of
coefficient.

The substance of its difference from the average coefficient is that it is dependent
upon the foreign economic position —as well as on the economic policy instruments and
purposes affecting the former and thus it is able to function in itself in a wide scope. The
marginal price coefficient can, therefore, be considered as a rate of exchange, in harmony
with the above interpretation. Yet by the marginal rate of conversion two different types
of the exchange rate are meant. One is an equilibrium rate of exchange,.while in the other
interpretation the marginal coefficient is not necessarily absolutely uniform, that is tools
complementing the rate of exchange —truly only as complements —may be attached to
it. Yet its lack of uniformity does not arise from its nature, but from reasons outside the
rate of exchange. This is the kind of marginal coefficient which we consider a rate of
currency conversion able to function also as a commercial rate of exchange.

There arise immediately three questions. Which are those reasons outside the rate of
exchange? What means complementing the rate of exchange are applicable, and to what
extent?
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It is a widespread international practice that - in order to avoid double taxation —
no turnover tax has to be paid on export articles, or, certain taxes - paid in earlier phase
of manufacturing —are refunded, that is to say, products sold abroad are free from part
of the taxes. If the marginal coefficient is introduced in a way that producer prices
continue to comprise generally applied taxes, such refunds may be granted also on
Hungarian exports, since a refunding of taxes based upon an identical rate independent of
the product does not infringe upon the uniformity of the rate of conversion used in
exports. It is important, however, that its amount should not rise above the level of the
factors modifying the import rate of exchange, but only compensate, for them, and thus it
should guarantee the identity of the actual rates of exchange functioning in exports and
in imports.

Turning our attention now to the import side, we are of the opinion that Hungarian
trade policy interests, foreign policy considerations, as well as the protection of
“running-up” industrial branches still require —even though at a reduced rate — the
levying of customs duties. Because of their effect disrupting the uniformity of the rate of
exchange per product, tariffs ought to be pressed down to the minimum level still
corresponding to the above-mentioned economic and political requirements.

The hunger of the Hungarian national economy for western imports is well known,
and so is the low “upward” price elasticity of imports, which means that demand hardly
reacts on the rise in import prices.

The reason is the relative backwardness of the Hungarian national economy, and its
modest capacity; the economic-geographical features of the country raise in themselves
considerable demand for imports. Further economic growth is inconceivable without
permanent technical progress, for which it is inevitable to introduce the technologies of
the most advanced industrial countries. We are forced to buy a lot of food, raw materials,
semi-finished and finished goods against dollars, because they are entirely, or partly
missing from Hungary or cannot be found in the required quantity or quality — and they
cannot be bought in the required quantity from socialist countries, either.

Besides, such factors are also at work which follow from the economic conditions
and control systems of Hungary and the other socialist countries, and because of which
Western imports are often much more advantageous than the purchase from a home
company or from some socialist country. For example, capitalist firms offer services of
hign standards and covering a wide field (such as repairs under guarantee, supply of
parts), they can undertake short terms of delivery, and they are willing to accept orders
for small lots, as well as for products to satisfy special requirements, much more so than
the large socialist state enterprises. These facts have led even to such cases when part of
the Western imports could be in fact replaced by products of the same or even better
quality manufactured at home or in another socialist country, that is, the said import-
hunger is sometimes further augmented by subjective opinions.*

*A few specific manifestations of this problem are discussed in Sandor Erdélyis article. [5]
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It is beyond dispute that this “hunger” can also be appeased: by a higher rate of
exchange. But only by such as would encourage exports to an extent beyond the
enlargement possibilities of export capacities, and thus would lead to an accumulation of
profits entailing an inflationary effect, and to the diminishing of commodity stocks
available for home use which would also have a price raising effect.

Yet it would be wrong to consider this situation as unchangeable, and therefore
look for an “antidote” exclusively in administrative state intervention, since the quantita-
tive restriction of imports expressly counteracts the selective influence of the rate of
exchange and also because it may cause standstills in production and endanger the fulfilment
of export ambitions. By strengthening the general cost responsiveness the price elasticity of
imports may be intensified. By improving the relationship between home production and
consumption import needs might be reduced. The suppression of low efficiency exports
may also be an important tool to reduce the demand for foreign products, since a
considerable part of imports is made up of materials and parts necessary for exports.

The import price subsidy has been already separated above from the other financial
bridges, since its application is not a consequence of the type of the price coefficient but of
price policy, and its effect isjust the contrary of the other ones (it lowers the level of the rate
of exchange). In our opinion, this kind of dotation can and must be replaced, if found
justified, by consumer price subsidy - which, as against the import price subsidy, does not
appear as a distorting factor in every stage of further processing imported products —and an
adequate incomes policy. Thus the use beside customs duties of another complementary
tool to differentiate the rate ofexchange could be avoided.

Now we have to answer only the question to what extent the tools enumerated can
be utilized. This is, however, not easy. It is not possible, nor is it necessary to define a
numerical level in full exactness, thus, the boundary between the price coefficient and the
rate of exchange cannot be clearly drawn, either. The important thing is that the tools
disturbing the uniformity of the rate of conversion should in fact play but a comple-
mentary role and should not obtain determinant importance.

Should the price coefficient be “average” or “marginal”?

In Hungary the supporters of the average and of the marginal type of price
coefficient have been carrying on their dispute — with varying intensity, but almost
without a break —for about 15 years. During this time, though no satisfactory theoretical
conclusion has been reached as yet, the competent authorities made a decision in favour
of the average type of coefficient on two occasions: first in 1968 when the new system of
economic control and management was introduced, and again in 1976 when the so-called
active exchange rate policy was adopted. The question, why this has so happened, that is,
why this type of price coefficient appears to many as more useful than arate of conversion
capable of functioning as a rate of exchange, is partly answered by the arguments and
counter-arguments heard in the course of the dispute. We shall deal only with some of
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them. The problems that have turned out to be based upon misunderstandings or have
been satisfactorily clarified in the literature will not be discussed here.

The argument most often advanced is based upon the assumption that the level of
marginal type coefficient is necessarily higher than that of an average type. Therefore, if
the marginal type of coefficient were applied, the forint prices of import products would
rise, which would raise the home price level directly, as well as indirectly, for more
expensive import products would “draw upward” the prices of similar home products.
The total enterprise profit coming from exports would grow, and the additional demand
arising therefrom, as well as the higher forint prices of export products would also push
prices upward.

Some are of the opinion that this would entail permanent inflationary effects, since
more expensive imports would increase the production cost of export goods. As a
consequence, the level of the rate of conversion should be raised further, which would lead
to a further ruse in import prices, and the process is infinite. In fact, increased import
costs do not go over to the production costs of exports in full, since the value of the foreign
products used is only a portion of the value of export goods, and the rise in import prices
does not raise the total home price level to the same extent. Therefore, if the export
prices of the products cover the costs of the imports used, such a rate of exchange can be
demonstrated to exist at which the above described process will stop —if the foreign trade
structure, export and import prices remain unchanged.

It is a characteristic feature of the Hungarian price system that the social net
income is realized practically only through the producer prices. Namely, while the tax
content of these (taxes levied separately on production factors, production and profit)
amounts to about 30—40 per cent, in the sphere of consumption the amount of price
subsidies exceeds that of the turnover tax. Some of these net income items incorporated
into the producer prices are superfluous (according to Gyorgy Szakolczafs computations
over 15 per cent of them in 1971) and without any function, that is, their necessity arises
from their existence. If they were not incorporated into prices, products and services
bought from the state budget could be cheaper, so that a lower income taxation would be
enough to maintain the same position of the budget.

By eliminating the superfluous net income items, and by incorporating most of the
really justified ones as turnover tax into the consumer prices instead of into the producer
prices, the producer price level could be lowered, while the income of the state thus
collected would remain intact. And, if that level were lower, also the level of the marginal
type of price coefficient would be much closer to that of the average one in the present
price and refunding systems, and could be even identical with the latter. In this way,
therefore, even the single rise in price level could be lessened.*

*The difference between the commercial and the non-commercial rates of exchange would not
increase any further, either, that is, it would not become impossible to introduce the uniform one-level
rate of exchange system - by all means necessary in the case of introducing convertibility, and
perhaps really desirable from the aspect of the foreign judgement of the Hungarian monetary
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The total export profit of enterprises would be higher even in that case, since
production costs would diminish. Yet with a taxation system that would leave different
profits with the enterprises —for example, through progressive profit taxes, as opposed to
the differentiated rates of conversion —some of the export profit could be taxed away
without disrupting the uniformity of the rate of exchange, or disturbing the activity of
enterprises through preventing them from foreseeing their profitability relations.

The price pushing effect cannot be entirely excluded from other sides, either. For
example, if the level of tariffs remains unchanged, in consequence of a lower producer
price level the difference between the import price level and the home producer price
level will be growing in spite of an unchanged level of the exchange rates. Thus, import
prices may stimulate the raising of domestic prices of certain home products also in that
case.

The price pushing factors are, however, partially compensated because it will
become possible to considerably reduce the export subsidy, financed from the budget
deficit, thus also having an inflationary effect. In a longer perspective we can disregard
also other factors with inflationary effects. For example the uniform rate of exchange
may help to develop such an export structure, as a result of which no deterioration in the
terms of trade will have to be suffered even if there is a fast rise in world market prices,
and particularly not to an extent as in the past.* If export prices grow at least at the same
rate as the prices of imported goods, the same balance of payments position can be
reached —assuming other factors affecting it remain unchanged —also with a lower rate
of conversion, without having to expand the scope of tools substituting for the rate of
exchange. And the lower rate of exchange allows that import products be incorporated
into the Hungarian economy at lower forint prices.

All considered, the rise in the price level caused by the introduction of the marginal
coefficient is, in our opinion, not such a high price to pay for the advantages of the
uniform rate of exchange over the average price coefficient that it would be worth
renouncing it.

conditions. To some the latter seems to be so important that they use it as an argument in favour of
the average coefficient, claiming that in the case of a marginal coefficient the present dual system of
the rate of exchange would be even more difficult to eliminate. Yet the difference between the price
coefficient and the non-commercial rate of exchange causes us much less problems than the fact that the
price coefficient is of the average type. Therefore, in our opinion, this question has but of a slight

importance as yet.
*A similar conclusion has been reached, though from a different approach, by A. Kdves:

difficulties of national economic equilibrium that were graver in 1975-76 . .. 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 .. .” [6]
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Let us examine also an assumption of a theoretical nature. According to it, only the
average coefficient can be reconciled with the Hungarian price system, since the price
calculation of domestic products is based upon the average costs. Therefore, there is
nothing to justify that the price of the foreign exchange should not be calculated on the
basis of the same principle as that of all other products.

Apart from the fact that, in our opinion, this correspondence is a formal question,
for no such harmful effect can be pointed out as would arise from the fact that the basic
principle of the calculation of the two different prices is different, several objections may
be raised. First of all, a price calculation principle which does not enable the price to
cover the production cost of the goods needed by the national economy is theoretically
wrong. At the same time, in Hungary prices are not really calculated on the basis of average
costs, but generally in a way that an average profit is added to the actual costs. And this
kind of price calculation is not identical, as regards its theoretical bases, with that of the
price coefficient worked out on the basis of the average foreign exchange “production”
indicator. It has to be mentioned that in certain cases, for practical considerations,
expressly the marginal principle is used in price calculations, and this has been done
recently in rather a wide scope, for example when the “unification” of the prices of
products coming from various sources and of different production costs is effected,
instead of the earlier practice of “price mixing”, at the price level of the most expensive
source. There is also a logical contradiction in the approach of the supporters of the
average coefficient: they deem it necessary to raise the level of the import rate of
exchange through financial “bridges” — first of all customs duties. This implies, however,
that imports are not incorporated into the domestic price system with the average costs.

In the advanced capitalist countries the taxation of value added (VAT) is today a
widespread practice. This system: has allowed the accounting without cumulations of a
part of the rates and taxes levied on the products, as well as their clear separation. As we
have mentioned it in another context, in the case of export goods this tax (and, following
from the nature of the VAT system, also a few other taxes imposed in some earlier
phases) are not a burden on the selling price, or, the tax of the preceding phase is
refunded. For this reason, such a view has also developed, that the marginal type of
>xchange rate would make no sense in Hungary, if such type is not used anywhere else,
since also in the capitalist countries it is the rates of exchange and tax refunds together
‘hat form the actual rate of conversion.

Let us, however, observe two things. On the one side, exemption from, and
efunding of, taxes do not change in themselves the fact that the rates of exchange of
Nestern currencies still bring a certain profit to the marginal exporter. The difference is
mly that the domestic “production cost™ of each export article is lower to an identical
xtent, that is, the scope of profitably exportable goods is relatively enlarged. On the
rther side, the use of other instruments complementing the rate of exchange is in fact but
f a complementary nature, in international settlements the rate of exchange plays a
.eterminant role. Therefore, the above-cited statement is wrong: the rates of exchange of
Vestern currencies are of the marginal type.
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The argumentation approaching the question from the aspect of stimulating foreign
trade may be criticized from theoretical as well as from practical viewpoints. According
to its opponents, the marginal coefficient brings too much profit, that is, it over-
stimulates exports.

It is tme that the marginal coefficient secures profit also to the producer whose
exports would require subsidy with the average coefficient, if that is necessary for
achievement of a certain balance of trade. Yet this does not mean that the marginal
coefficient allows unprofitable export, it only eliminates the contradictory situation in
which even the necessary and profitable exports appear to be unprofitable for the
national economy. What does the over-stimulation of exports actually mean? In general,
exports can be considered over-stimulated, if the currency is so much “undervalued” that
it leads to an unnecessarily favourable balance of trade position. Obviously, in the case of
a marginal coefficient of a correctly chosen level this would be out of question, since it
is, by definition, such that stimulates for exports considered necessary from the national
economic aspect.

The other objection against the marginal coefficient is also related to the over-
stimulation of exports: according to it, this type of coefficient is not advisable to apply if
individual “production” indicators are so widely dispersed as is the case in Hungary,
because under such circumstances it might lead to additional incomes entailing harmful
consequences. Those who use this argument do not remember that the above-mentioned
wide dispersion is in most part exactly the consequence of the average coefficient, that is,
of the financial “bridges” attached thereto, since it isamong the mostimportant purposes of
the latter to level offthe profitability of production for exports. In this way, however, there
is nothing to stimulate for diminishing existing differences in efficiency.

Starting from the fact that the marginal coefficient brings a larger total income for
exporters than the coefficient determined upon basis of the average “production costs”
of foreign exchange, the supporters of the latter claim that the marginal coefficient
encourages deterioration of efficiency.

If such effect is really found, then it is attributable mainly to the other elements of
the economic management system. Under other conditions of interestedness, if, for
example, to increase the profit year by year were not among the most important criteria of
appreciating enterprise activity —it would occur only in exceptional cases that enterprises
do not try to grasp the possibilities to increase their income. Itis understandable, however,
that the present method of appreciation deters enterprise managers not only from
undertaking transitorily “bad years” with a view to better results at a later date, but also
from showing an outstanding high profit at any period. From their own point of view, they
act reasonably if they do not use the possiblities for increasing profit all at once, but keep
some for the years ahead. It must be also pointed out that after realization of the profit
coming from achange in the rate of conversion the new price of western currencies is already
a given factor for all exporters, and thus, the efficiency-deteriorating effect cannot assert
itselfany more.
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Already in discussing the latter aspects we had to transcend the sphere of money
and finances, and in the following we must examine also another aspect of the inter-
dependence among the elements of the price coefficient, the rate of exchange, and the
economic environment.

The supporters of the average coefficient do not display auniform attitude. There
are some, for example, who think it useful because, in their opinion, the “financial
bridges” and the administrative tools attached to it help to fulfil the task of the socialist
state in economic control and management, while the uniformly effective rate of
exchange is a “capitalist market category” and irreconcilable with the socialist mode of
production. This attitude is a specific manifestation — in the sphere of the rate of
exchange - of the outdated view condemning the categories of commodity and money,
the incorrectness of which need not be, in our opinion, specifically proved.

We think it very important, however, to deal with the opinion of those who say
that the average coefficient is a better regulator than a rate of exchange, not generally but
in the actual situation, that is, with the present characteristics of our economy.

It is true that the economic environment at present does not allow all the
advantageous effects of a marginal type of coefficient to unfold. This can happen only if
progress is made in a number of other fields as well, outside the sphere of the rate of
exchange. Such a progress is, for example, if —with a view to a realistic estimation of
comparative advantages and to avoiding distortion by rates of exchange —producer prices
will reflect the justified domestic inputs better than they do now, and get in fact into a
closer relationship with foreign prices. We have already mentioned that it will be necessary
to modify the incentive system of enterprises. Further, it seems necessary to increase their
independence also from the side of capital, and it is expedient to allow the flow of capital
among enterprises. In addition to its main advantage, which is to promote the transforma-
tion of the economic and export structure in a favourable direction, the latter would render
it partly unnecessary to tax away a certain ratio of the enterprise profits grown as a
consequence of the application of the marginal coefficients.

Yet we do not agree with those who say that it is only in case of progress attained
in other fields, not mentioned here but waiting to be developed, that it is worth taking
the risk perhaps involved by changing the type of the price coefficient. A lot can be
gained also without changes in the fields outside the sphere of money and finances, a
considerable progress can be made in attaining economic clearsight.

At the time when the new economic control and management system was
introduced in Hungary, the standpoint of those seemed to prevail who judged the average
coefficient to be more suitable only transitorily. What can be the reason for the fact that
this “transitory period” has been lasting now for over ten years? It is probable that the
character of the average coefficient corresponds to the actual character of the whole
economic control system. This may be the unwritten argument for the average factor not
formulated by many even for themselves, which stands above all the rest, and which
explains, at the same time, why some of these arguments seem to be forced and
factitious.
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The main feature of the above-mentioned correspondence is the duality of the
average coefficient, similar to that of the economic mechanism. It unites (with
approximately identical weights) the elements of indirect and direct control, and the
effect of the general regulator having a uniform effect is modified by a vast amount of
individual interventions. That is, a “brake” is built into the “market” regulator, which is
represented in the present case by the numerous tools complementing the rate of
exchange. All that involves the apparent advantage that on the monetary and financial
side it allows to avoid wider economic “movements” or rearrangement (bankruptcy
of some enterprises, and fast development of others), and it allows also state intervention in
individual cases, which is certainly the simplest form of state control and management,
though by far not the most expedient one.

This recognition seems to be reflected in the new efforts aimed at transforming the
system of subsidies attached to the average (or even lower) coefficient. The proposals set
forth such transformation of the incentives as could bring the criteria of enterprise and
macro-economic efficiency closer to one another. These extremely complicated systems,
disputable from the economic aspect and technically almost unsolvable —for example the
one based upon the net foreign exchange returns —try, without exception, to counter-
balance in some way the disadvantageous consequences of the lack of an operative rate of
exchange. It may well be, however, that such types of construction render the situation
only more confused, and by no means provide a solution. The solution is, in our opinion,
to introduce an operative rate of exchange.

We do not assume, however, that under its influence either the “optimum” foreign
trade structure, or the “external equilibrium” would automatically be created. We can,
however, trust, without exaggerated optimism, that it may help to block up a few sources
of loss. Its existence makes it easier for enterprises as well as for the centre to anticipate
the economic consequence of their decisions, and, by improving of the “viability” of the
economy, it may promote also the structural transformation so frequently referred to.
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BAJTIOTHbLIV KYPC V1 BAKOTHbLIA KO3®DULMEHT
. TAKOLW-I. OBNAT

B cTaTbe pas3nuyalTcs ABa TUna Koa(ULMEHTOB NepecyeTa BanloT—BalOTHbIA KOIhHULNEHT
N B/IOTHBIA Kypc. XOTA MeXAY HUMU MMeeTcs CXOACTBO MO OTAeNbHbIM (DOpMasbHbIM NPU3HAKaM, MX
3KOHOMMYECKasi MpUpoaa Mo CyLecTBy pasninyHa. Ecnm BafloTHLIN Kypec — B ONpejesieHHOW cTeneHn —
KaTeropus 06bEKTUBHAS, U BO3MOXHbIe peLleHusi oULManbHbIX OpraHOB OTHOCUTENILHO ero Be/IMYUHbI
orpaHuyYMBalOTCA JOBO/IBHO Y3KMMU pamMKaMmu, TO A5t BaOTHOIO KO3((ULMEHTA XapaKTepHO Kak pa3s
obpaTHoe.

BoT/MuMe OT KypcoB KOHBEPTUPYEMbIX BasllOT, aBTOPbl CTaTbW CUMTAIOT MPUMeHsIeMbIli B BeHrpum
Ba/IOTHBIA KypC N0 KOMMePYeCKMM pacyeTaM BaslOTHbIM KO3D(ULMEHTOM, BeAb OH NMPUMEHSIETCS NNLLb C
LUIMPOKMM WCMOMb30BaHMEM T. H. HaAb6aBOK K BafIlOTHOMY Kypcy. M3-3a 3TUX (DMHAHCOBbLIX «MOCTOB»
Ba/IIOTHbIA  KO3(MULNEHT SIBAAETCS €AMHbIM NUWb (OPManbHO, a Ha MNpPaKTUKe (QYHKLWMOHUPYeT
MHOXECTBO Pa3/IMYHbIX MO BefMUYUHE KOIPDMLMEHTOB nepecyeTa. M3-3a OTCYCTBMSI YHUUKAL MU
HepauuoHasibHas ¢ TOYKM 3PEHUsI HAPOLHOTO XO03AWCTBA B LE/IOM [esiTe/IbHOCTb MOXET 6biTb BMOSIHE
paLMoHabHON 1 peHTabeNbHOW ANst OTAENbHbIX X03SNCTBEHHbIX eAVHULL.

BmecTe ¢ TeM T. H. NpefeNbHbIA KOIhULMEHT, NOKa3bIBAOLMIA peHTabeNbHOCTb 3KCNopTa B LIe/IOM
WK ero nofaBnsitolleli yacTu, HeOGXOAMMON N1 LOCTUXKEHUSI XeNaemMoro canbjo TOProBoro 6anawca,
MOr 6bl (PYHKUMOHMPOBAaTb W BO3AENCTBOBATH KakK Ba/lOTHbIA Kypc W, TakMM 06pa3oM, CNYXWUTb
NIMKBUAALMUN OTAENbHbIX UCTOYHUKOB YObITKOB U CNOCOGCTBOBATb SICHOCTY OPMEHTAaL MU B XO3ANCTBEHHO
cpepe.

MpuunHY TOro, YTO HECMOTPSi Ha OYeBMAHbIE MpeuMyLlecTBa B BeHrpum MHorue uyxgaroTcs
NPUMEHEHUST MPefeNibHbIX KO3((MULMEHTOB, aBTOPbl PACKPbLIBAKT NPU aHann3e AUCKYCCUM O CPeAHUX U
npefenbHbIX KoahhuULMeHTax nepecyeTa, KOTopas Beflacb Ha NPOTSHXKEHUU ANIUTeNbHOro nepuoga. OHK, B
YaCTHOCTMW, He COrfacHbl €O B3rNsamMu, KOTOpble MPUNNCLIBAIOT NpeefibHOMY KO3(P(ULMEHTY NOCTOSAH-
Hble NHPAAUNOHHBbIE 3PPEKTbI N CHUTAIOT €ro HECOBMECTUMbIM C BEHT€PCKOM CUCTEMOW LieH 1, BOoo6LLE, C
HbIHELUHEA BHYTPEHHe 3KOHOMMUYECKOW cpefioil. OCHOBHYIO MPUYMHY NMPUBEPXKEHHOCTU K KO3DPULNEHTY
CpefHero TUNa OHU BUAAT B TOM, YTO 3TU KO3((MLMEHTbI NepecyeTa BatoT COAUNHAIOT B ceGe 3/IEMEeHTbI
NPSIMOro 1 KOCBEHHOM0 PerynpoBaHusi, a 3T0 CONPOBOXAAETCS TeM KaXKyLMMcs NperMyLLecTBOM, YTo, ¢
OfHOW CTOPOHbI, NMOMOraeT K36exaTb 3HAYUTENbHbIX 3IKOHOMUYECKMX MpeobpasoBaHuii, a ¢ Apyroi

CTOPOHbI, — MO03BONSET NPUMEHATL Gosiee MPOCTYIO, HO AaneKo He Hambosiee LeNecoobpasHyo hopmy
rocyfjapcTBEHHOr0 YMNpaB/eHUs W KOHTPONs, & WMEHHO — WHAMBUAYaNbHOr0 roCYAapCTBEHHOrO
BMeLLaTeNbCTBA.
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A. MARTON

CHANGES IN HUNGARIAN FOREIGN TRADE PRICES
SINCE THE 1920s

For half a century before the 1973 world market price explosion, except for relative
short and ephemeral periods, prices of industrial finished products were more favourable than
those of materials and agricultural products. The terms of trade of industrially advanced
countries showed a steadily rising tendency. Because of her given economic structure Hungary’s
terms of trade developed less advantageously than those of the industrially advanced countries,
but more advantageously than those of raw material producers. The trend of improvement was
cut short for some time by the economic crisis of the thirties and then by the market
movements affecting”certain products in the fifties. Since 1973 the state of affairs has become
substantially different.

The changes in world economy during the last few years, the oil crisis and the
so-called price explosion, put an end to the post-war decades of dynamic economic
growth and relatively steady world market price movements. The slowly “creeping”
inflation characteristic of previous years speeded up and especially primary energy and
certain raw materials became much more expensive. By implication, the relative prices of
various commodity categories and, depending on the commodity pattem of foreign trade,
the terms of trade of different countries and groups of countries changed too.

It will be instructive to leam the characteristic features of price movements and to
analyse them comparatively and historically because major price changes did happen also
in earlier years. In this study it is attempted to give a brief review of the changes in the
terms of trade since World War 1. This is particularly topical now for Hungarian
economists because the abrupt and significant changes of the world market influence not
only the foreign trade relations and equilibrium position of this country but also the
consumer prices, and directly affect the household budgets, their expenditure and pattern
of consumption. This must be a reason for the growing economic concern of the people;
price changes, evaluations of processes taking place in the world economy and their
predictable consequences have become subjects of everyday conversation.

One could venture the statement that Hungary has now come into a situation
similar to what England experienced in the early 1950s, when, there for the first time,
interest was focused on the terms of foreign trade. This is the reason why Charles P.
Kindleberger’s [ljwriting (in the introduction to his famous treatise) now holds for the
conditions of Hungary. It reads: “The terms of trade, a notion developed in the activities
of professional economists, has proliferated so widely that it is becoming quite casual in
everyday conservations. This notion in which only farmers used to be interested at the
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beginning of this century because of the differently changing prices of agricultural and
industrial products has became the centre of interest of the European countries after
World War Il although it is not paid so much attention in the USA because of its
relatively low weight.” Then he goes on to say (not verbatim) the following: the
world-wide attention paid to the terms of trade can be explained, on the one hand, by
their very powerful influence upon the balance of payments and on the formation of the
national income in the different countries and especially where the proportion of foreign
trade is high relative to gross output. On the other hand it is also worth noting that
people in different countries pay increasing attention to differences in real income among
the countries and suppose that the terms of trade are among the factors determining
those differences. The relative disinterest of the United States may be attributed in part
to the insignificant role of her foreign trade and in part to her having the world’s highest
per capita income. But for small countries the shaping of the terms of trade is very
important and, at least it is so believed, it also explains their low standard of living to some
extent.

In the following we shall restrict ourselves to reviewing the changes in international
and Hungarian foreign trade prices and to presenting some of the particulars of these
changes. In the given scope it is not possible to treat economic growth, international
trade, living conditions and consumption, that is, a number of important issues
developing in interaction with prices: certain processes determine the price movements
and the latter in turn affect the development of welfare in countries, promoting it or
setting it brutally back. We are now witnessing such kind of processes and even though
circumstances and the economic and, above ah, the political conditions were different,
the same kind of symptoms were encountered in the past too, during the history of this
century.

Trends in world market price changes

According to UN data [2] secular inflation has been characteristic of the price trend
of 20th-century international trade from the very beginning and this was only interrupted
for a few years by the economic crisis of 1929—31. From 1900 up to 1929 the price
movements definitely showed an upward trend, then a strong recession followed, but
soon, already as from 1933, prices started rising again. From 1950 to 1965 a quiet period
was experienced which could be regarded almost as a stable one, but on a much higher
level, more than two times of that of the beginning of the century.

Price changes in the interwar period

After World War 1, in the first half of the twenties, grave difficulties and a high rate
of inflation were characteristic of the economies of most countries. A definite stabiliza-
tion process could be observed in the world market from the middle of that decade. In
1926 prices became slightly lower, rising again during the boom of 1927—28. But this did
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Table 1
Wholesale price indexes for some countries, 1913-1930
(1913 = 100)
United . Union of .
Year Canada States Peru India South Africa Spain
1913 100 100 100 100 100
1914 102 98 104 100 97 101
1915 110 100 120 112 107 119
1916 132 123 146 128 123 141
1917 179 168 176 145 141 166
1918 199 188 212 178 153 207
1919 209 199 220 196 165 204
1920 244 221 239 201 223 221
1921 172 140 205 178 160 190
1922 152 139 190 176 128 176
1923 153 144 189 172 127 172
1924 155 141 192 173 129 183
1925 160 148 202 159 128 188
1926 156 143 203 148 123 181
1927 153 137 203 167 124 172
1928 151 140 192 163 120 167
1929 149 128 186 159 116 171
1930 136 124 178 131 103 172

Source: Statistical Yearbook of the League of Nations 1930/31. Geneva, pp. 270-271

not last long as the big turn came in autumn 1929 and the world was shaken by the
collapse of New York stock exchange. The aftermath of this disaster unfolded during the
following two years. Both production and foreign trade fell back. Raw material and
agricultural crop prices were sharply falling. The prices of manufactures decreased less
drastically and so the “price scissor” opened wider and wider apart from the beginning of
that decade. The countries importing mainly raw materials and exporting mainly finished
products could reckon with an active balance of trade.

There was some stabilization in 1933 and 1934, but a smaller boom could be
observed only in 1936—1939. However, the development of international trade was
retarded by tariffs and other protectionistic measures, and a new significant change
occurred after 1939: World War Il broke out and determined the development of prices
and of international trade for a long time to come.

The wholesale prices* of the different countries were naturally strongly determined
by the changes in the purchasing power of money and by the overall extent of inflation.

»Foreign trade price indexes were hardly published at all between the two wars. World market
price indexes were computed only as from the thirties. Since the changes in wholesale prices followed
the world market movements closely, these are also suited for showing the price movements of
international trade.
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Table 2

Wholesale price indexes for some countries, 1929-42

United Switzer-

Year Denmark Kingdom Hungary Norway Spain land Moody*
1929 100 100 100 100 100 100 226
1930 86 88 87 92 100 90 175
1931 76 7 82 82 101 78 122
1932 78 75 82 82 99 68 90
1933 83 75 71 82 95 65 113
1934 91 7 71 84 97 64 142
1935 93 78 78 86 98 64 161
1936 97 83 80 90 100 68 177
1937 110 95 86 105 112 79 194
1938 104 89 87 103 126 76 143
1939 109 90 86 105 144 79 150
1940 159 120 100 137 172 101 160
1941 188 134 123 168 204 130 198
1942 197 140 150 178 224 148 231

*Raw material price index: date of reference December 31, 1931. (United States).
Source: Statistical Yearbook of the League of Nations 1941/42. Geneva, pp. 194-195

From 1913 to 1930 in countries where the value of money was relatively constant, prices
were the highest directly after the war: the price level was more than the double of that
in 1913, then a slow decrease followed and by the end of the twenties the average price
level was hardly more than 100 in some countries while in some others it was by 70 or 80
percent higher than the 1913 price level. (See Table 1.) In the countries affected by the war
the rate ofiinflation was several hundred per cent.

Decreasing prices were general after 1929. (See Table 2.) The lowest point with
price indexes of 70—80 per cent was in the mid-thirties. Prices came up to the prewar
level by 1939—1940, and then, in the years of World War 1, they were rocketing. (In the
thirties there were marked changes in the grouping of statistical data, the base of index
computations, the method of computation, and the sphere of countries for which data
are available.)

According to the calculations of Ch. P. Kindleberger [3] the export unit value
indexes of the European countries relative to 1913 amounted to 135 per cent in 1938
and to 130 per cent in 1938 while these values for imports were only 132 and 96 per
cent, resp., because of the heavier weight of agricultural products and basic materials.
l. e., the terms of trade relative to 1913 were up from 102 per cent in 1928 to 135 per
cent by 1938.
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World market price movements after World War 11

Shortage of food and raw materials was the main feature of the world market for
one or two years after the war. But production quickly increased and by 1948—49 supply
was satisfactory on the market of many products, raw materials and foodstuffs. Prices
became lower.

Demand for raw materials strongly increased in the second half of the 1950s
because of forced stockpiling, speculation and armaments following the outbreak of the
Korean war. Prices soared. War preparation did not have much influence on the prices of
foodstuffs. The so-called Korean boom raised the 1951 average of the raw material price
indexes to the highest value, but prices began to drop already in the first half of that year
when it became clear that the war would not escalate.

One of the most comprehensive processes of the commodity market in the fifties and
sixties was the expansion and deepening of the international division of labour, especially
in the mutual relations between the economically advanced countries. Technological
development brought about a decrease in per unit material consumption. Therefore,
owing to the more and more abundant supply of natural raw materials and the sharpening
competition of the supply of man-made materials the market and price terms were shaping
relatively advantageously only for those raw materials for which the raising of production
was impeded by special factors or which were not yet challenged by a synthetic product
of adequate technical standard (leather, wood, cellulose).

During the said two decades the price level of industrial raw materials was on the
whole decreasing —except for some temporary fluctuations —along with the growth of
the volume of exports. The market of agricultural products was also rather depressed. The
price level of finished products, on the other hand, showed an upward tendency
according to UN data.

These decades, too, were characterized by deteriorating world market prices of raw
materials and agrarian products relative to industrial ones. This entailed a deterioration in
the terms of trade of the developing countries while that of the advanced capitalist
countries improved by over 10 per cent.

The uneven development of different countries and the durably one-sided changes in
the terms of trade resulted by the early 1970s in certain difficulties in the relations
between mainly the developing and the developed capitalist countries. The monetary
system formed at the end of the war became dissolved, it frequently happened that
currencies were devalued or revalued and the relative exchange rates of the various
currencies went through significant changes. The “overheated” economies of the
advanced capitalist countries and their growing consumption generated strains in the raw
material markets.

The world market price explosion of the 1970s was ignited by the rise in crude oil
price from 3 or 4 dollars a barrel to over 11 dollars in 1973. After this a spectacular and
fast increase of prices of other basic raw materials was unleashed. But the causes were not
of the same kind. The rise in crude oil prices affected the price levels of all petrol-based
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materials (fertilizers, synthetic materials), of other primary energy (coal, natural gas,
heating oil, etc.) as well as of the energy produced (e.g. electric power). At the same time
in 1973—-74 many important products of agricultural origin (fish-meal, protein fodder,
cocoa, wheat, sugar) also became more expensive because of unfavourable production
conditions. A lively speculation also appeared: because of monetary uncertainties part of
the capitals were invested into raw materials in the hope for higher profits.

Reviewing the price movements of the seventies it can be clearly seen by now that
these changes cannot be simplified to the fact that materials have become more expensive
relative to finished products. Rather complicated and diversified changes took place also
with respect to materials: relative prices changed considerably within the different
categories.

According to the raw material price indexes published by the UN [4], if the
devaluation of the dollar is eliminated, the average price level was the highest in 1974. In
1975 prices decreased and, from 1976 on, a slow increase can be observed again.

The changes in prices of material and food exports in the seventies can be described
as follows:

— there are materials whose prices kept steadily increasing, such as wood, cellulose,
olive oil, leather, tin, bauxite; but the rise of these prices was much below that of crude
oil;

— prices of others, such as cereals, sugar, some vegetable oils and oil-seeds and
zinc, were rising at a high rate till 1975 but showed a downward trend thereafter;

— to the third category belong some agricultural products, e. g. cocoa, animal and
plant fodders: their price had not changed much in the beginning but attained their
highest point during the last 2 or 3 years;

— finally there are many products with depressed prices all the time or even
decreasing in some cases, such as meat, some vegetable oils, milk, dairy products, wine,
iron, copper, and some other nonferrous metals.

If crude oil is not considered* then during the second half of 1978 the average
export prices of various basic materials were 2.5 times higher in terms of dollars than the
1970 prices. During the same period the increase in the export prices of industrial
finished products from the advanced capitalist countries only missed this value by a few
points: it amounted to 230 per cent. This difference was much bigger in 1975 because the
price index was then 215 per cent for raw materials and only 182 per cent for finished
products. The gap between basic materials and finished products narrowed from 85 per
cent to 93 per cent, i. e., the terms of trade between raw materials and finished products
showed pronounced improvement.

The rather widely quoted statement that the deterioration in Hungary’s terms of
trade and of countries with similar commodity pattern of trade was determined by the
change in the relative prices between raw materials and finished products ought to be
reconsidered and properly interpreted in the light of the aforesaid. The development of

*Crude oil price (in dollars) increased to almost 8-fold between 1970 and 1978.
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price indexes is determined by the given commodity pattern of turnover, also with
respect to materials and intermediaries: in the background of the significant deterioration
of the Hungarian terms of trade we find the disadvantageous market positions of almost
all of the main commodity groups. The terms of trade in materials, machines and
foodstuffs worsened.

According to the data quoted by Ch. P. Kindleberger and for the period after 1952
according to UN data [5] the following overall outline can be given of the price changes in
the last nearly six decades, not including the fluctuations of the war years and of extreme
boom: *

Table 3

Foreign trade price indexes and terms of trade
o f European countries

Import price index Export price index
Terms of
Year year in year in trade
brackets 1913 = 100 brackets 1913 = 100 (1913 = 100)
= 100 = 100
1928 (1913) 132 132 135 135 102
1938 (1928) 73 96 96 130 135
1952(1938) 250 240 218 283 118
1970 (1950) 96 231 198 306 132
1978* (1970) 255 590 240 735 125

* Estimated according to data of quarters 1 to 3.

With all the uncertainties of such computations, the data of Table 3 clearly and
unmistakeably show the gist of the processes that took place: the alternation of relative
stability and of soaring prices, and the various lengths of such periods. And the cardinal
feature of the changes in the terms of trade is that for the European countries it was
actually the most advantageous in 1938 (in fact, after the eruption of the world economic
crisis in the thirties). Then there was a deterioration after World War 11, and the slow

*If long periods of several decades are reviewed, the price indexes should be treated with
reservation irrespectively of methodological problems, because the commodity pattern is strongly
changing. Thus, the price indexes express but some hypothetical price movement or tendency,
computed by chaining price indexes computed for product's considered as comparable on the basis of
their relative use value for relatively short periods. Let us remember, e. g. that most of the industrial
articles of our age did not even exist in 1913. This remark is not meant to contest the usefulness of the
comparison, but | find it necessary to make clear the interpretation of price indexes covering longer
periods and to reveal all the problems encountered in cases of such comparisons because of technical
progress.
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improvement in the 1950s and 1960s was followed by a new major deterioration in the
1970s.

It is a remarkable fact that the peaks of 1938 and 1970 as well as the troughs of
1952 and 1973 were of about the same extent. (According to other data, the terms of
trade were somewhat better in the years after World War I. However, as already
mentioned, in the 1930s the prices of raw materials and foodstuffs decreased much more
than those of industrial products and this improved the position of the industrial
countries.)

In accordance with the aforesaid, since the big drop in the early 1930s, a
continuation of the previous tendency: a steady rise has been characteristic of the trend
of the average price level, even if during the 1950s and 1960s some products happened to
become cheaper. If all the products, i. e., both imports and exports are considered, then
the average price level has been rising. With respect to their tendency maintained since the
mid-thirties also the well-known world market price indexes as Moody and Reuter show
rising prices.

«Since the 1929—1933 economic world crisis the capitalist world economy went
through its gravest crisis in 1974—75. In both cases it was characteristic that the prices
changed greatly but in substantially different ways. The 1929 crisis was that of over-
production and was accompanied by significant price decreases. The 1974-75 crisis was
one of “overconsumption” and resulted in price increases. In the first case the terms of
trade improved, while in the second one they deteriorated for the advanced industrial
countries. The changes in relative prices were also different. E. g. the agricultural-
industrial price scissors were restored and to some extent even reversed by the outbreak
of World War Il. But as far as the “energy crisis” of the 1970s is concerned, it will not be
easy to find the way out, because a solution can be hoped only through profound
technological changes, new procedures and new sources of energy. Because of wasteful
consumption shortage might soon emerge in some foodstuffs, agricultural and industrial
raw materials as well. Environmental pollution is the source of ever growing problems. It
follows from the level of economic development at present that further grave problems
will eventually have to be anticipated, with implications predictably asserting themselves
also in prices and their impacts will be detrimental for Hungary.

Price changes in Hungary

An extremely unfavourable economic situation and very high inflationary rate were
characteristic of the first half of the 1920s, the first years after World War 1. In
1925—1926 when inflation peaked, prices in terms of “crown” notes were about two
hundred times higher than the pre-war prices. Consolidation came after the stabilization
in 1927 and the introduction of the new currency “peng6”.

The extremely low agricultural prices relative to industrial product prices, i. e., the
excessive agrarian price scissors were characteristic of Hungary all through the period
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Table 4
Trend of relative prices in Hungary*
1913 = 100
Year Agricultural Fuels Industrial®
products products
1920 66 104 128
1926 113 131 127
1927 141 159 147
1928 133 154 156
1929 112 154 153
1930 95 147 147
1931 91 140 135
1932 78 134 130
1933 58 125 120
1934 73 124 119
1938 90 142 155
1940 121 158 170
1942 188 204 272
1944 341 402 518

‘Before 1927 gold crown, 1927 peng6 prices

Source: HAJPAL GY.: Aralakulas a két vilaghaboru
kozott. Mez6gazdasdgi termékek é&ra. (Price trends
between the two wars. Prices of agricultural products.)
Budapest, 1973. KSH Konyvtar- és Dokumentéacios
Szolgélat, p. 51

between the two wars. This had several reasons, the most essential one being perhaps that
after the war restrictions had been lifted, the industry with its more powerful representa-
tion could more efficiently strengthen its positions than the disorganized agriculture. The
1929—1933 crisis obviously had a role too, it involved an overall decrease of prices, but
reduced most of all the prices of agricultural, and within it, of plant products. (In 1933
relative to 1928, the price index of plant products was 32 per cent and of animal products
56 per cent). Neither the boom in the thirties nor even the years of World War Il
could restore these price proportions. Though there was some improvement in the
relative prices of agricultural and industrial products, they were worse even in 1944 than
in 1927—28. This is shown in Table 4.

There are no data for the firsthalfofthe 1920s which would be suitable for an analysis
of the trend in foreign prices. Considering, however, the relatively advantageous market
position of agricultural products, it is quite likely that the proportion between the export
and import price indexes was good and the terms of trade were slightly improving.

The development of import and export prices can be surveyed according to value
data on foreign trade and the volume computation of the Hungarian Institute for
Economic Research.
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Table 5

Foreign trade price indexes and terms of trade
of Hungary
(Average of the years 1925-1927 = 100)

Year Import Export Index
1928 105 103 98
1929 103 95 92
1930 95 86 90
1931 85 72 85
1932 71 60 85
1933 60 48 81
1934 54 51 94
1935 56 56 100
1936 53 51 96
1937 60 55 93
1938 58 57 98
1939 58 56 97
1940 69 72 106
1041 83 121 148
1942 93 156 171
1943 105 162 157
1944* 117 197 171

+According to January to July data

Source: A Magyar Gazdasagkutaté Intézet gazdasa-
gi helyzetjelentése (Economic report of the Hungarian
Institute for Economic Research) No. 46. Budapest,
1940. p. 109 - NAGY ANDRAS: Magyarorszag kiil-
kereskedelme a Il. vilaghdbortban (Foreign trade of
Hungary during World War I1). Budapest, 1961.
Kozgazdasagi és Jogi Konyvkiado, p. 179

At the time of the outbreak of World War Il, the Hungarian foreign trade price
indexes were still well below the pre-crisis level (by about 40 per cent) and the export
price level was somewhat lower than the import price level. World market prices fell so
drastically, traditional trade relations were so disturbed and the volume of international
trade was set back so much by the overproduction crisis of 1929—1933 that the average
price level of the Hungarian foreign trade attained the pre-crisis level only in the first
years of the war. Export prices were greatly increased by the special conditions of war,
the enhanced demand for raw materials and especially for foodstuffs and thus the terms
of trade were rapidly improving as from 1940.

The improvement in the terms of trade during the war practically did not affect
the economic situation of the country, because after the war only a country in ruins was
left, in which reconstruction had to be started, international economic relations had to be
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reestablished and readjusted in accordance with the new situation, by turning now to the
neighbouring countries and especially to the Soviet Union.

After World War II in the years from 1945 to 1949 world market prices were
high. Some decrease was felt only at the end of that decade. According to the rather
unreliable data available for that period, the increase of import prices amounted to about
40 per cent and that of export prices to nearly 60 per cent. During that period though
the volume of Hungary’s foreign trade was dynamically growing, it was still not
appreciable.

According to the above outlined data Hungary’s terms of trade must have
slightly improved in the years after World War I then, from the second half of the
twenties, there was a deterioration under the influence of the world economic crisis and
the level of ten years before was approached again only in the second half of the thirties.
(As could be seen above, during this period the terms of trade became considerably better
for the advanced industrial European countries.) The improvement of the terms of trade
stated for the period 1938 to 1948 cannot be regarded as part of a continuous and
coherent time series because of the pattern of turnover and the aforesaid special
circumstances of the war. The pre-war and post-war data could be linked only if the com-
modity turnovers of the thirties and the late fourties could be made comparable on the
basis of the given commodity patterns. But there is no way to do that any more now. it is
indicated by the available international data that absolutely nothing supports any
appreciable improvement in the terms of trade — dassuming a balanced foreign trade
turnover of normal size and under normal conditions as, according to the computations
of Kindleberger, in this period (1938 to 1952) the terms of trade of the European
countries deteriorated.

*

The impact of the world market price changes asserted itself in the last three
decades in a direct way in the Hungarian trade with non-socialist countries. In our trade
with the socialist countries, on the other hand, according to the specific pricing principle,
prices normally do not immediately follow the changes in world market prices, though on
the longer run the durable price trends are felt. For this reason the long-term tendencies
of price trends in these two major markets must be treated separately.

The prices of imports from socialist countries increased in 1951—-1952 and in 1956,
mostly because of the changes in raw material prices, then fell in 1958 and in 1966—67.
The changes that occurred during the last 20 years essentially cancelled each other out and
so the price level in 1969—70 was on the whole equivalent to that in the early fifties.

On the other hand, from the beginning of the fifties export prices showed a slow
downward trend with short interruptions. In the terms of trade there was a slight increase
after the downtrend of the 1950s and the — otherwise not too low — trough of 1960. (See
Table 6.)

Prices in the trade settled in roubles increased only slightly in the years 1971-72
but the rise in import prices was palpably higher than in export prices. In the framework
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Table 6
Price changes in Hungary’ foreign trade with socialist countriesa
(1970 = 100)

Denomination 1950 1955 1960 1965 1970 1975 1978
Imports 97 106 106 105 100 132 140
Exports 110 109 103 104 100 117 116
Terms of trade 113 103 97 99 100 88 82

aFrom 1970: price indexes of the trade settled in roubles.

of the mice adjustments implemented over two years the terms of trade decreased by 4
per cent. In the course of price adjustments carried out in 1975—78 following the world
market price increases import prices increased much faster than export prices,* and this
brought about significant deterioration in the terms of trade.

The prices of Hungarian imports from non-socialist countries decreased in 1950
against the preceding year and then, owing to the world market situation emerging as a
consequence of the Korean war, increased by more than 40 per cent in 1951. Then an
abrupt drop followed and by 1953 imports could be purchased virtually on the 1950
price level. There were only minor price fluctuations till 1957 and then, as a result of the
Suez war, a nearly 5 per cent increase was recorded. After 1958 the downward and
upward tendencies alternated in 3 or 4-year cycles in correlation with world market price
changes. The price level of 1970 was near to the relatively high 1950 level.

The approximately 20 per cent increase in export prices in 1951 was much below
the said change in import prices, whereas the price drop of 1952—53 was appreciable and,
consequently, in 1953—54 the price level was already 10 per cent lower than in 1950.
Export prices kept slowly decreasing at a rate amounting to over 10 per cent by the early
sixties. Although in 1963—65 the price level was slightly higher than in the years before,
this process did not prove to be lasting and new decreases took place until 1968. In
1969—70 also export prices increased markedly and were higher than the level of any
year in the 1960s.

As a consequence, the terms of trade suffered a considerable deterioration of nearly
20 per cent and then, following the fluctuations in import and export prices, there was

*The Hungarian foreign trade price indexes were computed in terms of foreign exchange forints
— meaning the rate of exchange based on the gold parity of the forint —up to 1975 and in forints,
converted at the commercial rate of exchange, as from January 1, 1976. Therefore, because of
continuous corrections in the rates of exchange, these price indexes do not indicate the changes in
foreign nominal prices. They indicate slight price rises and sometimes even decreases in the trade with
the rouble area and especially in that with the dollar area although the trend of nominal prices was
definitely rising.
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Table 7

Price changes in Hungarys foreign trade with non-socialist countriesa
(Index: year 1970 = 100)

Denomination 1950 1952 1955 1960 1965 1970 1975 1978
Import 104 122 108 104 97 100 170 160
Export 116 118 100 89 92 100 132 129
Index 111 97 93 86 94 100 78 81

aFrom 1970 price indexes of the trade transacted in currencies other than the rouble

another improvement till 1953—54. During the subsequent years up to 1960 a decrease
and then in the sixties a slow increase could be observed.

In the Hungarian foreign trade settled in Western currencies the world market price
rises of the seventies asserted themselves immediately. In 1973 and in 1974 the price level
rose by 15 to 40 per cent. This tendency came to a halt in 1975*, moreover, a smaller
price decrease could be observed and continued in 1976. In 1977—1978 new increases
were recorded which derived mainly from the rising prices of some agricultural products
imported, i. e., foodstuffs.

The improvement in the terms of trade which began in 1960 continued until 1972,
In 1972 the index was by half a per cent better than in 1970 and by 17 per cent better
than in 1960. However, in 1973 a deterioration began and in three years it amounted to
23 per cent: by 1975 the lowest point of the 1970s was recorded. Since then there has
been some progress. (The indicator for 1978 was 94 per cent of the 1960 value.)

From a comparison of the data in the last two tables, i. e., of the nearly 30 years
long price trends of Hungary’s foreign trade with the socialist and the non-socialist
countries, it can be established that in the latter case the amplitidé of price fluctuations
was wider but the trend of the terms of trade nevertheless followed the same tendency.
The only difference was that, with respect to the socialist countries, the terms of trade
remained practically unchanged between 1955 and 1970 while with respect to the
non-socialist countries a minimum only slightly more favourable than the current
conditions developed in 1960 without the world market then showing changes of a
magnitude near to the current ones.

Thus, with respect to the non-socialist countries there were two minimums of about
the same magnitude during the last thirty years. But these two periods of deteriorating
terms of trade should not be assessed in the same way. The deterioration in the terms of
trade around 1960 was the outcome of the price rises of imported raw materials and of

*As has been mentioned, the price indexes measure the changes in terms of forints converted at
the commercial rate of exchange and thus the repeated revaluations had a moderating effect on the
extent of price rises.
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the falling price of exported foodstuffs but the price movements were at that time not
consequences of profound structural changes as were those of the 1970s. Therefore, the
impacts of the short-lived transient factors ceased and the terms of trade began to
improve. The balance of trade of Hungary was not marred significantly. But the deep-
reaching crisis of the capitalist world economy lies in the background of the deteriorating
terms of trade of the recent years. A significant and lasting readjustment of relative prices
was to be reckoned with and the terms of trade cannot be expected to improve shortly.
Hungary’s foreign trade position is made more difficult by more and more fierce
competition, by an increasing number of discriminatory measures, and —in general - by
growing marketing difficulties.

Comparison of the interwar period with that after World War 11 (Tables 5 and 7)
gives a clear picture about the impacts of the capitalist world economic fluctuations on
Hungary’s foreign trade position with respect to price terms. The course of the trend in
the terms of trade was virtually the same between 1925 and 1940 as between 1952 and
1970. the extreme poles are in fact the same, with a considerable minimum of
approximatively the same magnitude in the middle. In the seventies a new and lowest-
ever minimum emerged in a very short time with respect to the terms of trade.

*

From the review of the development tendencies- of more than half a century it
appears that in Hungary’s terms of trade, changing in the frameworks of secular inflation,
there were three minimum points of similar order of magnitude. But essential differences
must be noted: the first one happened in the 1930s along with price decreases, the second
one in the early 1960s along with actually stagnating, or very slightly rising prices, while
the third one in the middle of the 1970s with soaring prices. This factor —which is
characteristic of many other countries as well —will certainly have its influence upon the
development of the entire world economy.

In conclusion it is very tempting to construct a long-term time series based on the
“advantageous” terms of trade of the years 1938—1948 and to state that the Hungarian
terms of trade are still a great deal more favourable now relative to the minimum of the
1930s. But, firstly, it has been already noted that such comparison is not feasible because
of the contentual obstacles of methodology and data. Secondly, the fundamental
structural changes in the social and economic system would not allow to derive any
meaningful conclusions from such a comparison anyway.
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M3MEHEHWVA BHEWHETOPIOBbIX LIEH C 1920 TrO4A
A. MAPTOH

Mocne NepBoi MMPOBOI BOVHbI ABMXXEHWE LieH HA MUPOBOM PbIHKE XapaKTepn30Banioch MeA/1IeHHbIM
NoBbILUEHMEM, CONPOBOXAABLUMMCA OMpeAeneHHbIMU KonebaHMAaMKM, a ¢ KoHua 20-x rogos, BO Bpemsi
MWPOBOr0 3KOHOMUYECKOr0 KpU3nca, LieHbl 3HaYNTeNbHO NOHU3UAUCK. JIlb K KOHLY 30-X rogoB cpegHuii
YPOBEeHb LieH BHOBb OCTUT AOKPU3UCHOIO YPOBHSA. OCO6eHHO He61aronpuATHLIMU 6bINN B Te FOAbI LieHbI Ha
CeNIbCKOXO03ANCTBEHHYIO NPOAYKUMIO. Te CTpaHbl, KOTOPble UMMOPTMPOBAsIN CbIPbe U CeNIbCKOXO3ANCTBEH-
Hble MPOAYKTbI W 3KCMOPTMPOBa/iM FOTOBblE W3AeNUA, KaK MpaBWIo, Haxogunucb B 6naronpuaTHOM
NnosoXeHMW. Hayano BTOPO MMPOBOI BOVHbI, eCTECTBEHHO, MPUBENO K3HAYMNTENbHOMY NOBbLILLIEHWUIO LiEH,
a TakXke K M3MEHEHUIO HOXHUL, LieH MeXJy CbIpbeBbIMU MaTepvanamm 1 rotoBbiMu msgenuamu. MNocne
BTOPOli MUPOBOW BOVHbI B Havase 50-x ro40B MMeNo MecTo 3Ha4yuTeNIbHOe, HO BeCbMa KpaTKOBPeMeHHOe
NOBbILLEHWE LieH, NPeX/e BCero Ha cbipbe. Mocne aToro BNAoTb 40 1973 r. ANA KanuTanucTUUYeCKUX PbIHKOB
6bINN XapakKTepHbl OTHOCUTENIbHO HU3KME LieHbl C HEKOTOPbIMY KOMe6aHUAMM NpU yAy4yLleHUn nponopuui
06MeHa MeXay NPOMbILLNEHHBIMUN U34eNIMAMW U CeNbCKOX03ANCTBEHHOW NPOAYKLUel 1 NPOYNM CbipbeM. C
1973 r. B pe3ynbTaTe B3pbiBa LEH Ha MUPOBOM pPbIHKE 3HEPrOHOCUTENIM U MHOTME BUAbl Cbipbsi W
CeNIbCKOX03ANCTBEHHbIX NPOAYKTOB 3HAUMTENbHO B340POXKanu.

B BeHrpuy cocTosiHWEe UeH B nepBol NonoBuWHe 20-X rOAOB OMNpPefensnocb 4pesBblyainHo
Heb6NaronpPUATHBIM 3KOHOMUYECKMM MOJSIOXKEHWEM U BECbMa CUNbHOM MHNsALMeld. B 1925 —26 rr., korga
MHONALMA AOCTUINA HauBbICLLE TOYKW, LieHbl B OYMaXHbIX KpoOHax Oblnn Mo4TW B LBECTW pa3 Bbille
[0BOEHHBbIX. MpoBoaMBLIasca nocne 1927 r. noNMTUKa cTabunmsalmm v BBefieHNe NeHré KOHCoNNAMpoBanu
NoNoXeHNe.

[lna MeXXBOEHHOr0 neproja BLenom Ansa BeHrpun xapakTepHbl 6b1v Ype3BblYaiHO HU3KME LieHbl Ha
CeIbCKOXO03ANCTBEHHYO MPOAYKLMIO M0 CPABHEHMWIO C MPOMbILUAEHHBIMW U3[eNNAMU, BECbMa 3Ha4YUTe b-
Hble arpapHble HOXHULbI.

Mocne 1925 r. BHELLIHETOProBble NPONOPLNN 06MEHa — B CBA3W C HE61AronpuATHLIM YPOBHEM LieH
Ha CeNbCKOXO3SAWCTBEHHYIO NPOAYKUMIO — BMNAOTH A0 1933 r. MMenu TeHAeHUMI0 K 3HauyuTeNbHOMY
CHWXEHUI0, a3aTeM —K MeA/IeHHOMY MOBbILLIEHNIO. A B F0Abl MUPOBOL BOMHbI MPOM30LUAN 3HAUNTENbHbIE
N3MEHEeHUS.

B 1950-e rogy npornopuumn obmeHa — BC/eACTBME GOMbLUEr0 CHVDKEHWSI 3KCMOPTHbLIX LEH, Yem
MMMOPTHbIX LieH - Mef/IeHHO, HO NOCTOAHHO yxyALwanuck. B 1960 r. aToT npouecc JOCTUT HU3LLEN TOUKN.
3aTem 3Ta TeHAeHUMs W3MeHMNacb B MPOTMBOMO/IOXKHOM HanpasneHUn u fo Hadvana 1970-x ropos
Habnganock yny4lleHune. B nocnefHue e HECKOMbKO NeT AMHaMMKa LieH XapaKTepu3oBanacb 3HaunTe b-
HbIMW POCTOM 1 20-NPOLEHTHbLIM YXYyALLIeHNeM nponopumii obmeHa s BeHrpun. 3acny>xmBaeT BHUMaHUS,
UTO KakK B OTHOLUEHUWU COLMANUCTUYECKMX, TaK WM KanuTaNUCTUYECKMX CTPaH OCHOBHble TeHAeHLUMW
LBVKEHUS LieH coBnajatT. PasHuLa coCTOMT TO/IbKO B TOM, YTO B MEPBOM C/lyyae «HU3LWasA Touka» 1960 r.
cocTaBnsna Bcero 3%, a NponopLmm o6MeHa ¢ HeCOLMANUCTUYECKMMM CTPpaHaMy YXYALWNANCL B TO BPeMS
Ha 14%.
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STRUCTURAL CHANGES IN THE INTERNATIONAL
CAPITAL EXPORTS

International capital flows are affected by the accelerating structural transformation of
world economy as to its pattern by sectors and countries, its motives and functions. The role of
capital export is of increasing importance in spreading up-to-date technological and organiza-
tional forms, in deepening the international industrial division of labour and world economic
interdependence, as well as in global strategies.

The international frameworks

The fundamental historical processes of our age have brought about significant
changes also in the international capital relationships. These changes are characterized by
an expanding volume of international capital exports and by changes in the forms, func-
tions, resources and trends of capital relationships. International capital flows had been
greatly confined over an about 20-year period by protectionism after the 1929—1933
world crisis, followed by war preparations and World War Il. The volume of foreign capi-
tal investments shrank also in the physical sense owing to the changes in the East Euro-
pean countries and the dissolution of the colonial system.

Within the context of the international as well as domestic and political changes in
the leading capitalist countries the international flow of capital somewhat revived after
World War 1I. It was an objective of the US post-war political strategy to consolidate
gradually the shattered capitalist world system. Accordingly, round three-quarter of the
value of US credits, aids and direct long-term investments between 1946 and 1955 were
directed to Western Europe and only 10 per cent to the then underdeveloped countries.
From the mid-fifties on, along with the establishment of relations between the developing
and the socialist countries and with the emerging liberation movements, capital exports to
developing countries obtained a primary role among the instruments of power policy and
foreign economic strategy of the leading capitalist countries. The value of capital exports
to developing countries almost trebled between 1955 and 1965. Capital exports during
the first post-war decade lost much of their weight relative to that at the beginning of this
century but they were mostly politically and strategically motivated and, consequently,
the state overtook the task of preventing, also through capital relations, that certain
developed or developing countries should break away from the international capitalist
system. With the expansion of the politically motivated government capital exports the
terms of the so-called capital and credit market were determined for about two decades
not so much by private capital but mostly by the financing practices of the states.
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The importance of the economic components of capital exports became again
gradually enhanced by the international economic and political changes maturing since
the middle of the sixties. The increasing capital intensity of up-to-date sectors and the
growing share of the capital-intensive sectors in national economies, fewer constraints on
international trade, expansion of the multinational companies, and the growing
dynamism and capital absorptive capacity of countries having attained the medium level
of development offered favourable conditions for boosting the international flow of
capital. The volume of long-term direct capital investments more than doubled in the
period 1970 to 1976, increasing from 140 thousand million dollars to about 300 thousand
million dollars, while the gross value of foreign debts increased from 400 thousand million
dollars to 600 thousand million. [1]

As government capital exports were restricted in most developed market economy
countries already in the 1970s by the development of a world inflation, and by growing
budget deficits, private capital regained its importance in the international flow of capital
and its movement is, naturally, determined by profit considerations.

For example according to DAC data the share of private capital in the net capital
exports to developing countries amounted to 39 per cent in the average of 1965—67 and
to as much as 54 per cent in the average of 1974—75. Since interest, i. €., the return on
loan capital is lower than profit, i.e, the return on actively invested capital, in private
capital exports direct investments, which earn higher profit, necessarily have a bigger
share. Thus, through the changes in the relative shares of state and private capital, the
economic criteria of capital exports became effective again and, partly, the distribution of
the different forms of capital exports was altered. While in the period from 1950 to 1965
the share of direct long-term capital investments was 25 per cent in the combined volume
of direct and loan capital, at the end of 1976 its share already amounted to about a third.
In the following discussion the relationships between the export of direct capital and the
structural transformation of the world economy will be studied because long-term direct
capital investments exert a predominant influence on the structural intertwining between
national economies as well as on the international flow of technologies which has
become momentous in modem growth.

Patterns of direct capital exports by countries

For a quarter of a century after World War 1l the pattern of international long-term
capital exports showed a pretty high concentration: the combined share of the USA and
the former colonizing countries, namely, Britain, France, the Netherlands and Belgium,
was nearly 90 per cent in long-term direct capital exports. The pattem of capital exports
began to diversify at the end of the sixties. The growing world economic importance of
the Federal Republic of Germany and Japan, their large trade surpluses, the revaluation
of the DM and the yen partly necessitated and partly facilitated the establishment of
positions in the international capital market. Also Canada, in close relationship with
American capital, joined the ranks of the major capital exporting countries. In 1970 the
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developed market economy countries that provided then about 97 per cent of the volume
of international foreign capital investments had a stock worth 128 billion dollars and
within it the share of the USA was 61 per cent, that of Britain 15 per cent, of the FRG 5
per cent, of France 4 per cent and of Canada and Japan 3 per cent each. [2]

Although the bulk of the surplus capital accming to crude oil producing countries
following the oil price explosion in 1973 was deposited with American banks, their
smaller direct investments (mainly in the form of buying completely or partially already
existing companies) also added to the sources of capital exports. (Table 1)

It is a tangible illustration for the accelerating expansion of capital exports that the
volume of foreign capital investments by the four leading capital exporters increased from
18 billion dollars to 42 billion dollars between 1950 and 1960 and amounted to as much
as 102 billion dollars in 1970 and to nearly 220 billion dollars in 1976.

The most significant change on the export side of the pattem of capital investments
by countries is the decrease of the USA 5 weight below 50 per cent. There is an obvious
connection between the latter and the downward trend of the dollar as from the 1970s,
as well as the nationalizations carried out in the developing world (Venezuela, Chile, Saudi
Arabia, Iran, Mexico, etc.) which reduced the American investments particularly in the
cmde oil sector and in other extracting branches. Over and above the direct incentives
and barriers, capital exports also show the implications deriving from the general world
economic positions and strategies of the various countries. During the quarter of a
century after World War 1l the USA’s intention was to use her technical, economic and
strategic superiority accumulated in the 1940s and deriving from the internationally
unique size of her economy, for a lasting consolidation of her international controlling
role. In the economic sphere she pursued this objective by stepped-up exports not of
commodities but of capital that would provide control over the raw material resources on
the one hand, and over those branches of industry on the other hand which were essential
for technological development requiring the most of R&D and which mostly showed a
concentration of power (e. g. petrochemistry and production of transport equipments).
Utilization through foreign trade of the American comparative advantages asserting
themselves in the technological sphere was impeded up to the middle of the past decade
by the balance of payments problems of the other developed market economy countries
and by the lower wage level of the West European qualified workers. Thus, as regards the
USA, for nearly a quarter of a century, the process of internationalization of the forces of
production got encouragement primarily from the side of foreign capital expansion. The
devaluation of the dollar, the faster rising cost levels of the other OECD countries and the
actual disappearance of the earlier gap between the wage levels of American and West
European labour created by the middle of the seventies new conditions for American
foreign trade expansion and, unlike the case during the last quarter of a century, the role
of exports as its carrier became far more important.

In Britain, a capital exporter for over two centuries in the economic history of the
world, capital export was traditionally the instrument of commodity sales. But capital
export gradually lost its export stimulating power in connection with the general lagging
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Table 1

Pattern of capital investments of leading capital exporters by countries
(thousand million dollars)

Direct capital investments
From this:

Advanced capitalist countries

USA

Canada

Japan

Australia
Common Market

- FRG

- France

- Belgium-Luxemburg
- The Netherlands
- ltaly

- Britain
Switzerland
Sweden

Spain

South Africa
Developing countries
Latin America

- Argentina

- Brazil

- Mexico

- Venezuela

- Panama

Middle East

- Iran

Africa

- Nigeria

Other Asia

- India

- Indonesia

Sources: Survey of Current Business, various issues
Notes: a —from this 350 million to Canary Islands (Spain)

b —1974 data

USA
1970 1976
78.0 137.2
53.1 101.2
22.8 34.0

1.5 3.8
3.3 55
11.8 44.0
4.6 10.4
2.6 6.0
1.5 3.6
1.5 3.7
1.6 2.9
8.0 15.7
1.8 5.8
0.6 1.2
0.7 2.0
0.9 1.7
21.5 29.1
14.8 235
1.3 1.4
1.8 5.4
1.8 3.0
2.7 15
1.2 1.9
1.6 3.2
0.4

2.6 2.8
0.3

2.5 5.9
0.3 0.4
15

¢ —Economist, December 17, 1977;
E. J. HORN: Technologietransfer durch Direktinvestitionen, Kiel, 1974
d —Muinistry of International Trade and Industry, Japan’s Overseas Investments, 1. 10. 1977

Newsweek, 10. 4.1978
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FRG
1970 1976
5.0 20.9
5.1 13.9
0.7 2.3
0.6 1.4

0.1
2.3 . 4.7
0.8 2.0
0.8 2.0
0.4 1.3
0.3 0.7
0.2 0.8
0.7 1.9
- 0.1
0.4 1.2
0.4 1.2
2.2 5.9
1.0 2.8
0.1 0.2
0.4 15
0.1 0.2
0.2
0.2
I.la
0.1

Britain Japan
1970 1976 1970 1976
14.7 38.0 3.6 19.4
10.3 2.0 8.6

6.7 1.0 4.7
6.7 1.0 4.7
0.6 2.4
0.1b
0.1b
0.1b
0.1b
0.8 0.7b
5.0d
4.4 1.6 10.8
0.4 33
0.2
0.3 1.3b
0.1 0.1b
0.2 13
0.1
0.1 0.5
0.2 0.1b
0.5 0.8 5.5
0.1 0.9
1.2b
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behind of the British economy after World War 1I, with her gradually declining inter-
national competitivity and with the worsening terms of capital realization in the British
capital market. Along with the decline of the British economy, British capital, often
blamed for its unpatriotic conduct, gradually emigrated (irrespectively of commodity
flows) in order to improve its terms of realization to the internationally more dynamical
foreign extracting industrial sectors, i. e., in the case of Britain, capital exports actually
amounting to flight of capital accelerated despite the devaluation of the pound sterling.

The previous capital investments abroad of the Federal Republic of Germany and
Japan were liquidated by World War 11, and the capital outflows of the two countries were
insignificant till the end of the sixties. Commodity exports were the carrier of their
dynamic joining in the international division of labour. The main objective of the soaring
Japanese capital exports from the 1970s was - to avoid the repetition of an “economic
encirclement” prior to Pearl Harbour —to establish a basis of raw material imports
independent of the USA and which would improve supply security in a strategic sense. In
the case of the FRG the surge of capital investments abroad was motivated by a number
of factors: revaluation of the DM, increasing reserves of foreign currency, worries due to
the economic policy of the socialdemocratic administration, acquisition of new markets
through capital exports, and structural transformation, factors whose impacts inter-
mingled.

The most significant change in the direction of capital exports was the increased
and preponderant capital turnover between the advanced OECD countries themselves. At
the end of World War Il more than half of the stock of capital was found in the
countries now qualified as developing. Since that time and particularly from the mid-
sixties the share of the advanced market economy countries was growing at a fast rate and
in 1976 it reached about 75 per cent. Astonishingly, the distribution between advanced
and developing countries is strongly similar with respect to the USA, Britain and the
FRG, while Japan shows an anomaly. The share of the developing countries in the stock
of Japanese capital investments abroad was 44 per cent in 1970 and 55 per cent in 1976,
and what is more, 69 per cent of the 3.5 billion Japanese capital export of the year 1976
was directed to areas other than the OECD countries.[3]

So far almost the whole of the direct capital exports of crude oil producing
countries has been directed to the OECD area while the bulk of capital exports from
individual developing countries are placed mostly in neighbour countries.

It is a remarkable phenomenon that the concentration by countries of capital
exports to advanced capitalist countries is, though with a slight downward trend, higher
than that of commodity turnover. The shares of the five major OECD recipient countries
in the capital exports of the USA decreased from 1970 to 1976 from 78 per cent to 72
per cent (Canada, Britain, the FRG, France, Australia) from 66 per cent to 63 per cent in
those of the FRG (Belgium, Luxemburg, France, USA, Canada, Switzerland), while in
Japan’s capital exports the share of the USA, Australia, Canada, the FRG and France
increased from 65 to 71 per cent. The major capital importing countries are big ones in
world economic terms or are centres of multinational corporations.
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Within the decreasing share of the group of developing countries in capital imports,
Latin America’s weight by far exceeds its weight in foreign trade and, despite the
nationalizations in Venezuela, in 1970 it took 60 per cent and in 1976 more than 80 per
cent from the American capital investments in developing countries. As regards the FRG,
the share of Latin America decreased from 60 per cent to 46 per cent. In Britain, the
developing member countries of the Commonwealth have a 70 per cent share while as
regards Japan the nearby south-east Asian countries participate with about 40 per cent
in her foreign capital investments. It may be stated that either because of geographical
vicinity or for special political reasons all of the major capital exporting countries
concentrate on some groups of developing countries and therein on a few countries. From
US capital exports to developing countries the five biggest recipients (Brazil, Mexico,
Panama, Venezuela, Indonesia) have a 52 per cent share, for the FRG, this value is 45 per
cent (Brazil, Dutch Antillas, the Canaries, Argentina, Mexico), for Japan 54 per cent
(Brazil, Indonesia, Abu-Dhabi, Saudi Arabia, South Korea), and for Britain 56 per cent
(India, the West Indies, Malaysia, Brazil, Argentina). Brazil, as well as Mexico and
Indonesia are prominent capital recipients among the developing countries.

The dynamics of capital exports by countries also show an interesting picture and
this is by no means identical with the order of magnitude. In the category of the OECD
countries the growth rate of capital exports was the highest to the USA, the Netherlands,
Belgium, Norway, Spain, Switzerland, France, Japan and the FRG, and was more
moderate than that to Canada, Sweden, Italy and Britain, Australia and South Africa. In
the category of developing countries, parallel with the growing capital absorptive role of
Brazil, Indonesia, Mexico and Panama as well as of the industrialized countries in
south-east Asia, the volume of foreign capital investments was virtually stagnating in
Argentina, Columbia, India and the Philippines and in the case of the crude oh producing
countries and Chile it dropped.

As a rule, capital exports increased with faster than average dynamism to countries
with more than average dynamical economic and especially foreign trade development.
The exceptions to this trend were the crude oil producing countries and the countries
preferred as headquarters of multinational corporations such as Switzerland and Belgium.
The correlation with economic dynamism is less close in the case of countries lagging in
capital imports, where the presence of foreign capital was motivated primarily by
considerations of long-term political developments or, occasionally, by capital restriction
measures. Also the old relationships between the size of the given country and the
direction of capital exports were washed away. While in the two decades after World War
Il capital exports were directed mostly to countries with big domestic markets, the list of
dynamic capital importers of the seventies contains many a smaller country as well.
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Sectoral characteristics of direct capital exports

The most essential change in the sectoral patterns of capital exports is the shift
between the relative shares of investments into the extracting and the manufacturing
industries. Until the end of the 1950s the bulk of foreign capital investments, about half
of it, was placed in the extracting branches and the share of capital investments in the
manufacturing industries was below one third. At that time the sectoral pattern of the
stock of capital still showed the main features of the pre-war division of labour, i. e., the
exchange of raw materials for industrial products. In the last decade, owing in part to the
unfavourable forecasts about the future of the extracting branches and about the relative
price level of raw materials and in part to the endeavours at putting the extracting sectors
under national control, the stock of capital inputs in the extracting industries increased
only at a very slow rate and its share quickly diminished. Intensification of the inter-
national industrial division of labour made manufacturing the target No. 1 also in capital
exports. In this decade a qualitative turn has come about in the pattern of capital exports
which has resulted in the fact that by now more than half of foreign capital investments
have been channelled to the manufacturing industries. (Table 2)

Dynamic recipients of capital exports are also the non-productive sectors. Within
them, however, the sectors of transport, communications, and public utilities are not
attractive for capital investors partly because of their low profitability and partly because
of increasing state interference (nationalization or government control). These sectors
have a small and decreasing share especially relative to the infrastructural investments
carried out by foreign capital at the beginning of the century. On the other hand, the
proportion of commercial and financial investments involved by setting up of department
stores, banks, and financial institutions, that promote indirect economic control the
most, have increased in the capital exports of all the four leading capital exporting
countries.

It will be useful to study the specialization of capital exports by sectors in the wake
of the development of the international division of labour and the preponderance of
foreign investments in manufacturing. Outstanding concentration appears in the capital
exports to the chemical industry. The share of the chemical industry in foreign capital
investments is five times higher than in the gross domestic product of the advanced OECD
countries and twice as high as in the production or export of the manufacturing industry.
It is shown also by the sectoral pattern of capital export, by its concentration on the
chemical industry, that the trend of internationalization develops the most rapidly in this
capital and research intensive and, from the aspect of economies of scale, an extremely
sensitive sector. The concentration coefficient of electrical engineering, which is at the
head of the list in respect of the rate of technical development, research intensity, and
marketing risks, is also higher than unity, but much smaller than that of the chemical
industry. The trend of international intertwining of capital is the strongest in these
pioneering industries.
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Table 2

Sectoral pattern offoreign capital investments
by major capital exporting countries

USA8 FRGb Japanc Britain
Sectors
1970 1976 1970 1976 1970 1976 1970 1976
Mining 8 6 3
Crude oil sector 28 21 5 373 27
Manufacturing industry 40 45 79 7 27 31 60 -
Food industry 4 4 5 4 2 2 17
Chemical industry 8 9 28 21 2 5 10
Metallurgy 1 3 7 8 4 5 2
General engineering industry 8 12 7 8 2 2 4
Production of transport
equipment 3 7 10 7 3 1
Electrical engineering 4 13 1 2 4 8
Other industries 10 9 12 11
Leather, textile, and
clothing industries 2 3 3 6 6 5
Transport and communications
public utilities 4 3 2 2 14
Commerce 8 10 2 1 13 15 14
Financial institutions 10 12 10 10 9 8
Sources: a —Survey of Current Business, various issues

b —Nachrichten fir Aussenhandel 1974/1/4
Bundesministerium fur Wirtschaft Runderlass
Aussenwirtschaft, 25/77

¢ - Ministry of International Trade and Industry,
Japan’s Overseas Investments, October 1 1977

The share in foreign capital investments of the light industrial lagging sectors, the
textile, garments and shoe industries and of the food industry is somewhat above the
importance of these sectors from the aspects of production and exports. The measure of
déconcentration is the most powerful in the métallurgie industry which is also inter-
nationally lagging behind, as well as in the vehicle-building industry which has been
losing dynamism in this decade, and the concentration coefficient is below unity in the
otherwise pioneering general engineering industry, too.

The sectors of metallurgy and engineering used to be much weightier within the
investments into the manufacturing industry in the 1950s and 1960s; at that time foreign
capital investments were important in the introduction and development of these carrier
sectors of technological development. The circumstance that state interference is the
strongest all over the world in the metallurgical industry, in shipbuilding and in the
production of railway rolling stock, gives only some of the reasons for the decreasing
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share of the metallurgical and engineering sectors in capital exports. The lagging sectors
which are under the strictest state control show much less inclination to (and have much
less opportunity for) redeployments, to the liquidation of jobs through capital exports,
than do private enterprises for example. The intent of capital export is particularly weak
when the capital importing enterprise itself is under state control. In such instances the
different conflicts of economic interests assert themselves much earlier on the level of
interstate relations and, besides, the terms of realizations are usually less advantageous for
the exported capital. Nevertheless all these are still insufficient reasons for the relative lag
of the general engineering industry, belonging to the first line of international structural
transformation. The answer must be found in the changes in the enterprise strategy of
exporting capital and technology.

There are marked differences between the major capital exporting countries with
respect to sectoral concentration within the general sectoral trends of capital exports. In
the case of the USA, the biggest traditional capital exporter, in spite of doubtless changes,
the heritage of the past is haunting: the colonial-type division of labour is reflected in her
capital relations. The quickly decreasing but still high proportion of the extracting
branches is at the same time related to the American endeavours at achieving control over
the natural resources of the world. The most remarkable feature of the otherwise small
amount of capital exports to the manufacturing industries is the outstanding importance
of the general engineering industry which marks, in the case of the USA, American
endeavours toward involvement in the technologically up-to-date sectors (computers,
bureau machines, control techniques etc.) of the advanced and the developing countries.
In the fifties the share of this sector in industrial capital investments was even higher, the
production plants set up through capital export were called upon to circumvent different
protectionistic measures. The decrease or stagnation of this proportion is all the more
thought-provoking as this sector has increased its weigjit in international production and
trade dynamically during the last decade.

The main sectoral features of British capital exports, another traditional capital
exporter now graded No. 2, show a concentration on the internationally lagging food
industry and on other branches of the light industry, as well as on electrical engineering.
Investments in the metallurgical industry and general engineering are insignificant. The
pattern of British capital exports testifies that investments into the light industry and
electrical engineering are not agents of deepening the industrial division of labour but,
beyond the concern of invested capital for sectors that guarentee usually quick returns,
there are also hidden speculations for improving the terms of capital realization. In
Japan’s capital exports, beside investments in the extracting industry, there is a unique
concentration on the textile and the metallurgical industries. The Japanese capital exports
to the neighbouring south-east Asian countries and channelled to these two branches
created the production plants that now provide about 30 to 50 per cent of Japanese
imports of poorer quality textiles and metallurgical products. Investments into electrical
engineering perform a similar role but to much lesser extent, and also serve the creation
of outwork sites.
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The best adaptation to the system of international conditions of capital exports in
this decade has been shown by the West German capital exports. Its concentration is
internationally unique not only on but also within the manufacturing industry. Nearly
one-third of the volume of capital investments abroad is directed to a single branch, the
chemical industry. The share of the chemical industry in 1976 was only 5 per cent in the
West German gross domestic product, 10 per cent in her manufacturing industry, and 15
per cent in her exports. The metallurgical and engineering industries had a further
one-third share in West German capital exports in 1976. The proportion of West German
capital investments in the heavy industry was by nearly 40 per cent more than that of the
USA, nearly twice as much as that of Britain and three times more than that of Japan.

In consequence of the closer relationship between capital exports and the inter-
national division of labour differences in the sectoral patterns o f capita! investments made
in countries on various levels o f development have greatly diminished. Before the middle
of the century the share of the manufacturing industry was higher in capital exports —
otherwise small in volume— to the advanced capitalist countries, while in the developing
countries the extracting industry was decisive. Within the volume of capital investments
made in the developing countries the share of the manufacturing industry increased
between 1970 to 1976 from 25 per cent to 38 per cent for the USA, from 36 per cent to
43 per cent for Britain, from 35 per cent to 41 per cent for Japan, and from 65 per cent
to 70 per cent for the FRG. Thus, the difference between levels of development is no
longer correlated with the sectoral pattern of capital investments and the latter shows a
levelling trend. For example in Japan the share of investments into the manufacturing
industry is pronouncedly higher within capital exports to the developing countries.

The weight of manufacturing within foreign capital investments is particularly high
in certain medium-level industrialized countries, it is e.g. 62 per cent of US investments
in Spain, 67 per cent in Brazil, 74 per cent in Mexico, and 62 per cent in Argentina; that
is, a share much above the average was channelled to the manufacturing industries. Also
from the British and Japanese capital investments in the south-east Asian commodity
exporting countries, 60—70 per cent were made in manufacturing and another 10—20 per
cent in services related to foreign trade transactions.

The sectoral levelling may be illuminated from another aspect if it is considered
that from the volume of American capital invested in the advanced capitalist countries
the share of mining and crude oil was 28 per cent, while it was only 18 per cent in the
developing countries. Investments into the extracting industries increase at the highest
rate not in the developing but in the advanced countries ~(Canada, Australia, Britain,
Norway, the Netherlands). In some medium-level industrialized countries with stronger
negotiating positions the share of investments into the extracting industry is downright
dwindling (Spain 14 per cent, Brazil 9 per cent, Mexico 5 per cent, Venezuela 13 per
cent). Foreign capital investments directed onesidedly to the extracting industry are
characteristic only of the most backward countries. In the African countries even in
1976, 75 per cent of the American capital investments went into the extracting industry
and only 5 per cent into manufacturing. In the case of Indonesia the share of the
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extracting industry was in the range of 80 per cent. Japan made 8 per cent of its African
investments in the manufacturing industry and 52 per cent in the extracting industry. The
special features of capital imports by countries on the lowest level of development are,
however, characteristic of an ever narrowing sector of the international capital flows.
Today only about 5 per cent of foreign investments are made in such backward countries
where the old sectoral orientation of capital exports toward extracting industries has been
sustained. The sectoral features of capital exports have thus revealed that correlations
between levels of development and the stmcture ofthe international flow of capital are very
loose, not significant, and not suitable for qualification. In broader contexts the sectoral
pattern of the flow o f capital is affected not by levels ofdevelopment but by symptoms
related to the sphere of economic power (development strategy, global strategy types,
manoeuvring ability, and by the relative sectoral competitivity of the respective countries).

Changing functions of capital export

The review of capital exports by countries and sectors gives some starting points for
an analysis of shifts in emphasis having taken place in the functions of capital exports. It
will not be without interest to study how much capital exports are characteristic of the
basic economic processes of contemporary capitalism, whether its functions and
importance have narrowed or expanded, whether it is dynamically growing or decreasing.
During the discussion in the Hungarian economic literature in 1966 and 1967, relying on
an analysis of the world economic realities of the two decades after World War Il, Ferenc
Molnar said in an article introducing the discussion that “the general importance of
capital export in present-day capitalism is smaller and different from what it was 50 or
60, or even 10 or 15 years ago.”

In the period of the extensive growth of capitalist world economy and world trade,
especially during the quarter of a century before World War I, capital export was a
characteristic and general symptom of the countries with already developed economies,
and —as it then seemed —it was playing a dynamically growing role in draining the
surplus capitals and commodities, in improving the terms of capital realization, in the
generation of the growth of national incomes. It obtained economic-historical peak
importance in Britain where the receipts from capital investments represented at that
time 10 per cent of the national product, two-fifth of exports, about half of the gross
domestic formation, where the export of new capitals amounted to 4 to 7 per cent of tire
national product, and which resulted in what is a typical picture of a parasitic national
economy. [5] The proportions were remarkable though not like the above in France,
Switzerland, the Netherlands and Germany, moreover, the capital exports influenced the
development of capital importing countries such as Italy, Austria-Hungary, Japan, Russia,
etc. Does it hold that capital export is of similar or increasing importance in
contemporary capitalism, is that economy invariably parasitical? Let us have a look at
the aggregate indicators:
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The 1975—76 increment of the dynamically developing capital export in the past
years was below 1 per cent of the gross national product in the USA, 0.6 per cent in the
FRG, and 0.8 per cent in Japan. In all three cases the magnitude of capital exports was
ranging between 3 to 6 per cent of domestic investments.

The international export of working capital amounting to appr. 30 billion dollars
per annum in the average of 1974—1976, was well below 1 per cent of the gross national
product and below 4 per cent of total investments of the capital exporting countries in
the period under study.

Thus, capital export cannot play any appreciable role in absorbing the surplus
goods and capitals, and its macroeconomic importance is much more modest than it used
to be at the turn of the century. It is a different problem that, contrary to the trends in
capital flows of almost half a century after the first war, in the last decade the
international intertwining of capital has intensified and, in the group of the major OECD
countries, the macroeconomic importance of capital export is again on the increase. The
national economic importance of capital exports is of course rather different in each
advanced market economy country but a few basic indicators can illustrate the main lines
of the change in its importance. (Table 3)

The volume of foreign capital investments of the leading capital exporting countries
increased at a much faster rate than the gross national product. In the case of late-comer
capital exporters as the FRG and Japan, the earlier lag in the national economic weight of
capital exports and in the order of magnitude of foreign investments per capita relative to
the Anglo-Saxon powers has appreciably decreased. However, within the increasing
national economic and world economic importance of capital exports, the functions of
capital export have significantly changed.

Following the changing international power relations the role of capital exports in
the control of raw material resources is gradually diminished. The developing countries,

Table 3

Changes in the national economic importance of
the volume of capital investments abroad

Capital investments Direct capital investments
in percentage of the per capita
GNP US dollars
1967 1975 1967 1975
USA 7.4 8.8 299 623
Japan 1.2 31 15 135
Britain 15.8 16.9 319 694
FRG 2.4 3.8 50 259
Canada 6.1 5.4 171 358

Source: White Paper on International Trade, Tokyo, 1977. MITI
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once the extracting industrial bases of the capitalist world economy have attained
particularly significant results during the last decade in restricting the positions of foreign
capital invested in the extracting industry. The major OECD countries hoped to defend
themselves against the changes in power relations by developing the extracting industries
of the advanced market economy countries and by enhanced capital exports thereto (the
share of the OECD countries in the volume of capital invested in the extracting industry
increased between 1968 and 1975 from 54 per cent to 75 per cent. The leading OECD
countries tried to damp the unfavourable outcomes of the steadily expanding inter-
national commodity agreements by activated economic diplomacy. Thus the role of capital
exports as a means of controlling and influencing the raw material sources and the trade
in raw materials for the benefit of the leading powers has been gradually taken by the
shifting of the geographical centre of extractive production, and by the instruments of
economic diplomacy.

The extra profit produced in the backward countries used to be decisive in
improving the terms of capital realization. The changed attitude of private capital towards
the developing countries is explained neither fully nor satisfactorily by political reasons
(nationalizations, constraints on the manoeuvring ability of foreign capital through
economic and political instruments, etc.). The changing attitude is determined decisively
also by the economic-structural transformation and by the changing rate of profit. It is
known from the history of capital exports that in case of satisfactory profit private
capital will not refrain from running political risks. In the case of US capital at the end of
the last decade, in the average of 1968—69, the returns on capital invested in the
advanced capitalist countries amounted to 8 per cent while on that invested in the non-oil
producing developing countries it was 12 per cent.

Computations based on different issues of the Survey of Current Business show that
the gap between the profit rates of the two groups of countries decreased in 1975 to 3
per cent. The levelling trend of the profit rate depends of many factors. The organic
composition of capital is increasing in the developing countries as a result of mostly
industrial investments; because of poorly developed infrastructures the costs of additional
investments are higher; the technically up-to-date equipments are operated by local
labour with lower efficiency; economic and political uncertainty, etc. have a cost
increasing effect and so forth. Owing to the said factors the rate of profit goes down and
the magnitude of extra profit is decreasing. Differences in the level of the rate of profit
by countries are therefore not determined by the level of development but by the
dynamism and the degree of efficiency of the various economies. In the cases of Japan,
Brazil, and Indonesia the rates of profit were similarly above the average despite the
different levels of development. Furthermore, the USA’s realized profit originating from
capital investments abroad is about 15 billion dollars, less than 1 per cent of the gross
domestic product as against the 10 per cent in the golden age of British capital
exports.[6] Soit would be an exaggeration to state that the annual returns on capital
investments abroad are of any decisive importance among the driving forces of the
capitalist economy.
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Unlike its weakening role in controlling raw materials, in draining excess capital,
and in improving the terms of capital realization, the importance of capital export is
increasing in the foreign trade relations of the more advanced capitalist countries.

In the last twenty years the dynamism of the different zones of the international
division of labour has become more and more differentiated. Foreign trade increased
nearly twice as rapidly as production; despite the shift in relative prices the international
capital flows increased at a rate actually identical with that of foreign trade, and the rate
of expansion was the highest in the exchange of licences reflecting the technological
integration of the various economies. At any rate, as against the experiences of the first
half of this country, the capital flows are among the most dynamically expanding fields
of the international division of labour.

However, it would be too simple to explain the growing world economic signifi-
cance of capital flows with the export incentive role of capital export, with its role in
preparing commodity exports. We have seen that in the case of the USA, capital exports
served global strategy and power policy purposes in the first place and, in the second
place, they were supposed to reduce the cost level of developing sectors that would
guarantee technological superiority by organizing a network of international sites for
research-intensive and risky but technically pioneering sectors and to improve this way
the terms of sectoral capital realization. The function of “‘creating” exports only followed
in the third place. As to Britain, export encouragement was completely overruled by the
flight of capital with the aim of improving the terms of capital realization. In the last two
decades the connection between the British exports of capital and that of goods has been
extremely loose by international comparison.

Until the beginning of the 1970s Japan’s instrument for participation in the
international division of labour was commodity export with hardly any capital export to
back it up. The main objective of the direct capital export started in the seventies was to
create the import base. Thus, the Japanese direct capital export was not primarily aimed
at direct export creation but at import creation and until the end of the last decade it was
very much similar to the type of capital characteristic of the first half of this century.

The extremely fast changing function of the foreign capital investments, the putting
of capital exports at the service of developing global economic strategy, provide a good
illustration of the flexibility of Japan’s real economic processes and of her foreign trade
strategy. The stormily developing textile and electrical engineering export bases in the
neighbouring south-east Asian countries, supported by comparative wage advantages,
mostly squeezed out the advanced OECD rivals from the Asian markets by the middle of
this decade and have been taking an even bigger cut from the markets of the OECD
countries too. The speed and extent of this process is shown by the data on the exports
of the Japanese manufacturing enterprises set up in Asia; they exported 16 per cent of
their output in 1970 and 37 per cent in 1976. Within that, the export share output was
70 per cent for Hong Kong, 52 per cent for Taiwan, 48 per cent for South Korea and 37
per cent for Singapore. The world economic orientation of the export bases is illustrated
by the share of third countries in the exports of Japanese affiliates in Asia: 94 per cent
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for Hongkong, 82 per cent for Taiwan, 73 per cent for South Korea and 86 per cent for
Singapore, and only the little remaining parts were a direct import base for Japan.[7] The
still continuing expansion o f the export bases has, as a rule, dynamized Japan’s immediate
world economic environment, the south-east Asian area, it has weakened the competitor
economic powers and has given a direct and powerful encouragement to the development
of the modern Japanese branches which export technologies to the export bases and for
the transformation of the structure of Japan’s economy.

The best example for the strategic behaviour of the “late-comer capital exporter” is
the FRG which developed its capital export with a big historical delay relative to other
countries. The West German capital export shows in its characteristics a close relationship
with the latest trends in economic development and foreign trade strategy. The West
German capital making its debut at the end of the 1960s found the natural resources of the
world under the control of other rival powers and it did not really find capital investments
desirable in the extracting sectors —most prone to the risk of nationalization —for
establishing its international power positions and for an international division of labour that
would be freer from problems. FRG capital exports have been thus much more expressedly
concentrated onto the sectors of the manufacturing industry than those of other major
competitors.

This coincidence of the sectoral concentration of capital export with the export
orientation of certain West German branches of industry clearly shows the indirect export
incentive role of capital export. The affiliates abroad have had an export creating effect
and have greatly promoted the world economic expansion of the West German sectors in
the vanguard of technological progress.

The role of direct export creation has been nearly absolute till the beginning of the
present decade and is still decisive in FRG capital exports. The first modification
perceivable since the beginning of the 1970s was related to the fact that the FRG had to
increasingly revert to employing guest workers in order to maintain her competitivity in
the labour intensive and, from the technological point of view, simpler light industrial
branches already from the second half of the 1960s. The growing infrastructural burdens
of direct “labour import”, its climbing wage level, the related sharpening social conflicts
have worked in recent years toward the relocating of the light industrial production
plants from countries with high wage levels, where these were no longer competitive, into
countries with low wage levels and to scale up the “indirect” export of labour instead of
increasing the number of guest workers.

Thus, the not yet sizeable capital export to the light industrial branches renders
only indirect service to export orientation (through improving the environment of the
most advanced sectors in foreign markets and their domestic wage levels), its indirect
impact is import expanding and marks the redeployment of light industrial branches
working with high wage costs and the substitution of their production through imports
from countries with low wage levels. Though the West German light industrial imports
originate not only from developing countries but to a considerable extent from South
European and CMEA countries, it is more than remarkable that in the capital investments
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into the textile, garments and leather industries the share of the developing countries
increased between 1970 and 1976 from 16 per cent to 22 per cent.

The third foreign trade function of capital exports, i.e., the establishment of
export bases producing goods for the world market under West German control, has been
evolving as from the middle of this decade. The boosting ofthe Volkswagen plant in Brazil,
the development of light industrial bases abroad (West Indies, the Canaries, Mexico) prior
to the export campaign of the textile garments industry are already indicating the entry
of elements of a global economic strategy and the offensive nature of capital exports.

Some lessons

The purposes and types of capital exports rather vary by major OECD countries
and have also changed as a function of international economic and political development.
The stage of capital exports when they were channelled mainly to the extracting industry
came to an end in the middle of this century. The manufacturing industry had begun to
gain in importance as capital importer in the second half of the century and became
predominant by the 1970s. In the period from 1950 to 1970, capital investments into
manufacturing were primarily import- substitutive in nature and were aimed at cir-
cumventing the protectionistic barriers of national economies. In the 1970s, along with
the expansion of the international trade flows and of mutual interdependence, there has
been a steep increase in the proportion of capital exports for the creation of manu-
facturing export bases supplying the world market. The previous defensive feature of the
strategy of capital exports has become less pronounced and, also with the intensification
of world economic competition, the offensive elements have become stronger.

Among the motives of capital exports the importance of political-strategic factors
increased in the quarter of a century after World War II. In the 1970s the economic
incentive became more powerful again but it should not be forgotten that in the strategic
decisions of this decade economic considerations are much more important than they
used to be. Especially the American capital exports served global strategic objectives and
play an enhanced role in the intensification of cooperation of certain advanced and
medium-level industrialized countries. The capital exports of Japan and the FRG are not
too influenced by global strategic considerations as yet, but both countries utilize capital
exports no longer m the framework of bilateral economic relations but in that of an
increasingly comprehensive though with respect to priorities a different foreign trade
strategy, in partfor boosting their structural transformation and in partfor consolidating
theirforeign trade positions. Capital export as a combined instrument of the development
of economic structure and of strengthening world economic positions is becoming more
and more pronounced also in the cases of several advanced small market economy
countries (the Netherlands, Switzerland).

In the capital relations of the vanguard sectors of technological and structural
transformation it is a highly important circumstance that the increasing concentration on
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big countries or on big multinational enterprises has consolidated the world market
positions of international big capital in several vanguard sectors. In the period from 1955
to 1975, despite the dynamism of international capital exports, political development and
the differentiation of world economic power relations created such a situation in which
the capital working abroad was forced to certain compromises, the terms of capital
export tended to improve from the point of view of the recipient countries. This trenfl
still continues with respect to the whole of capital exports. Increasing oligopolistic trends,
acceleration of the concentration of the vanguard sectors in big countries and big
enterprises in this decade has, however, strengthened the bargaining power of the big
enterprises in leading OECD countries. Resistance to international capital has mellowed in
many countries. In its course the big international corporations have shown reluctance to
hand over the products of modem, R&D intensive sectors and the up-to-date technol-
ogies in the framework of traditional commodity or licence transactions.

The current sales practice prevailing in the international market of technologies
shows that it is becoming less and less possible to obtain the most advanced technologies
in the framework of simple purchase or licence purchase transactions. Receipts accruing
from licence sales are disproportionately small in comparison with the climbing costs of
advancing up-to-date technologies and for this reason technology exporters are inclined
to give their technical achievements only on condition of total or partial control over or
ownership of production in the field making use of the technology. Evolution of this
tendency is shown by the fact that in the licence receipts of the USA, with an ever
growing weight in the licence exports of the advanced capitalist countries, the share of
affiliated companies increased between 1971 and 1975 from 76 per cent to 83 per cent.
The weight of licence imports transacted in the framework of the turnover of affiliated
companies increased in the first half of this century from 60 per cent to 65 per cent for
England and from 56 per cent to 77 per cent for the FRG. [8] Another fact ofthis process
is shown by the shareholdings of the foreign affiliated companies in the sectors belonging
to the vanguard of technological development which are the most R&D intensive ones
(where the weight of research and development expenditure in the total turnover of the
company is above 5 per cent): 67 per cent are sole shares, 22 per cent are majority shares
and only 11 per cent are minority shares. On the other hand, in the least R&D intensive
sectors the exclusively shared affiliated companies only amount to 32 per cent, the majority
shared ones to 44 per cent, and the minority shared ones to 24 per cent. [9] This process
manifesting itself on an international scale can be observed also in the advanced capital
exporting countries. Thus, in the seventies technological transfer separates itself more
from “normal” trade flows and is more closely linked to intercompany integration that
guarantees enhanced control and higher lucrativity for the party handing over the
technology —and one of the basic agents of this integration is capital export.

It can be therefore stated that the last decade has brought about significant changes
in the structure of international capital turnover by product sectors and by markets. The
composition by markets (countries) of the international long-term direct capital flows in
this turnover is characterized by growing diversification on the export side, an almost
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unchanged concentration on the import side, and a certain fading of the exporting or
importing profiles which were still sharply drawn in the 1950s and 1960s.

From the Hungarian point of view it is not useless to pay more attention to the fact
that the international direct capital flows are increasingly linked to the world market
positions, to the accelerating transformation of economic structure, to the transfer of the
most advanced technologies and to the establishment of up-to-date marketing
organization. Owing to the stronger international bargaining power of the major capital
exporters, the terms of obtaining capital connected with import of modem technology
have become harder in the second half of this decade and, therefore, a continual
“maintenance” of the system of capital import regulation and providing for terms of
cooperation with foreign capital which are attractive also by international comparison
have become tasks of growing importance. The role of capital relationships not only in
the domestic technological and structural modernization but also in stimulating the new
industrial exports and particularly the machinery and chemical exports through setting up
enterprises abroad is well illustrated by the examples of some medium-developed
countries and European advanced small countries which show exceptional dynamism in
the transformation of the economic stmctures and in the expansion of industrial exports.
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M3MEHEHUA CTPYKTYPbl MEXAYHAPOLHOIO 3KCMOPTA KAMUTANA
B. KAJAP

Mpowealee fecATUNETUE BHECNO CYLLECTBEHHbIE U3MEHEHUsi B OTPAC/IEBYH0 U reorpaduyeckyto
CTPYKTYPY M (DYHKLUMM MeXAYHapOLHOro [ABWXEHUsI KanuTana. VimeBlUasi paHblle MecTo TecHas
B3aMMOCBSA3b MeXJy YPOBHEM pasBMTUSI CTPaH W OTPAc/eBOil CTPYKTYPOi MeXAyHapoAHOro nepenvsa
KanuTana CerofjHs UMeeT YXe MeHbllee 3HaueHWe. B reorpadmyeckoil cTPyKType camoe CyLLecTBEHHOe
MN3MeHeHVe 03HaYaeT BbIX0/ Ha NepesfoBble NO3ULMK B BbIBo3e Kanutana ®PI n AnoHMK, Bo3pacTaHue ponu
pasBUTbIX KanUTA/IUCTUYECKUX CTPaH KakK MeCT MOMeLleHUs KanuTana, OnpejAesieHHOe pasMblBaHMWe
npoguna 3KCNopTePOB Y UMMOPTEPOB.

[BVXyLLMe MOTUBbI BbIBO3a KanuTana B MeHbLLER CTENEHN UMEIOT HENOCPeACTBEHHO NOSTMTUYECKNIA
XapaKkTep, YeM 3T0 GbISI0 Ha MPOTSXKEHUM 4BYX MOC/EBOEHHbIX AeCATUNETUM, OLHAKO BHELLIHEIKOHOMUYEC-
Kasi cTpaTernsi KpynHbiX NPeAnpusiTUiA 1 rocyAapcTB, 3HAYeHWe KOTOPOW BO3POC/O, W fasiee KOCBEHHO
COAEPXUT B ce6e 3HaUUTe/bHbIE MOUTUYECKME 3NEMEHTHI.

3HaueHVe BbIBO3a Kanutana B HaLMOHANbHON 3KOHOMUKeE BefyLLMX CTPaH-3KCNOpPTepoB KanuTana
MMeeT BO3pacTaloLWyl0 TeHAEHLUWIO, W ero OCHOBHasi (PYHKLMSI COCTOUT B YCKOPEHUU CTPYKTYPHbIX
npeo6pasoBaHnii IKOHOMUKM U Y/yULIEHUW MO3MLMIA B MUPOBOIA 3KOHOMUKE. BMecTe ¢ TeM OH UrpaeT
BO3pacTalollylo pofib B PacnpocTpaHeHUW MepefoBblX TEXHUUECKUX W OpraHu3alMOHHbIX MEeTOA0B, B
yrny6neHun MexayHapoaHoro pasfeneHus Tpyga B MNPOMbILWIEHHOCTM WM B YCWIEHWM B3aMMHOW
3KOHOMWYECKOI 3aBUCUMOCTH.

OTHOCMTENbHOE YCKOPeHWe BbIBO3a KanuTasa OKasblBaeT BAWSIHWE HA CTPYKTYpY 3aHSATOCTMH,
€03jaeT HOBble paboune MecTa B TEXHUUECKU NMepefoBbIX 0TPAC/ISIX MPOMbILLIEHHOCTY Pa3BUTbIX CTPaH U B
pasBMBaKOLLMXCA cTPaHax, HO B TO )Xe camMmoe BPeMsi B MacCoBOM MacLuTabe NMKBUAMPYET paboymne MecTa B
OTCTaNbIX OTPAC/sAX PasBUTbIX KanWTaIMCTUUECKUX CTPaH U MPUBOAUT K 3HAUYUTENbHOW 06LLeCTBEHHO-
NOINTUYECKOW HanpsXKeHHOCTU. ABTOP KOHCTATWPYeT, YTO HOBble HanpaB/ieHWs MepenvBa KanuTana
MOTYT c03AaTb MeHee 6/1aronpuUATHbIE MUPOXO3ANCTBEHHbIE YCNIOBMA AN POCTa Kak Gofiee OTCTalbIX B
3KOHOMMYECKOM OTHOLLIEHWM CTPaH, 0CO6EHHO A/151 CTPaH, BCTABLUMX Ha NMPOrPeCCUBHbLIN NyTb PasBUTUS, a
TaKXKe AN COLNATIUCTUYECKUX CTPaH.
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PRICES, PROFITS, DEFICIT FINANCING

(The Case of the US Economy, 1968—1977)

In the article the changes of some macroeconomic variables of the US economy in the
1968-1977 period areanalyzed with the help of the formula for the price level, anew and broader
variant of the same and Kalecki’s profit equation. The analyzed changes in prices and profits are
presented both in numerical tables and on charts. Certain limits of demand management and
anticyclical economic policy are also shown.

It is no novelty that the economy of the United States —and that of the capitalist
world —is constantly tossed about between the Scylla of inflation and the Charybdis of
heavy unemployment. More recently, however, it is ailing simultaneously from inflation
as well as from unemployment. The state of things formerly thought of as an
impossibility —virtually galloping inflation amidst an economic slump —became a fact in
1974-75.

In this paper we are going to present not only in tabulated form but also on
illustrative charts

1. the qualitative and quantitative effects of different factors on changes in the
price level - that is, in the present case, on inflation;

2. the extent of the influence of different factors on changes in profits.

We shall also confront changes in the government deficit with changes in profits and
investment.

We shall have the opportunity to draw also some conclusions of theoretical
character, as well as to outline certain limits concerning the effectivity of fiscal policy.
There is no room in this paper to analyze also the possibilities inherent in monetary
policy. Instead, in these prefatory remarks we express our “well founded suspicion” that
while restrictive monetary policy is a very proper instrument for bringing about
recessions, monetary expansion, although a precondition of satisfactory economic
growth, is by far not a guaranty of the latter one.

In a paper published about a year ago in Acta Oeconomica [1] we presented a
method for the estimation - on the basis of official US statistics - of actual data needed
for our analysis but not available from US statistics directly. Hence we do not want to go
into the details of this subject. In this paper we use also our estimated data as ones
depicting facts correctly. We do so not only in lack of better ones, but also because,
although our estimating errors might render the absolute magnitude of our data
inaccurate, we are strongly convinced that such errors do not distort the qualitative
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aspects of the changes, and here we are essentially concerned with these latter ones. (In
our text we shall use —for the sake of brevity - “capitalists” as a synonym for non-wage
earners and similarly “workers” for wage and salary earners.)

I. Price level and ex post noninvestment demand
1.1 The theoretical pcformula

The subject of this part of our paper is an analysis of the price level and the realized
consumer and government demand. Our analysis will be based on a series of diagrams. In
the analysis we are going to use a version of the pc formula —constructed by Péter Erd6s
and already well established in academic teaching in Hungary - as a tool for studying and
analyzing the price development of and the demand for consumer goods in the United
States in the last decade.

This formula was originally constructed in order to explain how modern capitalist
money, severed from gold, might fulfil the function of measuring value levels; this being
one side of the function of money as a measure of value (the other side being that of
measuring value proportions). Formulating the same question on a less abstract level we
might say: the question to be answered is to determine the general price level under
conditions when money has no intrinsic value and is subject to inflation. The answer
given with the help of the pc formula is, however, only a partial one. It is an answer which
relates only to the price level of consumer goods; while as to the price level of producer
goods one can deduce from it only so much that the latter one has to adjust itself by and
large to the price level of consumer goods.

The original formula gives us the average price of a unit volume of wage goods in
the given period. It was based on the assumption that: 1. workers spend exactly what they
earn and 2. the volume of capitalists’ consumption is pretty rigid.

In this form the formula has became well known in Hungary. In the numerator of
the simple formula we find the amount of the nominal wages of working people. Its
denominator is not the volume of consumption goods purchased but that of those
produced in a given period, less the volume of capitalists’ consumption. (Working people
spend by and large their wages on consumption; there is no significant difference between
the volume of commodities sold and produced; and the volume of capitalists’
consumption is inelastic — this triple assumption is to be found behind the simple
formula.) This simple version of the pc formula can give us exactly, of course, neither the
prevailing price level, nor the partial purchasing power of money having consumer goods
as its domain of definition. It gives us, however, something more than a simple tautology.
It.interprets and explains, based on essential relationships, the trend prevailing in the
price level of consumer goods or —what is the same —in the important partial purchasing
power of money during a number of years. That much is certainly tme, at least as far as
galloping inflation does not render even the meaning of such a trend dubitable.
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1.2 The realisticpc and A pcformulas

In this paper, however, we are interested not simply in knowing the average,
approximative value of the price level or partial purchasing power, but —as far as possible
— their exact magnitude. Hence we have to make use of a broader version of the pc
formula. This involves, first of all, some formal changes.

Namely, the numerator of the formula will comprise wages and salaries, other
labour income and also some minor items as, for example, interest received by wage
earners on their saving deposits (all this will be called for the sake of brevity wages); the
numerator will also comprise government transfers to persons (pensions, social security
payments, unemployment benefits and the like), but we shall subtract from this sum
direct taxes and similar payments by wage earners (including also their contributions for
social insurance), and we shall have to subtract also the amount of their net saving.

The denominator of this broader formula will comprise only the difference of two
terms. As diminuend we shall have the volume not of consumer goods produced but that
of consumer goods purchased, and as subtrahend the volume of consumer goods purchased
by capitalists for their own consumption. As to this latter item we would like to remind
the reader that the purchase of durable consumer goods and homes is a one-time act,
while their consumption is a continuous process. This is important in this context,
because, however well founded is our assumption which regards the current consumption
volume of capitalists inelastic, the total amount of their consumption expenditures is by
far not so inelastic: it is rendered more volatile by the fluctuations in their sometimes
more sometimes less massive purchases of consumer durables and homes.

In any case the quotient of the sum of the terms in the numerator, and in the
denominator will give us the price coefficient of consumer goods, its formula being:

_ W+ Trf—Tw-Sw

Pc=
Cv- Cov
Where: W = wages, etc.
Trf = government transfers to persons
Tw = taxes paid by wage earners
Sw = wage earners’ net saving
Cv = volume of personal consumption

Ccv = volume of capitalists’ consumption.

Yet what we are presently interested in is not this price coefficient itself but its
year-to-year changes. The formula expressing such percentage changes will be called
the Apc formula. In order to determine the value of this new formula we have computed,
one by one, the yearly increments or decrements of each item figuring in the pc formula,
and then recomputed these increments or decrements as percentages of the value of the
numerator, respectively —in the case of the volume of total and capitalists’ consumption
—of the denominator in the previous year. Following this we computed —separately for
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the numerator and the denominator — the algebraic sum of those percentage differences.
By adding 100 to each of these two sums and forming their ratio multiplied by hundred
we obtain the index of change in the price level for the year in question (we obtain for
example that the price level increased from 100 to 103 per cent), and by subtracting 100
from the figure thus arrived at, we shall get the percentage increase of the price level over
the previous year. (In the above example: 103 —100 = 3;i. e. the price level increased by 3
per cent.) In the year 1974 the changes in all terms figuring in the numerator expressed as
percentages of the numerator’s value in the previous year were: wages: +11.5, transfers:
+3.1, taxes paid by wage earners: +4.7, net saving of wage earners: +3.1. Hence,
compared to the previous year, the numerator increased by 7.8 per cent. The volume of
consumption figuring in the denominator decreased in comparison to the denominator’s
value in the previous year by 2.4 per cent, while the volume of capitalists’ consumption
remained practically unchanged, hence the difference of these two terms decreased by 2.4
per cent. Thus the percentage change of the price level was:

100 ------------ 100 = 10.4 per cent.

Well, we want to illustrate graphically the partial changes described above, their
relative shares in the overall change. “There is the rub”: how to illustrate the relative
weights of terms in the change of a fraction, which terms figure as addables partly in the
numerator partly in the denominator of the same fraction? Luckily it is possible to
illustrate the above relationships simply and with a distortion not exceeding 0.2—0.3

percentage points. Namely, it is easy to prove that a term having the form 100-7-100

(in our example the term 100 — —— 100) approximately equals (a—b), if the

denominator is not very different from 100 —and this requirement is always met in the
cases studied here. Thus:

8
100 ~-ommv - —-100= 10.4 and 107.8-97.6= 10.2

Those said above are illustrated by the diagram for the year 1974 in Chart 1.1.

We may read the diagram in the following way: the increase of wages and transfers
would have increased the price level by 11.5 + 3.1 = 14.6 percent from 1973 to 1974, jfthe
volume of consumption by wage earners had remained unchanged and if factors reducing
the price level had not been simultaneously at work. The increase in taxes paid by wage
earners and the increase of their savings subtracted, respectively, 4.7 + 2.2 = 6.9 per cent
from the purchasing power, but an effect opposed to this one was produced by the decrease
in the volume of consumer goods bought for wages. All in all, the diagram indicates an
increase in the price level equaling 14.6 —4.4 = 10.2 per cent, while the more accurate value
(arrived at by division) was 10.4 per cent.
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Up to now we have discussed the formal changes resulting from expanding the
scope of the pc formula and rendering it concrete. It was also mentioned how we
succeeded in illustrating the overall change in the value of pc brought about by the
changes in its individual variable components. But the application of the broader pc
formula in the way described above results not only in a formal change but also in a
substantial change concerning the meaning of the formula.

1.3 Prices under competitive and oligopolistic conditions

As already stressed, the pc formula served originally as a rational explanation for
the purchasing power of money severed from gold. It fulfilled this role by rendering
possible to interpret the price level of consumer goods prevailing at any moment in time.
So much is true. And so much being true we are tempted to claim more: to state that the
changes in the components figuring in the formula explain satisfactorily the cause of the
price changes occurred and, hence, also the causes of inflation experienced. We,
economists, are namely used to reasoning in terms of functions in which the price change
is a dependent variable, uniquely determined by the totality of other variables regarded as
independent. This conditioning of ours is mainly a result of the fact that we can only
seldom free ourselves from the assumption of classical political economy —sometimes
explicitly stated, sometimes only tacitly implied — according to which almost perfect
competition prevails on the market.

Indeed: in case of perfect competition prices are formed over the heads of
economic agents, independently of their will and in this sense by objective forces,
although these forces work only through the conscious actions of economic agents. It is,
of course, also true that the minds of these agents adapt themselves to the objective
factors of reality not immediately but only through a lengthy process. On the other hand
it is certainly true that in the case of perfect competition the prevailing prices are for the
individual agents on the market, as it were, given from without, and as individuals they
are unable to change them to any perceptible extent.

Let us, however, also consider the other extreme case, that of complete monopoly.
In such a case it is the managers of monopolized branches who determine the market
prices of their products. They, of course, do this not independently of the state of the
market, of the market forces recognized by them. It is also evident that under the
conditions of lasting inflation they set their prices higher and higher. By doing this they
themselves dictate —constrained, however, by market forces —the course of inflation as
well. Reasoning in the framework of such a model price changes ought to be regarded as
independent variables, and the volumes of goods marketable at those prices become the
dependent ones. This is especially true for the goods for which the pc formula is valid,
namely those serving personal consumption, since their part consumed by capitalists is
inelastic, while the volume of consumer goods bought by wage earners from their given
nominal wage sum decreases when prices go up and rises when they are reduced.
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In such a model it is almost meaningless to raise the question, what are the
objective causes* bringing about such and such a percentage rise in the price level of
consumer goods. In this case the price depends on expectations (of course, influenced
also by objective conditions). In reality the market is neither perfectly competitive nor
completely monopolized. The contemporary market is Janus-faced: a part of it is
governed by conditions similar to perfect competition, while the other part is strongly
oligopolistic and we can only guess that it is this second part by which the character of
the total market is to a great extent determined.

1.4 The Janus-faced character o fthe Ipcformula

And — this being what we were driving at above — also-our ,!pc diagrams are
Janus-faced. Taking the volume of consumer goods sold as given, we can regard the
diagrams as showing the percentual change in the price level rendered possible by the
quantities figuring in the numerator of the formula. From this aspect we might regard our
diagrams as indicating changes in the price level (a price coefficient). And the other way
round: taking the change in the price level as given, we might say that our diagrams show
the change in the volume of consumer goods sold rendered possible by the quantities
figuring in the numerator of the formula. From this point of view we might regard our

Ipc diagrams as depicting and interpreting the changes in the volume of sales (realized
demand) of goods serving workers’ personal consumption. In reality —because, among
other things, of the Janus-faced character of the market, —neither the change in the price
level, nor that in the volume of sales of consumer goods are quantities which can be
known ex ante accurately. Our diagrams really indicate the way how the mutual
adjustment of the terms figuring in the formula (the actually spendable money income of
wage earners, its unspent part, the volume of sales, “realized demand” of consumer goods
and the price level) took place; and this in a period of permanent inflation during which
the economy was undergoing also a mild recession and even a real crisis.

Our diagrams indicate the extent to which the factors depicted in them rendered an
increase or decrease of inflation coupled with an increase or decrease in the volume of sales
of consumer goods possible. But we can hardly formulate this statement in such asense that
our diagrams can show which factors, and to what extent were the causes of the exact
pattern inwhich inflation and sales’ volume adjusted themselves to each other. Our diagrams
do not and cannot explain the last causes of the phenomena illustrated.

*Under objective causes we understand here those governed not by individuals but by the
“invisible hand”.
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1.5 The numerator o f the formula

The numerator of the pc formula does not comprise the total effective demand for
consumer goods expressed in money terms, but only a part of it — although an
overwhelming one. This numerator gives us the amount of money which, originating in
the different incomes of wage earners, flows to the market of consumer goods. This
amount of money represents demand in money terms: its increase raises the amount of
money paid for consumer goods by the same amount and hence —other things being
equal —the realizable price-sum as well. If, however, we really wanted to follow up the
links in the chain of causes and effects bringing about a change in this demand, then we
should have identified accurately the reasons for the wage earners’ income being as much as
it was, and for its flowing to the market to an extent as it actually did. This, however, we
did not and could not do.

Inflation was rampant. Working people tried to defend themselves against the
consequences of price increases by getting their nominal wages increased. They have led
an organized fight for higher wages. They compared expected price increases with
expected increases in productivity, they compared their own wage level with that of other
strata of working people. They formulated their wage demands on the basis of such
comparisons and taking also into account existing power relations. They succeeded in
enforcing that much of their demands; neither more nor less. And this is only the level of
wages, not their sum. Moreover: owing to the given institutional framework, there was an
increase in their nonwage income. This increase was not independent of the rate of
employment and unemployment, since it included also unemployment benefits and other
government transfer payments. (Unemployment is not simply a function of the rate of
employment, but also —for example —of demographic factors). It is, further, a fact that
direct taxes drained so and so much from the gross money income of wage earners. These
are the facts. It was not by the working of any deeper law of economics that exactly this
and that much had to happen. We are forced to begin our analysis by simply accepting
these facts and not by attempting their quantitative explanation.

Moreover: the difference between the wage earners’ income and the deductions from
it is not yet income spent. Between this item and effective demand we find the net saving
or dissaving (overspending) of wage earners. During the years under study wage earners’
savings were rising in the United States in “bad” years and diminishing (or changing into
overspending) in “good” ones. We think to understand the reason: in bad years, being
afraid of the future, of possible unemployment, they made savings, while in the good
ones they made extensive use of consumer credit and mortgages for purchasing homes. So
much is probable and understandable. We do not know, however, why the saving or
dissaving of wage earners changed by exactly this or that amount.
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1.6 The denominator of the formula

Let us continue by looking into the changes of the data in the denominator. The
terms figuring in this denominator represent volumes. We derive volumes from data at
current prices by using proper price deflators. The latter ones we take from the official
statistics. But by doing this, we already accepted the actual rate of inflation, and used it
when calculating the denominator.

One of the data figuring in the denominator of the /Ipc formula is the change in
capitalists’ consumption. This figure was estimated by ourselves*. Regardless of the
greater or smaller accuracy of our estimates the change in this volume is anyway
insignificant. So we do not have to worry much about it. The volume of total personal
consumption, however, presents a a more intriguing problem.

Indeed: why did the volume of consumer goods sold in any given year of the period
under study increase or decrease exactly by the amount it did?

Trying to answer this question we can, instead of giving a real explanation, only
launch out into explanations. This will be complicated, but essential and - unfortunately
—we shall have to begin somewhere with Adam and Eve. We should have to launch out
into explanations in different ways, depending on whether we begin with one of the
extreme cases, that of perfect competition, or with the other one, that of a completely
monopolized market.

In the case of perfect competition producers cannot directly regulate either the
unit price of products or the total amount of commodities coming to the market. So
much is clear that both the price level and the volume of cofnmodities sold are each
other’s functions. Theoretically, if we knew the amount of one of them, we could tell the
amount of the other, but in order to know the amount of the former we have to know
that of the latter. Neither of them can we know without knowing the other.

The neoclassical school “solves” this dilemma by determining separately the
amount of commodities produced by each individual producer, with the help of the
completely erroneous theorem that such an amount will be produced that its marginal cost
should coincide with the market price. But also this train of thought leaves the problem of
price level unsolved!

Ex post overall effective demand — expressed in money terms — for the total
amount of wage goods, the latter making up the overwhelming part of consumer goods, is

*In the original version of the pc formula C represented not the volume of consumer goods sold
but that produced. It was absolutely logical that, to arrive at the volume of workers’ consumption, we
subtracted capitalists’ consumption from C, because in this case the volume of workers’ consumption
is a residual quantity. For the present modified version of the formula, however, this method seems
wantonly complicated, the denominator depicting workers’ consumption seems to be independent
from C, i. e. from the total personal consumption. As a matter of fact, however, it is not, because in
the case of an unusually high volume of capitalists’ consumption —which latter depends only slightly
on prices - capitalists will be able to set prices higher than in a case contrary to this one, and hence
the volume of consumer goods bought by workers will be diminished.
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always given. This is not a datum independent of the volume of consumer goods
produced, since total demand is also a function of the wages paid in the consumer goods
producing sector: a change in its production - other things being equal —changes the
sum of spendable wages. It follows that: if producers unable to coordinate their
respective volumes of production bring more commodities to the market, and if they also
want to sell those commodities, then — other things being equal - they are forced to
lower the unit price of their goods relative to their labour costs. But where is the upper
limit of such production? Existing producing capacities —and sometimes the labour
situation as well —do determine an upper limit. Within this limit the fall in the price level
might be stopped by marginal producers being forced out of business and, consequently,
contracting supply. Studying, however, individual years, theory has to take into account
an uncertainty factor, a band within which the behaviour of producers is not determined
by compelling economic facts. Hence, regarding this band, we can only state ex post: this
happened, full stop.

In real life, however, complete monopoly is a very rare bird, while oligopolistic
situations are very common. It is reasonable to assume that on the market of consumer
goods oligopolistic behaviour of producers and sellers is significant. And as far as
present-day oligopolistic competition is concerned, the commonplace statement saying
that competition is practiced, whenever possible, not through prices but through the
amount of production, is valid. (This statement holds rather for competition within, and
less between, trades.) We would say too little, if we wanted to reformulate this by stating
that there is a downward rigidity of prices, as nowadays prices are rising. (The case of
computers and similar products is an exception, easy to explain.) Oligopolistic prices are
anyway administered prices. On the other hand: if prices are given (other things being
equall. the marketable volume of consumer goods is also given. The question arises,
however, how producers and sellers enjoying an oligopolistic position calculate and fix
their prices. Apparently asignificant role isplayed here by the relationships among the price
level of consumer goods, theirvolume sold and the profit obtainable from these sales.

1.7 Prices, sales, profit margins and profit volumes

Péter Erdds, in his “Contributions...” and in “Wage, profit, taxation” —assuming
“pure” capitalism —arrived at the conclusion that in the case of an unchanged price level
and relatively inelastic capitalists’ consumption, when wage earners spend exactly the
amount of their current income on purchases, the share of marketable products of
Department Il within GNP can rise only if the price level of these products is reduced. In
this case the percentage share of profit realizable from a unit of consumer goods sold will
also fall.*

*For a concise summary of this theorem see: [2]
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We have to check to what extent the above theorem remains valid under the
conditions of, contemporary capitalism.

For that purpose we constructed a two-sector model. Sector | produces investment
goods, sector Il consumer goods and both sectors produce also the raw materials for their
own use. The sum of spendable wages comprises besides those paid in these two sectors
also government wages and transfers. Wages in sector Il belong partly to the variable,
partly to the constant costs of production. We assumed that this variable part of wages
moves proportionately to the output of consumer goods. (Assuming that, on account of
these variable wages, marginal costs rise with increasing production, the validity of the
greater part of our conclusions would be even more warranted.) We assumed an
unchanged wage level and also no saving by wage earners.

It was not difficult to find the rule in the two extreme cases: first when capitalists’
consumption changes proportionately to the volume of consumer goods production and
secondly when this type of consumption is completely inelastic. But
for intermediate situations we arrived at unmanageable formulas. Thus, instead
of producing exact proofs we had to rely on simulation methods. We performed
numerous simulative experiments, changing our parameters within broad limits, extending
far beyond the limits we assumed to be realistic.* The results obtained were unequivocal.
Namely: the price level of consumer goods decreases parallel to an increase in the volume

*Our model was constructed in the following way. The number of production workers
employed in sector Il equals n. For a sum of wages equalling n monéy units they produce an n volume
of consumer goods and the volume of personal consumption is also exactly n. The difference between
the total amount of wages (and other wage-type income) paid in the country and wages n paid in
sector Il is B; total constant costs in sector Il is K. The volume of capitalists’ consumption Cc = f (n) =
an + B so thatan* + § = 0.1 n*, where n* is the volume of production in sector Il regarded as an
average one. The independent variable of the system is n, while B, K, a and [ are parameters. We varied
the values of these between limits exceeding those regarded as realistic. In this model

B+ n
the price coefficient of consumer goods pc =
P 900as PC= ¢y -
. B+ n
the price sum of consumer goods = n ------- —
n - f(n)

their cost of production = K + n;

the amount of profits expressed at current prices =
B+n f(n)*(n + K) + n-(B - K
(K + ny = (OO K) (B - K
n- f(n) n- f(n)
amount of profits at current prices  f(n)*(n + K) + n(B - K)

the profit margin = price sum n(B + n)

the volume of profits is arrived at by deflating the amount of profits with the corresponding pc value.
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of consumer goods sold, except when capitalists’ consumption is so elastic that with a
plus or minus 8 per cent deviation of consumer goods production from its average value
capitalists’ consumption rises above or falls below the average by about 40 per cent. This
being apparently an irrealistic case, it follows that the price level of consumer goods falls
(other things being equal) when the production of consumer goods increases and rises
(other things being equal) when the production of consumer goods is reduced. With the
same qualifications also profit margins fall when the production of consumer goods rises
and vice versa. This conclusion corresponds to the theorem expressed in the two books
mentioned.

On the other hand, it might be regarded as a new and important result that the
profit volume (profits expressed at constant prices) increases when the production of
consumer goods rises and falls when the latter diminishes.* The same cannot be said
about the amount of profits expressed at current prices. If n is the volume of consumer
goods sold and if capitalists’ consumption changes somewhat more elastically with the
changes in n than what would correspond to the function f(n) = 0.8n —10, then the
amount of profits expressed in current prices also changes in the same direction as n.
Assuming capitalists’ consumption to be less elastic than that, the contrary is true. (A
rising price level is coupled with a falling production, hence profits expressed in money
terms may increase while the real value of profits diminishes.)

The above outlined model experiment has shown that the theorems stated in
relation to “pure” capitalism and mentioned above are valid under the conditions of
present-day capitalism as well. Meanwhile we also revealed a relationship hitherto
unknown to us; that the volume of real profits in sector Il is growing together with the
increase (relative to the GNP) of the volume of consumer goods sold.

*1t is easy to prove this theorem also by exact methods for the very probable case when B-K is
greater than zero.

Namely: as the volume of profit equals the quotient of profit in money terms and the price
coefficient, the volume of profit

_ f(n)-(n + K) + n(B - K) B+n _ f(n)-(n + K) + n(B - K)
n- f(n) n - f(n) B+n

The derivative of this expression with respect to n equals:

[(n + K)f(n) + f(n) + B - K](B + n) —f(n)’(n + K) - n(B - K)
(B +n)2

Here the denominator has a positive value and the numerator can be brought, after having performed
the operations indicated, to the following form: F(n)(B + n)(n f K) + (B —K)[f(n) + B.]. We know
that f(n) grows together with n, hence in the relevant domain F(n) is greater than zero and if B is
greater than Kall terms in the numerator have a positive value. Accordingly, the theorem is true in the
case when the above-mentioned condition holds (but within certain limits it would be true even in the
improbable case when B-K is less than zero).
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1.8 The paradoxical relationship between profit margin and profit volume

From this new theorem it becomes also evident that we indeed face a paradoxical
situation. If oligopolistic conditions really prevail in the production (or sale) of consumer
goods and, as a consequence, this sector can administer its prices and can adjust its
production to the demand determined by prices then a paradoxical situation will arise; if
this sector, in order to defend its profit margins, raises prices, its volume of profit will by
the same token diminish.

The capitalists of consumer goods producing sector, of course, do not act as one
man. And if individual enterprises have a free hand in any respect, then to the extent
depending on the degree of their monopolistic position —called by Kalecki the “degree
of monopoly”* — this will show itself in their relative freedom to set their prices. But
demand for their products at the prices they set does absolutely not depend on them.
Moreover: the theorems stated above hold for the sector as a whole but not for its
individual enterprises. The prices of products with inelastic demand can be raised without
a significant consecutive drop in sales. Demand for some products might even increase
without a drop in the profit margin. It is true especially for the purchase of consumer
durables and homes that their sales volume does not depend so much on their market
price as on the availability of credits. Anyway: under inflationary conditions there is a
considerable pressure to raise prices, since costs, and among them —contrary to the
assumptions of our model —also the level of wages rises. Our model, by assuming that
both sectors produce their own raw materials, made the problem of increasing raw
material costs disappear. This problem, however, is a very real one in individual branches
and enterprises. It was an all too real problem especially for those using imported raw
materials and energy to a considerable extent. (The type of inflation rightly called a
cost-push variety is connected with the like factors.) Hence enterprises do raise their
prices. They easily may raise them so much that through such behaviour —and this is the
substance of the paradox —they curtail the volume of their profit.

We also have to keep in mind that at the time when entrepreneurs calculate their
prices by simply adding the profit margin to the costs, the future level of raw material
prices and wages is uncertain, and their total unit costs depend also on the uncertain
volume of products they will be able to sell. The calculation of costs itself is based on
rather uncertain assumptions.

It is true that previously set prices are also changed under way —while such actions
of entrepreneurs are governed partly by changes in costs, partly by the behaviour of

+Those said here about the Kaleckian “degree of monopoly” are to be taken with a grain of
salt. Kalecki applies his notion to microeconomics. He gives a formula for determining the amount by
which an enterprise, depending on its “degree of monopoly”, will set its prices above its costs. It is
namely evident that sensible profit margins are not independent from the state of business. In times of
recessions profit margins fall, which does not prove, however, that the enterprises’ “degree of
monopoly” has also diminished. “Degree of monopoly” seems to be a misnomer.
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competitors, partly by the changes in demand. Moreover, during the same train of events
there are changes in the government deficit, in wage earners’ propensity to save; beside
changes in the level of raw material prices and of the wages there will be also changes in
the interest rates and/or credit conditions. Everything will change and profits and profit
margins will be affected by all this. So much remains solidly true that neither individual
capitalists nor producers of consumer goods in their entirety are in a position to adapt
themselves - from the point of view of their own interests - optimally to the changing
environment, since they cannot even know what would be optimal if everybody acted
optimally or if everybody acted as they actually did. In other words: the behaviour of
capitalists in forming a price policy or their production decisions contains a lot of
unforeseeable, random elements. Thus, for instance, we can explain only ex post the fact
that in 1975 capitalists sold 1 per cent more consumer goods than in 1974. Our
explanation might include among other factors, as perhaps the most important one, that
they wanted to reduce the too high volume of their inventories by every possible means. We
can state, however, quite accurately —once again only post hoc —the relative weight of the
sales increment or decrement of agiven year in the price increase or decrease in that year —if
we consider sales as the independent variable.

1.9 The pc*formula

The changes in the price level of consumer goods are considerably influenced by
changes in government expenditures. In our Apc diagrams this effect is shown partly —
not separated from other factors —by the changes in government wages included in the
numerator of the formula under the general heading “wages” and in the —explicitly
indicated - changes in government transfers. We can obtain a deeper insight into the
effect of the government sector on the price level by expanding the numerator of the pc
formula so as to also comprise the price sum of government purchases of goods and
services, and the denominator to comprise also the volume of these same purchases. By
doing this we go beyond the category of personal consumption. The new formula taking
into account also government purchases is akin to the pc formula, but also differs from it.
We shall denote this second one as pc* formula. We arrive at it by the following reasoning.

The volume of total consumption (Rv) equals the volume of consumer goods*
purchased by wage earners, capitalists and government: Rv = cwv + ccv + cgv.** The price
of this volume is composed of the price sum of government purchases: cg, the price sum of
capitalists” purchases of consumer goods, and the price sum spent by wage earners on
consumer goods. This latter one equals the sum of wages paid by business (Wj,)*** and by

*In the volume of “consumer goods” purchased by government we include all goods and
services bought by government (from the ink consumed by administrators through school buildings
to ICBM-s). We do not include, hov/ever, into this category - contrary to official statistics - the
compensation of government employees which had been already accounted for in the item “wages”.

**In our diagrams instead of cgv we use the symbol GP (Government purchases).

»»»Including business transfers and some minor items.
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government, plus government transfers (trf) less* direct taxes paid by wage earners (Tw) and
less net savings by wage earners (Sw).

If now —giving a simplified image of reality —we assume that the price of a unit of
all three components of Rv is uniformly pc*, then the following equation is valid:

(CWV + Cev + CgW)Pc* = cw + cc+ cg+ Wo + WO + trf —Tw - Sw e me (@)

On the right-hand side of this equation instead of cc we can write ccvpc®, consequently the
second term on both sides can be cancelled. It is also true that

Wy + trf + def = GEr + def... 2)

where GEr stands for the part of government expenditure covered by receipts and def for
government deficit.
Hence from (1) and (2):

n * Wb+ GEr+ def- Tw - Sw
°wv + cgv
The volume of personal consumption: cv = ccv + cwv, hence cww = Cv — ccv-
Substituting this into the denominator of (3), we arrive at the definitive formula:

_ wb + GEr + def- Tw - Sw
Cv + Cgv —cev

The second series of our diagrams (Chart 1.2) was prepared on the basis of this
formula, but remodelled so as to depict the yearly percentage changes, i. e. in the form of
Opc*. Also here the illustrating diagrams approximate the price level as the difference
between the numerator and the denominator while its exact value is given by their
quotient.

Anything else we should have to say about the interpretation of these series of
diagrams - whether they depict last causes or simply register facts ex post - we have
already had said —mutatis mutandis —in connection with the Opc diagrams.

*To put it more accurately: we also have to subtract some minor “other” items, since
government transfers do not accrue completely to wage earners.
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1. Profit and changes in profit
2.1 Profit structure and profit components

Similarly as in the first part of this paper we are going also in this one to present a
few series of illustrative diagrams. These will depict the changes in gross, after tax profits
(gross, as they include capital consumption allowances) but in a peculiar way, namely by
their “components”. We used quotation marks as this notion of “profit components”
certainly needs explanation. We do not mean by it that profits are “made up” of
entrepreneurial gain and interest. But we do know from Kalecki’s macro-economic
balance sheets that profit equals the sum of investment, capitalistslconsumption, export
surplus, government deficit and dissaving by wage earners. These are what we will call
profit components. To facilitate understanding, on Chart 2.1 we present separately —for
the year 1975 - at actual prices a diagram indicating its characteristic points with the
letters A—F.

Gross profit. after taxes and its components in 1975
(based on data in current prices excluding imputations)

Let us first have a closer look at the meaning of profit components!

As our data represent quantities expressed in actual prices, profit is the difference
between two sums expressed in money terms: capitalist’ money receipts and costs, while
gross profit is bigger than that by the amount of depreciation charges. If the former one is
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net profits, then the components of gross profits are: capital consumption allowance and
net profits. We, however, have “cut up” also net profits into its “components”.

We face here the following problem. Net profit is simply the difference between the
current receipts of capitalists and their costs rendering the acquisition of these receipts
possible, hence an amount of money. A part of this amount of money might be present in
their hands in money form even at the end of the year.

If we assume a closed economy without foreign economic relations and that the
balance of government expenditures and receipts as well as the saving of workers are
exactly zero, then no part of net profits could be present at year’s end in money form. So
much is clear, since in a closed economy somebody’s receipt is the expenditure of
somebody else —that is, his negative receipt —and thus the algebraic sum of receipts is
always zero. Thus, if the receipts of the government and workers equal their respective
expenditures, then also capitalists had to spend their incomes completely. In such a case
the net profit of capitalists would be equal to the sum of their net fixed investment, the
(positive or negative) change in inventories and their consumption. These would be the
components of net profit. But these same items are also present when we assume an open
economy, when government expenditures exceed government receipts and when workers
spend more or less than their income. In this latter case, however, there might remain at
year’s end a certain amount of money (which may also be negative) in the hands of
capitalists which they might hoard in its original form, or use for buying domestic or
foreign securities (thus they might also invest it abroad). Whether they do this or that we
will call this part of their profit paper profit. In such a sense the components of net
profits are: 1) change in inventories; 2) net fixed investment; 3) capitalists’ consumption;
and 4) paper profit. By adding capital consumption allowances to these, we arrive at gross
profits.* Hence gross profits are the sum of paper profit plus profits in the tangible form
of goods and services. (This latter one we shall call material profit.) From among the parts
of the latter one gross fixed investment is present in material form. In 1975, however, the
total amount of profits present in material form was smaller than gross fixed investment,
owing to a decrease in inventories (amounting to AG). The part of profits indicated by
the distance CD, that is, capitalists’ consumption, was spent by capitalists on consumer
goods and services. This part is present neither in money form nor in material form: it
does not survive until the end of the year.**

#Actual data for gross fixed investment are taken from official US statistics (the sum of
distances AC + DE in our diagram). The amount of capital consumption allowances (DE) is taken
from the same source. If this is higher than the actual physical replacement of fixed capital, than our
diagram overestimates net fixed investment by this difference. In neither case does the sum AC + DE
include any paper profit, but constitutes entirely a part of profits in material form.

**Once again for the sake of accuracy: it was already mentioned that we regarded the purchase
of consumer durables and homes as consumption. They were treated as if they had been also
consumed until the end of the year. In reality, however, they were not, they constitute an increase in
the personal wealth of people —in this case of capitalists. They also constitute a material part of
profits.
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Gross profit after taxes end its components. 1968-1977 1977
(Billions of dollars, excluding imputations)
Legends. Chi =change in inventories 1975

Inetf e net fixed investment
Cc =capitali sts'consumption
CCA = capital consumption allowances
Xp = net exports
def = government domestic deficit
Sw = saving by wage earners
sd = statistical discrepancy

xp-33

Let us now have a look at the paper profit! Its amount is the algebraic sum of net
(positive or negative) exports, the (positive or negative) difference between government
receipts and expenditures and the (positive or negative) saving by wage earners.
(Statistical discrepancy is also figuring in our diagrams but the existence of such an item
is “not a necessity”.) This algebraic sum may also be negative: for example in our diagram
for the year 1974 such negative amount of paper profit is to be found. Negative paper
profit involves that in the given year capitalists are forced to sell securities, to diminish
other claims or increase their debts.

Since the profit data illustrated by our diagrams were given at current prices, we
cautiously avoided to call the other part of profit, which is not simply paper profit, real
profits without quotation marks. Instead we speak about profits in the tangible form of
goods and services or, for brevity’s sake, about material profits. The AF distances do not
depict —even paper profit aside —profit volumes, but their amount expressed in money
terms. It is evident, however, that although capitalists are certainly happy when thejr
profits expressed in money terms are increasing, the measure of their real income is real
profit. In a certain —essential —sense we can even speak about the real amount of paper
profit; namely: by this we may mean the volume of goods which can potentially be bought
forit.

It is worth to direct the attention of the reader to the fact that paper profit
represents — due to its special character —a part of profits especially sensitive to
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1976
Percentage contributions of individual éJrofit components to the total percentage
change ot gross profit after taxes. 1969-1977
(Based on current dollar data, excluding imputations)
Legends:

Chi =/ change in inventoria
[nett =/ net fixed investmen
Cc =/ capitalists'cor.sump
CCA =] capital consumption
allowances
= [ net exports
=1 government domesti«
deficit
=] statistical discrepa
= saving by wage earr

Chart 2.3

inflation. It might remain in cash form, it might as well take the form of different claims,
but contrary to profit invested or consumed it is subject - depending on its form - to
slower or faster inflationary devaluation. This might be somewhat modified but hardly
annulled by dividends or interests received on paper profits taking the form of securities

or bank deposits.

Those said above especially justify the presentation here of the volume of profits as
well, since the period under review was one of a high rate inflation.

On Charts 2.2 and 2.4 we present our profit diagrams both at current and at
constant (1972) dollars. The diagrams on charts 2.3 and 2.5, on the other hand, depict
the yearly changes in profits and their components based on current and constant dollar
data respectively.
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I11. Deficit financing
3.1 Paper profit, deficit and investment

It was not by chance that we have dealt to some length with the problem of paper
profit. An understanding of the category of paper profit helps us to a deeper un-
derstanding of the relationships between business fluctuations and economic growth on
the one hand and “Keynesian” fiscal policy on the other hand.

The question arises, in what sense we can characterize the changes in the budget
during the period under review as the outcome of economic policy in the strict sense of
the word. In principle usually a distinction is made between two types of fiscal policy.
One of them is usually called the anticyciical variant, while the other one is labelled
growth oriented or that of full employment. The full employment variant —based on the
theory of fiscal drag —calls for a budget deficit even under the conditions of improving
business. An even more ambitious theory —to-day mor or less outmoded —also stresses
the necessity and possibility of fine tuning. This is baeeed on the assumption that the
government can always elaborate some sophisticated economic policy which would
reduce the extent of economic fluctuations to a bare minimum. But, firstly, in the
institutional framework of US legislation it is not easy at all to change the system of taxes
and budget expenditures. Even the enacting of a tax cut, a measure meeting mostly with
general sympathy, may take years. Further, nowadays no one thinks any more that the
insight offered by the existing theories would suffice to implement any real fine tuning.
Moreover, the implementation of growth oriented policy is'also made dependent on the
development of inflation. The period studied here was characterized by inflation and, as a
consequence, the actual fiscal policy followed during the period as a whole was not
consistently one of the growth oriented variant but was during most of the period one of
the anticyciical type. But even this was eminently characterized by automatisms built
into the budget system. Economic ebbs and tides caused by the Vietnam war —that is, by
a factor not economic but above all political —changed the expenditure side of the
budget significantly, while the important elements of the budget, for instance such as the
tax system, were modified for purely economic motives only exceptionally. Actual fiscal
policy was generally passive and instead of active measures it relied mostly on built-in
automatisms. On Chart 3.1 we present in 1972 dollars the changes in GNP, profits and its
main components.

The chart shows that the direction of changes in GNP was, with the exception of
the years 1971 and 1975, contrary to that of government deficit. The existence of the
two exceptional years might indicate that in those two years the increase in the deficit,
combined with other factors, did really resultin an intended increase of GNP. The direction
of changes in material profit and deficit was on the other hand in each and every year
contrary to each other. Whenever this form of profit increased government deficit always
diminished and such a drop has, according to established theory, a restrictive effect.
Whenever this form of profit dropped, there was always an increase in the govemmc..!
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deficit and such an increase has, according to established theory, a business improving
effect. Thus, with the exception of two years, the budget changes worked against the
changes in GNP and in each year without exception they worked against the changes in
profits. Thus the impact of the budget balance was anticyclical.

Of course, in present-day capitalism the fluctuations of GNP are not very consider-
able. Those of unemployment or net profit, however, are considerable, and this is the
main cause why also a great part of western economists regard the years 1974—75 as real
crisis years (even if they did not say so explicitly). We could speak about a really
successful anticyclical policy only if economic policy succeeded in keeping the fluctua-
tions of net profit, and prominently that of net investment within narrow limits. In such
a case also fluctuations of the government deficit could be kept within narrow limits.

In the years under study, however, net investment and government deficit did not
only change in contrary directions but both showed also violent fluctuations. Their
contrary movements are eye-catching. Looking at the chart we get the impression that the
one of them is an image of the other reflected by a mirror, that is, an image turned upside
down. The deficit diminishes or perhaps changes into a surplus exactly when net
investment increases, and grows when net investment drops.

It is clear: fiscal policy, although working consistently against the changes in
investment, was unable to stop the occurrence of considerable fluctuations in investment.
But had it not perhaps still some positive impact on investment?

Let us not jump to conclusions. The possibility that changes in investment follow
the changes in fiscal policy with a —relatively regular —lag, stands still open.

We can check this on the basis of Chart 3.1. Maybe we shah find a positive
correlation between the prevailing fiscal policy and the volume of investment one year
later. Well, from 1968 to 1969 fiscal policy moved towards restriction and from 1969 to
1970 the volume of investment really fell. (We know from elsewhere that monetary
policy had an important role in this drop.) On the other hand, from 1969 to 1970 fiscal
policy turned expansive and a year later investment was still falling. The former case
would indicate a positive while the latter one a negative correlation. In the following
years - a clear-cut case of random events - these phenomena are repeated. The budget
turned expansive from 1970 to 1971, the volume of investment increased: positive
correlation. One vyear later, from 1971 to 1972, the domestic deficit changed in a
restrictive sense and, in spite of this, the volume of investment showed fast growth from
1972 to 1973: negative correlation. Restrictive economic policy in 1973 and a slight drop
of investment in 1974. Fiscal policy changed in an expansive sense from 1973 to 1974
and there was a considerable drop of investment from 1974 to 1975. Seemingly positive
and negative correlations followed each other alternately, proving that fiscal policy did
not have a verifiable enhancing or restricting effect on investment. Of course it follows
from the demonstrated improbably regular, alternately identical and contrary, changes
that we can find a parallel development with a two-year lag between fiscal policy and
investment, but this regularity is in our judgement a random phenomenon, like the
identical and contrary movements assuming a one-year lag. We think that it would be
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Investment and government deficit
(Quarterly, billions of 1972 dollars, s.a.ar)

Fixed investment
Chart 3.2
naive to believe that changes in this year’s budget could have a direct effect on investment
changes taking place two years later.

It is also imaginable that changes in investment reacted on changes in deficit with a
lag shorter than one year. In order to check this assumption we also present (on Chart
3.2) the changes of the above variables by quarters, and under their graphs we also
present the quarterly changes of the same variables (being bigger, smaller, identical or
contrary in direction) symbolized by shorter or longer arrows.
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But not even through quarterly breakdown could we discover any reliably positive
correlation with whatever nearly constant lag between fiscal policy and the volume of
investment.

Relying on these findings we dare state our conclusion: during the period reviewed
fiscal policy in the United States had no verifiable direct impact on changes in in-
vestment. We cannot get rid of the hunch that the following conclusion might be
generalized: budget changes increasing or diminishing a deficit or a surplus hardly
influence changes in investment — these latter ones being governed by factors quite
different from changes in the budget balance. But the trend of changes in profit —
cleaned from short-term fluctuations —depends first of all on investment and we do not
see any basis for abandoning the basic Marxist theorem that a capitalist economy is
motivated by profit. This being true, how could we believe that fiscal policy can ensure a
smooth development of the economy?

3.2 Deficit-financing, GNP, investment

Indeed, what are the real effects of global changes in the budget over and above the
fact that budget deficits improve the liquidity position of enterprises? (Changes in the
particular types of budget receipts or expenditures might, of course, have effects worth
further investigation.)

The majority of Hungarian economists probably think to know that mature
capitalism left alone is stagnation-prone and that this is manifested, among others, by the
fact that capitalists do not want to make use of their profits in a positive manner, that is
to invest them. The assumed consequence is that idle capital in money form is hoarded
and this sum is missing from total demand. Here is — in their opinion - where
government steps in: with one hand it takes this money from capitalists in the form of
profit taxes and spends it with the other one, creating thereby additional demand and
channelling it once again into the blood-stream of the economy. And if even this proves to
be not enough, then government spends more than its receipts. It makes use of a deficit
or in the slang of the economists it resorts to deficit financing.

Let us now assume that in a given year the export surplus, government deficit and
saving by wage earners were exactly zero. Under such conditions paper profit had to be
zero as well. Thus in such cases after-tax profits necessarily equal the sum of investment
and capitalists” consumption. The existence of the profit tax has no impact on the profit
volume, its spending, however, increases the nominal value of profits. It is probable that
capitalists had at the beginning of the year some amount of idle money (or —what is
almost the same - some fictitious capital) in their hands, accumulated during previous
years, but no part of this has been drained by the profit tax. Let us now assume an
increase in the deficit to an extent not offset by the simultaneous inrease in the other two
items. This will give rise to a positive amount of paper profit. The existence of a
government deficit - deficit financing - did increase idle money capital.
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For our above statement to be correct, we need not assume that in the given year
capitalists’ investment or consumption remained unchanged. Whether these two items
increased or not in comparison with the previous year, there was an increase in the idle
paper profit —the amount of capitalists’ idle money capital —and exactly by the amount
by which the increment of government deficit was greater than the sum of the possible
decrement in the export surplus and the increment of wage earners’ saving.

Profit becomes bigger when to a given amount of investment and capitalists’
consumption —these two components of material profit —also paper profit is added.
This addition leaves the costs incurred by capitalists unchanged. As a consequence, the
price sum of GNP has - other things being equal - to become bigger than in the case
when paper profit does not exist. A given amount of paper profit involves —other things
being equal —a given amount of surplus price sum, that is an increase in the value of
GNP. If the volume of GNP remains unchanged, then the profit realizable through the
sale of a unit product, that is, the profit margin, will increase. An increasing profit
margin, however, would — even under the circumstances of inflation — somewhat
enhance the increase of production and hence that of GNP. It would not be necessarily
followed by an increase of the latter.

For the enhancement to become effective, while there are unutilized capacities,
supplementary investment is not absolutely necessary. The production of consumer goods
can increase even without this. If such an increase takes place it counteracts the price
increase which would occur without it: thus, in the last instance, the price level does not
necessarily rise (although the total price sum increases). As a result of this the sum of real
wages and also to some extent their level will become higher.

It cannot be proven, however, that this enhancing effect would increase production
to such an extent that the price level would not rise at all. The experience of the decade
under study shows exactly that such an enhancing effect also kindles the fire of inflation
—which leads sooner or later to deflationary government economic policy. If this latter
fact were not a fact, we could argue that the production enhancing impact of the deficit
would bring about —through the accelerator effect —sooner or later an increase in fixed
investment. The anticyclical fluctuations of economic policy, however, render dubious
whether this effect could be significant. We have seen that for the period under review
our doubts in this respect are very well founded.

In the Appendix we present the data underlying Charts 1.1 —1.2 and 2.2 —2.5 in
tabulated form.
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APPENDIX
Table A.l
Yearly changes in the volume and price of personal consumption (4pc)
(percentages)

Item* — — "~ __ Year 1969 1970 1971 1972 1973 1974 1975 1976 1977
1. Wages, etc. 11.5 8.1 8.1 115 13.5 115 7.6 13.0 12.8
2 . Transfers 1.4 2.7 2.7 1.7 2.2 31 4.8 1.8 15
3. Less: Workers’ saving 5.6 1.2 15 5.4 4.4 4.7 0.2 5.2 4.5
4. Less: Workers’ taxes -0.4 3.2 -0.3 -3.2 1.3 2.2 2.9 -3.3 -1.9
5. Numerator 7.7 6.4 9.7 11.0 10.0 7.8 9.2 13.0 11.7
6. Volume of consumption 3.1 1.7 5.4 7.4 4.2 -2.4 0.8 7.7 5.7
7. Less: Volume of non wage earners’

consumption 0.2 0.1 0.5 0.5 0.3 -0.1 0.1 0.4 0.5

8. Denominator 2.9 1.7 4.9 6.9 3.9 -2.4 0.7 7.3 5.2
9. Aipc (5-8) 4.8 4.9 4.8 4.1 6.1 10.1 8.5 5.7 6.5

10. Apc (5/8) 4.6 4.6 4.6 3.9 5.9 10.4 8.4 5.4 6.2
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Yearly changes in the volume and price ofpersonal and government consumption (Ap*)

Item Year

. Wages paid by business

. Government expenditures
covered by receipts

. Govt, domestic deficit

. Less: Workers’ saving

. Less: Workers’ taxes

. Numerator

. Volume of personal consumption

. Volume of govt, purchases

. Less: Volume of non wage earners’
consumption

. Denominator

. Api (7-11)

. Ap?(7/11)

1969

7.8

5.6

4.5
-0.3
6.3
25
-0.9

0.2
15
4.8
4.8

1970

4.7

0.8
3.4
1.0
2.6
5.3
1.4
-1.1

0.1
0.3
5.0
4.9

Table A.2
(percentages)
1971 1972
5.0 7.9
3.3 6.6
1.2 -2.3
1.2 4.6
-0.3 -2.7
8.6 10.3
4.5 6.2
-0.2 0.3
0.4 0.4
3.9 6.1
4.7 4.1
4.6 3.9

1973

9.9

5.7
-1.5
3.7
11
9.3
3.6
-0.3

0.2
3.0
6.3
6.1

1974

8.3

5.7
1.0
4.0
1.8
9.3
-2.1
0.3

-0.1
-1.7
11.0
11.2

1975

4.5

11
6.8
0.2
2.5
9.7
0.7
0.4

0.4
1.0
8.7
8.6

1976

9.5

7.0
-3.2
4.3
-2.8
11.7
6.5
-0.1

0.4
6.0
5.7
5.3

1977

9.4

5.8
-1.4
3.8
-1.6
11.7
4.9
0.6

0.4
5.1
6.6
6.2
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Item ~ — Year

1. Gross profit after taxes

2. Gross material profit

3. Gross investment

4 Capital consumption allowances
5 Net investment

6. Change in inventories

7 Net fixed investment

8. Capitalists’ consumption

9. Paper profit

10. Net exports

11. Government domestic deficit
12. Less: Saving by wage earners
13. Less: Statistical discrepancy
14. Addendum: Net profit after taxes
15. Gross fixed investment
16. Net material profit

Table A3

Gross profit after taxes and its components, 1968-1977

1968

168.6
153.6
102.7
60.6
42.1
7.7
34.4
50.9
15.0
2.3
2.7
-9.4
-0.6
108.0
95.0
93.0

(Billions of dollars, excluding imputations)

1969

173.6
170.9
116.0
67.4
48.6
9.4
39.2
54.9
2.7
1.8
-13.6
-11.2
-3.3
106.2
106.6
103.5

1970

175.7
168.1
111.0
74.8
. 36.2
3.8
32.4
57.1
76
3.9
6.2
4.6
2.1
100.9
107.2
93.3

1971

191.9
180.6
118.9
81.5
37.4
6.4
31.0
61.7
11.3
1.6
13.9
2.9
1.3
110.4
112.5
99.1

1972

212.4
204.2
138.2
86.8
51.4
9.4
42.0
66.0
8.2
-3.3
-1.9
-15.1
1.7
125.6
128.8
117.4

1973

239.2
240.7
169.3
96.2
73.1
17.9
55.2
71.4
-1.5
7.1
-12.7
-6.7
2.6
143.0
151.4
1445

1974

236.6
248.6
170.3
112.7
57.6
8.9
48.7
78.3
-12.0
6.0
-4.3
7.9
5.8
123.9
161.4
135.9

1975

271.7
231.7
146.2
133.9
12.3
-10.7
23.0
85.5
40.0
20.4
56.8
29.8
7.4
137.8
156.9
97.8

1976

303.9
278.1
183.6
147.2
36.4
10.2
26.2
94.5
25.8
7.4
25.4
2.8
4.2
156.7
173.4
130.9

1977

334.6
325.6
220.8
160.0
60.8
15.6
45.2
104.8
9.1
-11.1
9,9
-15.0
4.7
174.6
205.2
165.6
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Table A4

Percentage contributions ofindividual profit components to the total percentage change
ingross profitafter taxes, 1969-1977

Item "— .. Year

1. Gross profit after taxes

2. Gross material profit

3. Gross investment

4. Capital consumption allowances

5.  Netinvestment

6. Change in inventories

7. Net fixed investment

8. Capitalists’ consumption

9. Paper profit
10.!  Net exports
11. Government domestic deficit
12. Less: Saving by wage earners
13.! Less: Statistical discrepancy
14. Addendum: Net profit after taxes
15. Gross fixed investment
16. Net material profit

(Based on current dollar data, excluding imputations)

1969

3.0
10.3
7.9
4.0
3.9
1.0
2.9
2.4
-7.3
-0.3
-9.7
-1.1
-1.6
-1.0
6.9
6.3

1970

1.2
-1.6
-2.8

4.3
-7.1
-3.2
-3.9

1.3

2.8

1.2

11.4

9.1

0.7
-3.1

0.4
-5.9

1971

9.2
71
45
38
0.7
15

0.8
2.6
2.1

1.3
44

1.0
1.9
5.4
3.0
3.3

1972

10.7
12.3
10.1
2.8
7.3
1.6
5.7
2.2
-1.6
-2.6
-8.2
-9.4
0.2
7.9
8.5
9.5

1973

12.6
17.2
14.6
4.4
10.2
4.0
6.2
25
-4.6
4.9
-5.1
4.0
0.4
8.2
10.6
12.8

1974 1975 1976
-1.1 14.8 11.9
3.3 -7.1 17.1
0.4 -10.2 13.8
6.9 9.0 4.9
-6.5 -19.2 8.9
-3.8 -8.3 7.7
-2.7 -10.9 1.2
2.9 3.0 3.3
-4.4 22.0 -5.2
-0.5 6.1 -4.8
3.5 u25.8 -11.6
6.1 9.3 -9.9
1.3 0.7 -1.2
-8.0 5.8 7.0
4.2 -1.9 6.1
-3.6 -16.1 12.2

1977

10.1
15.6
12.3
4.2
8.1
1.8
6.3
3.4
-5.5
-6.1
-5.1
-5.9
0.2
5.9
10.5
11.4

92T
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Item ~—

1. Gross profit after taxes

2. Gross material profit

3. Gross investment

4.  Capital consumption allowances
5 Net investment

6 Change in inventories

7. Net fixed investment

8. Capitalists’ consumption

9. Paper profit
10. Net exports

11. Government domestic deficit
12. Less: Saving by wage earners
13. Less: Statistical discrepancy
14. Addendum: Net profit after taxes
15. Gross fixed investment
16. Net material profit

Table A5

Gross profit after taxes and its components, 1968-1977
(Billions of 1972 dollars, excluding imputations)

1968

200.8
182.6
123.7
72.6
51.1
8.7
42.4
58.9
18.2
2.8
3.3
-11.4
-0.7
128.2
115.0
110.0

1969

196.8
193.7
133.7
75.9
57.8
10.6
47.2
60.0
3.1
2.1
-15.7
-12.9
-3.8
120.9
123.1
117.8

1970

190.4
182.1
121.7
80.3
41.4
4.3
37.1
60.4
8.3
4.3
6.7
5.0
-2.3
110.1
117.4
101.8

1971

198.2
186.4
123.3
83.8
39.5
6.6
32.9
63.1
11.8
1.7
145
3.0
1.4
114.4
116.7
102.6

1972

212.4
204.2
138.2
86.8
51.4
9.4
42.0
66.0
8.2
-3.3
-1.9
-15.1
1.7
125.6
128.8
117.4

1973

228.7
230.1
162.4
91.2
71.2
16.5
54.7
67.7
-1.4
6.7
-11.9
-6.3
2.5
137.5
145.9
138.9

1974

204.9
215.2
148.0
95.8
52.2
8.0
44.2
67.2
-10.3
5.2
-3.7
6.8
5.0
109.1
140.0
119.4

1975

207.9
176.4
108.9
101.1
7.8
-9.8
17.6
67.5
31.5
16.0
447
23.4
5.8
106.8
118.7
75.3

1976

221.6
202.3
132.0
104.2
27.8
6.7
21.1
70.3
19.3
55
19.0
2.1
3.1
117.4
125.3
98.1

1977

228.6
222.2
148.8
105.6
43.2
8.9
34.3
73.4
6.4
-7.8
6.9
-10.6
3.3
123.0
139.9
116.6
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Table A.6

Percentage contributions ofindividual profit components to the total percentage
change in gross profitafter taxes, 1969-1977,
(Based on 1972 dollar data, excluding imputations)

Item ANNANY ear 1969 1970 1971 1972 1973 1974 1975
1. Gross profit after taxes -2.0 -3.3 41 7.2 7.7 -10.4 15
2. Gross material profit 5.5 -5.9 2.3 9.0 12.2 -6.5 -19.0
3. Gross investment 5.0 -6.1 0.8 7.5 11.4 -6.3 -19.1
4.  Capital consumption allowances 1.6 2.2 1.8 15 2.1 2.0 2.6
5. Net investment 3.4 -8.3 -1.0 6.0 9.3 -8.3 -21.7
6. Change in inventories 1.0 -3.2 1.2 1.4 3.3 -3.7 -8.7
7. Net fixed investment 2.4 -5.1 -2.2 4.6 6.0 -4.6 -13.0
8. Capitalists’ consumption 0.6 0.2 1.4 15 0.8 -0.2 0.2
9. Paper profit -7.5 2.6 1.8 -1.8 -4.5 -3.9 20.5

10. Net exports -0.4 11 -1.4 -2.5 4.7 -0.7 5.3

11. Government domestic deficit -9.5 11.4 4.1 -8.3 -4.7 3.6 23.6

12. Less: Saving by wage earners -0.8 9.1 -1.1 -9.1 4.1 5.7 8.1

13. Less: Statistical discrepancy -1.5 0.8 2.0 0.2 0.4 11 0.4

14. Addendum: Net profit after taxes -3.6 -5.5 2.3 5.7 5.6 -12.4 -1.1

15. Gross fixed investment 4.0 -2.9 -0.4 6.1 8.1 -2.6 -10.4

16. Net material profit 3.9 -8.1 0.5 7.5 10.1 -8.5 -21.6

1976

6.6
125
111

1.5

9.6

7.9

1.7

1.4

-5.9
-5.1
-12.4
-10.3
-1.3

51

3.2
11.0

1977

3.2
9.0
7.6
0.6
7.0
1.0
6.0
1.4
-5.8
-6.0
-5.5
-5.7
-0.1
2.6
6.6
8.4
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HEKOTOPbIE ACMEKTbI LEHOOBPA3OBAHUNA N MPUBbLINN,
A TAKXE JEDPUNLINTHOITO PNHAHCUPOBAHNA
(Ha Nnpumepe amMepUKaHCKOM 3KOHOMUKM)

n PAEW-®. MOJIbHAP

B ofHOM 13 npefblayLinx HoMepoB XypHana (1977 r., Tom XIX, Ne 3—4, cTp. 277—297) aBTOpbI
ony6/IMKOBa/IM CBOV MeTOJ OLEHKW JOXOA0B COLManbHbIX TPy, X NoTpebeHns 1 coepexxeHnii. B HacTosLwel
CTaTbe OHW Ha 0CHOBaHWM AaHHbIX, NO/Ty4eHHbIX C MOMOLLLbIO 3TOr0 MeToAa, aHaIM3NPYIOT COCTOSIHME HEKOTOPbIX
MaKpPO3IKOHOMUYECKUX MEPEMEHHBIX BE/MUYMH B 3KOHOMUKe CoefuHeHHbIX LLITaToB Ameprkun B nepuog 1968—
1977 rr. KOTOpbI XapakTepusoBanca ABYMS Kpusncamu (04HUM — OTHOCUTENbHO cnabbiM, Apyrum —
60/1ee CMNbHBIM), UMEBLUMMW MECTO NPU HANMYMIN YNOPHOT0 UHMNALMOHHOIO npovecca. icnonb3oBaHHble
aBTopamm cpegcTea: (hopMyna ypoBHSA LieH NpeAMeHTOB MOTpeb/ieHns; paclUMpeHHbIA BapnaHT 3TOW e
(hopmynbl, B KOTOPYHO BK/IHOUEHbI U FOCYAapPCTBEHHbIE 3aKYMNKW, & Takke N3BECTHbIe ypaBHEHUS NPuobIan
Kaneukoro. Kpome uucnoBbix Tabnul, aBTOPbl Ha HarnsgHbIX CXemMax HOBOr0 Tuna MoKasbiBalT
thopmmnpoBaHme UHMAALMKN, OTHOCUTENbHYIKO PO/b e COCTABNAILWNX, a TakkKe U3MeHeHVs Npubbinn n
CTPYKTYPbl NPUOLIIN U OTHOCUTENbHbLIA BEC COCTABAAIOLLMX NPUOLINN B M3MEHEHUSAX MO rogam. dToT
aHann3 0fHOBPEMEHHO BCKPbIBAET OMNpefesieHHble NpeAenbl PeryimpoBaHna cnpoca u aHTULMKANYECKON
3KOHOMUYECKOW NONUTUKMN.

9 Acta Oeconomica 23, 1979
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E. EHRLICH

THE MODEL OF JAPAN’S CLOSING UP: TWO-POLE
INDUSTRIALIZATION*

The author examines the natural, social and economic conditions of Japan which, from
the last third of the nineteenth century on, allowed it to take over and utilize knowledge and
experiences of the given age and also to adjust the domestic conditions of growth accordingly.
From this viewpoint she considers the so-called dualistic structure of the Japanese economy to
be of decisive importance and, in her opinion, not an impeding factor, but one of the reserves
of growth.

The problem

When making investigations covering 100-200 years and comparing the growth
paths of several countries we encounter the fact that some countries are able to start on
the way to up-to-date economic growth and industrialization while others are unable to do
so under the same external conditions. Similar characteristics and macro-economic
relations result in rapid growth in one country, but only in a much slower one in another,
etc. When taking such facts into consideration there are at least two approaches to how
questions can be raised.

1. One approach looks for the factors which prepared and feeded economic growth
in individual countries, thus, on which growth “depends”. This approach postulates
such a growth model that builds up the growth of the entire national economy from
individual factors and tries to separately handle e. g. the role of capital formation and
capital utilization, the natural, social, political and economic endowments, the develop-
ment of education, organizational frameworks of and machinery for technological devel-
opment, export and import possibilities, etc. not neglecting, of course, existing inter-
relations, either. These factors really influence the whole process of growth in individual
countries, either as driving forces or as impeding factors. At the same time, with such an
approach no answer is given to the question why some specific elements of the develop-
ment of the economy and social life are functioning as driving forces of growth in one
country and are not at all or only to a very small extent furthering growth or even
impeding it in others.

2. The other approach followed by myself is not built on factors though, of course,
it takes them into consideration as well. It starts from the given potential growth
possibilities of the given period. It sets out from the facts that the accumulated

*The article is an English abstract of the book by the author recently published under the
title: Japan: A felzark6zas anatémiaja (Japan: The anatomy of closing up.) Budapest, 1979. Koéz-
gazdasagi és Jogi Kényvkiadé. 313 p.

9* Acta Oeconomica 23, 1979
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knowledge and experiences of mankind about the organization of the division of labour,
technologies, etc. always involve the objective possibility of the acquisition, utilization
and further development of these experiences. But, on the other hand, development and
growth depend on how the society, economy and people of a country can grasp and
rationally utilize these possibilities for economic growth at the level of the given age.
Therefore, this approach interprétes the extent o f development orgrowth ofa country as
the degree of utilization of potential possibilities. What has to be examined is why and
how country X or Y —in our case Japan —became capable of utilizing potential growth
possibilities (the practice and methods of economic growth already developed in other
countries for its own purposes in a given period at a certain level).

The problem is not merely how possibilities meet with willingness to adaptation at
a given historical moment, since the process of development and growth means in itself a
series of manifold changes. The given possibilities are changing, hence the way of seizing
possibilities is not fixed for ever, either, but is subject to changes from time to time.
Besides, conditions of the society and economy of a country for absorbing novel
possibilities and for adaptation to them are also changing. Therefore, it has to be
examined as well how the relationship between changing potential possibilities and the
changing absorptive capacity of the socio-economic medium is developing in this process.

In this approach also the case should be considered as possible when the process of
industrialization starts in a relatively backward country which thus becomes a follower
country, since it is able to seize (a part of) potential possibilities of growth. But, if the
economy of a country is not continually adapting itself to changing conditions and its
structure is conserved (fitted into previous possibilities), then this country will necessarily
grow only slowly, maybe only slowly climb higher in the list of countries, and eventually
fully get stuck in its growth and development.

It has to be taken into consideration as well that certain conditions might prove
favourable from the viewpoint of the “stock of possibilities” of a given period, while in
another period they might impede the utilization of possibilities changed in the mean-
time and also adaptation to them.

Big coal resources were an important stimulant of economic growth of the 19th
century England, mentioned as “England’s gold”, while they became a burden for her in
the 20th century. It is obvious, that not the stock of coal as such has changed (though in
the meantime also extraction sites have changed), but the conditions under which these
resources produced unfavourable effects. (It is imaginable that in the new energy
situation this effect might be converted into an economic advantage for England again.)
The colonies conquered and subjugated had a considerable part in the second half of the
18th and in the 19th centuries in that England could become the “workshop of the
world” by means of mass production. However, owing to the development of other
countries, this mass production envisaged for the market of the huge empire and the
world economy lost from its competitiveness and from a certain viewpoint even the
formal maintenance of colonies and of the British Empire turned into an economic
burden.
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In the context of the second approach we shall try to answer the following
questions:

—How far could Japan, located in Asia, grasp the possibilities of the given period
and start on the way of industrialization on this basis; which were the natural, social and
economic endowments and conditions of Japan that made it capable of taking over and
utilizing knowledge and experiences of the given period and of adapting its inner
conditions to them?

— Why and how did Japan prove suitable for changing together with the
possibilities provided by the given era, forming its inner conditions in such a way as to
attain a high degree of utilization of the given and always changing possibilities?

—Which were the accidental factors and circumstances temporarily emerging from
time to time that furthered and speeded up Japanese industrialization?

As an introduction to the answer it is indispensable to give a snapshot of the
Japanese economy on the eve of industrialization.

The Japanese economy in the 1870s

The population was 34.8 million (in 1872). The proportion of samurais who played
a very important part in the transformation amounted to about 10 per cent of the
population (2 million samurai men and 1—21.5 million family members), f1]

The density of population was 91 persons/km2 (at the beginning of the 1870s), but
computed for the actually inhabited area more than four times as much, about 400
persons/km2.

Total employment amounted to about 19 million at the end of the 1870s. The
activity rate of the population was already very high at that time, i. e. 49 per cent.

86 per cent of those employed worked in agriculture, 0.7 per cent in the building
industry, 4.2 per cent in the manufacturing industry, 9.1 per cent in tertiary branches
(from this 0.6 per cent in transport and communications, 5.6 per cent in trade and
finances, 2.9 per cent in other service branches.)

However, this distribution —as it will be mentioned later on —does not express the
real proportions of activities even as regards order of magnitude. Namely, by that time
the simultaneous practising of several occupations had already spread in the entire
Japanese economy.

In transportation the shipment of goods by coasting, on rivers and canals was
dominating. The first railway was built only in 1872,

The proportion of the population living in towns was very high relative to the
development level of the economy. In the 1880s 13 per cent of the population lived in
settlements with more than 20.000 inhabitants and 9.3 per cent in towns with more than
50.000 inhabitants [St: 2, p.14; St: 3, pp. 16-17].

The distribution of agricultural families by the type of land cultivated by them was
the following in the early 1880s: owners —36 per cent, owner-tenants —44 per cent,
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tenants —20 per cent. According to estimations, in the 1870s about 30 per cent of the
total cultivated area was land on lease. [St:3, p.95;9].

In the early 1870s Japan could be regarded practically as a closed economic unit.
Imports and exports amounted to about 4 per cent each of the gross national product.
[St: 1; St: 2]. This share of foreign trade in itself is not significant. However, it should be
taken into consideration that at that time subsistence farming was characteristic in
agriculture, the fundamental sector of the Japanese economy. As a result, only about 1/4
or 1/3 of the total gross domestic product could be considered as commodity. In view of
this and the given development level of the economy the above-mentioned share of
export and import can be considered significant.

Main export goods were: raw silk fabrics, tea and fish, while rice, sugar and cotton
in the seed were imported. In the early 1870s 63 per cent of the raw silk and 80 per cent
of the tea produced were exported. 41 per cent of total exports consisted of semi-finished
products (raw silk also belonging here), 25 per cent were foodstuffs and industrial
consumer goods, 23 per cent raw materials, 9 per cent other miscellaneous goods and
merely 2 per cent finished products. 45 per cent of all imports were finished products, 29
per cent miscellaneous goods. [St: 2; St: 3; St: 4]. According to estimations 9/10 of
Japanese foreign trade were realized through foreign — first of all British — trading
agencies at the beginning of the Meiji-regime.* [1]

The overwhelming majority of state revenues —9/10 —resulted from land taxes.
Taxes on agriculture were uniquely high. [St: 2, pp. 136—137]

Living standards were characterized by the fact that in the early 1890s rice
consumption, the fundamental source of nourishment of Japanese people, amounted to
134 kg per capita (38 dkg per day).** Over and beyond this, the yearly per capita
consumption of barley was 26 kg, of raw barley 22 kg and of other cereals (expressed in
flour) 14 kg. At the same time, sugar consumption was 4.7 kg, fish consumption 13.2 kg
and meat consumption (calculated for slaughtered animal without poultry) 0.4 kg pei
capita and year *** [1: 3]

Of course, these per capita consumption data are average figures including the
consumption of former daimios (seigneurs), merchants, etc. as well as that of landless,
agricultural wage-workers or rhonins. ****

*The XVth Shogun of the Tokugawa dynasty was overthrown in 1S68. Power was handed over
to Emperor Mitsuhito who was 16 years old at that time. With this the more than two and a half
centuries’ reign of the Tokugawa-dynasty was over and the so-called enlightened revolution (in
Japanese: Meiji, and also called Meiji restoration) began which heralded a new era in Japan’s history.

**Per capita rice consumption (indicated by a source also for earlier years) amounted in Japan
to 102 kg in 1874. [St: 2, p. 344]

***Just for the sake of comparison we mention that in 1970 the per capita consumption of
cereals (expressed in flour) was 140.2 kg in India and 206 kg in Egypt. Also in 1970 per capita sugar
consumption in India amounted to 7 kg.[4, part I, p. 140].

****The rhonins are those samurais who were dismissed by the daimio — because of this
insolvency - and thus remained without work and income.
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Low living standards were accompanied by a high level of education and culture. In
the mid-1870s 54 per cent of boys in the age of 6—13 were regularly attending school,
while the respective figure for girls was 19 per cent. Considering the entire population
illiteracy could be estimated at about 50 per cent. [5] According to statistical data from
the 1880s 31 per cent of the population aged 5-14 were enroled in elementary schools or
other primary schools; 1 per cent of those age 15—19 in secondary schools and 0.3 per
cent of those aged 20-24 in institutions of higher education. [St: 2; 5].

The rate of capital formation was extraordinarily high. Of course, no exact
statistical data are avilable to illustrate this, but various estimations indicate that 10 per
cent of GNP had already been accumulated at that time.* [6]

Despite the generally low level of economic development the mortality rate was
relatively low. This can be explained not only by permanent and regular washing,
developed because of climatic conditions, that increased resistance against various
ilinesses under the extraordinarily humid climatic conditions, but also by the fact that
already in the middle of the 19th century there was a doctor available on each landed
property and a medicine cabinet in each household. This was completed by extraordinary
cleanliness that had become a folk custom surely in consequence of climatic conditions
and dense population and that helped to avoid epidemics which had so often decimated
the population of Europe in the Middle Ages. Since in the Tokugawa-era medicines were
the only import goods, public health was almost the only field where the achievements of
science were appUed in Japan simultaneously with the developed world. It cannot be
regarded as a chance either, that one of the very first measures taken by the Meiji-regime
was the introduction of vaccinations for the masses of population.

To sum up, it may be stated that the level of Japan’s economic development on
the eve of industrialization was characterized by the factor that the economy ensured the
subsistence of a rapidly growing population on low living standards and, in the meantime,
also a relatively high accumulation was made possible for starting the process of indus-
trialization.**

*The 10 per cent rate of accumulation can be evaluated as high with the given economic and
technical level of development, considering that the country just started on the way of industrializa-
tion. Respective data for England, then the economically most developed country of the world
(1860-1870) were 9 per cent, for Denmark (1870-1889) and Italy (1861-1880) 10 per cent, while
m the United States representing the highest technological level of that period it exceeded 20 per cent
alreadv at that time. [7, pp. 236-238]

**We cannot make a too great numerical mistake if we state the per capita gross national
product at about 100—120 dollars expressed in dollars of 1970 international purchasing power
measured on the Kv scale. The economic development level can be measured along various scales. With
the method based on physical indicators and relying on the official rates of exchange (short-cut meth-
od) the development level is measured along on the Kv scale. In comparisons made with the method
of repricing item by item the so-called Kx scale is used. With the aid of an appropriately constructed
monogram the two kinds of scales can be mutually converted into each other - similarly to the
conversion of Fahrenheit and Celsius degrees into each other 18, pp. 96-100]. It should be noted that
this dollar value more or less corresponds to the value that could be stated from data traced back with
the aid of official index numbers published in the latest historical statistics on this period. [St: 1] (As
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Conditions and the start

By the middle of the 19th century the Japanese economy based on a relatively
extensive division of labour and, accordingly, producing already commodities to a
considerable extent (as has already been mentioned, about 25—30 per cent of production
might have become commodities) got into sharp conflict with the political and social
system.

It was one of the particularities of the division of labour constituting the basis of
Japanese commodity production that in its framework not simply village and agriculture,
respectively, were linked with town (castle-towns built around the seat of daimios) and
industry (handicrafts), but also within villages the system of second and third occupations
became relatively wide-spread resulting from the conditions of agricultural production.
Accordingly, a part of industrial activities could be found in the villages already at that
time. This industrial activity displayed by people engaged mainly in agriculture was meant
to meet partly the demands of the village, but partly also those of the town, and to a
certain extent it took an “outworker” form organized by merchants.

As another particularity, the duality of the extension of functioning markets may
be pointed out. Markets were characteristically restricted to the territory of clans
(administrative units) dominated by individual daimios. Besides, there were local markets
with lots of special limitations concerning turnover, travel and control. But, on the other
hand, the system of sankin kotai (changing presence) constituting a “technical” basis of
the power system* functioned as a force connecting these local markets and developing
them into a national system of connections. In the framework of sankin kotai daimios
were forced to continuously supply their families living in the capital and their servants
with various products, goods and money. Besides, they themselves (together with their
attendants) had to visit the capital at regular intervals, thus to stay away from their
domicile for a longer period, and to follow an urban way of life in the capital which
was excessively swollen in this way. Resulting from all this, in the last period of the
Tokugawa-era the national market, together with the organization of the division of
labour including the whole country must have been in a relatively advanced stage.

Following from the foregoing, commercial houses having a good grasp of the
economic situation and possibilities of the whole country had already existed in that
period, to which various kinds of secondary and tertiary activities as e. g. foreign trade,
exchange and lending of money, industrial outwork, foundation of manufactures were

against this in an older historical statistical publication [St: 2] the level of Japan’s economic develop-
ment in the period of the Meiji revolution is estimated to be much lower than this - giving data on the
national income and taking into consideration that there is an about 20 per cent difference between
national income and GNP in favour of the latter on international average.)

"'mAccording to this system each daimio had to spend half a year in the house of Shogun (highest
military commandant) in the capital Edo (Tokyo of today) every two years. He was not allowed to
take his family with him to his estate. The family had to stay permanently in the capital, in the house
of the Shogun. Therefore, the family was a guaranty for the loyalty of daimios as “living pawns”.

Acta Oeconomica 23, 1979



E. EHRLICH: JAPAN’S CLOSING UP 137

also attached. Thus, —strictly related to the practice of the economy (production and
distribution) —there existed in the Japanese economy (society) a social strata with —if
the term may be ventured —a macro-economic approach in several respects, wishing to
utilize the potential economic possibilities of the country (of course in a capitalist way)
and more or less prepared for that. This was also the strata that was able to give a
programme to turbulence at a given historical moment, because they were able to become
the leading force of a capitalization process.

Nor was the state organization entirely lacking some economic view and practice on
national economic level (of course within the strict constraints of Japanese
feudalism). Here we do not mean that the Tokugawa-house* as a central power system
developed during centuries had been adequately organized and informed to obtain
revenues from the economy; this could be called at most a nationwide fiscal approach. We
mean that the “pre-heavy industry” required first of all for ensuring military preparations
as well as the shipbuilding industry in the process of development from the middle of the
19th century could exist and develop within the then prevailing social system only as an
institutional system belonging to Shogunate**, i.e. as a system of state factories.
Therefore the tasks of operation and development had to be carried out in the framework
of the Shogunate i. e. in corresponding agencies of the state apparatus.

The Meiji-revolution (1868) was typically started from the top and was practically
bloodless. It brought about such changes which could be realized in many respects with
the preservation of old features, furthermore, it was not accompanied by an overall crisis
of the power system, since it brought about considerable modifications in the relations
between individual classes and strata only in the domain above the people. All this was
well expressed by the government slogan “Old forms —new contents”.

From among the direct consequences of the peaceful character of the revolution
made from above two should be pointed out from the aspect of the adaptability and
functionability of the capitalizing Japanese economy:

1. the authority of central power, of the state did not decrease, its role even
increased;

2. the so-to-say predestined situation of the common working people, its arrange-
ment from above were not challenged.

The state and government of the new power —similarly to the previous central role
of the Shogunate —received and carried out fundamental tasks in the development of the
economy, in the establishment of the organizational and institutional conditions of
economic development, naturally in cooperation with groups of big capitalists —which

*The Japanese Shogun-dynasty after the commander Tokugawa leyasu which ruled for more
than 250 years in Japan (1603-1868).

**The direct power environment of Shoguns was the so-called Shogunate of Bakufu. (Originally
Bakufu meant the tent of the Shoguns, later the entire government system, the actual military
dictatorship.) Henceforth we shall use the denomination Shogunate.
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were strongly concentrated already in early periods — as if following their intentions.
The economic activity of the state was highly diversified. This activity was aimed, among
others, at getting acquainted with and introducing Western economic organization as well
as techniques and technology, and at a most comprehensive training of people realizing all
this. Accordingly, also the leaders of the Meiji-regime dealing with economic issues were
almost exclusively such persons who spent a longer time in the West (in the United States
or in Europe) or studied abroad with pre-determined tasks. In almost every important
field of the economy such systems were taken over from the West which were at that
time considered as most advanced and up-to-date and could be most easily adjusted to
domestic circumstances. The banking system was developed in frameworks organized by
the government on the model of American and European banks, postal services were
introduced according to the English system while in education the German system was
adapted. Besides, the control and influencing of the process of domestic adaptation of
foreign technologies also belonged to the government’s scope of activity. This was
implemented by means of direct measures concerning the running of state enterprises and
through the application of allowances, import- and export-orienting tools. Members ofthe
old ruling class were included and their capital was also mobilized, and financial manoeu-
vres to promote the former were carried out, etc.

Starting on the way of capitalization took place in respect of the relationship
between those in power and the people with the survival of old severe norms of behaviour
and constraints on work and under social discipline. “Loyalty” to superiors was not
queried (at most superiors were replaced by others), but also the superiors (government,
enterprise, “maters” at any time) had some personal, patriarchical responsibility for the
fate of subordinates, the employees. The Confucian ideology taken over from the Chinese
and the human ideal, respectively, proclaimed by Sintoism based on this ideology
(modesty and diligence, sence of responsibility and duty, satisfaction with the personal
and social situation, recognition of the superiority of “national” interest) remained
practically untouched. The creation of national unity developing in the framework of the
new power was promoted by the menace that a possible resistance and connected internal
fights could have resulted in the subjugation and colonization of Japan. Later on —rather
soon after the stabilization of the Meiji-regime —Japanese national consciousness and the
“militant samurai traditions” developed into aggressive nationalism in order to support
the expansive colonial endeavours of capitalist Japan, proclaiming the superiority of the
Japanese nation and, on this basis, their right to start with territorial conquests and
extend their rule over other peoples.

Thus, the Japanese economy that had developed and strengthened already in the
womb of feudalism, became mature for capitalist economic development, even though it
was restricted by the power system of feudalism. It was suitable - and proved to be so
indeed — for the internal utilization of the emerging external possibility (the forced
opening by the Americans of the gates of the country in 1853) and for the corresponding
adjustment of its existing conditions resulting from inner social and human norms, human
ideals and conditions. At the same time the “from above” character of transformation
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and its political stability relying on nationalism developed on the grounds of fear from
colonization impeded a wider spreading of the economic irrationalities of the revolution.
What is more, the new superstructure developed with the preservation of old elements
made possible and furthered the enforcement of rationality in both society and the
economy and their corresponding functioning as well. As a result, the new Japanese power
began its independent economic growth integrating into the world economy without any
major social shock. On the other hand, cooperation of the strongly centralized capital
with the state fulfilling extensive economic tasks made the beginning of Japanese
industrialization, the take-over and transplantation of the achievements of developed
countries to some extent well-founded and in certain respects organized.

The rapid start and the realization of possibilities meant, nevertheless, only a basis,
but alone they give no explanation for the success of later periods.

Utilization of possibilities:
the model of creative dualism and two-pole industrialization:
review and suggestion

In the literature dealing with the development path of the Japanese economy there
is hardly any work to be found that would not consider from some viewpoint the
dualistic structure of the Japanese economy (and society) as an important element. This
particularity is discussed many-sidedly and several resulting phenomena as well as
connected consequences are pointed to. In general, distortions, conflicts or difficulties
connected with the dualistic structure are emphasized.

In his works dealing with the dualistic character of the economy (including also
studies published jointly with H. Rosovsky) prof. K. Ohkawa, one of the best-known
Japanese economists and economic historians, emphasizes the contradiction between the
existence of the modem sector, on the one hand, and of economic backwardness to be
found in the traditional sector of the Japanese economy as well as of “Asian elements”,
on the other. [10, 11, 12, 13] He points out the gap between modem industrial
technology and the traditional institutional systems as well as human behavioural
patterns. Of course, the technology taken over from developed countries is of extra-
ordinary importance for the growth of all economically backward countries, he states.
However, modem technology can be adapted under such conditions only to a very
limited extent, since the absorptive capacities of the modern and the traditional sectors
are different as regards technology and, accordingly, also the possibilities of productivity
increase are sharply deviating. In the case of Japan, he points out, the long seclusion
policy of the Tokugawa-era was especially suitable for the preservation of traditional
elements. Japan is an Asian country. “The dualistic growth in Japan is thus coloured by a
sharp contrast between indigenous Japanese and Western elements.” [13, pp. 4—5]
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Other Japanese authors try to determine consequences for growth theory of the
coexistence of the traditional sector and the modem one. In this framework it is a widely
raised problem that the present modem theory of economic growth based on
West-European and the connected North-American development cannot at all or only to
a very limited extent be applied to conditions of developing countries. Furthermore, they
say that the premises of this theory do not help —from the practical aspect —to interpret
the overcoming of obstacles in the way of the beginning, spreading and stabilization of
economic growth. R. Minami [14] unambiguously states: the theory on economic growth
provides no orientation as to how the state of take-off or break-through can be reached in
the underdeveloped economics. With a certain level of development already attained he
admits the Keynes’ theory and the neoclassical one are right: the connection between
consumption and the investment sector is one of the most important characteristics of
economic growth. “In the less developed countries, however, he considers there is a
much more important problem of the coexistence of the traditional sector characterized
by indigenous technology and therefore low productivity of labour on the one hand and
the modem sector with modem technology borrowed from developed countries on the
other hand.” Minami emphasizes “The study of economic development with such a dual
structure has not been a major concern of the theories of economic growth. [14, pp. 4—5]
Therefore, the adaptation of the theory on economic growth for less developed countries
was not realized yet in the pratice.

Questions connected with the dualistic stmcture of the economy are dealt with also
in contemporary Hungarian economic literature on Japan and the developing countries.
In her paper [15] Klara Bird discusses several elements of the dualistic stmcture of
Japanese economy in a many-sided way. The work of Tamas Szentes dealing with the
problem of backwardness [6], the book of Béla K&dar [17] and the study in progress of
Anna Geld [18] show from various aspects what terrible shackles are involved for
economic growth in the developing countries and in some countries of Latin-America,
respectively, by the building up of a “modem” economy separated and isolated from the
traditional one. The former one has to spread in a completely alien medium strongly
restricting this spreading, furthermore, traditional sectors will be mined, deformed and
dissolved by the modem one pauperizing considerable strata of the population and
evoking other serious social conflicts.

Analyzing the chances of the developing countries for development, Gyérgy Tolnai
arrives at the importance of moving and Unking up the traditional sector —as he cahs it,
the lower sector. [19]

In this brief survey of the literature dealing with Japan and the developing
countries of our days only some important works were referred to. It can be seen even
from this one, that as regards dualism stress is laid upon differences and separation. It
follows that duality is judged by them essentially as a fact impeding economic growth,
consequently the diminishing or elimination of dualism are qualified as factors furthering
economic growth.
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Tolnai does not discuss at all Japan or its past. In spite of that, in respect of Japan’s
industrialization path we think his recognition holds —and in this respect we agree with
him —that in order to join the world process of economic growth and for the lasting
maintenance of economic growth from own forces it is of fundamental importance to
link up the traditional sector - with Tolnai: the lower sector - with the development of
the modern sector.

A well-known and natural endeavour of latecomer countries is to attain the level of
economically developed countries. But the existence and development of economically
developed countries fundamentally influence the progress of developing countries in this
process. As a consequence, the path of their industrialization can no more be made
independent from the developed world and from connections established with the
developed world in various fields and at different levels. Therefore, in “latecomer”
countries one of the indispensable tools for the starting of economic dynamism and its
becoming permanent is the knowledge of up-to-date techniques and technology of the
economically developed countries (inclusive of the human knowledge necessary to create
and operate them) as well as their adoption, running and spreading within the limits
determined by various conditions of the individual countries. On the other hand, the
introduction of this up-to-date techniques (technology) into a backward social and
economic environment will necessarily result in a kind of duality: advanced techniques
with corresponding institutional and organizational frameworks and better trained labour
force, on the one hand, and traditional ones, on the other. Therefore the transplantation of
techniques and technology coming from outside dissolves the uniformity rooted in the
underdevelopment (backwardness) of the economy and brings about differences and
inequalities.

Therefore, the following fundamental question can be raised: to disparities thus
developed impede or rather stimulate economic growth? 1f modem technology imported
from abroad and domestic traditional ones are functioning and reproduced in isolation
from each other, i.e. though the application of advanced foreign techniques
(technology), the related institutional and organizational frameworks and the labour
force capable of running these techniques (technology) are ensured on the one hand,
while the prevailing traditional domestic technology, related systems and the old, tradi-
tional unskilled labour force are preserved on the other hand, then this disparity will
impede the starting, spreading and becoming permanent of economic dynamism (or even
paralyze it as several examples show. But, if advanced technology (techniques) creating
differences and imported from abroad may spread in the entire economy following the
modification of internal conditions and possibilities, then these various inequalities
(differences) might act as a driving force stimulating economic dynamism.

Dualism is, therefore, — in our opinion — an unavoidable feature of countries
belatedly entering the process of economic growth. The main point in our approach to
the issue of economic growth is whether it is separation or correlation that will become
characteristic in the regularly developing and asserted dualities.
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Groups of phenomena and most important outward forms
of Japanese dualism

Let us formulate only for ourselves, what we mean by the notion of economic
dualism. We mean thereby the complexity of phenomena where in the major phases of
economic processes (in the real sphere of the economy) dualities which can be separated
(delimited) from each other can be observed in the way of production, in reproducible
production factors as well as in consumption and distribution.

In the process of Japanese industrialization economic dualism can be found in
almost every “partial element” (labour, capital, production organizations, etc.). The
dualities came about at the start of Japanese industrialization and became characteristic
in its course in a growing number of fields of the economy. The Japanese dualism reached
its most extensive form (we may say culmination) in the period between the two world
wars. Some weakening and mitigation in its groups of phenomena and in their charac-
teristic appearance could be felt only in recent years.

American and Japanese economic historians dealing with Japan and researchers of
economic growth (W. W.Lockwood, R.Minami, K. Ohkawa, H. Patrick, H.Rosovsky,
M.Shinohara, M. S. Tsuru, E. F. Denison, k.Maddison and others) handle economic
development, growth and industrialization more or less as synonymous notions.
Emphasizing identities with and deviations from historical turning points, they determine
different periods of Japanese growth. Their division is changing also according to the
problems they deal with: the division into periods will be quite different if they examine
the role of the state, the development of agriculture, the labour market or the spreading
of education in the Japanese economy. In our work we try to identify and analyze lasting
trends and their central motive forces (even if we know, that to identify basic and lasting
trends on national economic level and to distinguish them from fluctuations are not easy
and often not even unambiguously solvable tasks). The periodic division we set up
corresponds to this guiding principle.

The beginning of industrialization can be put at the 1870s and 1880s —similarly to
several other researchers; we can speak of the start of “modem economic growth” —
using the term of Kuznets - from that time. Therefore, we consider the period beginning
with the 1870s and 1880s as that of Japanese industrialization.

We divide the period of Japanese industrialization into two growth stages, namely,

—the first stage of industrialization lasted from the 1880s until World War
11 (1880-1940) and

—the second stage began in the post-war years following World War I (from
1946-1950 on).

This distinction between the first and second stages of industrialization isjustified
not only by the deviating growth rates in these two periods, but first of all by the fact
that in these two stages circumstances and also several qualitative marks of Japanese
economic growth are differing from each other.
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The first stage of industrialization

—took place along with a series of wars of conquest accompanied by all the
favourable and unfavourable consequences of wars for economic growth;

—was realized by means of the conquest and occupation of colonies;

—relied only to a small extent on loan-capital of economically developed countries,
and utilized mostly domestic capital resources;

—from the viewpoint of technological development this period was characterized
by the copying and take-over of the average techniques and technology of economically
developed countries.

The second stage of industrialization:

—took place under peaceful circumstances, without war and colonies;

—proceeded of an almost unprecedented rapid growth rate;

—relied on considerable amounts of foreign capital (mostly in the form of aids);

—from the aspect of technological development is a period of the application,
spreading and further domestic development of advanced techmques of economically
developed countries.

The most important characteristics enumerated above justify the distinction
between the two growth stages.

However, even these two stages of Japanese industrialization cannot be regarded
uniform in themselves. The first stage of industrialization can be divided into two further
phases, the first one lasting from the 1880s until the end of World War | and the second
one from the end of World War | until the outbreak of World War II. One of the main
reasons for making a distinction between these phases is the deviating rate of productivity
increase in the national economy and its major sectors in these phases. The even and rapid
growth rate of Japanese economy is the reason why we consider the second stage of
industrialization more or less as a homogeneous one.

We tried to summarize in a schema the groups of phenomena and the most
important forms of appearance of the Japanese dualism according to this periodical
division.

The schema shows well which are

—the most important momentums and groups of phenomena of economic
processes showing duality;

—the poles of the two sectors;

—the major features of the poles to be perceived in some period (vertically);

—the most characteristic changes of the poles (horizontally).

The question to be raised is the following: which should be considered as charac-
teristic in the process of industrialization in Japan? The separation of or the links
between the modem sector developed on one side and the traditional sector predominant
for a long time as regards quantities. In the given context we keep in view industrializa-
tion as the basic real process of economic growth of the period examined. Accordingly,
with the expression “modem” sector we denote the large-scale mechanical industry, its
fields of action and its participants. On the other hand, however, the “traditional” sector
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Schema of the groups of phenomena and forms ofappearance of
economic dualism and their changes in the hundred-year process

ofJapanese industrialization

Traditional sectors

Stage | Stage Il
Groups of from the 1880s from the late 1940s
phenomena until the outbreak of World War Il until the early 1970s
Phase 1: Phase 2:
from the 1880s from the end
. ofWorld War |
until the end .
ofWorldwarl until the outbreak
ofWorld Warll

Way of the spreading
of industry

within the agriculture through m-dep-end-
ent organizations
Applied techniques

and technology traditional manual

heterogeneous

traditional, manual and handicraft forms

in the light and artisan industries
Forms ofwork

organizations,
production
organizations

mini-plants independent o f agriculture

in the light and
heavy industries
(engineering)

in the light industry

Modern sectors

Stage |
from the 1880s
until the outbreak of World War I1

Stage Il
from the late 1940s
until the early 1970s

Phase 1: Phase 2:

f he 1880 from the end
rom.t € S ofWorld War |
until the end until the outbreak

ofworld warl ofWorld War Il

through independent organizations

up-to-date and most

more modern mechanical X
advanced mechanical

up-to-date mechanical, big plants
in the light industries

large-scale factories, mammoth enterprises

in the light and heavy industries
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Capital intensity
and capital
consumption
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includes not only agriculture, but also the cottage industry especially wide-spread in
Japan and fitted into agricultural framework, the urban handicrafts’ industry and, finally,
the world of mini-plants of small-scale character, often based on family work and
developing from the former.

Let us start by giving our short answer to the question raised in the foregoing: the
inherited socio-economic structure of Japan was inapt for the isolated development of
these two sectors and actually carried in itself potential elements of the interlinked
development of both sectors built up on each other. Furthermore, the natural
endowments were missing (e. g. raw material extracting possibilities) which could have
formed a starting basis for the isolation of the modem sector. Therefore, already from the
very beginning such a specific creative dualism was asserted in Japan in which not the
independent existence of the two sectors and the reproduction of this independent
existence, i.e. the increased isolation of the two sectors were prevailing, but on the
contrary, their coexistence and symbiosis. We have here, therefore, a model of industrial-
ization where the modern sector (i. e. large-scale mechanical industry) and the traditional
sector (and within this especially the industrial activity developed from it) form the two
poles of industrialization process linked to each other and strengthening each other.

Development of the system of relationships of dualism

One of the basic relationships and in many respects the determinant momentum of
the industrialization of latecomer countries, in other words, of the “catching-up industrial-
ization” attached to already more developed national economies are the joining into the
international division of labour as well as its contents and limits. The technology required
for the industrialization is provided by the already developed countries, while in the
country on the way of industrialization " certain export stmcture is developing and
strengthening, in which the import of tec' .ology is compensated by domestic work. The
well-known and in the 20th century almost trivially habitual picture is that the devel-
oping country begins to participate in world trade relying on its natural endowments and
traditional products developed already previously and requiring usually only a low level of
production culture. It expands its export potential through developing the production of
goods of this type, and over and beyond that a part of the imports needed for
industrialization is covered by capital imports (partly through the import of operating
capital). As a result of such a development model production necessary for the expansion
of exports will be increased precisely in branches representing a low level of “working
culture”. This will partly preserve the stmcture of the developing country and the low
world market valuation of the labour expended, while the industry just developing will
become dependent on the economy of developed countries. As a result of all this the
process of industrialization will be burdened by lots of difficulties and contradictory
elements, therefore its dynamism will strongly slow down.
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When Japan joined the international division of labour, her industrialization was
also strongly import oriented and in the beginning also the progress of Japanese industrial-
ization was accompanied by the export of hardly processed agricultural products and
goods from the extractive industry (green tea, coal, copper ore and copper block). But
this export profile did not last right through the first decades of the process of
industrialization, the whole first phase according to our periodical division (1880—1918).
It became transformed in a characteristic way, namely so, that adjusted to the specific
Japanese conditions agricultural and industrial products requiring relatively sophisticated
working methods obtained a fundamental role in exports.

Natural conditions for maintaining and expanding raw material exports were simply
missing in Japan. On the other hand, Japan’s traditional sector could perform “con-
vertibly”” for the world market more than what the export and sales on the world market
of simple, unprocessed products of agricultural character required. This knowledge of
“more” was rooted in the socio-economic structure inherited by Meiji-regime from the
past and hardly affected by the revolution from above. The substance lies in the fact that
the manifold activity of the village had developed earlier and the cottage and handicrafts
industries producing for urban markets to be found there facilitated the direct participa-
tion of resource and resource-reserves of the traditional sector in the industrialization
process. After all, the direct participation of traditional elements in industrialization was
the most significant and spectacular in silk production and silk processing of ever higher
standards and, at the same time, it proved to be a basic factor also in joining the
international division of labour.

Thus, the industrialization of capitalist Japan was almost at the very beginning an
“industrialization with two legs”. Advanced industrial techniques were introduced in
certain branches of the heavy industry, first of all in those connected with the building up
of the military potential. Large-scale mechanical production began also in the light
industry, and within it first of all in the textile industry. However, parallel with this also
another sector of industrialization began to develop in whose framework silk production
and silk processing, carried on first of all by the agricultural population, reached higher
and higher standards. Silk as a directly exportable product became a basis for the
technology imports of Japan and, besides it provided also basic raw material for the
developing mechanical large-scale industry.

But the coexistence of traditional and modern elements is characterized and linked,
also through more direct relations. Industrial work displayed as secondary occupation
enabled the rapid spreading of out-work for large-scale industry. Furthermore, it ensured
as well that large-scale industry could rely on labour resources mostly corresponding to its
requirements. The industry found among the agricultural population diligent and reliable
labour almost immediately capable of industrial work. This industrial labour of village
origin then further developed the industry within the traditional sector as well as the
direct industrial connection between the modern and the traditional sectors. Outwork
forms became more perfect, the labour employed in the manufacturing industry of village
origin and, then returning to the village became permanent outworkers of some
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major firm of me light industry. Outworkers who performed this work more and more
frequently with the means of production received from the factory and according to
production technological instructions of the factory. This close and direct connection
with the manufacturing industry were, at the same time, also a guaranty that the industry
within the traditional sector should not remain at a stable level, but should also change,
develop in its own way, and by being continuously connected with the mechanical
large-scale industry it should promote the development of continually improving abilities
in the use of machines.

It was an important factor in the symbiosis of traditional and modern sectors that
they partly relied on each other also in their more indirect market relations. Demands of
workers of the developing large-scale industry and of those displaying activities connected
with it became elements of ever growing importance of the domestic market. And the
widening domestic market was supplied not only with agricultural products, but also
with a considerable part of industrial goods by the traditional sector, i. e. the industry
within the traditional sector. Thus, development of the modern sector stimulated the
growth of the traditional one also through the domestic consumer market. On the other
hand, however, agricultural and small-scale industrial means of production produced by
the large-scale industry and used in the traditional sector, as well as consumer goods
produced in the large-scale industry had a widening market resulting from the expansion
of the traditional sector, too.

Between the two world wars, in phase 2 ofstage | ofindustrialization the dualistic
character of industrial expansion was reproduced at a higher level from a certain aspect,
but weakenedfrom another one.

In branches of the light industry, first of all in the textile industry phase 2
(1918—1939) was already characterized by the operation and increase of large-scale,
up-to-date industrial capacities oriented towards the world market. In the other branches,
in light industry based on the agricultural population, beside industry carried on in small
family workshops by one family also small plants relying on the work of several families
were established, representing already a higher level as regards the degree of mechaniza-
tion. Outwork forms became more diversified accordingly, and the further complete
processing of a part of semi-finished products manufactured in modern factories (e. g.
threads, textile fabrics) also developed in specialized plants working in village environ-
ment and relying on village labour. Thus the direct production connections between
traditional and modem elements a further developed in this respect through the coopera-
tion between large-scale industry and mini-plants not necessarily of family size.

In this second phase of industrialization Japan built up the vertical stages of its
heavy industry. The spreading o f heavy industry increased in itself the differences of
duality (e. g. wages became strongly differentiated, life-time employment developed,
more precisely it was spreading in this period.)* The heavy industry had no direct

*The first appearance of life-time employment ensuring (so-to-say guaranteeing) the stabilization
of the workplace and the activity could be found already during the Tokugawa-reign with merchants.
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production relationships with agriculture and the small-scale industry (at most as an
extremity). All this slowed down the process of linking the traditional with the modern
elements.

There existed market relations of macro-economic character and including also
growth impulses of course also between the traditional sector and the heavy industry.
One of the markets — even if not the most important one — of the Japanese machine-
building industry in the process of development was provided by agricultural small plants
and even more by industrial small plants functioning in agricultural environments. At the
same time, the increasing employment in heavy industry widened market demands for
consumer goods and this had — in the Japanese structure developed — a considerable
suction effect on the traditional and within it on industrial production. Nor is it negligible
that import needs for the building up of the heavy industry and later on the demand for
raw material imports of the already built up heavy industry increased the demands for
export goods and within them for those produced in the traditional sector. (In the last
years of this phase the colonization aimed precisely at the ensuring of raw material
resources — annexation of Korea, Formosa (Taiwan) and Manchuria —, furthermore the
change-over to war economy strongly re-arranged and weakened, respectively, these
connections.)

The “two-leg” character of the Japanese industrialization process, together with the
two-pole character reached a new quality following World War II, i. e. in the second stage
of industrialization according to our division into periods.

The second stage is the period of the completion of the heavy industry retooled for
peace production and, we may say, of its world market expansion. In this process firstly
the so-called primary heavy industry, then the processing heavy industry became the most
dynamic and simultaneously the most extensive parts of the Japanese economy most
actively participating in the international division of labour. The spreading of heavy
industry and within this of the processing heavy industry did not bring about an atrophy
of the traditional sector in Japan, either. The forms and systems of relations previously
developed entered a higher stage and now the traditional sector obtained an important,
occasionally even a fundamental part in the development and high-level performances of
several branches of the processing heavy industry.

After World War II the renaissance of industry located within the
traditional sector did not mean, even formally, a simple repetition of the formula already
developed previously. Now the majority of industrial elements within the traditional
sector are located no more on the confines of agriculture, nor in the sphere of second and
third occupations of the population primarily engaged in agricultural activity. Here the
traditional practice of industry becomes in many respects independent of the main
occupation, and rather it is characteristic that those performing industrial activity as main
occupation in traditional frameworks and on the traditional pole display second or third
activities of agricultural and service nature.

Japanese industrialization is therefore maintaining and further developing its two-
pole character also in this stage. In the manufacturing industry a take-over of the
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techniques of the “developed West” was realized. This take-over of techniques gradually
approached the most advanced ones at any time, and parallel with this simple adaptation,
transformation and innovation took place. The particular features of adaptation, trans-
formation and innovation again derive from the interlinked two-pole character of
Japanese industrialization. The Japanese industry is adapting, transforming and
innovating by building up an operational system of industrial processing and by breaking
down the working process into parts and operations in whose framework the elements
requiring great manual skills, diligence, accuracy, reliability and ability for adapting
techniques can be transferred to the mini-plants. The traditional sector can be found in
the form of continuously rearranging village and urban mini-plants together with the
rapidly expanding large-scale industry maintaining direct production relations with it.
Also research activity has a part of ever growing importance in the adaptation of
techniques, and in creating technologies promoting the two-pole Japanese industrial
development. One of the specific tasks furthering also the establishment of research
centres of applied researches attached to the manufacturing industry is to elaborate
technologies and work organization applied to the mini-plants and most efficient from
the aspect of their production.

It should be emphasized that mini-plants situated on the traditional pole apply such
technologies and carry out such working operations which are, by the very nature of the
matter, more manual labour-intensive than those in the large-scale industry. However,
their activity does not include merely such work processes which require simply physical
strength, skill and diligence. It would not be correct, for example, to identify the
manufacturing of transistors in mini-plants raising high technical requirements towards
workers or the fulfilment of such tasks where measurements have to be made with
instruments and computation formulae have to be applied with the reeling of raw silk,
etc. Parallel with the development of the schooling system and education, the sophistica-
tion of work (way of work) and industrial techniques reached a new, qualitatively higher
level also in the traditional sector in the second stage of industrialization. This new
quality and higher level form one of the basic elements of the rapid growth that
characterizes the path ofJapanese economy (industry) after World War II.

Indirect market relations between the two poles of the industry, between the
modern and traditional sectors, promote growth also in the second stage of industrializa-
tion. The rapidly modernizing agriculture (requiring machines, fertilizers, irrigation
plants, etc.) as well as the mini-plants which are becoming more and more demanding
from technical aspects raise growing demands towards branches of the heavy industry
manufacturing means of production, and within them working tools, and form a
considerable part of their domestic market. On the other hand, the new working tools
and procedures developed by the heavy industry for specific Japanese agricultural and
mini-plant conditions are one of the key elements of development in the traditional
sectors. Furthermore, it is true as well that towards traditional production in agriculture
and the light industry manufacturing consumer goods higher market demands are raised
in terms of quantity and more and more diversified as regards assortment precisely
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resulting from the development of the heavy industry. Finally, it should be taken into
consideration that a considerable part of Japanese export expansion —and through this
the compensation of the enormous import demands induced by rapid growth —affects
the production of mini-plants also directly: namely, a considerable part of export and
within it that coming from the processing heavy industry was supplied by the mini-plants.

The interlinked two-pole character of Japanese industrialization may be regarded as
a specific driving force of the Japanese industrialization process, to be particularly
emphasized. Namely, from the aspect of the progress of the Japanese industrialization
process not the contradiction between modem and traditional production and their
separation should be pointed out, but the links between these two poles in the growth
process and the stimulating impulses stemming from this linkage.

Among the elements promoting and accelerating the progress of Japanese industrial-
ization also external ones can be found which are accidental from the viewpoint of the
development of the Japanese economy. Such an accident, by no means to be un-
derestimated, was that the European silk plague caused an excellent boom for the
Japanese economy from the last third of the 19th century on. It may be regarded as
accidental that the more diversified development of heavy industry in phase 2 was
brought about and to some extent prepared by the boom of World War |, that could be
well utilized by Japan. It was a chance that following World War 1l the local wars had an
especially strong boosting effect on Japan for geographical reasons; that several trends of
world-wide technological development following World War Il were very favourable for
Japanese possibilities and the qualification and qualities of Japanese labour. But, it is no
chance that the Japanese economy could grasp and make good use of these external
favourable impulses; how during about one and a half decades the production and
processing of silk, the network for collection, sales and export based on village labour
were organized to cover almost the whole country according to the intentions of centres
of big capital intertwined with the state; or how, for example, several progressive
branches of labour-intensive manufacturing were introduced and developed after World
War |1, enabling the participation also of mini-plants. And, if we survey the seizing of
chances we shall also meet stimulating phenomena of the two-pole industrial development
and of the linkage between the modem and traditional sectors.

We consider the two-pole character of industrialization and within this the linkage
of modern with traditional sector as a basicfactor o fJapanese growth, because this is the
key to the preservation, the extensive (almost full-range) mobilization and utilization of
inherited production factors. Through this —and obviously with a considerable multiplier
effect - the Japanese economy made almost the total of available man-hours mobilizable.
For society (and of course directly for capital) the worktime of village labour not engaged
in agriculture because of seasonal fluctuations, a considerable part of the “free” time of
workers (labourers) in full-time employment, the labour engaged in households, etc. were
utilized with the severity of self-exploitation. Considering the whole course of develop-
ment, incomplete utilization of labour resources or unemployment appeared only in a
few particular and very short periods. Moreover, industrial (and service) activity within
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the traditional sector partly made the homes and their related equipments functioning
means of production, utilized the traditional working tools that could be operated
exclusively in family homes as well as machines and equipments sorted out from the
modem industry. The resulting capital saving effect and this high-degree utilization of real
capital, surely had an important part in that Japanese industrialization could take place
without any considerable capital import.

In the two-pole industrialization model of Japan the “traditional” sector promoted
not only the extraordinarily wide-range mobilization of production factors. The
traditional side was organically linked to development and - so to say - provided one of
the main scenes for it, thus basically contributing to the fact that concerning the entirety
of economic growth, in the whole process o f industrialization the intensive character was
predominant. On the one hand, industrial working discipline and culture became rooted
also in such strata of workers who had not yet encountered the working requirements of
modem industry as workers at large-scale plants. This largely contributed —on the side of
the labour base —to the relatively rapid establishment of preconditions for large-scale
industry. On the other hand - as it has been pointed out from several aspects —it formed
a part of technological progress as well in its specific way.

In the two-pole industrialization of Japan the continuous mobilization of
production factors and the raising o f their standards were promoted by the micro- and
macro-economic as well as the socio-ideological climate basically favourable for growth.

Considering the micro-economic interrelations: in the Japanese economy there was
a keen competition during the whole period of industrialization. Groups of big capitalists
were competing with each other — and not only with economic means —and also the
situation of family workshops, small- and mini-plants mn as enterprises was worked by
sharp market competition. Furthermore, competition was evoked among workers by the
system of widely divided employment statuses and the related differentiated earnings.
This induces not only to properly carry out required daily tasks and given orders, but also
promote that the customer or the boss should be generally satisfied with the performance
and behaviour, since one can achieve and keep in this way positions (e. g. life-time
employment) ensuring considerably higher earnings and much greater safety. This rivalry
and market competition sollicited to a considerable extent the flexible behaviour of
economic units and individuals striving for saving and adapting themselves to market
conditions. Besides, they contributed to the continuous and rapid adaptation to changing
conditions and to the re-arrangement of the producing (servicing-trading) organization
and, within this, of the interlinked system of big enterprises and mini-plants.

The Japanese economy functioning under the conditions of market economy has
almost never been “left to itself’ completely, since some kind of macro-economic
arrangement has continuously been enforced to a greater or lesser extent. This resulted,
on the one hand, from traditions, furthermore from the fact that in countries starting
their development later the modem state has necessarily had an important part in the
development of capitalist industrialization. On the other hand, the Japanese capitalist
economy was dominated by strongly concentrated groups of big capitalists already during
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the first decades of industrialization which made the cooperation between state and
capital easier, better organized and more purposeful already at that time. It may be
attributed to this fact that, considering the entire process of industrialization, state
intervention has almost always been concentrated on fields of growth of key importance:
at the beginning of industrialization on the development of techniques adjusted to
Japanese conditions of agricultural production, furthermore on the establishment of
modern industry (and military power), finally on the promotion of export production;
between the two world wars (also as a change-over to war economy) on the building up of
modem heavy industry, and following World War Il on the realization of the change-over
of heavy industry to civil production.

Finally, we consider it indeed very important that the Japanese mling class
succeeded in preserving the bond o f old traditions in the country during the entire period
of industrialization, namely, obedience to and respect for superiors, etc., thus in avoiding
major clashes between classes and the sharpening of the class struggle (apart from some
historical moments) even despite a relatively very high rate of exploitation. This was in a
considerable part achieved also by means of the well organized and relatively high-level
public education inducing great masses of people to accept Japanese nationalism and
expansionist goals. But, we think, it would be too one-sided to refer only to this. It must
be added that in the framework of the two-pole industrialization there was no
considerable layer of the Japanese society that would have been left out o f the relatively
rapid growth and thus did not feel in some way the attraction and advantages of
economic growth. We think that over and beyond the preservation of the traditional
element, the “bonds of traditions” this was the objective basis that made the realization
of Japanese industrialization possible relatively free from major social conflicts.

*

In recent years of the second stage of industrialization after 1970, traditional and
modem elements have more and more approached to each other and a process has started
whereby large-scale industry does not simply integrate traditional elements, but, as a matter
of fact, includes and amalgamates them. However, this stage of the process already
surpasses the limits of the present study. It supplies already contemporary elements of
the history of post-industrialization development and growth of the Japanese economy.
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MOJE/Ib SKOHOMWNYECKOIoO NOABbEMA AMOHUN :
ABYXMOJNTIOCHAA MHAYCTPUANU3ALNA

E. OPJZINX

[py cpaBHUTeNbHbIX MCCMeA0BaHUSAX NyTeil 3KOHOMUYECKOro pocTa pasHbiX CTPaH Mbl CTalKu-

Baemcsa c Tem (*)aKTOM, YTO OTAENbHbIE CTPaHbI CnocobHbl BCTaTb Ha nyTb COBPEMEHHOI0 3KOHOMUYECKOro
pocTa, HAycTpunanmsaunn, a gpyrme —npu Tex e BHeLWHNX YCNOBUAX —OKasbIiBaroTCA HEeCnoco6HbIMY K
3TOMY ; YTO pas/IMyHbIe 0CO6EHHOCTU, MAKPO3IKOHOMMUYECKME MPONOPLNMN B OTAEIbHbIX CTPaHax BbI3blBalOT
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BbICTPbIN POCT, & B ApYyrux — ropasgo 6osee mMefneHHoe pasBuTue. Mpu oLeHKe Takux (pakTopos, Mo
MHeHWI0 aBTopa, BO3MOXHbI, N0 KpaiiHeii Mepe, ABa NOAX0Aa, ABe MOCTAHOBKMW Borpoca.

Mpu ogHom noaxofe 6GepyTca Te hakTopbl, OT KOTOPbIX 3aBUCUT 3KOHOMWUYECKUIA pocT. Apyroi
NnoAXxof, KOTOPOro NpuAepXnBaeTcst aBTop, UCXOAUT He U3 (haKTOpoB. DTOT NOAXOA UCXOAUT U3 AaHHbIX
noTeHUManbHbIX BO3MOXHOCTEW pocTa AaHHOW NCTOPUYECKOli anoxn. B TakoM TO/IKOBaHWM 3KOHOMMYEC-
KW pOCT 3aBUCUT OT TOT0, HACKO/IbKO 06LLECTBO, 3KOHOMUKA, HaceNeHne 0TAeNbHOW CTpaHbl CMOCO6HbI
[AOCTUYb BO3MOXHOCTU, 3aK/i0oHatoLLMecs B YpOBHe pasBUTUA [aHHOM 3noxu, 1 pauuoHanbHO UCMO/b30-
BaTb WX B MHTepecax 3KOHOMWYECKOro pocTa. 3TOT MOAXO[ aHanu3upyeT cTeneHb PpasBUTMA, pocTa
OTAENbHbIX CTPaH Kak cTeneHb UCMOMb30BaHUA MOTEHLMabHbIX BO3MOXHOCTEN.

ABTOpP aHanuM3MpyeT B TakOM MN/aHe TPW CrefyloLMnX Bomnpoca:

1. HackonibKo AANOHUSA, pacrosnioxeHHast B A3uu cTpaHa, cnocobHa 6blna Mcnonb3oBaTb BO3MOXHOC-
TW AaHHOr 0 Nepunoja, HaCKoNbKO pacnonarana oHa TeMu NPUPOAHbLIMU, COLMaNbHBIMU 11 IKOHOMUYECKUMU
[aHHbIMK, a TaKXe YCNI0BUAMMU, KOTOPble 06ecneymnnin el BO3MOXHOCTb MepPeHATb M UCMOb30BaTb 3HAHNS,
OnbIT AAHHOI 3MN0XW1, NPUCMOCO6UTL K HAM CBOW BHYTPEHHUE BO3MOXHOCTW. B 3Toii cBA3M aBTOp 6erno
puvcyeT COCTOSIHWE AMOHCKOM 3KoHOMMKM 100 NeT TOMy Hasaf, ee 0CO6eHHOCTH, OCHOBHbIe YepTbl Havasa ee
pasBuTHS.

2. TMo4yeMy M Kak SANOHMS NPOAEMOHCTPMpPOBanA CBOK CMOCOGHOCTb M3MEHATHCS BMeECTe C
BO3MOXHOCTAMMW, MpefocTaBfieHHbIMU AaHHOW 3MOXO0W, Kak CMOrnM ee BHYTPEHHWE BO3MOXHOCTM
CNIOXUTBLCS TaK, YTO OHA CMOT /18 3h(heKTUBHO NCMOMNb30BATbL MMEIOLLMECS YCNOBUA? B 3ToM npoLecce aBTop
CUMTaeT caMbIiM BaXKHbIM TO, YTO C CamMOro Havana WHAycTpuanusauum SnoHun AeicTBoBan ceoeo6pas-
HbIli TBOPYECKMNIA flyannsm, B KOTOPOM JOMUHUPOBANo He He3aBMCUMOeE ApYr OT fpyra cyliecTBOBaHue
TPagULMOHHOTO U COBPEMEHHOTO CeKTopa, BOCMPOU3BOACTBO 3TOr0 HE3aBUCMMOIO CYLLECTBOBAHUSA U
ycuneHue pasobLLEeHHOCTH 3TUX fABYX CEKTOPOB, a, Hao6opoT, MX COCYLLeCTBOBaHWe, cMM6KO03. Pucys
pasBuTMe CUCTEMbI CBS3eli AMOHCKOro fyannsma Ha NPOTSDKEHWW BeKa, aBTOP MOAYepPKMBAET, UTO B 3TON
OCYLLECTB/IEHHOIN MOAENY T. H. iBYXMOMIOOHON MHAYCTPHanmsaumm ea cektopa, 6yayum cBAsaHHbIMU ApYyT
C pPYroM 1 ycunueas Apyr apyra, co3janu fBa rnostca rnpouecca MHAYCTpManmsaumm n 04HOBPeMEHHO
cB0€0GPa3HYI0 M OfHY U3 CaMblX CYLLECTBEHHbIX €€ AABMXYLLUX CUSI.

3. B 3ak/ioyeHne aBTOp paccMaTpusaB! pas/MuHble BPEMEHHO [eCTBYOLLME W Cry4aiiHble
(haKTopbl, YCN0BUA, CNOCO6CTBOBABLUME, 06/1eryaBLIne NPoLece MHAYCTpranmnsauum SnoHuu.
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G. HIDASI

CHINA’S ECONOMY IN THE LATE 1970s AND ITS
DEVELOPMENT PROSPECTS UP TO THE MID-1980S

Relying upon the latest Chinese statistical data available, the study provides an analysis
of the performance of the Chinese economy in 1978, its development level and structural
proportions. With the aid of complementary computations it states the growth rate attained in
the 1970s in the most important fields of the Chinese economy and compares it with the
.growth rates of earlier periods. The author ends his study by forecasting the development
prospects of the Chinese economy up to 1985.

It was after a pause of nineteen years, on the 27th June 1979 that the State
Statistical Bureau of the People’s Republic of China published an official statement on
the fulfilment of the national economic plan of the preceding year. [ 1] Next, the Chinese
press published in full the report of Yu Qiuli, Deputy Prime Minister and Chairman of
the State Planning Commission on the draft of the 1979 national economic plan, given at
the June 21st 1979 meeting of the 2nd session of the 5th National People’s Congress [2],
as well as Minister of Finance Zhang Jingfuaeport on the fulfilment of the 1978 state
budget and on the draft of the 1979 state budget at the same meeting. [3] Thus the
almost twenty-year period of “estimations” of the situation of the Chinese economy and
its actual production capacities has at last ended. The data that have now been published
do not allow —because of the limited extent and the character of the yearly plan report
—to carry out detailed analyses covering each field of economic activities, and particu-
larly not to reconstruct in full the actual course of economic development over the past
twenty years. Nevertheless, conditions are now much more favourable for an investigation
of the current situation and of the medium-term development prospects of the Chinese
economy than they were at the time of the author’s earlier enterprises of similar nature.
[4.5]

In the present study, relying upon the available official Chinese statistics, | shall
give first, a detailed survey of the achievements and development level of the Chinese
economy in 1978, pointing out at the same time the still existing grave disproportions
and tensions. Second: | shall try to ascertain the growth rates of the 1970s attained in the
two fundamental production sectors of the national economy, and in the production of
national income, and to compare them with those in earlier periods. All that will be done
in order to be able to select from the extremely uneven development process of thirty
years, troubled by too frequently changing periods, those shorter or longer phases whose

Acta Oeconomica 23, 1979



158 G. HIDASI: CHINA’S ECONOMY AND DEVELOPMENT PROSPECTS

development trends may be considered as the most probable ones in prognosticating
economic growth and structural changes in the next five or six years. Third: starting from
the experience gathered so far on the development of the Chinese economy, and weighing
external and internal, as well as objective and subjective factors and potentials with a
bearing on economic growth, I shall try to prognosticate the growth of capacity of the
basic production sectors of the national economy, whose attainment seems to be the
most likely and upon whose basis the general development level and main structural
proportions of the Chinese economy expectable by 1985 can be easily determined.

Output and development level of the Chinese economy in 1978

1978 was the first and decisively important year for the fulfilment of the
programme directed at the creation of the “great order” announced at the 11th Congress
of the Chinese Communist Party convened in August 1977. In that year the basic
economic objective was, similarly to that in the previous year, to remedy damages caused
by the so-called “gang of four”, to restore the order and discipline of production, and to
attain, as soon as possible, the earlier achieved production level and efficiency indicators.
That objective was achieved only partially in the course of the year. Hua Guofeng, Prime
Minister and Chairman of the Chinese Communist Party, was obliged to announce at the
2nd session of the 5th National Peoples’s Congress held in June 1979 that the
“readjustment, restructuring, consolidation and improvement” of the national economy
will last three years, the current year included, that is, they will reach into the 5th
Five-Year Plan period of 1981—1985.

The published statistical data prove that the economy of China developed dynam-
ically and much more evenly in 1978 than it had in earlier years, which is attributable
in the first place to the excellent crop results of agriculture in spite of natural disasters.
The total gross value of industrial and agricultural production amounted to Y569
thousand million, that is, it rose by 12.3 per cent over the level of the preceding year.
Within this value that of industrial gross output was Y423.1 thousand miilion, and that of
agricultural output Y145.9 thousand million, which corresponds to aratio of 75.4 :24.6
within the combined value of the two main sectors of production. The growth in value of
industrial output reached 13.5 per cent in 1978, and that of agriculture 8.9 per cent.
(Such growth in value has never occurred with Chinese agriculture in the 1970s.) National
income grew by 12 per cent, a considerable increase over the 8 per cent growth of the
previous year, i. e. 1977. Investment activities, goods transport, and the volume of trade
grew at even faster rates.

The results of industrial production achieved in 1978 are satisfactory from the
quantity point of view. In 1978 the output of a number of important industrial articles
exceeded considerably the highest production levels of earlier years and with a few
products it reached a magnitude which ranks high even on the world scale. At this place
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we shall mention just a few of these: in 1978, 618 million tons of hard coal, 104.1 million
tons of cmde oil, 256.6 thousand million kilowatt-hours of electric energy, 31.8 million
tons of steel, 65.2 million tons of cement, and 11 thousand million metres of cotton
fabrics were produced in the People’s Republic of China. Taking into consideration that,
according to the official data published in the plan report, the population of the country
was 958 millions in 1978 (with the population of Taiwan deducted), the per capita
quantities of the products in question are as follows: 645 kg of hard coal, 109 kg of crude
oil, 268 kilowatt-hours of electric energy, 33 kg of steel, 68 kg of cement, 11.5 metres of
cotton fabrics. Although the production of sugar factories rose by almost 25 per cent in
1978, the 2.3 million tons of output allow but an average yearly consumption of 2.4 kg
of sugar per inhabitant.

This comparatively fast quantitative development notwithstanding, a considerable
lag exists in the quality and efficiency indicators of industrial production. According to
Prime Minister Hua Guofeng’s parliamentary speech of June, 43 or 55 per cent of the
most important industrial products turned out by centrally controlled firms of key
importance could not yet reach the level of quality paramétrés and specific (per unit)
material consumption norms achieved by these firms in 1965—1966, and that still counts
as a record in Chinese industry. Therefore, in the current three-year period of “readjust-
ment”, the primary task of industry is - beside eliminating existing disproportions and
tensions - to improve the quality of production and to increase its efficiency. This
intention is clearly reflected in the moderate growth targets for industrial production laid
down in the national economic plan of 1979.

Among the above listed production volumes it was only the level of electricity
production that caused a real surprise to the foreign specialists interested in the develop-
ment of the Chinese industry. Namely, they estimated — including the author of the
present article —the volume of electric energy production of the People’s Republic of
China at 145—155 thousand million Kkilowatt-hours for 1978 and prognosticated,
accordingly, the attainment of the volume of 300 thousand million kilowatt-hours only
for 1985, which can be thus set now as a realistic objective already for 1980. This
difference of over 100 thousand million kilowatt-hours, that is of 65—78 per cent, must
come mainly from an underestimation of the actual generating capacity of minor hidro-
and thermal power stations and village electricity works built at local initiative and
basically from local resources (in many cases with locally produced generators). And it
was further supported by the comparatively frequent Chinese declarations indicating
tensions and shortages in fuel and energy supply m the recent past, because of which the
number of shifts had to be reduced, and at some places production had to be stopped
fully for some days and even weeks in a number of energy-intensive sectors and firms.
The fact is that, similarly to coal,* at most 60 per cent of the electric energy produced

*Report of Yu Qiuli, Deputy Prime Minister and Chairman of the State Planing Commission, on
the draft of the national economic plan of 1979 we can read the following: “For the present year we
plan to produce 106 million tons of crude oil, 1.9 per cent more than last year, and 620 million tons
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can be centrally distributed and consumed in the industrial districts, that is,
approximately the quantity estimated by foreign specialists as the entire electric energy
production of China.

The Statistical Office did not publish data on industrial employment. It only
recorded that at the end of 1978 the total number of workers (manual and non-manual
staff) was 95 million (3.9 million more than a year before), and that out of these 74.5
million (78.4 per cent) worked in state firms, and 20.5 million (21.6 per cent) in
collectively owned smaller industrial cooperative firms of towns. It has been learnt,
however, from a recently published newspaper article, that in 1978 over 40 per cent of
manual and non-manual staff, that is about 40 million people, worked in industry. [8]
This number does not contain the peasant-workers (manual and non-manual staff)
employed in industrial enterprises at the commune (or production brigade) levels, whose
number may be estimated, relying upon earlier information, at 28 million at least for the
end of 1978.* Accordingly, at the end of the last year about 68 million people must have
been engaged in China in industrial activity, that is, 16 per cent of the 400 million
manpower. Out of this 68 million people 33 million (48.5 per cent) worked in the
national sector, 6.8 million (10.0 per cent) in the smaller industrial and handicrafts
cooperatives of towns, and the remaining 28.2 million (41.5 per cent) in the village
communal industry. [12] If we consider that there are manufactories in no small number
among the industrial enterprises of the national sector as well, the larger part of those
employed in industry, that is about 43 million people, may be assumed to be still working
in the production units of Chinese industry using traditional methods and technologies.
Thus the number of those employed in modem large-scale industry could be at most 25
million at the end of 1978. Since we have today data and estimations - to be considered
as official —on the shares of the value of gross output of state and cooperative firms
— and from the latter on those of urban handicrafts industry and village communal

of coal, which is about the same as last year. From the latter the quantity to be centrally distributed
will be 354-366 million tons, which is 3.5-7 per cent more than last year. Upon this basis we
envisage to produce 275 thousand million kilowatt-hours of electric energy, or 7.2 per cent more than
last year. In order to ease the pressure on fuel and energy supply, and to release fuel and energy for
the light industry we plan a steel production only of 32 million tons also for this year. In the
development of ferrous metallurgy stress will be laid on the improvement of quality and on widening
the narrow range of products.” [7]

*At the end of 1977, in the village districts of China nearly 1.4 million industrial enterprises or
units were functioning, whose gross output amounted to 39.1 thousand million yuans. [9] This was
10.5 per cent of the total gross industrial output of 1977. According to an earlier information, at the
beginning of 1977 only 1.1 million of such enterprises were functioning, with a total of 17 million
employees. [10] Accordingly, 15 is the approximate number of employees per establishment, that is,
with 1.4 million establishments, total employment must have been about 21 million. According to a
recent publication, the number of peasants employed in the industrial workshops of the communes
exceeded in 1978 28 millions. (11]
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Table i

Average gross value of output per head in the different
sectors of the Chinese industry in 1978

Employmént Value of gross Gross output
output per worker
million thousand
% " % yuan
persons mill. yuan
Industry — total 68 100.0 423 100.0 6,200
Of which:
State enterprises 33 48.5 333 78.7 10,000
— modern large-
scale industry 25 36.7 280 66.2 11,200
— manufactories 8 11.8 53 12!5 6,600
Cooperative enterprises 35 51.5 90 21.3 2,600
— urban handicrafts
industry 7 10.0 44 10.4 6,300
— village communal
industry 28 41.5 46 10.9 1,600

industry — in the total value of industrial output of the country,* | have made
computations, relying upon the division of workers as described above, with a view to
stating the approximate magnitude of the per capita gross output in the different sectors
of the Chinese industry. The results of these computations are summarized in Table 1.**

If we examine together the three sectors of the Chinese industry which are working
with traditional production methods and technologies (manufactory industry, urban
handicrafts industry, village communal industry), on an average approximately Y3,300 of
gross value of output falls on each of the 43 million workers employed there. That is, the
difference in productivity between the modern and traditional production shows upon
the basis of this indicator a ratio of 3.4 :1 in 1978. This is in fact a favourable ratio if we

*“At present one-third of all manual and non-manual workers of the country are employed in
collectively owned firms, and the gross output of these firms amounts to one-fifth of the total gross
industrial output” [13]. “The share of the gross output of the handicrafts industry in the total gross
industrial output of the country exceeds 10 per cent.” “In the handicrafts organization a total of 6.8
million workers are employed.” [14]

**In dividing the firms of the state sector into modern industry and manufactory industry I
relied upon estimations as regards both the number of workers and the value of output.
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take into consideration the much higher investment and operation costs incurred by the
foundation of modem industrial production capacities, let alone the outstanding role of
traditional industry in solving the increasingly difficult problems of unemployment.

After three years of practically unchanged crop results, agricultural production
succeeded in achieving excellent results in 1978, in spite of the fact that up to the middle
of the year unfavourable weather conditions and natural disasters had been reported from
several provinces. The greatest surprise was caused by cereal crops still considered the
most important in feeding the population. At the end of 1978 newspapers still reported
that the volume of cereal crops rose —upon the basis of the first investigations —by
about 10 million tons above the 285 million tons of the previous year, thus reaching 295
million tons. [15] At the same time it was mentioned that the yearly plan of cereal
production could not be fulfilled. Six months later it was read in the report published by
the Statistical Office that cereal crops rose by 22 million tons in 1978 and thus amounted
to 304.75 million tons against the 282.75 million tons of 1977, approaching the level set
in the yearly plan. According to the earlier accounting method this corresponds to about
290 million tons, since the volume of soya-beans recently included into the total of cereal
crops was about 15 million tons. Accordingly, the yearly quantity of cereals per head was
—with soya-beans and without them —the following: 300 kg and 285 kg in 1977,and318
kg and 303 kg in 1978, which meant the attainment of the 1955 level in 1977, i. e. an
approximation of the record level of twenty years ago.*

The report does not publish data on the composition of cereal crops. We have
thus but indirect information about the quantity of cereals used for human food.**
Accordingly, the families of town workers can buy a monthly average of 14—16 kg of
cereals (rice, millet seed, kaoliang, sometimes batata), grist or various cereal products
(wheat and com flour, and farinaceous products) for each of their members. Since cereals
have a 70 per cent share in the calory consumption of Chinese people and with tuber
crops (batata, potato, manioca) added, this share rises to 80 per cent, the daily calory
consumption of this group of the urban population must be about 2100-2300 calories
per head. In order to maintain this level of food supply to the urban population of 120
million, more than 7 million tons of cereals (wheat, com, soya-beans) it has been necessary
to import annually in recent years. The supply of food —mainly of cereals —to the appr.
840 million people living in village settlements causes an even graver problem. Deputy
Prime Minister Li Xiannian was obliged to admit at a press conference held in June 1979
that “some 10 per cent of China’s 960 million people do not have enough to eat.” [18]

*This fact was acknowledged also by Chinese economists. The renowned Chinese economist Hu
Qiaomu, President of the Chinese Academy of Social Science, wrote the following in one of his articles
in the autumn of 1978: “In 1977 the per capita quantity of cereals corresponded to the level of
1955. [161

**|n a recently published article the yearly quantity of per capita cereal consumption has been
estimated at 200 kg. [17]
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Under-nourishment is characteristic mainly of certain country districts of China, in
which food rations contain but the two most important basic foodstuffs (cereals,
cooking-oil), and their size is often much below the supply level of towns, depending on
the crop results of the given district. Although, according to the data of the report, the
pig population exceeded 300 million at the end of the last year, the yearly meat
consumption per head amounted, according to a recently published article, only to 3.5 kg
on a national scale. [19] Nearly the double of this quantity is provided for urban workers
in their monthly 0.5 kg meat ration. Egg consumption is even less than that, while the
consumption of milk and dairy-produce is almost totally unknown in China. Therefore,
animal protein consumption consists mainly of pork, poultry, fish and other fishery
products. In recent times food supply has become uncertain also in a few big cities, partly
because of unemployed family members, and partly because of the growing number of
young people who returned illegally from the countryside — the latter cannot even get
ration cards in the cities.*

According to the data of the report, in the course of 1978 the agrotechnical and
machine supply of Chinese agriculture improved considerably. The number of large and
medium-size tractors grew by 90 thousand, and that of hand-operated small (garden)
tractors by 280 thousand. Thus, at the end of the year the stock of agricultural power
machines was 557 thousand pieces in the large and medium-size category, and 1370
thousand in the category of small tractors. On a yearly average, about 70 per cent of that
stock was in working condition. Since the data on the stock of tractors was given this
time in actual pieces and not converted into 15-horse-power units, I could not work out
— with a view to international comparison — the statistical average of machine hauling
power per hectare. This would have had, however, only a theoretical meaning, since,
according to several articles, in most of the farms large and medium-size tractors are used
primarily for hauling, and transporting, and only in a small part for fieldwork. This is
explained — beside a number of other factors (such as special soil conditions, flooded
lands, the lack of attachable machines, etc.) — obviously by the relative overpopulation in
agriculture. In 1949 0.2 hectares of arable land fell to one inhabitant and 0.5 hectares to
each active agricultural worker, and by 1978 these figures fell to 0.1 and 0.3 hectares,
respectively. Of the approximately 100 million hectares of arable land of the country
almost 47 million are today irrigable. Beside the traditional gravitational irrigation
systems also pump irrigation is spreading in our days. The total capacity of pumping
systems was 66 million HP at the end of 1978, that is, 10 per cent more than a year
before. The average quantity of fertilizers used on one hectare of arable land approached
— in terms of effective substance — 90 kg that is, it exceeded the level of the preceding
year by 25 kg.

*The number of those looking for employment in towns were estimated at 20 million by
Chinese authorities, and the number of young people sent out to villages — who later escaped from
there — at a further 6-8 million.
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As regards agricultural production it is finally the Y 145.9 thousand million of gross
output in 1978 that requires analysis and explanation in some detail, the more so as it is
over 50 per cent higher than the aggregate value indicator of Y95 thousand million which
I had worked out earlier. The problem does not lie really in the large difference, but
rather in the fact that we have no other information about this value than its sheer size.
We do not know, for instance, whether it is a sum of values computed at current or
constant prices, and if it is the latter, the prices of which year served for basis. Nor do we
know the exact contents of this synthetic value indicator which is of basic importance for
any macro-economic computation, and whether the heading “auxiliary activities”
(“fuye” in Chinese)* does not include the gross output value of activities pursued in the
communal or brigade level industrial units of the village people’s communes, which
amounted at least to Y46 thousand million already in 1978. In that case, namely, after
deduction of this production of industrial character, the remainder of the given sum
(Y100 thousand million) would show only a 5 per cent difference from the gross value of
agricultural output (Y95 thousand million) which I had calculated at constant prices of
1957. Yet | do not think it likely; most probably the value given in the report was
computed at the actually valid “constant price”, the base year of which may be 1975 or
perhaps 1977, when the average statistical accounting price level of agricultural products
exceeded —after repeated rises in agricultural procurement prices —the 1957 level by at
least 50 per cent. That is what can be concluded from an article published in 1979 in the
theoretical economic periodical “Economic Research” (Jingji Yanjiu), which makes the
statement that “the category of ‘constant price’ used since the foundation of the
Republic is, in a longer retrospection, in fact a ‘changing price’, for it has changed three
times in thelast 20 years and will have to be changed again.” [20]

In my opinion, in determining the value of gross agricultural output, in computing the
value of cereal crops makingup still about 43—44 per cent of the agricultural gross output,
a statistical average accounting price of about Y210/ton must have been taken for a basis,
in the course of conversion into the “constant price” of 1957, as against the Y 140/ton
used twenty years before. (In 1957 the value of cereal crops had a 48.2 per cent share
in the value of gross agricultural output.) Since the state procurement price of cereals
harvested in 1979 has been raised by 20 per cent for the quantity of compulsory sales,
and by 50 per cent for the quantities sold above it —in accordance with the decision
taken at the plenary meeting of the Central Committee of the Communist Party of China
in December 1978, with a view to increasing profitability and stimulating cereal produc-
tion —this important component of the new “constant price” to be introduced in 1980
or 1981 may be already as high as Y260—270/ton.

*In Chinese statistics the headword “agriculture” is the collective term for the following five
production activities: 1. agriculture (nongye); 2. forestry (linye); 3. livestock raising (muye); 4.
auxiliary activities (fuye); 5. fishery (yuye). “Auxiliary activities” used to include, beside household
farming occupations, also village handicrafts activities. At present in the final accounts of people’s
communes “industrial activities” (gongye) are listed separately. This allows us to draw the conclusion
that in national statistics their value is included in gross industrial output.
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According to official Chinese information, employment in the countryside
exceeded 300 million from 1977 on, that is, at present over three-quarters of the 400
million working people are employed in the agricultural people’s communes. Of this mass
of village labour of about 305 niillion the number of those employed in the industrial and
servicing units or the cultural, educational, health, welfare and administration units of the
people’s communes or pursuing non-productive activities is estimated at 45 million. Thus
in 1978 in Chinese agriculture about 260 million full-time workers were engaged, to every
one of whom there fell only an average gross output of Y560, which is only one-eleventh
of the average per one industrial worker (Y6,200) and exactly one-twentieth of the
average value per one worker in modern industry (Y11,200). And this average gross
output per one agricultural worker is almost 3 times less than the value produced by a
peasant manual or non-manual worker employed in the industrial sections of village
people’s communes in 1978 (Y1,600). On account of the nature of this indicator
containing cumulation, these per capita gross output values show — at the present
development and organizational level of the Chinese economy — the actual differences in
the live labour productivites of industrial and agricultural labour to be about double.
Therefore, later on, when determining the approximate value of the national income of
1978, we shall draw this comparison again upon the basis of net output sums not
containing the cumulated material inputs.

As regards the other sectors and fields of material production we have data on
values of clear contents and to be fixed into the national economic balance only for
trade. As regards the other fields we have only indirect data on values or data on
performance in physical units of measurement.

We can draw conclusions regarding the output of the building industry only from
the amount invested in 1978 (Y47.9 thousand million), or from the growth in the value
of national economic fixed assets (Y35.5 thousand million), assuming that a little more
than the half of the invested inputs (about Y25 thousand million) is realized in the form
of constructions.

In the transport of goods summary data expressed in ton-kilometres are available
only on goods carried with modern vehicles. According to these data the 1978 transport
performance of railways, on public roads, water and air routes amounted to 940 thousand
million ton-kilometres, in which railways had a share of 56.8 per cent (533 thousand
million ton-km), public road transport 2.9 per cent (27.4 thousand million ton-km),
water transport 40.3 per cent (378 thousand million ton-km) and air transport 0.0 per
cent (0.1 thousand million ton-km). The total output of transport with modern vehicles
grew by 24 per cent in 1978 over the previous year.

In domestic trade the total value of products purchased by commercial organiza-
tions from industrial and agricultural production units amounted to Y174 thousand
million in 1978, which exceeds the total value of purchases in the previous year by 11.1
per cent. Industrial goods had a share of Y128 thousand million (63.6 per cent) in this
sum, while agricultural goods and auxiliary activities in villages one of Y46 thousand
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million (26.4 per cent). The total value of retail sales was almost Y 153 thousand million
in the last year, 8.3 per cent more than in 1977.

Foreign trade was one of the most dynamically developing fields of economic
activities in the last year. After almost four years of stagnation the total value of exports
and imports grew by 33 per cent in 1978 and reached a magnitude of Y35.5 thousand
million expressed in home currency. At the official average rate of exchange in the given
year (Y157.7 = US $ 100) this corresponded to a total turnover of $22.5 thousand
million. Within it the value of exports amounted to Y16.76 thousand million ($10.63
thousand million) as a consequence of a 20 per cent growth, and the value of imports to
Y 18.74 thousand million ($11.88 thousand million) with a 41.1 per cent growth; that is,
imports exceeded exports by Y1.98 thousand million ($1.25 thousand million). Since
foreign currency earnings from activities other than trade surpassed such expenses in the
last year by Y2.1 thousand million ($1.33 thousand million), the current account balance
of the country was practically in equilibrium, and became even positive by the end of the
year.

The report gave no data about the absolute value of national income. One and half
a months later, however, Deputy Prime Minister Chen Muhua, substitute member of the
Political Bureau of the Central Committee of the Communist Party of China gave data on
per capita national income in US dollars for 5 selected years of the past three decades in
her article “In order to carry out the four modernizations we must purposefully control
the increase of population” with a view to comparison with the United States and Japan.
According to this article, the absolute amount of per capita national income in the three
countries in question was the following between 1950 and 1976:

Table 2

Per capita national income in China,
the USA and Japan
(in US $)

1950 1955 1965 1970 1976

China 28 49 78 95 139
USA 1746 2194 3245 4352 7028
Japan 195 245 785 1630 4193

Source: Renmin Ribao, 11th August 1979.

The first two of the figures on China were published already in 1956—1957, though
not converted into US dollars, thus, it is primarily the other three that are really news.
The figures of 1965 and 1970 hardly differ from those in my earlier computations of per
capita national income ($72 and 97 resp.). As regards the figure of $139 given for 1976,
the difference is somewhat larger, because in my computations this value must have been
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around $152. What is more, I computed the size of the national income of 1976, unlike
earlier practice, not upon the basis of assumed gross and net value proportions in industry
and agriculture, but with the aid of a proportion specifically given for 1977* and relying
upon official value data and growth indicators. The margin of error of such computations
is within 5 per cent, and thus I do not think it an unfounded assumption that the figure
of $139 indicated for 1979 is a tendentiously underestimated value, and seems to be
adjusted to the figure of $130 for per capita national income which Chinese government
organs submitted to the U.N.O. organs with a view to reducing the membership dues of
the People’s Republic of China. It is in itself a strange thing and supporting our doubts
that for such an international comparison a year that was the most disadvantageous from
every aspect was selected from the recent development period of Chinese economy.

If we start from the 1976 figure of $139 of per capita national income as indicated
in Chen Muhua’s article, it will mean, reckoning with a population of 930 million, a
national income of almost $130 thousand million, which corresponds to Y243 thousand
million at the exchange rate of the given year (Y1.88 = US $1.00). Computing upon this
basis and taking into account the officially given growth rates of 8 and 12 per cent for
1977 and 1978, respectively, the amount of national income rose to Y262 thousand
million in 1977 and to Y289 thousand million in 1978, which correspond to $151
thousand million and $183 thousand million respectively, at the rates of exchange of the
years in question. Accordingly, the per capita national income of these years would have
been $160 and $191.

If, however, we start from the 1977 proportions between the gross and net values
of industrial and agricultural output, as published in the above-mentioned article of the
periodical “Economic Research”, we shall arrive at the relative proportion of 58 : 42
between the industrial and agricultural net output values, by reckoning with a net output
of Y123 thousand million of industrial production making up 33 per cent of a gross
output of Y373 thousand million, and in agriculture with a net output of Y89 thousand
million making up 66 per cent of a gross output of Y134 thousand million. Assuming a
share of about 26 per cent for other production sectors, this gives Y286 thousand million
for the national income in 1977, which means, upon the basis of the 8 and 12 per cent
growth rates, the amounts of Y265 thousand million for 1976, and Y320 thousand
million for 1978. Converted at the official average exchange rate of the given years, these

*According to an article published in the periodical “Economic Research” in April 1979 the
ratio of industrial to agricultural production, that is the share of the two fundamental production
sectors in their combined output was75 : 25for gross value, and 58 : 42 for net value in 1977. [21]

I have to put in the remark that a dispute has arisen among sinologists about the interpretation
of this figure, and also of its contents. When talking about this figure Edgar Snow mentions in his
book the output of “industry and transport™, which is all the less probable as Zhou Enlai indicated
$120 thousand million for the “total gross output of industry and agriculture”, of which $30
thousand million fell to agriculture. Some hold the view that the value of $90 thousand million
includes the production of all producing sectors outside agriculture. I think that this value covers but
industrial production.
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amounts correspond to $141 thousand million in 1976, to $165 thousand million in
1977, and to over $200 thousand million in 1978, from which we get the per capita
values of $152, 175 and 211, respectively. The difference between the two computations
is thus 9.4 per cent.

According to my computations, in the production of the national income of Y320
thousand million in 1978 industry had a 43.7 per cent share, agriculture one of 30.0 per
cent and the other production sectors 26.3 per cent. The net output of industry
amounted to about Y140 thousand million in 1978, to which, according to my
estimations, the nationalized large-scale industry contributed Y82 thousand million, the
state manufactory industry Y19 thousand million, the urban cooperative industries
Y18 thousand million, and the communal industries Y21 thousand million. The net
output of agricultural production was about Y96 thousand million in the last year.
Accordingly, the average per capita net output must have been Y2190 in industry and
within it Y3280 in modern large-scale industry, Y2350 in manufactory industry Y2640
in the urban cooperative industries, and 740 in the village communal industries. In
agriculture this average value was about Y370 in 1978. Accordingly, the average pro-
ductivity of live labour employed in industry was almost sixfold of that in agriculture,
and within it almost its ninefold in modern large-scale industry, over six- and sevenfold in
the urban manufactory and cooperative industries respectively, and twofold in the village
communal industries. These multiple differences show clearly the low efficiency of the
live labour inputs of the huge masses of labour employed in the traditional sectors of
Chinese social production, characteristic mainly of agricultural production, and which is
basically a consequence of the still poor technological equipment and the lack of skills of
agricultural labour.

On the utilization of national income we have official data only for the division
according to destination of amounts allocated from the state budget. The latter, however,
were hardly more than one-third of the total national income of 1978. As for the primary
division of the national income, and the actual size of the accumulation and consumption
funds, we must continue to resort only to estimations. A certain basis is offered for this
by such Chinese information that for example to each member of the village communes
there fell an income of only Y74 from collective farming in the last year, or that the
yearly wage fund of manual and non-manual workers amounts to almost Y57 thousand
million, and that the wage of workers in state enterprises and institutions was Y644 on a
yearly average. Of the Y112 thousand million revenues of the budget 40 per cent (45
thousand million) came from industrial and commercial tax payments, and a further 39
per cent (Y44 thousand million) from the profit payments of state enterprises. On the
expenditure side the largest item was the amount of Y40 thousand million spent on
investment financing, which was followed by Y17 thousand million spent on the renewal
and enlargement of plants and firms, and the same amount was spent on defence and
military preparations, Y11 thousand million was spent on cultural, health and scientific
purposes and Y5 thousand million to cover administrative tasks. Almost Y8 thousand
million of the state budget was spent on agricultural development and the support of the
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people’s communes. Within the same amount of budget expenditure this item rose to Y17

thousand million in the present year. At the same time, however, military expenses will

also rise above Y20 thousand million, to which are added expenses on the development of
war industry and on modernization of at least the same amount, covered from other
sources or accounted under other items, the total of which approaches —according to the

computations of experts of the international strategic research institute - $37-38

thousand million in 1979. [22] All considered, according to my computations the

consumption fund had an about 62 per cent share - about 200 thousand million - from

the national income of Y320 thousand million of 1978, so that still a rather high ratio —
38 per cent —was left for accumulation.

The fact that in the utilization of national income the share of the accumulation
fund has been well over 30 per cent, which would be still justified under Chinese
conditions, and that in certain years it rose even above 40 per cent, has been admitted by
some authors of articles on the Chinese economy. [23,24] Under such conditions the
average consumption per inhabitant did not reach 210 even in 1978, which amount
corresponds to about $135.

The values of about $215 and $135 of per capita national income and social
consumption fund resp. can give a rough idea, also to the outsider, of the general
development level attained by the Chinese economy by the late 1970s, and of the still
extremely depressing backwardness, the overcoming of which will remain obviously the
central question of Chinese socio-economic development for long years to come.

The growth rate of the Chinese economy in the 1970s

The growth indicators published following the second session of the 5th National
People’s Congress of this year allow us to compute the gross output of industry only for
the years 1976—1978, and that of agriculture only for the last two years (1977-1978).
Apart from this, in addition to reliable statistical data published during the 8 years
following Liberation, and the figures about the growth achieved in the ten years between
1965 and 1974 indicated by Zhou Enlai at the first session of the 4th National People’s
Congress of January 1975, we could obtain information from various articles [25]
published in the Chinese press in the course of the last one or two years on official figures
of average yearly growth rates of industrial development in the 28 years from 1949 to
1977, in the three-year rearrangement period of 1963—1965, in the third five-year plan
period of 1966—1970, and in the fourth five-year plan period of 1971-1975. Similar
growth indicators of the gross agricultural output are available only for the 3 years 1963
to 1965. Thus there are still many gaps and uncertainties in the statistical time series of
the thirty-year development of the Chinese economy, which are difficult to bridge over
by means of various computations and estimations. From that aspect the most obscure
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periods of the past twenty years of economic development were the second five-year plan
period of 1958-1962, which is itself divided into two clearly delimited phases: the three
years of the so-called “big leap” (1958—1960) and the two years of the “big recession”
(1961—1962); and the year of 1976, when Chinese economy “has come to the brink of
ruin” - to use Hua Guofeng’s words. From the aspect of our investigation it is
particularly important to find out the extent of recession in the said year since, without
this missing link, the average growth rate achieved in the 1970s cannot be computed.

As regards the development of the gross output of industry in the 1970s, | took for
a starting-point the sum of $90 thousand million indicated by Zhou Enlai in an interview
[26] given to Edgar Snow,* which corresponded to Y216 thousand million at the official
rate of exchange of the time, and expressed the gross value of industrial production
presumably at the “constant price” of the given year.* Upon this basis, and with an
average industrial growth rate of yearly 9.1 per cent indicated for the 4th five-year plan
period, the gross output of industry reached a level of Y333.5 thousand million in 1975.
As compared with this, the gross output of industry amounted in 1976 to Y326.4
thousand million —computed upon the basis of the value of Y373 thousand million for
1977 and according to the growth rate of 14.3 per cent for that year — that is, it fell
only by 2.2 per cent in comparison to the level of the previous year. A larger reduction
would be conceivable only if the value of industrial production in 1975 had been much
higher —at the “constant price” of the given year —than the value computed at the 1970
prices. Yet this would have been a change in the price level contrary to the earlier
tendency of lowering prices, which can be considered as quite out of question.

We call to check the comparability of the price levels of gross industrial output in
1976 and in the preceding years also with a comparatively simple method of approxi-
mating computation. What we have to do is to control Prime Minister Hua Guofeng’s
statement made in his report at the first session of the 5th National People’s Congress
about the work of the government. According to it “Between 1974 and 1976, because of
the interventions and sabotage of the ‘gang of four’, a total value of Y 100 thousand
million of industrial production, 28 million tons of steel, and Y40 thousand million of
financial income were lost to the country, and the whole national economy came to the
brink of ruin.” [27] Not going into a closer investigation of causes —which would soon
make it clear that the slackening growth rate from 1974 on and the standstill of 1976 was
not exclusively the deed of “the four” — and concentrating our analysis only on the

*It has to be mentioned in this text that the differences between the levels of the “constant
price” used in the various development periods for rendering the dynamics of industrial production
measurable and comparable and changed in each 5 or 10 years are much smaller than in agriculture.
For example, the level of “constant price” characteristic of the late 1970s is only 30 per cent lower
than the 1952 level of “constant price”, while over one-third (11.1 per cent) of the reduction was the
result of switching over to the “constant price” of 1957. There are several signs to indicate that the
next large-scale reduction of prices was effected in the early 1960s, so that after that only small
corrections followed.

Acta Oeconomica 23,1979



G. HIDASI: CHINA’S ECONOMY AND DEVELOPMENT PROSPECTS 171

computation method of these losses, we shall arrive at extremely interesting and
instructive results.

If we submit the figures of losses reported by Hua Guofeng and much cited by
others to a thorough examination, it will tum out after a few iterative operations that
these figures are arrived at if the production level actually achieved in the given years is
compared with such assumed (or planned) levels as the Chinese industry could have
achieved with an average yearly 10.5 per cent growth rate of industrial production, and
with a 13 per cent one of steel production.* The assumed average yearly growth rates
coincide in both cases almost entirely with the growth rates of above 10 per cent, i. e. of
12.3 per cent, envisaged in the economic development programme for the years
1978—-1985 — approved at the first (February) session of the Fifth National People’s
Congress. This also allows us to draw the conclusion that in the medium-term plan of
1978—1985 the planners envisaged practically the same growth rates as had figured
already in the 4th five-year plan of 1971—1975, but which, for various reasons, could be
then kept up only in the first half of the plan period. Yet after the preceding computa-
tion we have no reason to doubt that the total value of Y216 thousand million of
industrial gross output indicated by Zhou Enlai for 1970 may serve as adequate grounds
for computing the average yearly industrial growth rate achieved in the 1970s. Comparing
this amount with the gross industrial output of 1978 (Y423.1 thousand million) we get
an almost 96 per cent increment, which corresponds to a yearly average growth rate of
8.8 per cent.

*The result of the computation was the following:

Total gross industrial output Volume of steel production
in case Actual value Difference in case Actual
Year of a 10 p.c. thousand thousand ofal3p.c. volume Difference
growth rate million million growth rate
(thousand yuan yuan

Kot (million tons)| (million tons) | (million tons)
million yuan)

1970 216.0 216.0 17.8 17.8
1971 238.7 237.6 20.1 21.0
1972 263.7 265.0 22.7 23.0
1973 291.4 287.2 25.7 25.5
1974 322.0 310.6 -11.4 29.0 23.8 -=3.2
1975 355.8 333.5 -22.3 32.8 26.0 —6.8
1976 393.2 326.4 —66.8 37.0 20.5 -16.5

Total of difference
in 1974-1976 -100.5 -28.5
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In trying to find out the dimensions and growth rate of agricultural development,
the gross output of $30 thousand million indicated by Zhou Enlai is, unfortunately, of no
use to us. If we convert this amount at the same rate of exchange (Y2.4 = $1), we shall
receive Y72 thousand million which, though well fitting into a time series containing
value data at “constant prices” of 1957, yet, compared to the official figure of Y146
thousand million in 1978, would mean more than a doubling of agricultural output, that
is, the achievement of a yearly average growth rate of 9.2 per cent, i.e. one even higher
than that of industry. As a matter of fact, every sign indicates that in the ten years in
question the growth rate of agricultural production was slower even than in the years
before, in spite of the fact that in the 1970s there were no catastrophic recessions.
Therefore, it seemed more reasonable to determine the gross output of agriculture by
starting from the value of Y134 thousand million in 1977 and, by determining the value
of cereal production in the years in question at the present statistical accounting price
(Y210 per ton), to express the value of gross agricultural output at the level of the
present “constant price”. The uncertainty factor of this computation method, and its
likely margin of error of 5-6 per cent is the estimated share of the cereal crop within the
total value of gross agricultural output. The result of my computations was Y 114
thousand million for 1970, and Y131.5 thousand million for 1975, which is to say that
the value of gross agricultural output rase by a total of 28 per cent during the past eight
years, or, by 3.1 per cent on ayearly average.

The above-mentioned growth indicators of the two fundamental production sectors
make it easy to compute the average yearly growth rate of the combined gross output of
the two sectors. The combined gross output of industry and agriculture rose by 72.4 per
cent between 1971 and 1978, that is, by yearly 7 per cent on average. The national
income computed on the basis of a previous statement of net output values amounted to
Y192 thousand million in 1970 at the level of current “constant prices”, to Y266
thousand million in 1975, and in 1976 it remained by only Y1 thousand million below
the value of the preceding year. Thus national income grew by almost 67 per cent in eight
years, which corresponds to a yearly average growth rate of 6.6 per cent. Per capital
national income grew at a considerably lower rate (by 43 per cent, that is at a yearly rate
of 4.6 per cent), because of an approximately 16 per cent growth implying a yearly
natural increase of the population of almost 2 per cent.

Such development of the growth rate of the Chinese economy in the current decade
has been basically the consequence of a slower growth and standstill in development,
interspersed also with partial recessions, which occurred in the Chinese industry between
1974 and 1976, and in Chinese agriculture with a one-year lag: between 1975 and 1977.
For the slowing down of the growth rate, as well as for the temporary recession or
stagnation of industrial and agricultural production the present Chinese leadership is
trying to shift the responsibility entirely onto the extreme leftist leaders, the so-called
“gang of four” arrested in October 1976. Obviously, such presentation of the problem is
aH too one-sided, over-simplified and tendentious. It is suitable only for temporarily
diverting attention from the real causes of disproportions and tensions having developed
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in the Chinese economy, and from the basically erroneous theoretical and ideological
grounds and the real motives of economic development conceptions and economic policy
in the last twenty years, rooted in “Mao Zedong’s thoughts”. As w shall see, the uneven
economic development of the 1970s — with its slumps and recessions — has not been the
first case since the foundation of the People’s Republic of China and it is not even a
phenomenon characteristic only from the beginning of the cultural revolution (1966), but
a necessary concomitant and consequence of the “particular way” followed since 1958.
But let us first say a few words about the development of foreign trade and foreign
economic relations and their growth rate during the 1970s.

Similarly to the general economic development also the development of the Chinese
foreign trade and foreign economic relations has been rather uneven in this decade. The
fast upswing of 1971—-1974 was followed by stagnation between 1975 and 1977,
alternating with some recessions, and a new upswing came again, as I have pointed out,
only beginning with the last year. While the value of foreign trade turnover at current
prices rose from $4.3 thousand million of 1970 to $22.5 thousand million by 1978, that
is, to more than five-fold, the same turnover of 1978 amounted to about $11.5 thousand
million at 1970 prices, which means that the volume of trade has grown to less than
2.7-fold during the last eight years. The latter corresponds to a growth of trade of about
13 per cent on a yearly average. Within the total trade the share of socialist countries fell
from 20 per cent in 1970 to 13—14 per cent, while the share of advanced capitalist
countries rose from 51 per cent to 60 per cent. In 1978 the People’s Republic ot China
transacted a trade of over $5 thousand million with Japan, $1.1 thousand million with
the U.S.A., and almost $3 thousand million with the Common Market countries, that is,
these three power centres of the capitalistic world economy had a 40 per cent share in
Chinese foreign trade. According to by no means complete data, only between 1973 and
1977 the People’s Republic of China signed 66 contracts with firms of nine different
advanced capitalist countries, concerning the delivery of complete factory equipments in
a value of almost $2.7 thousand million. [28]

To what extent Chinese development has been uneven and fluctuating in the last
thirty years is demonstrated by Table 3.

It stands out clearly from Table 3 that — except for the first five-year plan period — in
the course of the last thirty years there have hardly been any phases exceeding three years
in the economic development of the Chinese People’s Republic in which we could see
unequivocal and normal economic growth (not of a restoration character), in all fields of
the national economy.* Therefore, it is an extremely difficult as well as risky undertaking
to select from this development period of 30 years, with alternating upswings and
recessions, those shorter or longer phases whose growth trends and proportions may serve
more or less as a basis for a prognostication of economic development and structural

*Within the 3rd five-year plan period figuring in the 5th row of Table 3could also have put the
years of the “cultural revolution” (1966—1969) under a separate heading, for in 1967 there was a
considerable recession in industry.
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Table 3

Average (compound) yearly growth rates in the two main sectors of production and in national
income in various phases of economic development in the People's Republic of China

Denomination of the phases

1. Restoration period

o N o U

Mmoo w>

. 1st five-year plan period
. 2nd five-year plan period

Within it:
a) years of the “big leap”
b) years of the “recession”

. Years of “rearrangement”

3b + 4. Years of “readjustment”

. 3rd five-year plan period

. 4th five-year plan period

. Years under the influence of “the gang of four”
. Years of “putting things in order”

. The 8 years of socialist building
. The 20 years of voluntarism

The 28 years of the People’s Republic of China

. The first eleven years
. The second ten years
. The 1970s

(percentages)
Gross
Years industrial
output
1949-1952 34.8*
1953-1957 18.0*
1958-1962 3.8*
1958-1960 14.7*
1961-1962 -10,7*
1963-1965 17.9*
1961-1965 55
1966-1970 11.7*
1971-1975 9.1*
1974-1976 4.3
1977-1978 13.9*
1949-1957 24.0*
1958-1977 9.5
1949-1977 13.5*
1950-1960 21.5
1961-1970 8.6
1971-1978 9.2

Comment: the data marked by * are taken from official Chinese sources.
The rest are based upon the author’s computations and estimations.

Gross
agricultural
output

14.1*
4.5*
-4.3*

-7.2
0.0*
11.1*
6.5
41
2.9
3.3
4.7

8.0*
2.6
4.2*
3.6
5.3
4.1

Industrial
and agricultural National income
output combined

21.1* 19.3*
10.9* 8.9*
- 1.0 -2.0
3.6 0.8
-7.5* -6*
15.7* 14.5*
5.8 5.3
9.7 6.6
7.8 6.4
3.9 4.0
11.4 10.0*
14.6* 12.6*
6.7 4.6
8.6 7.0*
10.2 9.3
7.4 5.5
7.6 6.8
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changes in the next 6 or 7 years. This will be all the more difficult, as in the coming
period, and parficularly in the next three years, that is between 1979 and 1981, the
leaders of the People’s Republic of China again plan a “rearrangement” in almost every
field of the economic life in order to readjust the disproportions in the national economy,
to restructure the existing systems of economic organization and control, to consolidate
production and management, and, as far as it is possible, also to improve the raising of the
production level. The recently announced policy of “readjustment, restructuring
consolidation and improvement” recalls in some respects the “readjustment policy”
introduced after the failure of the “big leap” and the subsequent grave economic
recession. Nevertheless, the measures now planned seem to be better considered than the
old ones: they come not so much from the urge of circumstances but rather from sound
recognitions, and, it is hoped, they will also last longer than similar measures introduced
in the early 1960s.

All considered, from the above-mentioned periods of Chinese economic develop-
ment, the eight years of the 1970s are a period that may be taken into consideration in
prognosticating economic growth in the coming years up to 1975, partly because of its
being close in time, and partly because of its basic foreign policy and foreign economic
orientation.

Development prospects of the Chinese economy up to the mid-1980s

After almost twenty years of silence, it happened first in the spring of 1978 that in
the People’s Republic of China a few specific figures and exactly outlined objectives were
published about the medium-term economic development plans and conceptions of the
party and state leadership. At that time this had the effect of a sensation, since foreign
observers and sinologists had not known the objectives and basic programmes of any
Chinese five-year or longer economic plan since 1960.

It became known to the public from the communiqué of the first session of the 5th
National People’s Congress held in late February and early March 1978, and first of all
from Hua Guofeng’s report published in full that government organs in China had been
working already since the spring of 1975 on a ten-year plan of national economic
development covering the period from 1976 to 1985. But a more detailed elaboration of
this plan could follow only from the middle of 1977, because of the sabotage of the
“gang of four”.

According to the data published on the ten-year plan, the cereal crop in China must
achieve 400 million tons by 1985, and the output of steel 60 million tons. For the eight years
between 1978 and 1985 the plan envisages an average yearly growth of 4—5 per cent for
gross agricultural output, and one above 10 per cent for gross industrial output. During the
same time — according to the plan — the total of the government revenues and of
expenditure on national economic investments has to reach dimensions identical with the
aggregate amount of the revenues and investment outlays of the preceding 28 years. [29]
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According to Deputy Prime Minister Li Xiannian’s statement made before Japanese
businessmen, the order of magnitude of national economic investments envisaged up to
1985 according to the original ideas would reach Y1 billion, which is equivalent to $645
thousand million at the current rate of exchange (Y 155 = US$100). [30]

The investment section of the plan contains 120 large projects of special import-
ance, among them 10 iron- and steelworks, 9 non-ferrous metallurgical works, 8 big
coalmines, 10 new mineral oil and natural gas producing sites, 30 high-performance power
stations, 6 new railway lines and 5 ports of key importance. When these projects will have
been finished and put into operation, China will have — according to the government report
— fourteen comparatively strong and reasonably placed industrial basic areas. For the large
new projects the Chinese wish to procure part of the production equipment from advanced
capitalist countries, some through the ordinary exchange of .goods, and some in the
framework of construction transactions and credit agreements. *

The plan lays down a number of specific measures also for agricultural develop-
ment, aimed at the improvement of farming conditions and of work organization on the
one hang, and at the increase of yields and the raising of agrotechnical standards on the
other. As regards the former, considerable progress involved by the measures accepted at
the 3rd plenary session of the Central Committee elected at the 11th Congress of the
Communist Party of China — held in in December 1978 — which consider the low-level
property of production teams in village people’s communes as the basis of the “three-
level” ownership relations** and prohibit an arbitrary regroupment of the income and
property of production teams for financing the current expenses or investment of
enterprises and farming activities at the brigade or commune level. At the same time,
with a view to increasing the profitability of farming of the production teams, the norms
of obligatory cereal sales (procurement) are left unchanged for five years and fixed
according to the average crops between 1971 and 1975, while procurement prices have
been raised, as mentioned, by 20 per cent for the obligatory quantity, and by 50 per cent
for the quantities above it. With a view to increasing agrotechnical supply and the security

*In the autumn of 1978 some of the Chinese leaders still said that the value of imports wanted
for the implementation of the investment programme might reach even $200 thousand million, in
which the value of production equipments would be about 60 per cent. However, the same leaders
adopted a more pessimistic tone already in the spring of 1979. For example, Deputy Prime Minister Li
Xiannianadmitted with “self-critiscism” before Japanese journalists that “Some of us, myself included,
thought that we could fulfil the plan of yearly 60 million tons of steel production by 1985. It seems
now that also this target has to be reduced.” (Reuter, 10. 3. 1979)

**In the People’s Republic China, three forms of collective ownership exist in the village
people’s communes, which correspond to the three levels of production-management and farming
units. The lower level is that of the production teams (30—40 peasant families, mostly doing the same
work), at the medium level there are the production brigades or large teams (dadui) comprising the
teams of the lower level, and among them there are units pursuing industrial or other activities. The
upper level is made up of the organization of people’s communes comprising and controlling the
production brigades; their number is about 50 thousand in the whole country.
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of production the plan lays down that the mechanization level of the most important
agricultural activities has to be raised above 85 per cent by 1985 and it has to be achieved
that by that time at least 1 mu of such crop land should fall on each head of the
agricultural population (that is 1 hectare per 15 inhabitants), as brings a high crop
independently of weather conditions.

It appears from the declarations of some of the Chinese leaders, as well as from the
articles on economic policy published in the Chinese press during the last 15 years that
the present Chinese leadership considers the 7—8 years up to 1985, and within it
particularly the first 3—4 vyears, to be of key importance for the foundation and
successful implementation of the “four modernizations” announced earlier. As it is
known, these “four modernizations” have basically the aim of bringing China - by means
of full modernization of agriculture, industry, defence, and science and technology —into
line with the leading countries of the world still in this century, that is, to raise her to the
rank and level of a real world power.

In this article | do not intend to challenge the reality of the long-term economic
development conception of the Chinese leaders, all the less so as in one of my earlier
works mentioned above | gave my opinion on the subject in detail. Maybe later on | shall
revert to the subject, taking into consideration all that has happened in the meantime and
that may, obviously, amend my earlier long-term prognostication in some respects. At
present | investigate only the medium-term development prospects of the Chinese
economy and seek answer first of all to the question, whether the Chinese leadership after
Mao approaches the economic problem with a greater sense of reality, and whether it is
able to set actually attainable economic development objectives, or whether economic
planning is still basically characterized by subjectivism and wilfulness. If we recall
that already twenty years ago, in 1958, Mao Zhedong set the aim of achieving ayearly 500
thousand million tons of cereal crops and 100 thousand million tons of steel output
through a few years of continuous “big leap”, the present targets of 400 million and 60
million tons for 1985 seem in fact much more modest and realistic. Yet the distance
between voluntarism and realism is immeasurable, and thus the refraining from objectives
far from reality and more like wish-dreams is in itself no satisfactory proof of the
attainability and realistic foundation of the present targets. Therefore, in order to answer
the question, we must start from the present situation of the Chinese economy, its
present level of performance and accumulation abilities, and the actual state of its
structural disproportions and distortions, that is, from the situation which | tried to
describe and analyze in the foregoing two sectors of this article also with the aid of
numerical indicators by relying on available statistical data.

It is clear from what has been said that achievement of the development objectives
set for 1985 necessitates a considerable increase of the development rate of the 1970s in
all the fields of economic activities examined above (industrial and agricultural
production, accumulation and investments, foreign trade and foreign economic relations).
In the present situation of the Chinese economy it is, however, impossible to achieve such
an increase of the growth rate by relying on domestic resources. This has been recognized
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by now by the more sensible of the Chinese leaders, and they suggested that the
objectives set for 1985 should be somewhat postponed and that the implementation
period of the various programmes should be prolonged by 3—5 years. Some still hold the
opinion, however, that the original objectives are realistic: since the growth rate of the
Chinese economy can be considerably accelerated by resorting to greater foreign
resources, as advanced capitalistic countries are willing —upon political and economic
considerations —to grant considerable and efficient material, technical and financial help
for the realization of the modernization objectives of the People’s Republic of China.
Thus, the question has not yet been decided, the dispute is going on, and, though the
national economic plan of 1979 approved at the second session of the 5th National
People’s Congress as well as a number of other measures (such as the announcement of
the three-year “rearrangement period”) indicate that in the spring of 1979 the
“moderate” line got the upper hand, the objectives of the ten-year national economic
development plan approved at the first session were not amended officially. Thus, for the
time being, we cannot disregard those objectives, and in the course of prognosticating the
Chinese economic development prospects up to 1985 it isjustified to continue comparing
our own forecasts, as far as possible, with the objectives announced.

The fact is that arbitrary policies of the past twenty years with their great power and
hegemonistic pretensions led to the emergence and chronic appearance of such tensions,
dispropotions and contradictions whose gradual elimination would require an economic
development conception and policy radically different from the previous ones, totally
different development priorities, and accordingly, a considerable regroupment of means.
The primary objective of economic development in the past twenty years was, namely,
the creation of industrial and scientific backgrounds necessary for the manufacturing of
nuclear arms and rockets constituting the material-technical basis and symbol of the
Chinese great power status, that is, such a forced industrial development centred on the
war industry, which still goes on sucking away an increasing amount of means from the
productive sectors of the national economy for a basically improductive purpose. We can
hardly expect a radical change in this field in the next few years. It is, however, already
clear that a few Chinese economists and politicians —some of whom have been allowed
to publish their works only beginning with the last year since the start of the so-called
“cultural revolution” (1966) —are well aware of the problem. They stress the necessity
of creating a “complex balance” of the national economy, and they see the way towards
that goal in the assertion of the order of development “agriculture —light industry -
heavy industry”, which was raised as a requirement as early as in 1956, emerging again in
1961—63, but which has not been asserted yet.*

This has been made clear in one of the recent articles of Lu Dingyi rehabilitated is December
1978: “In 1956 Comrade Mao Zhedong worked out his well-known study of the ten great mutual
relationships” and pointed out that in the national economy agriculture had to be considered as basis,
and industry as a leading factor, and then he laid down the order of investment: ‘agriculture - light
industry - heavy industry’. Everything went in the greatest order. If development had followed this
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A faster development rate o f agriculture is in fact a question of key importance for
the Chinese economy. As long as the maintenance of the present per capita food
production level necessitates the employment of two-thirds of the working population,
that is, of 300 million people in agriculture, there can be no question of a balanced
development in the social and national economic sense. The contribution of these 300
million people to national accumulation is too low - the low procurement, prices and the
wide gap between prices of agricultural and industrial products notwithstanding - it does
not reach even one-third of the accumulation fund according to my computations. This is
first of all a consequence of the fact that Chinese agricultural products entering trade
represent hardly more than 30 per cent of the total output (with cereals this is less than
20 per cent), and this low share of commodity production delimits the extent of taxing
away incomes through the price margin from the outset. But the agricultural direct tax
makes up only about 5—6 per cent of the value of gross output. Thus the amount of
approximately Y36 thousand million taxed away from agriculture yearly in direct or
indirect ways, and the internal accumulation of Y 7-8 thousand million spent on the
sector’s own development represent even together only a magnitude that corresponds to
about Y150 per worker, as opposed to the avarage per capita accumulation of about
Y 1000 in the other productive sectors of the national economy.*

Today it is quite obvious also to Chinese economists that a faster development of
agriculture and the increase of its accumulating ability cannot be accomplished through
an investment policy pursued in the spirit of such slogans as “relying upon our own
resources”, and “agriculture should learn from Dazhai”, under which policy only a
fraction of the accumulation and development means taken away from agriculture was
given back in the form of government subsidy. Under such conditions the “modernization
of agriculture” would be but a slogan without meaning and the average yearly growth rate
of agricultural production could not surpass 2—3 per cent in the future, either, while an
80—85 per cent mechanization of agricultural labour would be drawn out over 20—25
years. 1 must mention at this point that — relying upon experiments with a few

course, our country could produce now (in 1979) yearly 50-60 million tons of steel, and the problem
of feeding a population of 900 million would have been settled as well. But in 1958 things suddenly
changed. Under the slogans of the so-called “big leap” steel production was to be raised from the 5.8
million tons of 1957 to 25 million tons by 1962. That is, the order o f ‘agriculture —light industry -
heavy industry’ was changed into ‘heavy industry - heavy industry - heavy industry’. In other words:
holes were left in the national economic plan and, instead of creating equilibrium, a constant
disequilibrium was promoted.” (311 This last phase is a reference to Mao Zhedong’s well-known thesis
according to which “disequilibrium is constant and absolute, while equilibrium is but temporary and

relative.”
*In these computations village communal industry, together with its value of output and its

employees, was listed within the agricultural production sphere, since it belongs there organizationally,
and most of its products are used in the agricultural sector. The decision taken on the fourth plenary
session of the CC of the CPC in September 1979 on some problems of the accelerated development
of agriculture pointed out that “the average collective accumulation of a working team does not attain
10,000 yuans, in some places they cannot maintain even simple reproduction. [32]
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communes or districts — Chinese experts estimate the modernization costs of Chinese
agriculture, that is, of the full mechanization of basic works at Y800—900 thousand
million ($516-580 thousand million). This is only 10—20 per cent less than the full
amount of Y1 billion spent on the development of all sectors and fields of the national
economy during the almost thirty years since the Liberation. [30]

In my computations, in order to achieve the agricultural objectives set for 1985 as
deadline - such as cereal crops of 400 million tons and an 85 per cent mechanization -
the amount of various government subsidies and agricultural investments (only of Y7—8
thousand million in earlier years but already Y17 thousand million in 1979) should have
to be raised gradually above Y30—40 thousand million annually. This is to say that in the
course of the next 5—6 years about one-third of the approximately Y600-700 thousand
million to be spent on the development of the national economy ought to be used for the
direct support of agriculture, not mentioning the capital intensity of other, subsidiary
investments outside agriculture (machine building industry, chemical industry, infra-
structure) n'ecessary for pursuing such an intensive agricultural development policy. Such
requirements could be fulfilled continually only if, on the one hand, the volume of means
and incomes drawn away from agriculture would be considerably reduced in the coming
years and thus the accumulating ability of agriculture would be increased. On the other
hand, the larger part even of the means taken away would have to be used for the
development of industries that supply agriculture with modem means of production
(manufacturing of agricultural machines, plant protectives and fertilizers).

We can meet with such conceptions today in a few articles on Chinese economy,
and such a measure was, for example, the decision announced at the end of the last year
according to which agricultural purchase prices were raised considerably by summer, and
the prices of a few industrial products - necessary for agricultural production —were
reduced. In spite of that, we have rather important and quite well-founded doubts as to
whether the development of the Chinese economy could take such a turn in the near
future. This would require, namely, such reduction of the amounts spent on military
purposes and the “modernization of defence”, as can hardly be expected with the present
personal composition and policy of the Chinese leadership. And yet the additional
amount of Y15—20 thousand million necessary for accelerating agricultural development
can hardly come from other resources or from any regroupment within the Chinese state
budget.

Therefore, what can be prognosticated with the highest probability is that the
targets of agricultural development set for 1985 will be achieved with a delay of 2-3
years, that is by 1987—1988, so that by 1985 we can expect cereal crops of at rpost
370-380 million tons. Thus agricultural output will grow by a yearly 3—4 per cent
instead of the planned 4—5 per cent, with the growth in value owing to the raising of
procurement prices taken into account as well. The degree of mechanization of
fundamental agricultural work may rise from the present 35-40 per cent to 50-60 per
cent by increasing the power machine stock of 1978 to about 2—2.4-fold. As for the use
of fertilizers, in 1985 about 180—200 kg of fertilizers will fall to one hectare as against
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the present 100 kg (in effective substance). The share of animal husbandry in the total value
of agricultural gross output may rise from the present 14 per cent to over 20 per cent. At
the same time, the pig population will grow from 300 million in 1978 to 450 million.

The yearly growth rate of over 10 per cent envisagedfor industrial development up
to 1985 cannot be guaranteed through eight years by any means, not even if important
foreign technological assistance were used. Such a high growth rate would, namely, even
further increase the already hardly bearable disproportions of the Chinese economy, and
would lead, similarly to previous experience, to a new slowdown or recession in industrial
production within a few years. The 4-5 per cent development planned in agriculture is in
itself such a programme as could be carried out only with a considerable reduction of the
growth rate of industrial production —to a maximum of 6— per cent —and through a
radical regroupment of development funds. Since, however, we have prognosticated a
yearly 3—4 per cent average growth of agricultural production, this would allow —
without any particular deterioration of proportions - an average yearly growth of 7-8
per cent or even of 9 per cent in industry, depending on which branches are given
preference in development.

At present deficiencies and tensions are found mainly in fuel, energy and basic
material production and supply. An improvement of this situation would require a
considerable volume of investments of a low rate of return. It is questionable at what
rate, by what means, from what resources and, mainly, with what efficiency such
industrial development and investment programmes can be implemented. I think it is out
of question that the investment costs of the 120 industrial and infrastructural large
projects laid down in the ten-year (practically eight-year) plan approved in 1978 could be
covered up to 1985. These costs would amount, namely, to about 70 per cent of the
originally envisaged Y1 billion of investment costs, that is, to about Y700 thousand
million (or $450 thousand million). As | have mentioned, about Y80 thousand million are
spent on economic and military purposes from a budget of Y112 thousand million in
1979, to which may be added a further development input of about Y20 thousand
million from local resources. Thus, in my opinion, it will take at least 10—12 years to
carry out the investment programme of the original plan, taking into consideration the
fact that the growth of the capacity and accumulation ability of the national economy
will be accompanied, in the course of implementation, by growing costs. In the first five
years the rate of investments and their putting into operation may be somewhat
accelerated, if the People’s Republic of China received some of the imported techno-
logical equipment from her partners in advanced capitalist countries within the
framework of medium- or long-term credits. This may reach, however, even in the best
case, only about 10 per cent of the total investment costs in the next 10-12 years. This
means that they would have to raise credit in the amount of about 60—70 thousand million
dollars up to 1990 and —considering the rate of credit offers up to now —tliis does not seem
unattainable. About half of this amount ($35 thousand million) will be probably laid
down in agreements in the next two or three years. By July 1979 credit contracts were
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signed with the governments or commercial banks of capitalist countries to the tune of 22
thousand million. [34]

From what has been said it follows that the 80 million tons of steel output
envisaged for 1985 are also to be expected with a few years’ delay, that is by 1987—1988.
Thus, for the year in question only about 50 million tons of steel output can be
prognosticated. The volume of coal produced will be approximately 800 million tons by
1985, which will allow, with other primary sources of energy taken into account, the
production of yearly 400 thousand million kilowatt-hours of electric energy. Crude oil
production may rise —with the aid of western oil companies —at a yearly rate of 6—7
per cent, and this may lead to an output of 150—160 million tons by 1985. During the
same period, home demand will presumably rise from the present yearly 85 million tons
to 130—140 millions, which will allow to export about 20—30 million tons of cmde oil. |
estimate the future volume of cement production at 100 million tons. The output of
fertilizers can be raised above 100 million tons by 1985, which corresponds to about 20
million tons in terms of effective substance. This quantity will be enough to cover home
demand, and a few per cent of it may even be exported.

The development level of the Chinese economy expected for 1985

On the basis of the above outlined development of agriculture and industry, the
amount of national income will reach about Y500 thousand million by 1985 (at constant
prices of 1979). This means nearly a 7 per cent yearly average growth rate during seven
years. Presuming that by that time the population of the People’s Republic of China will
grow to about 1040 million,* the per capita national income will be around Y480, which
is equivalent to $310 at the present official rate of exchange. The share of industry in the
creation of national income will rise from the present 43—44 per cent to only 46 per
cent, while that of agriculture will fall from 30 per cent to 24 per cent. The share of other
production branches and services will rise from 26 to 30 per cent. The share of
accumulation in the national income used will sink below 30 per cent.

The per capita quantities of the basic industrial and agricultural products will
probably be the following by 1985:

electric energy 384 kilowatt-hours

coal 770 kg
crude oil 144-154 kg
steel 48 kg
cement 96 kg
cereals 356—365 kg

»Reckoning with a 10 per mille average annual natural increase of the population. The declared
effort of Chinese leadership is to reduce the annual rate of population increase from 12 per mille in
1978 to 5 per mille by 1985. In this case the population of the PRC would be 1013 million in 1985.
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According to my estimation the number of industrial workers will approach 100
million by 1985, within which, however, the number of peasant-workers employed in the
village communal industries (about 40 million) will be approximately identical with the
number of those employed in the state-owned industry. Among the latter the number of
those working in modern large-scale industry will be about 30 million. Within agriculture
the number of those engaged in plant cultivation will remain at about today’s level, while
in animal husbandry and in the auxiliary occupations the number of workers will be
somewhat rising. Urban population will rise from the present 120 million to about 140
million.

Expected development of foreign trade and credits

In the recent past we could witness an unprecedented upsurge of Chinese
economic diplomatic activities. In April 1978 the People’s Republic of China signed a
trade agreement with the Brussels Committee of the European Economic Community.
This was followed by a long-term trade contract signed with Japan, which envisages
deliveries in a value of $10 thousand million to both countries up to 1985. From the
spring of 1978 dozens of Chinese trade delegations visited the advanced capitalist
countries, and even larger number of western politicians and businessmen came to China.
In March 1979 a five-year trade agreement was concluded with the United Kingdom in a
value of $14 thousand million. And in July 1979 —following the agreement on property
rights signed a few months before - a trade agreement was signed with the United States
made out for three years, which will, however, remain valid for a further three years
unless one of the parties wants to discontinue it.

All these events aroused, particularly in the beginning, a considerable optimism in
the business circles and even government circles of some capitalist countries. In today’s
international literature, however, it is called the “second Chinese euphoria”, implying
that a similar entnusiasm was seen already in the early 1970s, after Richard Nixon’s
memorable visits to Peking and Shanghai. At the end of February 1979, however, after
the Chinese armed attack on Vietnam, high spirits were broken because the Chinese party
suspended for “an uncertain period” the signing of 32 contracts that had already been
fully discussed with Japanese firms, even the terms of delivery and payment had been
agreed upon, and the total value of which amounted to nearly $2.8 thousand million. The
underlying cause was a revision of the Chinese investment programme, since it soon
turned out that if the ordering and purchase of foreign factories, complete equipments,
individual machines and equipments and important materials were continued at the
previous rate, the foreign debts of China would soon reach $100 thousand million. At the
expected growth rate of the exporting capacity of the Chinese economy such debt could
not be repaid within the framework of ordinary trade deliveries even by the turn of the
millennium.

According to the recent and more moderate statements of a few Chinese leaders the
yearly total of Chinese imports may reach —at 1979 wold market prices —about $25—30
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Annex

Most important indicators showing economic

Denomination meagﬂ;g;znt 1949 1952
A. Physical indicators
I. Indicators of demographical development and
employment
Population millions 542* 575*
of which:
urban millions 57* 72*
rural millions 485* 503*
Economically active population millions 244 265
of which:
urban millions 24 35
rural millions 220 230
Employment in material production millions 237 255
of which:
in industry millions 12 15
within industry:
state-owned large-scale industry millions 3* 5
state manufactories millions 3 3
urban industrial cooperatives millions 3 4
village industries communal millions 3 3
in agriculture millions 215 220
Il. Output of most important products
a) Industrial products * *
hard coal and lignite mill, tons 32.4 66.5
crude oil mill, tons 0.1 0.4
electric energy th. mal. kWh 4.3 7.3
cement mill, tons 0.7 2.9
steel mill, tons 0.2 13
fertilizers (natural weight) mill, tons 0.0 0.2
fertilizers (effective substance) mill, tons 0.0 0.0
big and medium-sized tractors th. units - -
small (hand-operated) garden tractors th. units - -
bicycles millions 0.0 0.1
wood mill. cu. m. 57 11.2
paper and cardboard mill, tons 0.2 0.5
sugar mill, tons 0.2 0.5
cotton fabrics th. mill. metr. 1.9 3.8
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development in the People$ Republic of China

1957 1960 1962 1965 1970 1975 1978 1985
646% 680* 712 765 830 920* 958 1040
99* 130% 112 115 120 115 120* 140
547* 550% 600 650 710 805 838+ 900
305 320 +310 320 360 385 400* 460
45% 55 45 50 70 85 95% 120
260 265 265 270 290 300 305 340
290 300 295 300 330 355 370 410
19 36 25 30 40 50 68* 100
9% 17 10 14 20 23 25 30
3 5 5 5 6 7 8 10
4 6 5 5 6 6 7 20
3 8 5 6 8 14 28* 40
245 240 250 250 260 265 260 265
* *
130.0 335.0 180.0 270.0 410.0 460.0 618.0 800
15 5.2 6.8 10.6 28.2 74.3 104.1 160
19.3 47.0 30.0 60.0 115.0 193.0 256.6 400
6.9 10.6 5.6 16.3 26.5 46.9 65.2 100
5.4 13.0 8.0 12.5 17.8 26.0 31.8 50
0.6 25 3.0 8.9 14.0 27.9 42.2 100
0.1 0.4 0.6 1.7 27 53 8.7 19
1.0 23.8 12.0 23.0 70.0 95.0 1135 200
- - - - 79.0 290.0 324.2 500
0.8 15 1.0 1.8 3.6 55 8.5 18
27.9 45.0 22.0 27.2 30.0 45.0 51.6 65
1.2 2.1 1.0 2.0 3.0 35 4.4 10
0.9 0.9 11 1.3 15 1.8 2.3 4
5.1 5.7 4.0 6.5 8.5 9.0 11.0 18
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Denomination

b) Agricultural products

cereals

soya-beans

cereals + soya-beans
raw cotton

pig livestock

B) Value indicators (at 1977 prices)

1.1 Gross industrial output

of which:
state-owned modern large-scale industry
state manufactories
urban industrial cooperatives
village communal industries

2 Net industrial output

of which:
state-owned modern large-scale industry
state-manufactories

urban industrial cooperatives
village communal industries

11.1 Gross agricultural output

of which:

value of cereals production
value of cereals production

2 Net agricultural output

111.2 Net output of other productive branches

11 + 11.1 Combined gross output of industry and

agriculture

1.2 + 11.2 + 111.2 National income

(MPS) produced

of which:

share of industry
agriculture
other production
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Unit of
measurement
mill, tons
mill, tons
mill, tons
mill, tons
millions
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
per cent
th. mill, yuan
th. mill, yuan
th. mill, yuan
th. mill, yuan
per cent
per cent
per cent

1949

108.1
5.1
113.2
0.4
57.8

10.9

6.2
2.2
15
1.0

4.6

2.1
1.0
0.9
0.6

243
57.2

34.0

5.4

53.4

44.0

10.5
77.3
12.2

1952

154.4
9.5
163.9
1.3
89.8

16.2
4.9
3.6
2.0

5.5
2.2
2.1
11

63.1

35.0
55.5

14.7
65.6
19.7



G. HIDASI: CHINA’S ECONOMY AND DEVELOPMENT PROSPECTS 187

1957 1960 1962 1965 1970 1975 1978 1985
185.0 137.0 152.0 185.0 230.0 270.0 290.0 363.0
10.0 6.5 8.0 9.5 12.0 15.0 14.8 17.0
195.0 143.5* 160.0* 194.5* 242.0° 285.0 304.8* 380.0
1.6 1.0 1.0 1.7 2.1 2.3 2.2* 3.2
145.9 130 110 168 226 270 301.3* 450
61.0 .92.1 735 120.5 209.7 324.0 423.1* 720
43.8 76.1 57.8 100.0 181.7 260.0 316.0 420
7.2 6.0 6.0 7.0 10.0 20.0 33.2 90
7.0 5.0 7.0 10.0 12.0 27.0 44.0 110
3.0 5.0 2.7 3.5 6.0 17.0 29.9 100
23.7 36.0 30.0 45.0 76.0 110.0 141.5 230
14.7 27.6 22.0 35.0 63.2 82.4 90.4 114
3.2 2.7 2.8 3.0 4.0 7.6 18.8 30
3.8 2.7 3.6 5.0 5.6 11.9 18.5 44
2.0 3.0 1.6 2.0 3.2 8.1 13.8 42
78.7 63.0 62.9 86.2 105.5 131.5 145.9* 210
41.7 30.7 34.2 41.6 51.8 61.0 65.2 81.3
53.0 48.7 54.4 48.3 49.1 46.4 44.7* 38.7
59.0 48.7 47.8 65.0 76.0 90.0 98.5* 126
31.6 32.3 20.0 36.7 48.0 60.0 75.0 146
139.7 155.1 136.4 206.7 315.2 455.5 569.0* 930
1143 117.0 97.8 146.7 200.0 260.0 315.0* 500
20.7 30.8 30.7 30.7 38.0 42.3 44.9 46.0
51.6 41.6 48.9 44.3 38.0 34.6 31.3* 24.0
17.7 17.6 20.4 25.0 24.0 23.1 23.8 30.0
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Denomination Unit of 1949 1952
measurement
National income used per cent 100.0 100.0
of which:
for accumulation per cent 13.4 15.7*
for consumption per cent 86.6 84.3*
Accumulation found th. mill, yuan 5.9 11.7
Consumption found th. mill, yuan 38.1 63.0
Per capita national income yuan 81 130
in US dollar at the exchange rate of
1979 (155 Y = 100%) us $ 52 84
Per capita consumption yuan 70 110

in US dollar at the exchange rate of
1979 (155 Y = 100 $) us $ 45 71

Note: The data denoted by * or the columns denoted likewise are to be directly found in published
Chinese sources. All others are results of computations and estimations of the author based on
indirect Chinese information. The data of the table have been corrected on the basis of the
official Chinese data published till May 1980, so there might be certain differences between
them and the numbers given in the text.

thousand million by 1985, that is, it would grow by yearly 12—15 per cent on average

between 1979 and 1985. The Chinese wish to compensate at least one-fifth of it, that is,

about $5—6 thousand million, with oil and coal deliveries. In my computations, however,

the balance of trade would still be short of about 3-10 thousand million, since the value

of Chinese exports may rise, during the same period, to about $20—22 thousand million

at a yearly average growth rate of 10—12 per cent. Thus, against an aggregate amount of
$104-114 thousand million of Chinese exports in seven years a total import of $128—
237 thousand million would stand, which means that an aggregate trade gap of $14—33

thousand million ought to be balanced partly through financial operations and partly

through foreign exhange to be earned outside trade. This would mean such debts aswould

not surpass the capacity of the People’s Republic of China even if she raised further credits,

and the cover for which is provided for already in the credit contracts so far concluded. A
higher growth rate of imports —of 15—20 per cent —is also conceivable, but that would
render the Chinese balance of payments much too tense and difficult to balance by the mid-
andlate 1980s.

In this period the share of advanced capitalist countries in China’s foreign trade will
probably be further increasing, and on the import side it may reach even 70 per cent.
Insofar, however, those advocating the preferential development of agriculture would
further strengthen their positions within the Chinese leadership and would gradually push
to the background the so-called “extremely pragmatic” trend demanding the preferential
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1957 1960 1962 1965 1970 1975 1978 1985
100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
23.5* 39.6* 10.4* 26.0 345 37.6 36.6* 28.0
76.5* 60.4 89.6 74.0 65.5 62.4 63.4 72.0
26.9 46.3 10.2 38.1 69.0 97.8 115.3 140.0
87.4 70.7 87.6 108.6 131.0 162.2 199.7 30.0
177 172 137 192 241 283 329 480
114 111 88 124 155 183 212 310
135 104 123 142 158 176 208 346
87 67 79 92 102 114 134 223

development of the extracting and war industries —who would like to achieve the
acceleration of China’s economic and technical progress mainly with the support of the
anti-Soviet imperialist circles opposing détente — such growth in the weight of the
advanced capitalist countries would not be necessary. In fact, it may be assumed, since
the primary development of agriculture is possible indeed only by holding back the war
industries and, generally, the development and modernization of the army, such a
guideline of economic development and such economic policy would not leave foreign
policy unaffected either, and would work, by all probability, towards moderating the
sharp confrontation with the Soviet Union. But, for the emergence and strengthening of
such a tendency, in my opinion, first of all an improvement in the general international
climate and further progress in détente are needed.

Under such conditions it would become possible for the People’s Republic of China
and the countries of the socialist community to normalize their relations through
expansion of trade and of technical-scientific cooperation among these countries, and
also through the restoration and strengthening of relations between economic control
organs and various enterprises. This would be all the more important as in the coming
years it will be really urgent to carry out a full technological renewal of the production
capacities created in the latter half of the 1950s and to replace the existing production
capacities. This, of course, would be more easily done through purchases from the
original suppliers than through importing entirely different technologies. Therefore, it is
supported not only by political but also by economic arguments that it would be useful
for the Chinese leaders to revise their foreign policy pursued during the last 20 years and,
similarly to the reasonable measures instituted in home economic policy, to take
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adequate measures with a view to halting the present one-sided foreign economic
orientation. The countries of the socialist community are ready to normalize and develop
their interstate relations with the People’s Republic of China, if Chinese leaders prove
their serious intentions to this effect and change their unfriendly and even hostile attitude
toward their neighbours.
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OKOHOMWKA KNTAA B KOHLE 70-x TrOA0OB 1 MEPCMNEKTWMBbI
EE PA3BNTUA O CEPEAVHbBI 1980-x FOA0B

r. XngAwm

Ha ocHOBaHWM [aHHbIX, COAepXaliuxcsi B MaTepuanax ceccuu [0CyfapCTBEHHOrO HapogHOro
cobpaHus KHP 1979 r. n coobuweHna [ocyfapCTBEHHOro craTtucTuyeckoro ynpasneHns KHP o
BbIMO/IHEHNN HapPOJHOXO035AWCTBEHHOrO MiaHa Ha 1978 r., aBTop faeT MoApobHbIA 0630p COCTOSAHUSA
KWTalCKO 3KOHOMUKMN B HacTOsILLIee BPEMS, ee NPOU3BOAUTENILHOCTU U YPOBHSA PasBUTUS U YKasblBaeT Ha
BCe elle COXpaHsoLLLMecs AUCNponopLun 1 yskue mecta. Mo pacyetam aBTopa, HalUMoHaIbHbIA foxog KHP
B 1978 r. cocTaBua 0K0N0 320 MNp4, t0aHei, YTo - B COOTBETCTBUM C TOrAALLIHUM OULMaNbHbIM KypcoM
—C00TBeTCTBOBaNO 60see Yem 200 Mapg, gonnapos CLLUA. YunTbiBasi, HTO HaceneHve CTpaHbl COCTaB/AET
0K0/10 960 M/H., HaLMOHaNbHbI A0X0/ Ha AyLly HaceneHus B 1978 r. coctasmn npumepHo 210 gonnapos. B
1970-x rofax cpefjHerof0Boli pocT NPOMbILLIEHHOIO MPOM3BOACTBa cocTaBu 8,8%, CeNlbCKOX03SANCTBEH-
Horo npomssoacTBa — 3,1%, a HaUWOHanNbLHOro foxofa —6,6%, 4UTO BO BCeX OTHOLLUEHUAX 6blN0 HMXKe
cpefHUX TeMNoB pocTa 3a nepuof 1948 —1978 rr. ABTOP CUMNTAET peanbHO AOCTVKUMbIMU Ha CEMUNETHNIA
nepvog 1979 —1985 rr. cpefHerofoBble TeMMbl pocTa MPOMbILL/IEHHOCTU B pa3mepe 7 —8%, Ce/lbCKOro
xo3aicTBa — 3- 4%, yuMTbiBass TaKXe YCWAWSA, HanpaB/eHHble Ha BOCCTAHOB/IEHME HapyLLEeHHbIX
CTPYKTYPHbIX nponopumii. Mpun Takux Nponopuusax cpejHerofoBble TeMMbl POCTa HaLMOHANbHOI0 40X04a
MOrFyT COCTaBUTb OKO0MO 7% W gocTuyb B 1985 r. BennuuHbl 500 Mnpga, toaHei. Mo gelicTByoWwemy B
HacTosiLLee BpeMsi 0puLManbHOMY KypCy 3TO COCTaB/seT 324 MApa, 40/171apoB, YTO —eC/un NPeAnoNoXnUTb
YUCNEHHOCTb HaceneHnst B 1040 MIH. YenoBeK — COCTaBUT HaLMOHa/bHbIA AOXOA Ha AyLlly HaceneHus
okono 310 gonnapos.
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ECONOMISTS AND ECONOMIC THOUGHT

J. KORNAI
THE OEUVRE OF KENNETH J. ARROW

The Publishers Koézgazdasagi és Jogi Kényvkiadé of Hungary have been publishing for
some years a series of books which present the oeuvre of a Nobel-prize winner economist each.
The volume comprising K. J. Arrow’s selected studies has been edited by the author and he
wrote also the foreword, appreciating Arrow’s activity. The following article is an English
version of this Hungarian foreword. It is concerned mainly with the general equilibrium theory
and the theory of social choice. Finally, relying upon his own personal impressions, the author
comments on the personality of the Nobel-prize winner scientist.

Richness, versatility and an extreme abundance of original ideas are characteristic
of K. J. Arrow’s lifework. The narrow specialization, characteristic of many economists,
among them some really important scientist, who vary the same subject all their life is
entirely alien to him. The theory of general equilibrium, efficiency and decentralization;
the economic problems of uncertainty; questions of growth, technical progress, and of
intertemporal choice; welfare economics - these are but a few of the main chapters in
Arrow’s work. With these economic subjects, and, in some of his works reaching beyond
his own discipline, he made important contributions also to mathematics, statistics,
political science and philosophy.

I shall not attempt to give a comprehensive appreciation of Arrow’s entire activity.
Instead, | shall confine myself to making a few personal remarks. First, | shall comment
on the studies dealing with the general equilibrium theory and the theory o f social choice.
If the standards of all of Arrow’s works are comparable to a high chain of mountains, his
contributions to the above-mentioned two spheres of subjects overlook even those high
mountain chains. Finally, | wish to outline some characteristic features of Arrow’s
scientific profile.

To the general equilibrium theory

The modem form of general equilibrium theory has become inseparable from the
names of Arrow and Debreu. There are numerous examples in the history of science to
show that such naming is to some extent arbitrary, since any important achievement that
appears in an accomplished form has been preceded by a great many experiments and
half-mature results, short of which it could not have been realized. And yet, there is
almost in every case a particularly important contribution to justify why the discovery in
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question has been named after this or that secientist. That is exactly the situation with
the Arrow-Debreu model.

We have here an intellectual current whose origins go back over two hundred years
to Adam Smith. One-hundred years passed until Walras constructed a comprehensive
mathematical model of the “invisible hand” coordinating the large number of sellers and
buyers. Walras’s model already included the most important elements of the Arrow-
Debreu model following suit after another eighty years, but its mathematical formalism
was not yet exact, and its logical structure not rigorous enough. After him, several
scientists were experimenting with the solution of the Walrasian problems. Outstanding
results were achieved by two great Hungarian mathematicians: Abraham Wald and Janos
Neumann, and by the economists Cassel (Swedish), Hicks (English), Samuelson and
Koopmans (American). A similarmodel was constructed and similar theorems proved by the
American scientist Lionel McKenzie at the same time with Arrow and Debreu, but
independently of them. And yet, these numerous preliminaries and similar works
notwithstanding, it seems entirely justified to call the modem general equilibrium theory
the Arrow-Debreu theory. Arrow and Debreu first started their research work each on
his own, but later on they united their forces and published jointly the study that has
grown into the “canonical model”* of the general equilibrium theory. Since then
hundreds of equilibrium theory models have been constructed, but each is obviously a
mutation of the Arrow-Debreu model.

The Arrow-Debreu model is a perfectly mature, concise, and logically crystal-clear
summarization of a hundred years’ research work. It is this conciseness and clarity that
renders it suited for a starting-point of further experiments and research works, as well as
for the most frequently used source of reference.** Arrow and Debreu formulated the
questions which they wished to answer with the aid of this model, and, as it is well
known, formulation of the question is even more important in the life of a theory than
the first answers that will be given. Arrow’s studies, as well as his works written jointly
with Debreu, Hurwicz and others, clarify first of all the question, whether there exists,
with the given structure of the mathematical model, such a state of the market, in which
the actors of the decentralized coordination process mutually readjust their demand and
supply, and whether there exists, simultaneously, a price system which controls this
coordination. The existence proofs are followed by the question, on what conditions the
Walrasian equilibrium of the market is stable. Besides, the analysis of the existence and
stability of equilibrium has been connected from the beginning with the value judgement
of this equilibrium. Is the operation of the system efficient in the state of Walrasian
equilibrium? To what extent does it satisfy certain requirements of social welfare? Does

*lius striking attribute was given by Weizsacker in his study (1972) appreciating Arrow’s work,
written at the request of the Nobel Prize Committee.

**The most important and most comprehensive textbook of the general equilibrium theory is
the work of Arrow—Hahn (1971). The book of Zalai-Heged(s (1978) may serve as a Hungarian
language introduction.
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it satisfy at least the elementary postulates of welfare, like the principle of Pareto
optimality? *

The modern general equilibrium theory rooted in the Arrow-Debreu model
constitutes the theoretical core of the neo-classical economic ideas.- Neo-classical
economics and general equilibrium theory have been subject to sharp attacks in the last
decades. It has been criticized —on the theoretical plane —because its assumptions and
its way of posing questions are alien from real life.** It has been critized —on the
political and ideological plane —for its social sterility, that is, for the abstraction from
conflicts of social classes and groups, from ownership, from the problems of income
distribution, etc.

I am myself among the critics of the general equilibrium theory. | still feel justified
in my criticism expounded in my book “Anti-Equilibrium”. At this place | do not wish to
repeat what | said there. The question may be asked, whether it is not an inconsistent
attitude to sharply criticize in my book the modem general equilibrium theory and to
promote as editor of the present volume, the spreading of the same theory.

In my opinion there is no inconsistence became | do not expect that any of the
readers of “Anti-Equilibrium” should believe me or any other critic of the neo-classical
theory blindly without their own careful consideration. They should first get acquainted
directly with the theories criticized. They should themselves confront them with the
criticisms (not uniform themselves, but stemming from different viewpoints), and then
form their own opinion. Scientific truth does not need the protection of a publication
monopoly. Instead, we must trust the reader’s intelligence and judgement. If conflicting
scientific views are allowed to clash, it will make it easier to find the truth; it will help
economists — first of all young people and students —to grasp problems and to think
independently.

This would be in itself a sufficient argument for the publication of Arrow’s works
on the general equilibrium theory in Hungarian. But, beyond this educational effect, and
beyond the personal aspects of the problem, we must answer the question: what can be
the importance of getting acquainted with the Walrasian theory in the development of
today’s Hungarian economic thinking? Without aiming at completeness, | shall point out
afew of its important functions here under.

*The Walrasian market is in a Pareto-optimal state, if it cannot be changed any further in such a
way that the welfare of at least one consumer should grow, without impairing at the same time that of
others. In a given system there exist usually an infinite number of Pareto-optimal states according to
the various possible distributions of wealth and income.

**Among those critizing an outstanding role was played by the Cambridge economists
(England), who set forth their ideas relying upon the theories of Ricardo, Marx, Keynes, Kalecki and
Sraffa. (See e.g. Kaldor’s article (1972) on the irrelevance of the equilibrium theory, or, for a
summary, the textbook of Joan Robinson and Eatwell (1973).

In the USA from among the radical criticisms of the neo-classical school the works of
M. Hollis-E. Neill (1975) and B. Ward (1972) are remarkable.

From the Hungarian literature the book of Péter Erd6és (1976) (Chapter 11) and the history of
theory of Matyas (1973) are called to attention.
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1. The Walrasian economic theory has deeply infiltrated the mind of every
economist of our time. Those who follow other schools, or even hold exactly opposite
views are also affected by the neo-classical school; if in no other way, at least with its
conceptual framework, whose many elements we all use, or with its way of posing
questions which we ourselves try to answer, or with its theorems which induce us, if to no
other things, then at least to trying to refute them.

If we do not agree with some theory, the cheapest form of opposition is to neglect
it. Seeing such neglect, one cannot be sure even if discarding some theory is not simply
due to the ignorance of the “critic”; he spared himself the trouble of getting acquainted
with the rival theory or was unable to understand it. No economist can be called educated
and well-versed in his own branch of science who does not know thoroughly the general
equilibrium theory and does not make it clear to himself, what his own relation is to this
theory. It is, therefore, not a negligent “discarding”, but a well-accomplished, critical and
constmctive surpassing that is necessary.

On my part, | cannot accept the view that the Walrasian theory is a summarizing,
comprehensive, total and universal economic systems theory. (By the way: Arrow’s works
never place the general equilibrium theory on such a high pedestal.) This is a very special
theory, the theorems of which are verifiable only with certain restrictive assumptions.
There exists, however, such a limited sphere of market phenomena which it helps to
understand. That is one more reason why —beyond its role in the history of economic
thou,gilt —it should find its place among the explanatory theories of economics.

2. The Walrasian system in its deterministic form as it appears in the first Arrow—
Debreu models is the world of perfect adjustment. Every decision-maker displays a
strictly consistent attitude, which is expressed in certain properties (transitivity, etc.) of
his preference ordering. Actions are promptly adjusted to signals; there is no friction and
no lag. Information is transmitted exclusively through prices. As a result of perfect
adjustment, in the state of Walrasian equilibrium there is no excess demand for anything
or anywhere.

Reality is never so “perfect”. Yet this pure theoretical structure, owing exactly to
its “perfection”, seems to be suitable to serve as an abstract frame of reference. The
Walrasian system and its specific form: the Walrasian market equilibrium may play a role
similar to that of the absolute zero point in physics.* Every real physical body has a
temperature higher than the absolute zero which cannot be reached by any real cooling.
Tins absolute zero —existing only abstractly but well defined theoretically —may serve
as an adequate starting-point of a measurement scale. In the same way, real economic
systems can be aptly described by starting how far they live —in respect of some of their
properties - from the Walrasian system and from the Walrasian state of equilibrium. How
frequent and how intensive is shortage on the different markets; what is the degree of
underutilization of resources and what size is the surplus accumulated from products;
what is the role of non-price information, etc. We can elucidate the essential features of

*1 borrowed this analogy from the study of Siven- Ysander (1973).
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an economic system by observing and measuring to what extent it deviates from the
Walrasian point of reference.

3. Arrow as well as other outstanding representatives of the general equilibrium
theory elaborated operative analytical tools. The theory of convex sets, fixed point and
duality theorems of mathematical programming, examination of stability of differential
equation systems, theory of optimum processes, etc. —these are a few examples of the
many kinds of mathematical formalism which this school borrowed from mathematics to
use and interpret them for the purposes of economic analysis. The same tools prove
useful also in the hands of those who use them on a non-Walrasian basis of economic
theory. True, all of them may be found also directly in mathematical literature. Yet it
would not be fair to deny the fact that most of those who use these mathematical tools
for non-Walrasian models have become acquainted with them through the neo-classical
school. At least it was the latter that called attention to these tools and it was only
afterwards that the primary source, that is, the mathematical literature was consulted.

4. | have left it to the end, though for me it is perhaps the most important thing:
the modem mathematical general equilibrium theory represents a challenge for those who
wish to follow another way. When Ricardo and Malthus argued with one another, it was
still enough to use against a good argument a better one. | am afraid this is not enough
any more. The technical armoury of the neo-classical school is extremely modem and of
high standards. Their best works are characterized by an axiomatic deductive reasoning,
and rigorous proofs of the theorems. Many young economists having thoroughly learnt
mathematical economics at the university feel that they cannot be convinced but by new
theories equipped with a similar armoury. However heroic attitude it may be, one cannot
hold out with arifle against a tank.

Koopmans said in one of his studies that a great dilemma of today’s economist was
the choice between rigour and economic content. Well, the modem general equilibrium
theory can be blamed justly for sacrificing a lot of economic content in favour of rigour.
Those who criticize the Walrasian theory and try to elaborate theories closer to reality
may temporarily console themselves that what they have given up in rigour they have
gained in better economic content. Sooner or later, however it has to be achieved that the
improvements in economic content should be accompanied by scientific rigour. I do not
deny that, when reading Arrow, it is difficult not to feel some envy. | wish we had
reached a point where we could describe with Arrow’s lucidity, discipline, conciseness
and logical sharpness the interdependencies that we try to explain with theories differing
from the Walrasian one.

To the theory of social choice

While the previously treated subject, the general equilibrium theory, had a long list
of names preceding Arrow, we shall now go on to discuss a work that burst almost
without any precedent into the world of philosophy, political science and economics.
Since Pigou and Bergson the reassuring feeling had spread that, with reasonable assump-
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tions, a “welfare function” can be constructed which, if maximized, allows to determine
a plan of action serving the individual interests of the members of society in the best
possible way. Arrow’s perplexing discovery shattered the foundations of this argument.

Before making my comments, | shall try to outline the problem in a much
simplified form. A community is given: a small group, an association, a town or perhaps a
whole nation. There are alternative social actions possible for the community. The
members of this community have definite individual opinions about the alternatives of
social action. (Thus, not only about their own possible actions, but also about the
alternative actions of society.) This is expressed in the form of individual preference
orderings. Individual 1 prefers social action A to B and social action B to C, while
individual 2 prefers B to A and C to B, and so on.

The community has a fundamental rule: a constitution. If we want to picture
ourselves the “constitution” of Arrow’s mental experiment, we should not think of the
Magna Charta or the fundamental laws of states ceremoniously approved by today’s
parliaments. It is not excluded, but neither inevitably necessary, that Arrow’s constitu-
tion should be laid down as a legal rule or law. It is a social process which selects from
among alternative social actions by relying upon individual opinions. Let us think of an
algorithm or a series of instmctions prescribed for an electronic computer. We feed into
the machine, as input of the computation, the individual opinions and, as output of the
computation, the social decision is obtained, that is, the valid choice from among the
alternative social actions. The constitution is the algorithm that determines the “output”
from the “input”, that is, the social decision from individual opinions. “Social decision”
can be made in large or small communities, in political, economic, social, cultural and
military questions. A social decision may be: setting a curriculum for a school by the
teaching staff, the determination of tactics by a football team for the next match, or the
drawing up of a five-year plan for the whole of the national economy. In the Arrowian
sense “constitution” means the process through which such a decision is born. As we can
see, the categories of Arrow’s model are extremely general and apply to any kind of social
choice.

A million kinds of algorithms or “constitutions” are concaiVable. For example, we
consider exclusively, which alternative has been put on the ibp of his ranking by each
individual. Thereafter that alternative becomes a social décision which the most indi-
viduals put on the top. For example, in the case of tljfée alternatives, 40 per cent of the
population has put alternative A on top, and 30—30 per cent put as first alternatives B and
C respectively. Maybe 70 per cent of the population has put alternative B ax the second
place, yet in the given constitution this does not influence the social decision.

Let us see another example. Each individual has to weight the alternatives; let the
total of the weights be 1. Person 1 gives the alternative A aweight of 0.4, the alternative
B 0.38, and the alternative C 0.22. That alternative wdl become the social decision which
has been given the largest part of the “total weight”. It may easily happen that although
A has taken the first place with most individuals, it will be B that becomes socially
accepted in the case of a “weighted” voting.
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A Urird constitution: social decision is formed exclusively upon the basis of
individual opinions of a certain group of the community, while the opinions of others are
excluded from the process of social decision.

The examples have been quoted to bring nearer to the reader the abstract category
of Arrow’s “constitution”. Arrow himself is, however, not concerned with taking in turn
each different type of constitution and comparing them with one another. He discusses
the problem on a much more general level. He asks the question: what general
conditions should be satisfied by every constitution? These are such minimum ele-
mentary desiderata the fulfilment of which, according to Arrow, is to be expected by ah
means. If the constitution fulfils them, it may still be “good” or “bad”; it may satisfy or
leave unsatisfied further and more specific desiderata which are not treated in this work
of Arrow’s.

He sets up altogether four elementary conditions. Two of them are concerned with
the logic and rationality of the choice. (1) The principle of transitivity, asserted in
Arrow’s model in the individual preference orderings, should be asserted also in the social
choice. That is, if society prefers A to B, and B to C, it cannot prefer C to A. (2) The
choice cannot depend upon a preference ordering that relates to alternatives irrelevant for
the social decision in question. If, therefore, society now makes its choice from among A,
B and C, the decision cannot depend on whether it prefers D or E.

The other two conditions are of political-ethical character. (3) The Pareto principle
(at least in its weak form) should be asserted. If choice must be made between A and B,
and some of the community definitely prefer A to B, while others are indifferent in
regard of this choice, A should become the social choice. (4) No personal dictatorship
may assert itself. Social decision cannot fit in automatically with the individual opinion
of one single member of society.

All four conditions seem to be sound in themselves. Arrow surprised his readers by
proving that it was impossible to find a constitution which would be able to satify all four
conditions simultaneously. It must violate at least one.

Arrow’s “impossibility theorem” is a rigorously proved statement within the given
model: its logical truth is indisputable. It is a structure fascinating everyone who is able
to feel intellectual pleasure at the boldness of abstraction, the new and original
generalization, and the discipline of reasoning. Arrow may have been the first one to use
the apparatus of mathematical logic for the verification of a socio-economic theorem.

What has become immediately a subject for discussion while intellectual achieve-
ment was unanimously recognized, is the justification of Arrow’s assumptions. Is the
description of each element upon which Arrow’s model is built acceptable (individual
opinions, the process of social decision, etc.)? Is itjustified to demand the fulfilment of
exactly these four conditions? Although the literature on the question has grown vast
since Arrow’s ingenious study, and many have brought forward models formulated
otherwise, and other sets of conditions, nobody has doubted that we are faced here with
real internal contradictions of the social decision processes. It is difficult —perhaps even
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impossible — t6 coordinate rigorous logical consistence with the assertion of certain
political and moral criteria.

The problem has no literature in Hungarian. We must admit, feeling a little
ashamed, in what superficial way we usually think of the problem. All of us have said or
written that “there is contradiction between the individual and social interests”, or that
“individual and social interests must be coordinated”, or “social decisions must reflect
public opinion”, and so on. We participate in collective bodies and committees which
make decisions according to some fundamental rule: by simple majority, or by some
other process. But we never ask ourselves the question: what does the expression “social
interest” mean? What are exactly the mechanisms — using Arrow’s expression: the
“constitutions” —that shape social decisions? What is the relationship between social
decision and individual opinions? What are the characteristics of the social decision
processes, what conditions do they satisfy and what desiderata do they not fulfil? Even
though a few works are found on the subject, philosophers, mathematical logicians,
political scientists and economists have accumulated a sizable “debt”.

I wish to risk a single comment on Arrow’s impossibility theorem. | think that the
literature on the subject has remained, rather one-sidedly, with the abstract theoretical
examination of the question. And yet it is worth paying serious attention also to the
empirical testing of Arrow’s model and of the theorem deduced therefrom. To what extent
do real social decisions satisfy Arrow’s four conditions (or other conditions, that replace, or
complement them)?

After due reformulation the theoretical theorem can be formulated as an
observable, measurable, and empirically testable, hypothesis. | have never done any
systematic data collection on this subject, though | had collected a certain amount of
experience, mainly in the sphere of planning. From that | would draw the conclusion that
real social decision processes leave Arrow’s set of conditions actually unsatisfied.

I wish to lay particular stress on condition (1) which Arrow called “collective
rationality”. As for me, | doubt if individual behaviour is “rational” in the neo-classical
interpretation of the word. In the series of individual actions inconsistence, and a
frequent violation of the transitivity principle and of some other postulates of “rational
behaviour” are observable. Social decisions seem to be even less consistent. If often
happens that a decision-making body today prefers A to B, tomorrow B to C, and
after-tomorrow C to A. In observing the series of consecutive and comparable decisions
we can see vacillation —in a better case experimentation, and in a worse one simply
inconsistence.

My comment should be considered rather as a conjucture, its verification would
require systematic observation. It would be useful if the first Hungarian publication of
Arrow’s social choice theory encouraged our sociologists to carry out athorough theoretical
and empirical investigation of the problem.
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To the portrait of Arrow, the scientist

What has been said so far already makes clear a few of Arrow’s characteristic
attributes; | wish to complete them by relying partly upon personal impressions. | had the
luck of having been invited by Arrow to work for a few months in 1968 at his institute in
California, where | had the opportunity, through work and conversation, to get to know
him, as a researcher, a scientific leader and as a human being.

We know the type of scientist who deals with very few questions but with these
profoundly and extensively. And we know the other type of “semi-scientist”, the
universal dilettante who deals with many questions but superficially with all. Arrow is
the rare exception who is able to deal with numerous subjects and with all of them
profoundly, and in an original way. He is able to do so because he has a particularly fast
and intensive intellect. | have not met anyone whom the expression would suit better: “he
has an incisive intellect”. He talks very fast, and yet one who listens to him feels that his
thoughts ale even faster and his words can hardly keep up with the stream of his ideas.

More than one of his studies are extremely abstract analyses. However, to complement
the speculative and deductive intellectual work, he reverts repeatedly to the timely and
practical questions of everyday life. He wrote studies about public health, industrial
inventories, the profitability computations of state investments, and the problems of
university education. Most of his works are formulated in the mathematical language, but
he is able to express his thoughts also in simple prose, clear to all. Although he is not in
the frontline of political fights, he does not keep away from public affairs. He was among
those who protested against US intervention in Vietnam, and against racial discrimina-
tion.

He is not only a researcher, but a teacher as well. He passes on his knowledge in
many different ways. Several of his one-time students are today renowned mathematical
economists. He invites American and foreign scientists regularly to his institute, who gain
inspiration from the conversations with Arrow and his colleagues. Arrow frequently
organizes conferences and lectures which always exert far-reaching effects on economics.

In Arrow’s attitude there is no trace of the self-satisfaction of the “great scientist”.
He has a sense of humour and is full of playful irony. When he had read the first
manuscript of “Anti-Equilibrium”, | felt embarrassed and anxious in preparing myself for
the conservation with him that was to follow. Our talk, however, quickly dissipated all
my anxiety. Arrow encouraged me to publish my work by all means, and went so far as
to dissuade me from rendering its style smoother or more diplomatic. He mentioned that
probably at the same time with my work his manual written jointly with Frank Hahn
would be published. As for the latter, he remarked with self-irony: it will probably
become the tombstone upon the grave of the general equilibrium theory ... And, after
reading carefully the first, then the revised version of the manuscript, he gave me a lot of
creative advice, as to how to make the formulation more exact and avoid misun-
derstandings. These gestures of Arrow may serve as examples of how an opposite opinion
can be not just tolerated, but even encouraged and supported.
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I sincerely hope that Arrow’s works will stir up Hungarian economic thinking. | am
sure that he would be best pleased if he were informed that his works are not only read in
Hungary but also discussed and commented, vindicated and criticised.
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HAYYHAS AEATE/IBHOCTb KEHHETA O)X. 9PPOY
A. KOPHAW

B npolueawine rogbl BeHrepckoe M3aaTenbCTBO 3KOHOMWYECKON W HOPUAMYECKOW NUTepaTypbl
ony6/MKoBano Cepuio KHUF, MPeACcTaBNSAIOWMUX [eATe/IbHOCTb 3KOHOMUCTOB fnaypeaToB HobeneBcKoii
npemuun. Tom nsbpaHHbIX TpyaoB K. K. Sppoy 6bin MOArOTOBMAEH K MeyaT aBTOPOM AaHHON CTaTby,
HanucaBLLUMM TakXXe MpeaucnoBre K Hemy. HacTosiwas cTaTba npeAcTaBnseT coGoii nepesof 3ToOro
npeavcnoBmna (C He60NbLIMMU N3MEHEHNAMMW) HA aHTMACKUIA A3bIK.

MepBast YacTb CTaTbW NOCBALLEHA 06LLeli Teopun paBHOBecUs. B Held gaeTcs 0630p MCTOPUUECKUX
npeALIeCTBEHHWKOB Teopuu, HauvHas oT CMuTa 1 Basibpaca 40 fesaTenbHOCTU dppoy u [lebpe, co3faBLUNX
(hyHaMeHT COBPeMeHHOI MaTeMaTU4eCKOi Teopun paBHOBecKs. ABTOP M3naraeT BOMPOChI, HA KOTOPble
XenawT faTb 0TBET Mcc/efoBaTenu, a 3aTeM YNoMUHAET 0 Pe3Koii KpUTUKe UX Teopun, B TOM Ywc/e U 0
COGCTBEHHOW KHUre «AHTMpaBHOBeCHEe». 3HaTb 06LLYIO TEOpU0 paBHOBECUMS HE06XO04MMO M TeM, KTO He
cornaceH ¢ ee OCHOBHbIMMW MOMIOXKEHUAMMN U BbiBogaMU. OHa NpefcTaBseT BbI30B K MOBbILLIEHWIO YPOBHS
1ccnefoBaHNn M CTPOrocTM aHanmsa ANs TeX, KTO CTPeMUTCS pa3paboTaTb 3IKOHOMUYECKYIO CUCTEMHYHO
Teopuio, CTOSILLYI Ha He-Bas/lbpacoBCKOW OCHOBe.
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BTopast yacTb CTaTbW 3HAKOMUT U KOMMEHTUPYET O4HO U3 BbIJAOLLUXCA TEOPETUYECKUX HOBLUECTB
3ppoy — Teopuio 06LLeCTBEHHOr0 Bbi6opa. JPpPOoy Has3blBaeT «KOHCTUTYMPOBAHUEM» OOLLECTBEHHbIN
npotecc, KOTOPbIi — WUCXOAA U3 MHAUBUAYANbHbIX LEHHOCTHbIX OLEHOK — opMUPYeT UMetoLLee cuny
coumanbHoe pelleHne. OH opMynuMpyeT YeTblpe YCOBUS, KOTOPbIM LO/DKHO COOTBETCTBOBATb Jit060e
«KOHCTUTYMpPOBaHMe». [lBa M3 HUX COAepXXaT MPUMHLMMbI paLMOHaNbHOrO Bblbopa, a ABa APYrnx —
NOSINTUKO-3TUYECKUNE NOCTYyNaTbl. C MaTeMaTUUeCKON TOYHOCTLIO 0Ka3bIBAETCSl, YTO HEBO3MOXHO HaliTh
Takoe KOHCTUTYMpOBaHWe, KOTOPOe OLHOBPEMEHHO YAOBMETBOPSANO Gbl BCEM YETbIPEM YC/IOBUSIM.
V3BecTHas «TeopemMa HEBO3MOXHOCTU» Jppoy Bbi3Basia LUMPOKME AMCKyccun. OHa nobykaaeT uccneosa-
Teneli 6onee rny6oKo NpogymMaTb CBOWM B3rfsfbl 06 OTHOLUEHUW NIMYHOTO M O6LLECTBEHHOr0 MHTEpeca,
NINYHOTO MEHEHUs] W O6LLECTBEHHOrO peLUeHUs], CIOXKMBLUMECA HEPEeLKO Ha OCHOBe MOBEPXHOCTHbIX
CO06paKeHW.

B 3aK/1t0U€eHNe aBTOP Ha OCHOBAHUW CBOUX NINYHbIX BrieYaT/eHnii pucyeT nopTpeT Sppoy —y4yeHoro

n 4yenoseka.
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REVIEWS

B. BARTA

SOCIAL SERVICES IN HUNGARY IN THE LIGHT
OF INTERNATIONAL DATA

Social services are in particular those unrelated to economic activities and which are
typically not of the commodity type (e. g. health, social insurance, social educational,
cultural, scientific, administrative services and the like). In the general sense also some
activities are social services which are often associated with economic activities yet are
fixed to some location with respect to distribution, and the way and feasibility of
providing them require social attendance. Housing and public utility services belong to
this type.

Acceleration of technical progress certainly has powerful influence upon changes in
the scope of social services. The contents of the notion are therefore not constant but
subject to changes over shorter or longer periods of time. It should be noted here that
beside the technical development level of settlements growing attention has to be paid
now to services designed to prevent or combat environmental pollution. In the course of
development some services evidently loose in importance and new ones emerge. Still,
from the point of view of the individuals who constitute society, the scope of social
services will always be of determinative and cardinal importance in spite of its continuous
changeability.

The output value of social services cannot be determined according to the principles
of the value-proportionate prices thus, in most of the cases, the only standard by which it
is measurable is input. Internationally, the actual effectiveness of social services might
strongly differ even with identical inputs because of the fluctuations in efficiency and the
extent of availability. So there is no other way but to use for comparison demographical,
publich health, cultural, etc. indicators expressed in physical units of measurement.

The group of social services entails a multitude of such services. This attempt at
trying to determine the position of Hungary especially among European countries and in
this context among the socialist countries is limited to quoting some indicators expressed
in physical units of a few services (namely health, education and culture, social
insurance, housing). In some cases Hungary’s position in comparison with countries in
other continents will be also shown.
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Health services

Many countries realized already in the middle of the last century that health
services improve the working capacity of the people and also serve the reproduction of
manpower. Once the importance of public health has been recognized this service became
a state-sponsored task and was drawn into the scope of social insurance. Therefore, the
indicators of public health are satisfactory indicators also of the standard of living. Most
countries work out these indicators thoroughly and they are thus suitable for international
comparison.

State sponsoring of the health service began also in Hungary at the same time when
other European states started it. In 1938, the last peaceful year before the second war, it
was bearing all the marks of the social system of the times. Physicians of different
insurance companies and institutions attended to part of the population but there was no
scheme for the organized medical attendance of the rural population engaged in agri-
culture, who were the majority of the population. The major health supply indicators
(number of hospital beds per ten thousand people etc.) were consequently worse than the
average of the economically developed European countries. The general mortality rate
was high relative to the European countries and within this figure the mortality rate for
TB represented one of the European records. The very high infant mortality rate (around
130 per mille) was an expression of the poor social circumstances of the bigger part of the
population.

The first four or five post-war years were taken up by reconstruction of war
damages and the prevention of epidemics. Through intensive development the number of
hospital beds was brought up to the 1938 value by 1950 and epidemics were eliminated.
In 1951 the Ministry of Health was set up, public health became an entirely governmental
issue and the period of planned development of public health services was started.

A large-scale education and training project was launched in medicine. As a result
by the end of the 1950s Hungary attained the level and by the end of the 1960s she even
surpassed that of almost every country and with respect to the supply of the rate of
physicians she occupied the 3rd place in the world list. Although the rate of medical
education wasslightly moderated at the beginning of the 1970s, the number of people per
one doctor is less than 400 (374), a value which is better than in most European
countries.

Supply with dentists is not as good and is below the average of the advanced
countries. Free medical care which is a right by citizenship covers dental treatment too
and the state scheme is not yet capable of meeting the growing needs. Therefore, there is
extensive private practice in this field. It is scheduled for the fifth <five-year plan
(1976—1980) and especially for the sixth one (1981-1985) to step up the rate of
training in dentistry.

The supply with pharmacists corresponds to the European standards, the
indicator of inhabitants per one pharmacist (2460) is considered to be satisfactory
and this requires to maintain the actual level of training in pharmacology.
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The intensive development carried out in the 1950s with respect to hospital beds
was followed from the early 1960s on by a stage of extensive development and a number
of new hospitals were built. In spite of these developments the number of inhabitants per
one hospital bed is discomfortingly high (120) relative to the advanced capitalist
countries and its level has been practically stagnating sincf 1970. To remedy this
situation, the government adopted a long-term hospital development project which was
given priority even over the housing programme. The building of rehabilitation hospitals
to care for people suffering from chronic and lengthy diseases is particularly underlined in
the development project.

In Hungary, like in the advanced countries, the major causes o f death are by order
of frequency the following: heart diseases, malignant tumors, cerebral blood-vessel
disorders, and accidents (1970—1 and 1974—75 data are given in Table 2). We succeeded
in reducing the high tuberculotic mortality, which used to be so typical of Hungary prior
to World War 11, to the European level by 1975 and tuberculosis will be soon perfectly
eliminated. The trend of ageing of the population working toward more frequent
heart and circulatory cases as well as toward higher mortality from malignant tumors has
an unfavourable influence upon the general mortality rate.

Infant mortality in Hungary has been gradually reduced along with the improve-
ment of public health conditions but the rate of decrease was slower than in the
surrounding European countries. In 1975 only Romania, Portugal and Jugoslavia record-
ed higher values than Hungary (32,8 per mille, see Table 3). Between 1970 an 1975
mortality per one thousand live-bom infants decreased only by a minimum (to 31 °/00),
but in the last three years there has been an acceleration in the rate of decrease and in
1978 infant mortality was 24.6 per mille. However, compared to advanced European
countries this indicator is still rather disadvantageous, particularly because of the high
rate of premature births (11 per cent) which also indicates what the future tasks should
be.

Schooling

In raising the educational level of the population Hungary has attained appreciable
achievements in the last 30 years. Implementation of the. compulsory schooling act, then
the raising of the period of compulsory schooling from 8 to 10 school years in 1961 are
to be noted in the first place. Hungary belongs to the seven European countries
stipulating the longest schooling time.

As a result of these rules now more than 90 per cent of the population of each
cohort accomplish eight forms of primary education. This rate hardly attained 20 per
cent in 1930s.

The favourable rate of students in secondary schools shows the demand for learning
after the compulsory school years: about two-thirds of those belonging to young age
groups acquire some secondary school leavers and sit for examination for the general
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Country

1970
Austria 540
Belgium 650
Bulgaria 540
Czechoslovakia 480
Denmark 690a
United Kingdomf 820a
Finland 980
France 750
Greece 620
The Netherlands 800
Yugoslavia 1,010
Poland 660
Hungary8 550
German Democratic Republic 630
Federal Republic of Germany 580
Norway 720
Portugal 1,100
Romania 840
Spain 750
Switzerland 700
Sweden 730
United State? 630
Canada 690
“Based on estimates
b1971 data
*1974 data
“1973 data
*1968 data

epublic hospitals only

physician

1975

480
530
460
420

700
680
490
630
850C
581
500
540
520c
580
790
810d
640
560
620c
610a
580

Table 1

Number of inhabitants per one

dentist
1970 1975
4,060 5,140
5,050b 4,310
2,730 2,360
3,190 2,300
1,360
3,710 3,460c
1,740 1,450
2,420 2,090
2,000 1,530
3,870 3,140
4,390 4,410¢c
2,390 2,130
4,882 4,296
2,320 2,180
1,970 1,960*
1,160 1,090c
133,580 17,920
5,060a 3,940
10,050 10,290
2,500 2,480
1,200 1,140¢
2,000 1,970c
2,840b 2,650c

Aincluding beds durably out of use and beds in maternity centres
Source: World Health Statistics Annual. WHO publication volumes 1974 and 1978

Major international per capita health indicators

pharmacist

1970 1975
2,810 2,600
1,420b 1,270
3,560 2,850
2,680 2,430
2,470

3,330 3,610c
1,020 960
1,990 1,740
12,330 11,410
5,660 5,050c
2,640 2,350
2,500 2,460
5,910 5,520
1,800 2,230c
2,970 2,790a
3,390 2,880
4,320 4,070
2,120 1,910
2,490 2,250c
1,580

1,920b 1,690¢c

80¢

hospital bed
1970 1975
90 90
120 110c
130 120
100 100
100
110 120c
80 70
140 100d
160 150 -
90 100c m
180 170 <
130 130 g
120 120 S
90 90c
90 80
90 70
160 170
120 110*
220e 190d
90 90d
70 70c
130 150
100 110c
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Country

Austria

Belgium
Bulgaria
Czechoslovakia
Denmark

United Kingdom
Finland

France

Greece

The Netherlands
Yugoslavia
Poland

Hungary
German Democratic Republic
Federal Republic of Germany
Norway
Portugal
Romania

Spain
Switzerland
Sweden

United States
Canada

“International Classification of Diseases, Revision 1965, list B

bin 1970
>1969

International data o f the most frequent causes o f mortalitya

Heart disease

1970-71

366.9.
329.4*
230.6,
322.7f
340.3
386.4
337.3
207.6
159.3
253.2
180.2
192.9
373.0
386.4
314.6
326.7
163.9
314.7,
190.8f
260.4
377.8
356.0d
260.4

1974-75

390.9
312.1
268.0
327.4
355.9
398.1
354.2
214.2
172.6
253.9
213.7
203.0
361.3
394.3
334.8
333.0
158.0
291.5
185.0
273.7
414.2
352.5
261.0

Table 2

Mortality rate per 100.000 inhabitants

Malignant
tumors
1970-71 1974-75
260.1 257.5
240.3f 251.6
132.5, 141.3
201.7f 204.1
221.9 239.0
239.5 250.0
165.9 178.8
206.3 228.2
130.0 154.8
194.7 215.4
98.3 111.7
143.6 156.6
224.6 246.4
217.9 224.8
2314 251.0
186.1 191.0
130.7 130.2
119.9, 128.3
132.5* 146.3
196.5 212.3
203.2 240.4
161.8 172.9
129.8 137.7

“without B25, B26 (acute rheumatic fever and chronic rheumatic carditis)

eestimated data
4969 data
Source: See Table 1

Cerebral
blood-vessel
disorders
1970-71 1974-75
198.3, 192.4
170.3f 195.4
187.1, 212.6
154.7* 166.5
107.1 95.6
163.8 160.2
127.7 112.6
146.3 145.8
116.1 140.6
91.9 92.7
77.2 89.7
42.0 52.9
170.4 172.5
94.0 93.4
173.4 168.4
157.4 149.5
206.1 228.9
130.8, 127.8
119.8f 142.3
105.8 105.3
105.5 119.2
101.6 98.1
73.7 73.3

Accidents
1970-71 1974-75
78.5b 72.6
66.0f 62.4
40.7, 41.3
62.4f 59.0
50.4e 37.1
35.3b 32.2
58.2C 56.9
74.3 72.6
38.9 39.6
49.4b 39.1

41.8C

44.6C 52.1
54.4C 60.3
56.7C 58.0e
63.6 52.9
51.0 50.4
44.4b 63.2
55.0® 55.0e
36.6f 39.0
61.1 49.2
43.9C 47.9
56.0C 49.5
53.2 57.5
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Table 3

International data on infant mortality

Mortality per one thousand
live-born infants3

Country
in 1970 in 1975
Austria 25.9 20.5
Belgium 20.5b 16.2
Bulgaria 27.3 23.1
Czechoslovakia 22.1 20.9
Denmark 14.2 10.4
United Kingdom 18.2 16.0
Finland 13.2 11.0
France 18.2 14.7
Greece 29.6 24.0
The Netherlands 12.7 10.6
Yugoslavia 55.5 39.9
Poland 33.2 24.9
Hungary 35.9 32.8
German Democratic Republic 18.5 15.9
Federal Republic of Germany 23.6 19.7
Norway 12.7 11.1
Portugal 58.0 38.9
Romania 49.4 34.7
Spain 28.0 18.7
Switzerland 15.1 10.7
Sweden 11.0 8.3
United States 19.8b 16.1
Canada 18.8 15.0

aMortality within one year after birth

bEstimated data

Source: Demographic Yearbook (K6zponti Statisztikai Hivatal),
Volumes 1971, 1976 and 1977

school-leaving certificate.* In the pre-war years less than 10 per cent of a cohort acquired

that degree.
9 to 12 per cent of each cohort enrolls in higher education. In the 1930s

undergraduates amounted to 2—3 per cent of a cohort.
At present about a fifth of the population and much more than half of those aged 5

to 24 years participate in formal education, including students in evening and corre-
spondence courses. In this respect Hungary is about on a par with Austria and takes the
12th place among 18 European countries.

‘ Called after the German system “maturity” - translator’s note.
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Table 4

International rates o f undergraduates

Number of undergraduates

Country per ten thousand inhabitants
in 1970 in 1975
Austria 80 128
Belgium 127 162
Bulgaria 117 146
Czechoslovakia 91 105
Denmark 154 219
United Kingdom 108 121
Finland 130 166
France 158 196
Greece 87 125
The Netherlands 177 212
Yugoslavia 128 185
Poland 123 170
Hungary 78 102
German Democratic Republic 178 225
Federal Republic of Germany 83 136
Norway 129 166
Portugal 58 91
Romania IS 78
Spain 67 152
Switzerland 82 99
Sweden 176 196
United States 415 523
Canada 230 359

Source: Statistical Yearbook, volumes 1975 and 1977. Pub-
lished in 1976 and 1978 by the United Nations Educa-
tional, Scientific and Culture Organization, Paris

In addition to formal education an increasing number of professional couises are
organized at work-places for both manual and white-collar employees, and through these
further broad masses are involved in learning.

The general educational level of the population is on the whole still not better than
medium because of the low standard of the aged. Thus in 1975 33 per cent of those aged
25 or more had completed primary school, 11 per cent had general school-leaving
certificates and 5 per cent graduated from institutions of higher education.

With these schooling standards Hungary is in the middle of the list of 18 European
countries. The rate of secondary school-leavers is relatively low but her position is more
favourable with respect to graduates where Hungary is a close 8th after Poland, Belgium
and Bulgaria.

Acta Oeconomica 23,1979
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The network of the institutions of public culture* is called upon to expand and
complement the knowledge given by the schooling system (see Table 5).

Television began to spread in Hungary after 1958. During the last 20 years the
number of subscribers to television has increased rapidly. In 1975 it was 223 per 1000
inhabitants. This rate qualifies Hungary for the 12th place among 20 European countries.
Right before Hungary are Norway, Belgium, Czechoslovakia and the other socialist
countries, and then Italy, Potugal, Spain and Greece follow.

Most families in Hungary have radio receivers and in most cases more than one set.
By the rate of subscribers per 1000 inhabitants Hungary is the 15th among 20 European
countries. Italy, Poland, Spain, Portugalia and Romania follow in the list.

Public programmes have been loosing popularity in almost every country and this is
particularly true for the cinema. A Hungarian goes to cinema 1 times a year on the
average, one time less frequently than in 1970. The decrease is of a similar rate in Austria,
Denmark, the Federal Republic of Germany and in Switzerland.

The impact of television is usually not so striking in the case of theatres as in that
of cinemas. Fréquentation decreased only slightly between 1970 and 1975 and in some
countries, such as Hungary, there was even some increase. In Hungary in 1975, the
number of theatre-goers was 59 per 100 inhabitants attaining thus the 6th place among
the 9 socialist countries. Among the socialist countries this rate is higher in the German
Democratic Republic and Czechoslovakia and lower in the Soviet Union and Poland.

The publishing of books increased one and a half times between 1960 and 1975,
similarly to the average European rate.

In Hungary 8.8 books are published per ten thousand inhabitants. This gives a fair
medium position among the European countries. Among the socialist countries
Czechoslovakia has a rate near to Hungary’s while in Bulgaria, Poland, Romania and the
German Democratic Republic the number of books published per 10 000 inhabitants is
much less.

The dynamic development of publishing holds for the number of both works and
copies. The number of copies per ten thousand inhabitants is 78 in Hungary, 73 in the
German Democratic Republic, and 30 to 50 in the other socialist countries.

The pattern of publishing altered much in 15 years. In 1960,43 per cent of the
books published belonged to the field of applied sciences and 11 per cent to social
sciences. In 1975 applied sciences ceased to represent such an overweight while the share
of treatises in social sciences increased.

In Hungary for some years already about every seventh book is by a foreign author.
This figure is about every twelfth in Austria, Romania and Poland. The proportions are
similar to ours in the Netherlands, Yugoslavia and Czechoslovakia.

#This terra includes radio, TV, cinema, theatre, concerts, publishing of books, peri-
odicals & newspapers, so-called cultural centres, etc.
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Table 5
Major international indicators o fpublic cultural institutions

. - Average
bRad.'t? T‘:)IEV'.St;(m number of copies Yearly number of cinema
subscribers subscribers of daily papers performances attended
Country per capita
per 1000 inhabitants

1970 1975 1970 1975 1970 1975 1970 1975
Austria 273 342 192 247a 320 4.0 2.8
Belgium 373 384a 216 255 260e 239 3.0 2.6
Bulgaria 270 262a 121 168a 193 232 13.0 13.1
Czechoslovakia 267 265 214 245a 252 300 8.0 5.8
Denmark 325 331 266 308 364 341 5.0 3.7
United Kingdom 327 750a 293 320 463e 388 4.0 21
Finland 375 431 221 306 392e 440a 2.0 2.0
France 318 346 217 268 238e 214 4.0 3.4a
Greece 113d 279a 10d 126 79 107a
The Netherlands 278 284a 243b 259a 315 2.3 2.1
Yugoslavia 163 193a 88 132a 85 89 4.0 3.8
Poland 173 237a 129 179 209 248 4.0 4.1
Hungary 245 240 171 226 214 233 8.0 7.0
German Democratic Republic 347 356a 282 307 445e 472 5.0 4.6
Federal Republic of Germany 318 338 272 306 319 289a 3.0 2.1
Norway 307 319 220 255 383 412 4.0 4.6
Portugal 146 173 40 65 84 70 3.0 4.1a
Romania 152 146 73 120 169 129a 10.0 8.7
Spain 210b 228 124 184 104 98 10.0 7.2
Switzerland 295 322 203 273 375 402 5.0 3.6
Sweden 41c 380 312 352 534 572 3.0 3.1
United States 1412 1882 412 571a 302 287 5.0
Canada 742 959 349 411 218e 4.0 4.3
al974 data
b1971 data
jNo. of radio sets combined with TV not included
“1969 data
€1968 data

Source: see Table 4
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In Hungary 27 kinds of political dailies are published, about as much as in Austria,
Belgium, Czechoslovakia, and Yugoslavia. 233 copies of an issue fall per one thousand
inhabitants, which is similar to figures in Bulgaria, France and Poland.

In Hungary the number ofvolumes kept in libraries nearly trebled in 15 years. There
are 29.000 volumes per ten thousand inhabitants which has been found to be an
excellent data among the European countries. This rate is the most advantageous in the
Soviet Union with nearly 60.000 volumes per ten thousand inhabitants, but otherwise
only the North European states —prominent also in publishing —have big repositories of
books relative to the population (around 30.000 volumes per 10.000 inhabitants).

The information given by cultural institutions has to be complemented by
household surveys. The first survey of that kind was carried out in 1959 by the Central
Statistical Office in connection with household budget statistics and then in 1964 and in
1974 independently, using representative samples of 2 per mille.

These surveys provide the grounds for studying the cultural activity of the popula-
tion older than 10 years in the context of the major demographic factors such as age, sex,
schooling, occupation, residence.

In 1974, more than half of the population only availed themselves of the means
accessible at home, that is, radio, television, newspapers, periodicals, perhaps books. This
rate was about 40 per cent among the non-manual employees and about the double, i. e.
76 per cent among agricultural and manual workers. (This is, naturally, also due to the
facts that intellectuals are more educated, more of them live in cities, and their
composition by age is more favourable.) From 100 inhabitants 88 listen to the radio, 84
look at the television and 70 read newspapers. About half of the population above the age
of 10 read books, but this figure is over 80 per cent among intellectuals and hardly more
than 20 per cent among agricultural workers.

Cultural forms outside the house are availed of mainly by young people. From 100
inhabitants 38 go to cinemas, 18 to theatres, 14 to concerts, and 7 per cent of the
population aged 10 or older attend programmes of cultural centres. Many of the
participants go relatively often and therefore the data of fréquentation figuring in
institutional statistics are often restricted to a relatively narrow stratum of the popula-
tion.

Moreover, the institutional data do not inform about the kinds of programmes that
are more or less popular, what kinds of programmes are heard or seen whenever possible,
how many of the population and which strata make a deliberate choice and which strata
benefit from the public cultural services depending only on how much time they can
spend on them but without any selection according to contents.

The same is true in international dimensions as well. For example a few years ago a
high correlation could be stated between the degree of schooling and the cultural
statistical indicators in the European countries. Today this is not so unambiguous and not
because the relationship has become weaker but because the traditional institutional
factors as applied in statistics do not adequately reflect the cultural activities of the most
educated and culturally most advanced countries.

Acta Oeconomica 23,1979
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Housing

Housing and its engineering standards are closely related to the degree of urbaniza-
tion. In this respect the countries of the world are ranking in a fair accordance with their
general level of economic development. The flow of the rural population to towns
accelerated between the two wars along with industrial development and the product was,
as a rule, a housing shortage. The countries combated this shortage by residential
construction and the results began to show by the end of the 1930s. This process was
halted by World War'll. It needs no special explanation how the European stock of flats
was damaged and the countries that suffered the greatest losses are also known. The
countries again exerted enormous efforts to combat the housing shortage and through
these efforts housing conditions in Europe have been greatly improved.

Between 1967 and the end of 1975 the housing stock of most European countries
increased by 10 to 19 per cent. During this period the increase amounted to 16.3 per cent
in' Hungary. The rate was higher than the average in Spain (34.5 per cent), in the
Netherlands (30.3 per cent) and in Switzerland (29.0 per cent).

There are strong differences in European countries with respect to flats per one
thousand inhabitants (see Table 6). In 16 European countries the average number of flats
per one thousand inhabitants was 309 in 1967 and 349 in 1976. By growth in the number
of flats per one thousand inhabitants Hungary is tenth in the list after the leading
capitalist countries.

The number of persons per one room gives a good idea about the housing density.
The ratio of flats where this value is below one person is more than 90 per cent in Canada
and England. In the West European advanced capitalist countries and in the United States
it is in the range of 70 to 80 per cent. This ratio has risen above 30 per cent in
Czechoslovakia and Hungary from among the socialist countries and is around 20 per cent
in the other ones.

According to the housing censuses carried out around 1970 the number of rooms
per one flat is higher in the Western countries with a more favourable housing density. In
these countries flats consist on the average of 3.5 rooms, moreover, of 4.1 in the Federal
Republic of Germany, of 4.7 in Switzerland, of 4.8 in the United Kingdom, and of 5 in
Belgium. In Holland, where the density is low, the number of rooms per one flat was
found to be 5.2. Canada is in a still more advantageous position. The average room
number is there 5.4 and it is over 5 in the United States and in the Netherlands. It is near
to 5 in Belgium and in the United Kingdom (see Table 7).

Despite the enhanced rate of building to make up for the insufficient amount of
flats consequential to the devastation of the war and to the pre-war housing stock, the
socialist countries do not reach the average room number of the said capitalist countries,
consequently the flats are more crowded.

With respect to the engineering standards (i. e. the equipment of the flats) again the
West European countries, the United States and Canada top the list. The ratio of flats

Acta Oeconomica 23, 1979
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Table 6

International data on housing density

Number of flats per
one thousand inhabitants

Country

in 1970 in 1976
Austria 362 388
Belgium 372 400
Bulgaria 261b 286
Czechoslovakia 312 325
Denmark 350b 397
United Kingdom 346 365
Finland .
France
Greece
The Netherlands 289 329%a
Yugoslavia 245 268
Poland 255 276
Hungary 310 341
German Democratic Republic 355 390
Federal Republic of Germany 341 390
Norway -
Portugal
Romania -
Spain 314 344
Switzerland 351 399
Sweden 394 434a
United States 277 322
Canada 306 341

acalculated data
b1967 data
Source: Annual Bulletin for Housing and Building
Statistics for Europe, 1960-70. New York, 1977. U. N.

with water supply and bathroom is between 80 to 90 per cent, and in the United States
practically every flat is supplied with water and bathroom.

In the socialist countries the state tries to allocate as much as it can afford to
foster building and this is complemented by the active contribution of the population.
There are two main forms in which the state contributes to the implementation of the
housing program: on the one hand, it builds flats and, on the other hand, it gives
many-sided support to private building (e. g. long-term credits and different bonuses,
facilities).
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Table 7

Major international housing indicators for 1970

Number of Average .
Country persons room number R.’atlo of flats
per one room of flats with bathroom

Austria 1.10 3.70 52.9
Belgium 0.60 4.96 47.8
Bulgaria 1.00a 3.20a 8.7a
Czechoslovakia 1.10 3.10 58.6
Denmark 0.80 3.50 76.5
United Kingdom 0.60 4.80 90.7
Finland 1.00 3.10 40.3
France 0.93b 3.29b 47.5b
Greece 0.90 3.50 35.6
The Netherlands 0.66 5.20 81.4
Yugoslavia 1.40 2.80 24.6
Poland 1.40 2.90 29.5
Hungary 1.30 2.60 31.7
German Democratic Republic 1.10 2.70 38.7
Federal Republic of Germany 0.70b 4.10b 80.8b
Norway 0.70 4.40 66.1
Portugal 0.80 32.6
Romania 1.40c 2.60c 9.8C
Spain 4.20d 41.1
Switzerland 0.63 4.70 80.9
Sweden 0.70 3.80 81.7
United States 0.70 5.10 99.8
Canada 0.60 5.40 90.7
al975 data

b1968 data

c1966 data

d1960 data

Source: see Table 6

The efforts exerted gi the last decades and especially in the last ten years have
greatly improved the European housing conditions but quantitative shortages nevertheless

exist in some less advanced capitalist and in the socialist countries.
The following must be noted on the causes of the quantitative housing shortage:
-increased internal migration and hence increased urban population owing to

industrialization in the latest decades;
- changing ways of family life, a growing demand of the young couples for

independent apartment;
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—a high-rate obsolescence of old flats and a growing number of flats to be
demolished;

—because of the great tasks and burdens of reconstruction and economic develop-
ment encountered simultaneously in the 10—15 postwar years the volume of building was
below what would have been necessitated by the housing shortage.

In addition to the quantitative housing shortage, especially with the significant
increase in standards of living in the last decades, there is an increasing demand for better
quality flats. This demand asserts itself more powerfully in the economically more
advanced capitalist countries but is also increasing in the socialist countries.

In Europe between 1966 and 1977 a total of 68.2 million flats were built, i. e., a
yearly average of 7.9 flats per one thousand inhabitants. In these years the amount of
flats built in the socialist countries was greater than in the preceding period, and this
resulted in a marked increase in the number of new flats per one thousand inhabitants.
With respect to the number of new flats per one thousand inhabitants Hungary was as a
rule in the first*lines among the socialist countries and in the middle relative to the whole
of Europe. In the years 1976 to 1977 the rate of newly built flats (8.8) was significantly
better than the European average (7.5 flats per one thousand inhabitants).

In Hungary the government has for a long time been working hard to put an end to
the quantitative shortage of housing and to improve the composition of the housing
stock.

In 1960 the government adopted a 15-year housing program aimed at the building
of one million new flats. The target was overfulfilled, mainly through the boosting of
private building, and by the end of 1975 1.05 million new flats were built. As a result,
one-third of the population could move into new modem apartments.

The basic government objective in the building and distribution of flats is to assert
social considerations as far as possible in order to make it more accessible and, from the
financial point of view, more feasible for the workers to have a flat of their own. For the
purpose of raising the low rate of population increase the government introduced a
scheme of social-policy benefits under which the price of flats is reduced in proportion to
the number of children a couple promises to have (by 30,000 forints a child).

Part of the flats built by the government are given for low rent and a rather low
“entrance fee” to such families who, for financial or other social circumstances, cannot
afford to buy a flat. Council flats are rented mainly to manual worker families with 3
children or more, and to newly-wed young couples. The rest of flats become cooperative
property. The cooperative members obtain the flat at a price much below the building
cost.

For families in better financial circumstances the state grants long-term credits
(normally for 30 to 35 years) at advantageous interest rates for buying or building homes.
The lively construction activity initiated by the population is a guarantee for the
fulfilment of the housing targets every year.
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Table 8

International rates o f housing construction

Number of flats built,
per one thousand inhabitants

Country

in 1970 in 1975
Austria 6.1 6.4
Belgium 4.8 6.7a
Bulgaria 5.4 6.6
Czechoslovakia 7.8 10.0
Denmark 10.3 7.0
United Kingdom 6.6 5.9
Finland 10.6 15.6a
France 9.3 10.0
Greece 13.0 13.4
The Netherlands 9.1 8.9
Yugoslavia 6.3 6.9a
Poland 6.0 7.8
Hungary 7.8 9.4
German Democratic Republic 45 6.4
Federal Republic of Germany 78 7.1
Norway 9.4 10.2
Portugal 3.2 5.3a
Romania 7.9 7.8
Spain
Switzerland 10.6 9.0
Sweden 13.6 9.1
United States 7.1 6.2
Canada
al974 data

Source: see Table 6

Social insurance

From the economic point of view social insurance benefits are not considered to be
services. However, they play a role in the redistribution of income motivated by social
policy considerations. Thus, the social-policy significance of these benefits is not less than
that of other social services in general. For this reason the development of social
insurance benefits in Hungary is reviewed in this category of services.

The importance of the social insurance benefits is shown by the fact that in
Hungary 30 per cent of the income of the population originate from social benefits (as
against the 70 per cent proportion of income from work). Within social benefits and
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especially within those paid in money, social insurance allowances represent the biggest
volume. Especially high is the value of pensions, considering that the right for pension is
almost general and the age of retirement is relatively low (55 for females and 60 for
males). The different allowances related to children represent another vast amount and
are motivated in addition to the social-policy principle of levelling family burdens by
demographic-policy considerations as well.

A comparison of the Hungarian social insurance scheme with other countries is
often difficult in part because of differences in the types of benefits and in part because
of insufficient data.

Before the war the organization of social insurance was scattered. Some 30 or 40
social insurance institutions offered different services and also the amounts of benefits
varied. The development started in the 1950s has raised the Hungarian social insurance to
the level of the most advanced ones in the world. In 1938 insurance only covered 2.8
million people (workers with family members), i. e., 31 per cent of the population. This
ratio increased to 47 per cent in 1950, to 85 in 1960 and to 97 in 1970. From July 1,
1975, with the enacment of the right by citizenship to medical supply it may be stated to
be 100 per cent.

Pensions and family allowances must be noted first from the benefits. Comparable
data suitable for the assessment of the tendencies are only available for the CMEA
countries.*

The relative number of people on pension to the total population is the highest in
the German Democratic Republic, Czechoslovakia and Bulgaria, now more than 21 per-
cent. This rate is 18.0 and 18.1 per cent, in the Soviet Union and in Hungary, resp., and is
the lowest in Poland (appr. 10 per cent). In the countries where the rate is the highest,
similar values were found already in the 1970s, that is, the ratio of those in pension
incerased slightly over the last 7 years while this increase has been strong in Hungary.

The average amount of pensions incerased at various rates by countries (see Table
10) and the proportion of the pensions paid to average wages was also different (see Table
11,

Also the monthly average amount of pensions increased at the highest rate in
Hungary (between 1970 and 1977 it more than doubled). Its increase was significant
(appr. 70 per cent) in Poland. In the other European socialist countries the increase varied
between 30 to 50 per cent.

It may be attributed in part to the raising of pensions that this indicator - relating
the value of pensions to average monthly wages —is the highest, nearly 50 per cent, for
Hungary. The value of Poland (47 per cent) is close to it while in the Soviet Union and in
Bulgaria the monthly sum of pensions only amounts to about a third of the average
monthly wages.

*Comparison with capitalist countries is difficult because most of these countries do not have
general and uniform schemes either for social insurance, or for pension to cover the entire population.
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Table 9

Rate o fpensioners in CMEA member countries*

Rate of pensioners
in percentage of the population

Country

in 1970 in 1977
Bulgaria 19.6 21.2
Czechoslovakia 21.2 21.7
Cuba 4.2 5.9
Poland 7.2 10.4
Hungary 14.0 18.1
Mongolia 2.0 3.7
German Democratic Republic 21.6 22.4a)
Soviet Union 17.0 18.0

*Except Romania

a>1976 data
Source:HapoaHoe Xxo03alicTBO cTpaH-rneHos CoBeTa 3KOHOMMWYeCKOl B3ammonomowwm B 1977
rogy. Ctatuctuyeckmii c6opHukK. MockBa, 1978. p. 842.

Table 10 Table 11

Monthly average amount o f pension in some Monthly average amounto f pension
CMEA member countries in percentage of monthly average wages

(in national currencies) in some CMEA member countries

Country in 1970 in 1976 Country in 1970 in 1976
Bulgaria 36.4 51.1 Bulgaria 29.4 345
Czechoslovakia 837 1089 Czechoslovakia 43.2 46.0
Cuba 66.9 72.1 Cuba 57.7 51.1
Poland 1204 1803 Poland 53.9 43.8
Hungary 765 1462 Hungary 35.5 49.1
Mongolia 136 165 Mongolia

Soviet Union 34 48 Soviet Union 27.9 31.7

Source: see Table 9 Source: see Table 9
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The different countries have rather differentiated and diverse types to family
allowance schemes. Family allowance is paid in many countries (Bulgaria, Czechoslovakia,
Poland, Romania) after the first child. In Hungary only single parents benefit from family
allowance after one child and those families with several children where only one of the
children is in the age to qualify for the allowance. The family allowance is determined in
Poland according to the amount of per capita income and in Romania according to the
amount of family income and also according to the type of settlement. In Hungary after
3 or more children the amount of allowance is the same for every child, while in other
countries (Czechoslovakia, Poland) progressive allowances are paid. Growing emphasis is
laid in the socialist countries on levelling out the unequal family burdens and,
consequently, the family allowance scheme has been improved and the amounts have
been increased is most of the countries. From a comparison of data of four countries
(Hungary, Bulgaria, Czechoslovakia, Poland) it may be seen that in Hungary the amount
of family allowance paid after 2 children amounts to about 22 per cent and after 3
children to 35 per cent of average wages while this percentage is in the range of 5to 18
and 8 to 37 per cent, resp., in the other countries. [1]

It is noted here that above the family allowance and the internationally known
types of childbirth benefits (pregnancy and maternity allowance for the period of 5
months and equivalent to the monthly earnings as well as a separate maternity
allowance), a rather unique scheme of social insurance benefit has been effective in
Hungary since 1967. This is the child-care allowance scheme. Under this system employed
mothers may chose when the period of pregnancy and maternity has terminated, that is,
practically when the child has become five months old, whether to return to their job or
to stay at home with the infant (until it reaches the age of 3); in the latter case they get a
definite amount of allowance equivalent to about one-third of the average wage of
females.

The above-mentioned physical indicators and the financial data were usually of the
institutional type. This means that they are based on the records of the organizations
concerned, e. g hospitals, schools, cinemas, publishers, social insurance organizations,
housing authorities, etc. Although these data show orders of magnitude and on that basis
also averages, they do not contain much information about the dispersion behind
averages. In order to leam the measure and frequency at which the different social strata
or demographic groups benefit from the different types of social services, another
approach, i. e. sample household surveys are required. In our statistical work in Hungary
we have for the last ten years tried to use this approach through representative surveys
selected from samples of censuses. In these surveys the source of data is the household.
This way, first, it becomes possible to study the differences and distributions by social
and demographic strata. On the other hand also the relationships existing between the
various factors (income, housing, health, schooling circumstances; cultural activities; way
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of life; way of leisure, etc.) are illuminated. This method of analysis is thought to be
highly revealing with respect to the relations existing between the standard of living and
the way of life, between financial status and the quality of life, which relations are
recognized as fairly ambiguous.

Reference
1. SZABADY, E.: A vilagnépesedési akcidterv alapelvei és az eurdpai szocialista orszagok népesedési

politikaja (Principles of the world demographic action programme and the demographic policies of
European socialist countries.) Demografia, 1977. No. 4, pp. 395-404
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NEWS ABOUT THE HUNGARIAN ECONOMIC SCIENCE

The 139th General Assembly of the Hungarian Academy of Sciences, held in May
1979, elected the following ordinary members:

Ivan T. Berend, Rector of the Karl Marx University of Economics, professor of
economic history,

Ermd6 Csizmadia, agricultural economist, Dean of the Karl Marx University
of Economics, member of the Editorial Board,

Péter Erdds, scientific adviser of the Institute of Economics, Hungarian Academy of
Sciences, professor of the Budapest Polytechnical University, member of the Editorial
Board,

Kélman Szabo, professor, holding the chair of political economy at the Karl Marx
University of Economics. All of them were earlier corresponding members of the
Academy.

The General Assembly elected the following members honoris causa:

Lord Thomas Balogh and

Lord Nicholas Kaldor, both of whom are internationally known economists of
Hungarian descent, further

Ginther Kohlmey, member of the Academy of Sciences of the German Democratic
Republic.

The General Assembly paid tribute to the memory of M. H. Dobb, British Marxist
economist, who was a honoris causa member of the Academy.

*

At the end of his second term, academician Ivan T. Berend was relieved as Rector
of the Karl Marx University of Economics and academician Ernd Csizmadia was elected
to follow him in the office.

The Karl Marx University of Economics started a new periodical under the title of
“Egyetemi Szemle” (University Review). The first issue constains an article by Erng
Csizmadia on economic development in Hungary, one by Mihaly Simai on the new stage
of world economic development and its implications for the Hungarian economy, as well
as articles on the foreign trade impact of investments, on the legal relations between
control organs and the enterprises, as well as on Hungarian economic policy in the age of
dualism (meaning the Austro-Hungarian monarchy from 1867 till the end of World War
1). The periodical also carries columns for discussions and book reviews. The contents of
the periodical is given in English and Russian as well.
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TOMPE, I.: Struktaraatalakité beruhazasi dénté-
sek (Investment decisions aimed at structural
transformation.) Budapest, 1979. Kodzgazdasagi
és Jogi Konyvkiadé. 327 p.

In this book the author undertakes more than
what is suggested by the title. Although he makes
the statement in the foreword that within the
Hungarian investment policy between 1975 and
1978 he will analyze first of all the decisions that
influence the economic structure, the reader will
get ample information on all important questions
of investment policy from the economic reform
of 1968 to our days, and even on that in the
years before.

The leading idea of the book is an examina-
tion - from the aspect of investment policy - of
the economic policy and institutional conditions
of adjustment to the fundamental changes in
world economy, that is, to the new conditions of
the external environment. As regards the basic
principles of the decision system on investments,
the author holds the position of the Hungarian
Socialist Workers’ Party taken at the 9th congress
in 1966 to be very timely, namely, that the
investment decision should be made where the
basis of information is the largest, that the
profitability of developments should be the most
important viewpoint, and that the ratio of funds
for which tenders can be put in should grow
among the resources to be invested. In an
extensive analysis the author confronts the ideas
of the reform with the reality of our days: “The
‘old’” and ‘new’ mechanism differed from each
other the less perhaps in the field of invest-
ments . . . relative to the technological equipment
the implementation period is two- or threefold of
what is found in international experience. In the

course of the 3rd and 4th five-year plans
(1966-1975) the financial means freely usable
but disposable through tenders practically did
not work, the five-year plan cycle of investments
as well as their internal three-year stop-go cycle
went on ... Conformity with the plan did not
improve . .. the shortage economy continued on
the investment market, and the ‘inflation’ of
enterprise and central goals has continued.”

What is the situation in the field of invest-
ments aimed at structural transformation? The
author divides investments by their purpose into
those  transforming structure, and those
increasing elasticity and “developing the
backgrounds”. In his interpretation structure-
transforming investments are the large central
development projects implemented in the
competitive sphere. In the given conditions of
economic control the efforts aimed at transform-
ing the economic structure have been so far
embodied in this kind of investment, since the
rearrangement of the current production has
always been put off for lack of an efficient
system of instruments. The practice of long
decades accustomed decision-makers to ease
investment tensions appearing at any level
through this type of investments. Not trusting in
a fast and favourable spontaneous transformation
of the structure, the state intervenes deeply by
right of the owner in the economic process, in
order to eliminate backwardness and to accel-
erate economic  growth. Its  intervention
necessarily diminishes the assertion of profit
motives, and that to such extent as the efficiency
requirements of the current production are
driven to the background. The impairment of the
profit incentive forces the enterprises to take
over the investment preferences of the centre
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and, identifying themselves with the aims of the
higher control organs, to set forth their own
investment proposals to fit into the central line,
thus trying to gain the “goodwill” of the
“guardians” of investment funds.

The gradual increase of state intervention is
reflected also in the fact that the practice of
credit financing of investments deviated from the
original intentions of 1968. The reform meant to
bestow an important role on the credit
mechanism first of all in the financing of replace-
ment and of “background” development. In fact,
it was not a ranking by efficiency, but the prefer-
ences of the centre, planning and thinking in
physical terms, that played a determinant role in
the distribution of credits. In a popular formula-
tion: credits were ‘“earmarked” — that is, a
narrow sphere of- potential users was strictly
assigned to each credit quota. From 1969 to
1975 there was no free competition for credits
(tenders for freely usable financial means) in
Hungary. The competition for credits from the
fund of “Ft 45 thousand million” disposable
through tenders announced in 1975 and aimed at
enlarging the commodity stocks competitive also
on the Western markets reflects the recognition
of the leadership that in the increasingly difficult
foreign economic situation more space has to be
given to investments expected to be returned fast
upon the basis of efficiency ranking, and to be
implemented in small and medium-scale enter-
prises. The National Bank of Hungary that
announced the credit competition (tender)
ranked the development proposals received upon
the basis of profit proportionate to capital and,
since commodities to be exported to the Western
markets were involved, upon the basis of an
indicator showing the production costs of
winning a unit of foreign exchange and of the
returns from dollar earnings.

Proper selection of the indicators for ranking
leads us to the problems of investment profita-
bility indicators. The author presents a series of
the possible approaches, then goes on to describe
in detail the investment profitability computa-
tion obligatory for all large investment projects
since 1969, that is, the so-called “D” indicators.
This computation is to demonstrate, how many
times the capacity created by the given invest-
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ment is refunded from its own sales returns
during a fifteen-year period.

The part of the book treating the inter-
relations of the investment decisions with the
CMEA markets is put into the Annex, but is no
less important. One of the new fields of the
CMEA cooperation, raising much interest and
much disputed, is the question of investment
contributions. The author presents in detail the
neuralgic points of the investment contributions:
the price problem, the size of interest rates, and
their functioning. He emphasizes that in deciding
whether Hungary should join into any foreign
investment one single economic consideration
must be asserted, namely the profitability of the
action. The author holds the investment con-
tribution to be one of the possible forms of
solving our raw material problems, though, as it
is, not the only one.

S. RICHTER

ANDORKA, R.: Determinants of fertility in
advanced societies. London, 1978. Methuen and
Co. Ltd. 431 p.

The book of the Hungarian author gives
a summary of the theories and researches
which are concerned with social factors affecting
fertility in advanced countries. The question is a
topical one, since a considerable fall in fertility
has been found in the last ten years which may,
in the author’s opinion, cause some problems in
the countries in question.

The first part briefly summarizes the most
important indicators used for the measurement
of fertility, then goes on discussing the biological
background of the subject, the concept of natural
fertility and its estimated magnitude.

The second part concerned with demographic
theories discusses first the theory of Malthus,
then the conception of the demographic
transition, and finally, in more detail, today’s
theories on the economic background of fertility.
The author points it out that the latter are based
generally upon the assumption that couples make
rational decisions on the number of children on
the one hand, and their decisions are to a certain
extent determined by the decision patterns of
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consumer goods. In other words, the choice
between children and consumer goods can be
explained on the basis of the marginal utility
theory, and therefore, the given number of
children is determined by the income level and
the indifference curves relating to children and to
all kinds of goods. Since from this would follow,
that ceteris paribus, a greater number of children
are found with those of high income, the theories
introduce the concept of the differentiated
children-sustaining charge depending upon the
income level which, with sufficient differentia-
tion, may point also to negative inter-
dependencies. The so-called utility-disadvantage
interrelations calculated or assumed on the basis
of the income level are similarly ambiguous. The
author reviews also the criticism of the economic
theories, first of all from the sociological aspect,
laying stress on the relative stability of norms,
values and roles related to the family, as well as
their independence, in certain cases, of the
income conditions.

Part three discusses questions of the develop-
ment of fertility in a period when information on
the subject was extremely scarce (literary
sources, family reconstructions, partial registers
of births, etc.). In regard of this period, mainly
the 17—18th centuries, the author seeks answer
first of all to the question, relying upon frag-
mentary historical demographic information
(using also the results of his own research work),
whether actual fertility remained below the
natural level of fertility. Since data give a positive
answer to this question, the author goes on to
examine the direct means of birth-control of the
period, as well as its regional and social
background.

Part four deals with the development of the
19-20th centuries relying upon investigations of
registration, national censuses, fertility and
family planning. In the author’s opinion, the
fertility and family planning investigations that
have recently spread all over the world have
supplied relatively little additional information
on the factors affecting fertility and on effective
mechanism in comparison with the traditional
census data.

Part five constitutes the real subject of the
book: the problems of the social factors affecting
fertility in the recent past and at present. The
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author first treats briefly the role of marriage,
and then the question, how far birth-control is
known and how widely it is spread, which, as a
mediating factor, may have theoretically a role in
forming the actual fertility. The author takes in
turn the theories according to which both the
historical reduction of fertility, and the differen-
tiation of fertility by social strata are connected
with the knowledge of birth-control, that is, with
the spreading of efficient methods. Although, in
the author’s opinion, a certain limited effect may
be attributed to these factors, the fundamental
problem of fertility research is presented by
motivation, since there is a wide sphere of
empirical data as well as historical evidence to
illustrate that, in the case of a strong motivation,
low fertility will emerge in the most widely differ-
ent phases of birth-control techniques.

After that the author examines the much
disputed question of income. After reviewing
several research works he comes to the com
elusion that the negative interrelation between
income and fertility, used to be considered as of
general validity, cannot be considered today as
such, according to the latest results. It has been
replaced partly by positive interrelations, and
partly by the so-called U-shaped ones. It is
mainly on the latter that the author publishes
many results of examination and theories, among
them that of Smolinski (Poland). Upon the basis
of the different, and, to some extent, contra-
dictory data and related theories the author

formulates his final conclusion, somewhat
surprisingly, in the following.
The examinations carried out in various

societies and in various historical periods seem
to clearly confirm that - ceteris paribus - the
income level, its rise, and optimism concerning
future income usually exert a positive effect on
matrimonial activity. This is a very important
conclusion, not only in the disputes concerned
with the theory of fertility (since it confirms the
basic theorem of economic fertility theories), but
also in demographic polity (since it confirms that
an improvement in the economic conditions of
families with children may increase fertility).
Although in the lines following the author
himself warns against the seemingly too bold
conclusion (pointing out that with rising income
the other factors affecting fertility also change
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automatically, such as the social status, domicile,
education, and thereby also the costs of children
and aspirations related to them), we have still to
mention that exactly the changes in fertility of
the last 4-20 years in advanced countries do not
seem to justify this theorem. It seems that the
author tacitly assumes that the recently observed
U-shaped curve of interrelations will continue
to be moving within the same domain of values
also after a general improvement of income
conditions, and thus the still prevailing negative
correlation (which is the result of the relative
majority of the present middle classes) will
automatically change into positive. Experience
gathered so far does not make this probable,
rather it is assumed that the U moves parallel
with the curves of income distribution. Else, in
other parts of the book the author himself
guestions the practical importance of his
theorem, pointing out, on the one hand, that the
case of ceteris paribus can stand with the
change of income, but for a very short period,
and emphasizing, on the other hand, that with
children and consumer goods the indifference
curve may assume the most widely different
directions.

The book then goes on to discuss the effects
on fertility of the social and economic status,
education, social mobility, the character of the
settlement, migration, the employement rate of
women, emancipation, and of religions and
ethical factors. The author questions in most cases
(with the exception of the fertility raising effect
of the village way of life ghich he too ackno-
wledges) the interrelations that are considered
more or less as general in the demographic litera-
ture. He treats separately the psychological
factors and mechanisms, and rather in a literary
approach, without providing empirical facts. This
part deals also with the problems of demographic
policy.

Part six of the book is practically a com-
pletion of the second part dealing with the fertility
theories, presenting now the latest changes in the
economic and sociological theories. The author
also makes an attempt to combine the two theo-
retical schools.

Finally, in Part seven, the author tries to
synthesize the results and conclusions of the
various research works, and to set up a general
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theoretical framework. He forms the opinion
that, out of the factors considered in the book it
is the income, domicile and the employment rate
of women that have a direct effect on fertility.
The effect of the other factors (social status and
mobility, education, etc.) is, in his opinion, but
indirect and can assert itself only through certain
cultural norms, systems of values and forms of
behaviour. This distinction is to a certain extent
arbitrary. Namely, the direct cause of the low
fertility of advanced .countries is the decision on
birth-control (and its implementation). In the
motivation background of such decision the
various factors can be considered primary or
secondary only arbitrary, depending upon the
given point of view.

The highest merit of the book is that it clearly
and concisely reviews an extremely rich arid
carefully selected literature (comprising about
one thousand works). The method of discussion
reflects that the author is not only well acquinted
with the huge material, but is also in a position to
criticize it, which enables him to present it
concisely, selectively, as weil as synthetically. (In
a few cases, however, the method of discussion
is somewhat rough-and-ready, for example, the
subject of migration would have deserved more
than two and a half pages.)

It is a further positive feature of the book
that, in reviewing a large empirical material, it
questions several demographical prejudices, or
theorems accepted as axioms. It seems, however,
that in his dislike of too often repeated, com-
monplace-like statements - which may be yet
correct — the author is sometimes driven to
exaggerations as for example in the case of the
effect on fertility of education or of social
mobility. In this it may play arole, perhaps, that
the author sometimes gives preference to the
investigations based upon novel opinions, verbal
justifications and plans, over the traditional
statistical factual data, though the former
sometimes reflect only the mentality of those
making the interviews.

It is a special attraction of the book that the
English text is able to render the author’s clear,
logical and easy style, which makes this thought-
provoking and at places dispute-provoking book
enjoyable also for those reading English.

K. MILTENYI
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Acta Oeconomica, Vol. 23 (3—4), pp. 235-245 (1979)
B. CSIKOS-NAGY

NEW PRICE SYSTEM IN HUNGARY

In January 1980 pricing has been put on a new basis. Its guiding principle is that domestic
prices should reflect relative world market prices thus making international competitiveness the
main criterion of economic efficiency in enterprise activity. The price system, as a whole, will
become more elastic in order to orient towards rational economic decisions more consistently.

The system of controlling income and finance has considerably changed in Hungary
with 1980. Parallel with this a general price revision took place, covering both producer
and retail prices. New industrial producer prices and freight tariffs were introduced. In
agriculture new state procurement prices are valid in animal husbandry with January 1st
1980 and in plant growing with the turn of the economic year 1979/80. The price system
has changed in the building industry, too. Estimates for investments in process have to be
repriced by the application of indices specifically determined for this purpose.

In harmony with the adjustment of producer prices retail prices were partially
modified already with July 23, 1979. Prices of certain foodstuffs, fuels, electric energy,
building materials, shoes and furniture were raised. This measure increased the retail price
level by round 9 per cent, from which 6 per cent were compensated by complementing
earnings. Modification of the producer prices affects in 1980 retail prices naturally in
other fields, since nearly half of the total commodity tumover, the majority of products
put into circulation are realized at free prices. But these latter price changes are
implemented by the trade gradually, adjusted to the character of individual products.
This was the case also in 1968 when free prices were introduced in a wide domain.

Basic principles of the new price system

The Central Committee of the HSWP determined the guidelines of the perspectivic
development of the price-system in April 1978. Introduction of retail prices proportio-
nate to value, re-establishment of the two-level price system (i.e. that the level of
producer prices should be lower than that of retail prices), an organic connection between
foreign trade and domestic prices as well as an increasing elasticity of the price mecha-
nism were formulated as long-term requirements. The desire was expressed that these
guidelines should serve as a basis already for the 1980 price modifications taking into
consideration urgency as well as the possibilities.

The measure of July 23, 1979 may be considered as an important step from the
viewpoint of progress towards retail prices proportionate to value. This was first set as an
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236 B. CSIKOS-NAGY: NEW PRICE SYSTEM IN HUNGARY

aim by the 1968 economic reform in Hungary. As it was formulated at that time:
everybody should pay for products what they really cost. Of course, this has never been
interpreted as a mathematical equation. According to central intentions, arelatively low
price level (compared to inputs) of products and services satisfying basic cultural, health
and social needs will be maintained in the long mn, and so will the prices formed
through higher than average taxation being aimed to secure budget revenues and to
restrict the increase of personal consumption. To this latter sphere belong price deflec-
tions aimed at curbing a too rapid rise in the consumption of certain luxury articles,
alcoholic drinks and tobacco and, recently, motoring.

Price preferences proposed for elimination were divided into two groups. The first
one includes those concerning only Hungarian citizens like housing rents, travel facilities
or certain services. Into the second one were grouped those more closely connected with
foreign trade or with invisible exports as, for example, tourism. Here energy, fuel,
chemical products and foodstuffs are of greater importance. The opinion has developed
that in the framework of a general price revision the —at least partial —elimination of
those price preferences should be endeavoured where the interplay into foreign trade is
considerable. As against this, the modification of subsidized prices affecting only Hun-
garian citizens may be postponed.

The main and novel feature of the new price system introduced in 1980, deviating
from the previous one, is adjustment to world market prices. This means that

- in the domestic valuation of natural resources (primary energy and raw materials)
adjustment to the prevailing most expensive purchase prices;

—and in the domestic valuation of finished goods produced in competitive indus-
tries adjustment to export prices in convertible currency are taken for basis.

In the sphere of natural resources basing the economic calculations on world
market prices means application of the principle of the more expensive import source.
When world market prices are rising, purchasing from the West is the more expensive
source for Hungary, since in the CMEA contractual prices follow the movement of world
market prices with a lag, being an average of the previous five years’ prices. Practically
this amounts to a revaluation of energy and raw materials against the average inputs and it
has to play a role in introducing more rational energy and material management than the
previous one.

In the new price system the relative price of energy increased by 65 per cent and
that of materials by 35 per cent in comparison to prices of finished goods. The change is
even more conspicuous if the new price relations are compared with those before the
explosion of oil prices. In comparison to 1973 the relative rise in prices amounts to 110
per cent with energy and to 60 per cent with materials. Accordingly, in harmony with the
changes in international value relations the conditions of production technology, product
pattern and business organization were made stricter under which the energy- and
material-intensive products are realizable at a profit.

Interestedness in manufacturing products which are profitably saleable at every
market in the world is promoted by changing the prime-cost-type price system into a
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B. CSIKOS-NAGY: NEW PRICE SYSTEM IN HUNGARY 237

competitive one. In such a price system profit and loss reflect the position of the firm in
international competition; and enterprise efficiency is an indicator of international
competitiveness.

Naturally, introduction of the competitive price system was possible only in
competitive sectors. When valuing the finished goods produced in competitive sectors,
adjustment to the export price in convertible currency is based on the application of the
export efficiency indicator. In Hungary, since the economic reform of 1968, it is
regularly examined in each industry and in each enterprise participating in exports, how
many forints of input are necessary to produce one unit of foreign exchange. A simple
mathematical formula is applied: the numerator is the expenditure calculated in domestic
currency and the denominator the foreign exchange receipts for export. On this basis the
producer price level can be determined. The idea is that the producer price level would be
determined for enterprises by the price level of exports, but the relative prices of products
by the domestic demand and supply relations.

In the competitive sectors adjustment of the producer price level to the export
price level is the condition that the profit (or loss) of sectors (enterprises) should express
their real position in the international competition; i.e. the hierarchy of rates of profits
should reflect that of efficiency. It is in this manner that a producer price system that is
an indispensable element of a structural policy, keeping rationality in view, may be
established. At the same time, the producer price system is to be directed towards such
retail price policy which ensures equilibrium, i.e. which considers the domestic demand
and supply relations. This is why the relative prices of products should be adjusted to the
domestic conditions of demand and supply.

The idea was raised that not the export, but the import price should be the
regulator of price level. This conception was based on the fact that under the Hungarian
development policy enterprises were founded and industrial sectors were established
many_times with the purpose of saving imports. Under such' conditions however, when
the price gap between the import and export price of a product is considerable, it is of
fundamental importance in principle, that the export price should be the general regula-
tor of the price level The new price system should orientate first of all towards a
structural policy economically expanding the export potential. Moreover, such proce-
dures of production development and sales policy are to be adopted which allow the
assertion of reasonable export prices.

The division of social production into competitive and non-competitive sectors
depends on whether they manufacture such products, provide such services which may be
subjects of foreign trade (export or import) or not. If classification of production is made
on such a basis, we think only of visible trade (foreign trade), i.e. disregard the invisible
trade (e.g. tourism). Namely, the invisible trade dissolves this distinction, because in that
case the foreigner is confronted with the total domestic assortment of commodities; he is
not excluded from anything, only from the social benefits ensured by law for Hungarian
citizens.

i Acta Oeconomica 23, 1979



B. CSIKOS-NAGY: NEW PRICE SYSTEM IN HUNGARY

From the viewpoint of the price revision of 1980 it was a novel task to examine in
which branches the competitive price system might be introduced as well as applied.
Agriculture had to be excluded from the branches designated with this purpose. In a
competitive price system the level of state procurement prices of agricultural products
could not have been raised; what is more, even a modification of relative prices ought to
have been made in favour of plants and at the expense of livestock. As against this, (a) the
level of state procurement prices increased by 11 per cent, but ought to have been raised
by round 30 per cent to eliminate the budgetary dotation of means of production
(chemical fertilizers, plant-protectives, etc.), as well as (b) relative prices were changed in
favour of animal husbandry and not of plant growing.

This was required to maintain the interestedness of producers in the intensive
development of agriculture. The latter is realized throughout Europe by means of
protectionistic agrarian policy, since the world market price of agricultural products is
regulated partly by extensive ways of inexpensive cultivation overseas and partly by the
production conditions of industrially developed countries producing at low specific costs.

Since a competitive price system covers only a part of social production, stress was
laid upon examining how inclination to waste materials and energy could be eliminated or
at least diminished in the formation of prices based on costs in the non-competitive
industries. That is why a price formation based on proportionate prices has been decided
upon. This is a principle of price formation applicable in the sphere of goods substituting
for or related to each other. This method had already been applied in Hungarian price
policy also previously and is generally characteristic in the sphere of retail prices, since, in
the case of related articles, trade cannot disregard what price surplus the consumer is
willing to acknowledge in the case of a new product, which is better because of its
qualities than the products serving the same purpose and already on the market.

The method of proportionate prices is not new in the sphere of producer prices,
either. E.g. in transportation the individual branches compete with each other. Therefore,
when determining the tariff levels of branches we must not disregard the conceptions of
transport policy and that the consigners should use the different transport vehicles in
adequate proportions on the basis of interestedness. In a competitive price system it can
be assumed that demand for those means of production which are in substitution
relationship is governed by the principle of cost-minimization if there is a possibility of
choice in productive consumption.

Finally, the price re-arrangement of 1980 established a price system with three
centres. Formation of competitive prices covers approximately 35 per cent, “proportion-
ate” price formation about 40 per cent and traditonal price formation based on costs
about 25 per cent of social production. It was, however, easier to agree on the fundamen-
tal principles than on their implementation. This is understandable if we consider that
the change in the price system was urged in Hungary by the need to restore the equi-
librium of the balance of trade and not by the domestic market conditions. Therefore,
in a certain sense, price relations best serving economic efficiency under Hungarian
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conditions had to be stimulated, This is the essence of the problem, because the new price
system can meet the requirements only

— if it can be ensured on the one hand that the orienting function of price towards
rational economic decisions is not restricted to the day of the price revision, but is
enforced continuously, complying with the changes in external economic and domestic
market relations of the national economy; and on the other hand,

— if the restrictions with which the accepted principles of price formation could be
introduced will gradually disappear and, parallel with this, the normative character of
financial regulation will become more pronounced in the national economy.

It is not easy to realize all this and, obviously, such price relations cannot be
“reproduced” regularly without an adequate market background. Therefore, it is useful
to underline that the comprehensive modification of the control system and the related
new price system are based on the dual hypothesis that

— disequilibrium is reflected in the balance of international payments and deficits
can be eliminated without a sharpening domestic disequilibrium; what is more,

— equilibrium between demand and supply will be consolidated through more and
more deliberate restrictive financial policy.

Problems of functioning

Adjustment of the indusfrial producer price level to that of export prices in
convertible currency raised some problems. How can the price level of an industrial sector
or an enterprise be controlled, if price movements affecting only an insignificant part,
perhaps not even 10 per cent of the value of output are considered? How can the general
price level of the industrial sector and of the enterprise be reconciled with that of exports
in view of the different product patterns and the fact that there are enterprises selling
certain products only on the world market, but not at all on the domestic market? These
problems are more severe in industries where the assortment of goods produced may
amount to several thousands and the change of products is fast.

By means of the indicator of the cost of foreign exchange eamings the level of
enterprise producer prices could be reconciled with that of export prices and the initial
profit rates of enterprises for 1980 could be determined. At the same time, export
efficiency measured by the cost of foreign exchange earnings could not be made the basis
of controlling the level of producer prices. In this case we ought to have reckoned with
the following problems. Enterprises would become very much interested in increasing the
efficiency of exports which can be attained also by diminishing the volume of exports
through elimination of uneconomic exports. The improving profitability of exports
would entitle them to calculate higher profit rates also for domestic sales. The enterprise
might concentrate its technological and organizational measures on the export-oriented
activity and the price consequences of improved efficiency achieved in such a way with
5—10 per cent of output would be automatically enforced for the remainder of output.
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In the early 1950s enterprises had to divide production into comparable and non-
comparable parts in the interest of checking the fulfilment of plan targets concerning the
reduction of prime costs. In connection with this much experience accumulated concern-
ing the possibilities of enterprises in grouping their costs at discretion, a regulation of pro-
ducer prices relying on the costs of foreign exchange earnings may revive also this practice.

Tliis is why the opinion was formed that the movement of producer price level
should depend partly on profits realized in exports, and partly on the export price level,
though the information basis of the latter is not satisfactory. Competitive price formation
should be developed in the future in such a way that the control of domestic prices
through export prices should be adequately asserted without moderating, however, the
interestedness of enterprises in increasing the efficiency of production for domestic
purposes.

It seemed to be expedient to apply competitive prices in a wide domain, where-
ever there is a possibility for attaining international competitiveness within 4—5 years
by means of reconstruction, changes in technology, modernization of products, modifica-
tion of the product mix and, last but not least, through improvement of enterprise
marketing policies. The permanent and temporary elements of tax refunds will be applied
accordingly in exports.

Hungarian industrial enterprises compete on the world market with companies
whose taxation rules allow them to offer their products on external markets at lower
prices than at home. This is achieved in such a way that the value added tax (so-called net
turnover tax) adjusted to the individual phases of production is reimbursed from the
budget in the case of exports. In Hungary enterprises pay a 24 per cent tax on wages costs
and this is calculated in producer prices. This is of the same type as the value added tax.
Moreover, it is a characteristic feature of the new Hungarian price system that energy and
material costs are determined for enterprises by the purchase from the most expensive
source; the price difference resulting from less expensive sources of purchase is drawn
away by the budget. This is naturally a disadvantage in international competition which
can be compensated only by tax reimbursement.

It seemed to be expedient to introduce such a tax-reimbursement system in exports
which furthers the modernization of production. A two-channel system of tax reim-
bursement was established keeping these considerations in view:

—a generally 10 per cent linear tax-reimbursement on the basis of export returns
converted at the rate of exchange and

—subvention for the modernization of production adjusted to the particular
conditions of enterprises.

The general tax-reimbursement ispermanent, but subvention for the modernization
of production is temporary, the process of its reduction was announced beforehand. This
is how the reimbursement system influences the modernization of production, structural
transformation and, finally, the attainment of international competitiveness.
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It is assumed that improving economic efficiency will compensate for the reduction
of the subsidy on modernization of production.

Price formation keeps the requirement of proportionality in view both in agricul-
ture and in transport. Relative prices of the individual branches (products, services) are
regulated in both sectors by their utility as judged by consumers. Of course, the situation
is not fully identical in the food industry and in transport. Food economy is an important
export industry as regards both its volume and proportion. In view of this, in those
branches of the food industry which are important for export, relative prices were
developed depending on export prices.

It should not be forgotten that both in agriculture and transport actual inputs have
an important role in the development of the general price level or at least in the
formation of “demand” for the price level, It is difficult to push into the background the
routine thinking which attributes losses not to bad management, but to obsolete prices.
According to this way of thinking price cannot be the critique of management, but has
the only task to ensure conditions of self-financing for cost levels created by decisions on
development, technology and work organization made independently of prices.

More attention should be paid to this problem in the future than previously. In the
1970s increasing material and technical supply had a too great part in the relatively rapid
quantitative growth in agriculture, while improving efficiency had only a smaller one than
would have been desirable. In transport trends developed, still prior to the 1973
explosion of oil prices, and dependence on cheap hydrocarbon and expensive solid fuel
can still be observed.

In agriculture and transport official prices are enforced in a wide domain. There is
considerable budgetary subvention in both sectors. Agriculture can obtain profits only
with preferential prices and through budgetary subsidies of the means of production
making the application of up-to-date agrotechniques possible. Under circumstances when
we are changing over to competitive prices in the industry and wish to further the im-
provement of efficiency through degressive tax-refunds, it is justified to raise the question
whether the introduction of similar mechanisms, complementing the price system, should
not be examined also in the agricultural and transport sectors.

In the building industry (investments) the negative effects of the price system based
on prime costs are seemingly neutralized by the normative system of costing. Costs of
building are determined on the basis of cost-norms, additional costs stated by price
authorities and normative profit margins. It is well-known, however, that because adapta-
tion to individual circumstances is allowed, and for other reasons, even this price system
does not enforce a rational behaviour despite all efforts.

The price system of the building industry (and even more of investments) has
changed in some relevant respects. The new price system introduced in 1980 applies more
unambiguous definitions in regard of surplus costs of construction works carried on under
special circumstances, and makes the interestedness of the building industry independent
of material costs. This is realized in such a way that cost-estimates are made in so-called
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two-tier system. They contain the material and freight costs separately and no profit can
be calculated after them.

However, a comprehensive reform of the price system of investments could not be
realized. Though this would be needed because the present price system developed under
such historical circumstances when investments were characterized by excess demand,
building without plan documentation (designs), as well as by laxity in technology and
working discipline. The price system of the building industry has to be further developed
in 1980-1983. Introduction of a uniform system of norms, more organically connecting
costs estimates with building methods, will mean considerable progress. In coming years
measures should be taken independently of this in order to strengthen the enterprising
character of investments. Gradual elimination of excess demand for investment will create
more favourable conditions than previously and this may allow a more extensive use of
the system of tenders in price formation already in the first half of the 1980s.

Preparation and introduction

Three phases were established for the price re-arrangement. The first was price
modelling, started in 1978 and lasting until the middle of 1979. The second phase started
following this and ended with the introduction of new producer prices at the end of
1979, This was the phase of actualization. The third phase - the so-called adjustment —
will last till the autumn of 1980.

In the modelling phase attention was concentrated on three questions:

1 Determination of the principles of price formation. The three-centre price
system was established at that time.

2. Determination of changes in price and cost structures. Most relevant measures in
this regard were the following:

a) Elimination of the charge on assets engaged.

b) Elimination of the wage-tax imposed on wages paid by the enterprise.

c) Regulation of the technological development fund.

d) Standpoint on the revaluation of fixed assets.

e) Regulation of normative profits.

3. Modelling of the main framework of the new price system, taking 1977 world
market prices of materials and energy for basis, and using a 36 Ft/US $ exchange rate.

The main deviations of the actualization phase from the first one can be determined
as follows. 1. In the modelling phase principles of price formation of different sectors
and within them of the individual branches were determined in general terms. But in the
second phase already a concrete application of these principles to the individual branches
(enterprises) had to be carried out. 2. In this phase 1977 world market prices of energy
and materials had to be replaced by prices developing by 1980. Taking the inflation on
the world market between 1977 and 1979 into consideration, the 36 Ft/US $ rate of
exchange was reduced to 34 Ft/US $ in the actualization phase. This had to be done lest
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the inflation of world market prices expressed in US dollars should bring about a similar
inflation in forints. 3. Model computations were made mostly on macro-level. Actualiza-
tion could be made only with the participation of enterprises. The main feature of the
second phase was precisely this transposition of macro-models to micro-models.

In the second phase most problems were raised precisely by the transposition.
Computations with indices of changes in input-output price levels of enterprises made at
the National Planning Office, the Ministry of Finances as well as the National Office for
Materials and Prices revealed “price adjustment deficits” of several 10 thousand million
forints. These “price adjustment deficits” indicated that enterprises built into their
cost-calculations non-existing costs when they formed the new prices. The enterprises —
with a few exceptions — overestimated input costs and established the initial prices for
1980 on the basis of production costs increased in this way, to which then normative
profit margins were added.

This is not a new trend and is reckoned with also in other socialist countries. But
the situation is relatively simple in such a system of economic control and management
where profits are drawn away by the budget and the interestedness in profit of enterprises
is based on the fact that a part of profits, the so-called “rest” is left with them. In
Hungary profits belong to the enterprises on which a tax is levied by the state. That is
why an about 3 per cent reduction of the producer price level had to be ordered in the
manufacturing industry, the building industry and trade in the actualization phase,
assuming that the 1980 initial producer prices would reconcile the price level with
normative profit rates in this way.

At present the third phase, i.e. adjustment, has come to the fore. Reduction of the
producer price level carried out in the second phase may not mean a final solution just
for two reasons, Firstly, because micro-computations made in intersectoral relations still
indicate some “price adjustment reserves”. Secondly, because price adjustment errors are
obviously not linear. We are interested in two issues. Firstly, that industrial enterprises
left out of the system of competitive price formation may not get into better positions
than those of progressive industries. Secondly, that the criteria of normative profits
formulated in the price system should be enforced.

Profits have economic contents in the new price system. In industries where
competitive price formation is applied, the initial profit rates have to be regulated by
export efficiency. Therefore, if this was based on wrong computations, the errors have to
be corrected. In agriculture and transport and, in general, where profits are regulated by
budgetary subvention, this subvention has to be corrected, should it turn out that
profitability is higher or lower than planned because of the subvention. Corrections are to
be made on the basis of enterprise balance-sheets referring to the first quarter and first
half of 1980, respectively.

At present, it can already be seen where world market prices were wrongly forecast.
In the case of some materials it was already known in the second phase of the price
reform that world market prices would be higher by the beginning of 1980 than the
initial prices. These deviations may have cyclical reasons, but also lasting ones. In the

Acta Oeconomica 23, 1979



244 B. CSIKOS-NAGY: NEW PRICE SYSTEM IN HUNGARY

latter case they might express merely inflation on the world market, but might also
indicate changes in relative prices. Regular examination of these price movements and
adaptation to changes in the international price structure cannot be disregarded.

The “maintenance” of the new price system is a new task, though the problems
themselves are not, and one could get familiar with them in connection with partial price
adjustments made since the 1973 explosion of oil prices. It is justified therefore to
characterize the price revision as a measure having founded a new course of price policy
and not simply as the introduction of new prices.

The new price and financial systems recently introduced as well as the elements and
functional mechanism of the system of economic conditions jointly created by the price
and business situation on external markets still contain some uncertainties. There is no
adequate experience about the functioning of the price and financial system as a whole,
but first of all about enterprise reactions. What is known is that fundamental changes
are needed in approach and attitude at both macro and micro levels. The problem to be
solved is too serious for a solution to be sought after by usual excuses instead of self-
examination.

Besides, there are some issues where a uniform economic policy attitude should be
determined under more settled circumstances than those prevailing at present. This refers,
for example, to the exchange rate policy. Towards the exchange rate policy such
requirements are raised as the improvement of the state of equilibrium, currency stability,
rational protection of the price level, strengthening of normativity as well as the
elimination of budgetary subventions —which are often contradictory. The right solution
ensuring a balanced economic development should be found through ajoint examination
of all these effects.

HOBAA CUCTEMA LEHOOBPA3OBAHWA B BEHIPUW
B. HMKOLW-HAAb

B aHBape 1980 roga B BeHrpuun 6bina nposeaeHa pedpopma ONTOBbIX LieH Ha 6a3e HOBbIX NPUHLMMNOB
LeHoo6pasoBaHusA. EW npegwectsoBana B uvione 1979 roga uvactuyHas pedopma PO3HMUHBIX LEH,
npun6aM3MBLIAA LieHbl Ha HEKOTOPbIe MULLEBbIE MPOAYKTbI, TOMNIMBO U FOPHOYee, INEKTPUYECKYIO IHEPTUIO,
CTpOUTENbHbIE MaTepuanbl, KOXaHylo 00yBb M Mebenb K YPOBHIKO 3aTpaT Ha WX Npov3BOACTBO. B
pe3ynbTaTe 3TOro0 nepecmMoTpa O6WMIA YypOBEHb PO3HWMYHbLIX LEeH BO3pPOC Ha 9%, M3 KOTOpbIX 6%
KOMMEHCUPOBANNCh HaceneHuto 3a cyeT fonnat u3 rocbroakera.

B onToBOM LEHOO6pa3oBaHUM 6bll OCYLLECTB/IEH MEpPexoj K OpMeHTauuMu Ha LeHbl MUPOBOro
pbIHKa, NPUBA3KE BHYTPEHHMX ONTOBbIX LIEH K BHELLHETOPrOBbIM LieHaM, YT06bl KpUTepremM 3KOHOMUYeC-
KO 3th(peKTUBHOCTN XO3AACTBEHHOM AeATENbHOCTU MPeAnpUATUIA cTana Ux MeXxayHapogHas KOHKYpEeH-
TOCMOCOGHOCTb. B COOTBETCTBUM C 3TUM BO BHYTPEHHEl OLIEHKEe MPUPOLHbIX PECYPCOB (3HEProHOCUTENeNR 1
Cblpba) onpegenstowMMm (GakTopoM CTAHOBUTCA WMMNOPTHAaA LeHa, ynnayumBaemas nNpu 3akynkax us
Hanbosnee OPOrocTOALLEr0 NCTOYHUKA uMnopTa. ONTOBbIE Xe LieHbl Ha FOTOBYIO NPOAYKLMIO onpefens-
I0TCSA 3KCMOPTHLIMW LiEHAMN Ha Hee B KOHBEPTUPYeMOW BantoTe. TakoW NPUMHUMN LeHoo6pa3oBaHUA
NPYMEHNM NNLLb B TaK Ha3blBaeMblX KOHKYPUPYIOLLUX MPOM3BOACTBEHHbIX 0TPACcNX, 3Ha4YUTeIbHasA 015
NpoAyKUMN KOTOPbIX NOCTyNaeT Ha 3KCMOPT, onnavyvMBaemMblli B KOHBepTupyemoli BantoTe. OCHOBOWA
LeHoo6pa3oBaHUA Ha MNPOAYKLMIO TakuxX OTpacneid CNyXWT MokKasaTeNb peHTabenbHOCTWM 3KcnopTa
(3aTpaTbl B (hOpMHTax/aKCNOpPTHast Bblpyyka B cB06OAHOV BantoTe). [MpuMeHAs 3TOT MokasaTesb
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peHTabenbHOCTU, NPeANPUATAA yCTaHaBAMBAalOT OMTOBble LieHbl M Ha MPOAYKLMIO, MOCTynatoLlylo Ha
ocTasibHble PbIHKW. Takum 06pa3oM, KOHKYpPEHTOCMOCOGHOCTb M PeHTabenbHOCTb MPOAYKLMM AaHHOrOo
npeanpuATUS B OLlEHKE MUPOBOrO pblHKA CTAHOBATCS OCHOBOMOMArallUMy MU B KanbKynsuuu ero
ONTOBbIX LEH Ha BHYTPEHHEM pblHKe. B HEKOHKYpUPYIOLLMX MPOM3BOACTBEHHbLIX OTPac/isaX OMToBOe
LieHoo6pa3oBaHWe CTPOUTCA UM Ha NPUHLMME Nponopumii 3aMeLleHns (Cy6CTUTYLMM) NOTPEBUTENBCKUX
CTOMMOCTel (MCXOAst U3 LieH Ha MPOAYKLUMIO KOHKYPUPYIOLLMX NPeAnpuUSATUY) unm Ha ce6ecToMmocTu
0TeuyecTBEHHOr0 NPOWN3BOACTBA.

Takum o6pasom, pedpopma ONTOBOrO .LeHoob6pasoBaHuns 1980 r. co3fana cMCTEMY LieH, CTPOSLLY-
I0CS Ha TpeX LieHoo6pasyloLmMxX MPUHLUMNAaX: Ha NPUHLMNE KOHKYPUpPYOLLEero LeHoo6pasoBaHus (3Ta
chepa 0xBaTbiBaeT35% 06LLeCTBEHHONM NPOAYKLMUKN), HA NPUHLMMNE NPOMOPLWIA 3amMeLLeHNs NoTpebuTenb-
CKMX CTOMMOCTel (pacnpocTpaHsatoLwemca Ha 40% o6LLecTBeHHOW NposyKuumn) u Ha 6ase cebecToMmocTu
(oxBaTblBaoLLeli 25% o06LecTBEHHON npogyKumun). Llenb peopmbl LeHoo6pasoBaHUs — YCUUTb
OPUEHTUPYIOLLYIO POSib LigH B MPUHATUN PaLMOHabHBIX X03MCTBEHHbIX PeLLEHN, CyXallux BoCCTaHOB-
NIEHNI0  BHELLIHEIKOHOMMYECKOT0 PaBHOBECUSI BEHrepCKOro HapOoAHOro Xo3sicTBa NyTeM YCwuieHus
KOHKYPEeHTOCNOCOGHOCTM ero NpoAyKLuu.
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MODIFYING THE REGULATORS OR IMPROVING
THE MECHANISM?

The system of economic control and management introduced in Hungary in 1968 has
proved its viability and has been functioning more successfully than the mechanism prior to the
reform. These results are the more remarkable since the reform was in many respects only
partly realized; instead of further development it remained in a transitory state; what is more,
some steps were taken even towards a pre-reform state. All this results in several contradictions
and difficulties and necessitates a further development of the mechanism.

Recently I have been in a socialist country and have discussed the Hungarian
economic mechanism with a colleague responsible for commodity supply. He told
me that the commodity supply has been much better in Hungary than in his country and,
obviously, the mechanism must play an important role in that. But the Hungarian
mechanism was complicated and he was unable to understand it. Obviously he was over-
whelmed by all the variety of criteria of the actual control system on different consulta-
tions and no wonder that he could not understand it. (I hardly can follow myself all the
complicated and variable institutions that we call the system of controls.) Though rather
ashamed, I enumerated the basic principles of the mechanism, I was bashful, because I
thought he was already bored by them. But, it has turned out, he never heard that the
enterprises are given no production instructions and that commercial firms — apart from
exceptional “forced paths” — choose their suppliers themselves and they tell what, how
much and when they want to buy from the producer, that they can also directly procure
from the producers, that there is a mixed price system etc. etc. He never heard anything
about these, made notes with great interest and at times gave expression to — well meant
— doubts (e.g. that enterprises are operating without plan instructions etc.).

I have related all this because I feel that frequently we forget about the substance
of the mechanism ourselves and get entangled in the ever more intricate web of the
control system. The revisions made from time to time result, instead of a thorough and
comprehensive analysis and further development of the mechanism, in minor or major
changes not affecting the substance of the matter. In 1972 e.g. a rather wide-scope work
was performed in many committees and subcommittees with the participation of quite a
few experts. A thorough analysis of the functioning of the mechanism and its further
development would have been topical already at that time. But, instead, we only got a set
of practical control methods serving the fourth five-year plan to cover 1971-1975. (It is
my conviction that, in spite of the efforts of some economists who were against the
reform, a general revision of the economic mechanism would have been necessary already
at that time.) Similarly, the recently concluded analysis of the price system and its reform
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in progress is of a surrogate character. The price system is no doubt an important element
of the mechanism (and of economic policy), but only an element that cannot substitute
for developing the system of the mechanism. In fact, changing an element of the
mechanism, torn out of context, may in many respects take us far from out objectives
instead of bringing us closer.

What do | mean by a general revision and improvement of the mechanism? Before
answering this question,! should like to advance the following.

The original objectives and their implementation

The control system created in the course of preparing the reform, and reflecting the
essential principles of the reform and its comprehensive concept has proven its viability:
between 1968—1973 the Hungarian economy functioned better and in better conformity
with the plan that prior to the reform. Only this basic proposition can be the starting
point of revision and development even if we are examining our present difficulties.

As a matter of fact, the reform concept was not implemented in its entirety —
partly for objective reasons —and in many respects it was implemented only formally. In
the recent past we have made more backward steps than forward ones —partly we have
been forced to. Therefore, the results of the reform can be taken to account only as
tendencies considering thede facto prevailing methods of economic control.

When implementing the 1968 reform of economic control we assumed —among
other things —that the conditions for a successful functioning of the new control system
would be created continually, partly as a result of the functioning of the mechanism,
partly in the wake of clarifying some questions of principle which remained unanswered
at the time the reform was being prepared.

It was a particularly important assumption that a balance between supply and
demand would come about on the internal markets (the market of consumer goods, that
of investment goods etc.), and even some excess supply would emerge; instead of
competition among buyers that among sellers would develop. Obviously, this precondi-
tion was not established at the date of the reform. Not least because the necessary
preconditions had not been created, or only to an unsatisfactory extent, the reform
brought about a transitory system.* Instead of becoming complete, the transitory

*After the 1966 resolution of the Central Committee of the Hungarian Socialist Workers’ Party
lectures were held in factories and offices about the reform in preparation. We described the advantages
of the new system of investments, foreign trade, produce” prices etc. But it soon turned out from the
contributions that people were interested basically in two problems: whether there would be unem-
ployment or inflation. Caution was therefore warranted both politically and economically. The new
system was introduced full-scale on January 1st, 1968, but also many elements of the old control sys-
tem were retained, with the idea that they would be eliminated gradually as the reform would become
consolidated. E.g. we immediately introduced the price system conforming to the spirit of the reform
but, for the sake of caution, we temporarily set fixed prices on such products and services which should
have been classified, in principle, as belonging to some more flexible price form.
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character of the new mechanism became stable and, as I have already indicated, the
changes were in many respects opposed to the concept of the mechanism. The fact that
the transitory system became stable caused also damages, that may compromise the
reform. Expressing the opinion of many people, a young economist put it in a conversa-
tion in this way: “In our country, as opposed to the objectives of the system, a system of
control of the direct type, relying on instructions is in force. Of course, not the pre-1968
system, it is actually better, but still one based on instructions.” Although I do by far
not agree with this opinion, it still cannot be said to be quite unfounded. It is worthwhile
reflecting what the real basis of this rather widespread notion is. I have already mentioned
that the reform of the mechanism has been implemented in many respects only formally
and partially, This is well exemplified by the reform of the price mechanism, In this
respect the changes decided upon were formally carried out:

— from a system in which almost all producer and consumer prices were officially
fixed we shifted to a mixed price system. It is an essential ingredient of the mechanism.
(It is a different problem that there might have been and there may be some who thought
or are still thinking of a completely free price system.) But the substance is that the ratio
of official price setting de iure and even more de facto corresponds to the state thought
to be transitory. In fact the restrictions related to prices have become very numerous
beginning with the early seventies;

— industrial producer prices were given a multi-channel price type base;

— the system of turnover taxes was changed together with its role; essentially we
shifted to a single-level price system, eliminating the differential taxation;

— isolation of the price systems of various economic spheres was substantially
reduced;

— forced paths were mostly abolished in turnover;

— the system of trade margins was substantially changed.

The extent of the formal changes was unsatisfactory. We can even less be satisfied if
we examine the meritory changes in the price mechanism,

We expected from the reformed price mechanism that the non-officially set prices
would mediate between supply and demand (by producers, consumers, foreign trade) in
two directions. On the one hand prices should transmit the changes in supply conditions
(inclusive of import conditions) to demand, regulating the latter. This effect-mechanism
asserted itself also in the mechanism prior to the reform and — if cumbersomely and with
lags — it asserts itself also today. On the other hand prices should transmit the changes in
the level and pattern of demand (inclusive of demand on the export markets) to supply
(and the changes in export prices should directly affect supply), regulating the latter. The
real new element would have been this reverse effect, or rather, it should have been. To
wit: the changes in demand relative to supply (its growth or decline) induce price changes
on the market and — taking supply conditions for given — through improving profitability
this stimulates the increase of production and supply of the given product. As opposed to
that, falling profitability induces a reduction of the production and supply of the given
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product or group of products. But this complete effect-mechanism does not function or
functions only partially and imperfectly.

Above all, the rigidity of prices impedes the assertion of the chain. In the sphere of
consumer goods the ratio of fixed prices is too high and, because of the strong rise in the
price level maximum prices have become practically fixed in almost every sphere. Fur-
ther, the prescriptions of indirect price formation (e.g. the obligatory schemata for cost
calculations) make price frequently even more rigid than in the fixed price form. (A
positive step has been the recent change whereby products of the light industry have been
classified as having free producer prices.) And the fact that even free prices can be less
and less called “free” is indicated by the compulsion to give advance notice of intended
price hikes, by the legal Damocles sword of “unfair profits”, by social control etc. (I do
not claim that under the given conditions these restrictions are quite superfluous.) The
analysis already mentioned, carried out in 1972, showed that only 20 per cent of changes
in free prices could be traced back to market effects; 80 per cent were secondary effects
of official price changes or of changes in income taxation. | do not know of any similar
computation made since then, but | am of the opinion that in the meantime proportions
could have hardly changed in favour of the former group.

Finally there may arise contradictions from the fact that prices of a given product
are classified into different forms by spheres or vertical stages (producer price, consumer
price, foreign trade price, etc.).*

I think that the most important reason for the unsatisfactory operation of the
transmission between demand, prices and profitability is not the rigidity of prices.
Demand deviating from supply releases a change in prices even in a system of fixed prices
sooner or later. True, in such a price system hidden changes are a highly important form
of price movements. Instead of open price changes because of the rigidity of the price
system we frequently meet even today with deteriorating quality, narrowing the range of
assortment and other changes that serve the interests of sellers but run counter to the
demands and interests of buyers.

Even when considering ah this, it cannot be doubted that the Hungarian price
system is more flexible today than it was prior to 1968. The deviation of demand from
supply, particularly a demand exceeding supply causes changes in prices and profitability
more frequently than was earlier the case. But the chain of interrelations usually ceases at
this point: a change in the profitability of the firm does not release a corresponding
change in supply; a rise in prices and an improvement of profitability does not generally
lead to increased supply. (While, if the product becomes unprofitable, its production is
stopped sooner.) As a matter of fact, precisely this part of the chain would be the.novel
and essential thing in our system of management. If this effect-mechanism functioned

*It frequently occurs that a firm producing some product for export on the basis of a foreign
trade contract covering several years, that is, practically at fixed prices, is supplied with semi-finished
products at rising free prices. As a consequence, the final product may involve losses, export may
become inefficient, while the profit of the supplier keeps rising.
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properly, the further effect would be, in the majority of cases, that increased supply
relative to demand would reduce the price (and thus put a brake on the rise in the general
price level), This phenomenon is almost completely missing from our economy. We may
also put it in this manner: the fact that prices hardly control supply is a factor of the
inflationary effect. | do not agree with the idea that it is in principle impossible in
Hungary to reduce the prices of a part of the products (while the general price level is
rising). The lack of this shows the imperfect functioning of the market mechanism. (This
is also an explanation for the frequent shortage of cheap articles.)

The lack of the chain between demand —price —profitability —supply —price or
its insufficiency can be explained directly by the fact that supply is generally insufficient
relative to demand, that there is a competition of buyers, not of sellers. This is because,
e.g. demand and supply of consumer goods is in equilibrium both globally and by groups
of products —apart from certain exceptions —(even if this equilibrium is imperfect, and
there are considerable imbalances by kinds and assortments of products) and tire above
mentioned transmission operates at best imperfectly even in the sphere of consumer
goods.

In this context I return now to the necessary, mostly missing and even unclarified
conditions of the Hungarian mechanism,

Conditions for improving the mechanism

If we examine why the conditions necessary for the full-scale functioning of the
economic mechanism were only partially brought about and, therefore, such ob-
jectives as making management more efficient and flexible, have been only partially
realized, we can reach the conclusion that the causes of the lag are o f varying type. There
are no sharp lines of division between the types.

My statements serve as propositions. | do not consider a task of this article to
elaborate them. | wish to prove only that

—we have to carry through the reform of the mechanism consistently, we have to
implement its basic principles in a comprehensive and consistent manner. Partial and
occasional measures moving only on the surface cannot substitute for this.

—“You cannot step twice into the same river”. The reform can and should be
further developed by taking into account the changes having taken place in the last ten
years and the experience accumulated in the meantime. We have to revise the principles,
aims, and methods formulated and applied in the course of the 1968 reform —or perhaps
not formulated and not applied —by relying on our present knowledge.

I wish to support this line of reasoning by the following typification of the missing
conditions of the mechanism,

1. Certain assumptions were realistic, but we failed to create the conditions which
would be in harmony with these assumptions. | think first of all of the investment policy,
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more exactly of the development o f productive fixed assets. * (The structure and cycli-
cality of investments.) Instead of having gradually ehminated the chronic shortage of
capital and labour we regularly reproduce them. The fundamental reason is that shortages
persist in the whole of the economy, that the market is a sellers’ market. | have already
indicated that although there is a global balance between demand and supply in the sphere
of consumer articles, the situation of the investment sphere (and, related to it, that, of
the foreign trade) creates constant tensions, structural disequilibria (and operates price
raising factors).

One of the aims of the reform and a precondition of its successful functioning is
that there should be equilibrium on the market of investment goods. It is an invariably
topical task, and, as regards its substance, entirely depending on us that economic policy
should secure this equilibrium. But the aims also included that demand for investments
should be determined by purchasing power, as say, on the market of consumer goods
(and not arbitrarily expanded claims); that, with some simplification, solvency should de-
termine the actual claims and not the needs should determine solvency.lIt seems,however,
that this aim was irrealistic; a market in the traditional sense cannot be created in the
sphere of investments.

To gradually eliminate overcentralization of the Hungarian industry, and to increase
the number of medium and small enterprises would have been necessary even indepen-
dently of the reform. This belongs, as a matter of fact, into the group: “it is a realistic
aim, but we did something else”. Although a positive change started between 1968 and
1971 even in this respect, after 1971 organizational centralization has increased.

It was a realistic and important assumption and aim of the reform that spheres of
decision should be divided between the centre and the firms in such a way that the
possibility of clear survey and decision-making should be in harmony. Similarly, it was an
assumption and an aim that conditions of management can be created for enterprises
under which their foresight, calculations and decision can rely on safe foundations. To
these conditions belongs the relative stability of the control system. (The activity of the
firms should concentrate on adaptating to market conditions, not to expected changes in
the control system.) Yet we should not seccure stability for the low-efficiency firm. We
could have brought about any of the above, the lag depended and continues to depend
essentially on ourselves.

2. Another group of the assumptions was realistic when the reform was prepared,
but has become irrealistic in consequence of later events. From among them the
assumptions about external relations are the most important.

Obviously, the condition for a supply competition cannot be created in the
Hungarian economy in isolation. The small size of the country excludes that we should
attempt to operate the internal market as if through an autarkic approach. (Frequently it
is a real technical and, at the same time, an economically rational requirement that a
given product should be produced only in asingle or at most in two large enterprises.) We

*See Zsuzsa Daniel [1] and Robert Hoch |2).
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thus intended to give an outstanding role to import competition. From this, on the one
hand, the necessity of enhanced participation in the international division of labour
follows right away. (In this context the problem of convertibility of the forint unavoid-
ably emerges.) On the other hand, and this is what | consider now more important for
the given subject, it was an implicit or explicit [3] assumption that multilateral com-
modity and monetary relations would strengthen also CMEA relations. It was not an ir-
realistic assumption that the character of external relations would change first perhaps
among certain European socialist countries and this would then widen in scope.

There was amajor probability that, simultaneously with the Hungarian reform, also
other socialist countries would develop their system of economic control in similar direc-
tion. Because of well-known historical reasons this did not happen, our reform remained
isolated within the CMEA. In the long run it is a realistic alternative that our earlier ex-
pectations regarding the changes in the character of CMEA relationships will come true.
This is indicated by the experiments going on now also in the European socialist countries.

Completion of the reform was hindered by the unforeseen changes which took
place in the seventies in international economic relations in consequence of the basic
changes in the world economy.

3. As a matter of fact, | do not know about certain assumptions whether they were
realistic or irrealistic. They seem to be irrealistic in the short run. But in the long run we
cannot renounce to seriously deal with them. Let us review some of them:

—It was obvious that while the management relying on plans broken down
(addressed) required a horizontal control, an indirectly controlled planned economy
demands vertical control. In the period of the reform it was assumed that the sectoral
control of the economy would be later replaced by a highly centralized control divided in
some other way. It was expectable that in the first-step of the reform a deep change in
the structure of government administration could not be aimed at. Following the reform
of the economic mechanism it was also expected that socialist democracy would develop
considerably in every sphere and on every level of society. A deep change in the structure
of government administration did not occur and in the given system of management the
division of the economy according to sectoral interests entailed graver consequences than
before 1968.

—As a matter of fact, it is a partial problem of organizing the economy, but an
outstanding one, that foreign trading as a separately organized sector, divorced from
production, should cease, or should be put between rational limits; and mainly that its
ministerial and enterprise monopoly nature should be eliminated.

—In the reform ideas it was an important assumption that assets would flow
directly between enterprises of different sectors and subsectors, determined by interests
in profitability. This was realized only in a very narrow scope.

4. Many assumptions were irrealistic from the outset. Some examples:

—Identical conditions for competition should be brought about for every firm. As
a matter of fact, the conditions of big and small enterprises, of firms releasing mostly
products with free prices and of those with officially fixed prices, of enterprises produc-
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ing mainly for western markets and of those for mainly CMEA markets etc. cannot be
identical. It follows that the uniform control system does not affect the enterprises
identically, it does not control them identically.

—The identical initial conditions would be created —among other things —with
such starting prices which reflect the real inputs, thus securing identical starting profits.
In this assumption it was irrealistic that such prices could be centrally established.

—Perhaps what is most important: it was a rather general assumption that profit
exists and functions as a uniform enterprise category and interest in profit would
essentially solve structural control both within firms and within sectors, and also among
subsectors and sectors, both in the short and in the long run. In short: there may have
been such people who perhaps belived that our enterprises would operate according to
the principles of free-market capitalism. As a matter of fact, profit is not a uniform
category in the contemporary capitalist large firms (e.g. the profit of the big shareholders
and the dividends of the small shareholders); the interests of owners frequently conflict
with those of the managers: enterprise strategy is determined on the basis of long-term
profit motives, but the interest is not even expressed in terms of profit (development of
production, retaining or increasing market shares etc.). And, last but not least, the state
also has a major role in shaping the structure of modem capitalist economy. (Nevertheless,
it is also true: the conditions are generally missing in Hungary for the present system of
profit motive to exert its positive effects.)

5. Many fundamental problems of principle were not clarified before the
and have not been clarified ever since then. A confrontation of differences in views on
questions of principle, their open discussion, did not take place in the years following the
introduction of the reform. Discussions have centred up to now mainly on methodolog-
ical, technical problems.

Some open questions, again only by way of example:

—What is the scope of central and enterprise decisions? In other words, what is the
relationship between economicpolicy, the plan and the market? * What role is played in
the central decisions by profitability as a criterion? In more general terms: can national
economic efficiency be reduced to national economic profitability? What is the role in
economic guidance of the so-called “phisical approach” and of the so-called “value-ap-
proach”?

—Who or what and relying on what criteria checks and evaluates the leadership of
the enterprise? | cannot take it namely as an answer that —again with some simplifica-

*Many have already raised that at the time of preparing the reform there was no economic
policy strategy available; thus, in this respect, the reform had nothing to take into account. As a
matter of fact, however, economic policy and economy-wide planning are immanent parts of socialist
economic control. The regulators are not ends in themselves, they have to mediate between the plan
and the enterprise (cooperative) sphere. Long-term economy-wide planning started in 1968, the first
year of the reform. There is no room here for attempting to explain what reasons made long-term
planning necessary. One of the important reasons was that it became obvious: without an economic
policy and social policy strategy the regulators cannot be oriented, nor can the market, the economy,
the whole development of society.
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tion — practice has returned to the pre-reform solution (fully adequate then), that the
sectoral ministry checks whether the firm has fulfilled the annual plan. (The comparison
to the base-year has actually persisted and even gained strength in recent times, actually
institutionalized by the existing system of control.)

—Do we think that interest in profits is identical with the annual profit at any
time, or do we attempt to work out a system of motivation with long-term profit in view
and link the interests of managers to it? (The large capitalist corporations have been
working for some longer time already not on the basis of short-term profit motive, and
the interests of the managers are linked basically to the fulfilment of the strategic
objectives of the firm.) This also implies the question whether we believe it to be
compatible with socialism if we create conflicting interests between enterprise executives
and their subordinates. As a matter of fact, it is unavoidable that conflicts should arise at
times between long-term enterprise interests and increasing the profit of a given year at
any price. Today also the interest of the manager is linked to his taking decisions, in case
of conflict, against the interest of the enterprise - and the national economy —but in
harmony with those of the working collective. (The institutionalized system of compari-
sons with the base-year do not allow anyway that the leaders of the firm choose in some
year tactics resulting in the stagnation or precisely the decline of profits.)

*

The above outlined situation can be handed in essentially two ways.

One is to do what we have done up to now. That is, we take short-tenn measures,
modify (and complicate) the control system every year. The political risk of this road is -
at least in the short run —minimal, indeed. But its economic risk is great, because the
economy will operate with rather low efficiency and the contradictions, hindering
development, will accumulate.

The other possibility is a principled revision and improvement of our system of
economic control. 1am of the opinion that this task must not be delayed for too long.
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N3MEHEHWE PEFCYNIMPOBAHUNA NN OANBHEWLLEE PA3BUTUE
XO3ANCTBEHHOIO MEXAHU3MA?

P XOX

HoBas cucTema ynpasfieHUst 3KOHOMUKOA 1 X03ANCTBEHHO 1esiTeNIbHOCTbI0, BBefjeHHasi B BeHrpun
[lecsATb NIeT TOMY Hasag, 4oKasasia CBO XU3HECNOCOGHOCTb U (hYHKLUMOHUPYET 60/1ee pe3ynbTaTUBHO, YeM
nopethOpMeHHbI MexaHW3M. ITU LOCTUXXEHUSA 3aCNYXUBAKT BHUMAHWSA B 0COGEHHOCTM MOTOMY, YTO BO
MHOFOM OTHOLLIEHUW 3Ta pethopma OCYLLECTBANACL NNLLb YACTUYHO ; BMECTO Aa/ibHELLEro COBEPLLEHCT-
BOBaHUs OHA 3acThblfla B NEPEXOLHOM COCTOSIHUU, a B OTAE/bHbIX 06/1acTAX ObIIN faXke cAenaHbl Wwarn B
NOMNsITHOM HanpaBfieHWU. Bce 3To sIBNSeTCA UCTOYHUKOM MHOTUX TPYAHOCTER M npoTuBopeunii. 3 aToro
cnefyet Heo6X0AUMOCTb AasibHelLLero pasBuTUSA X03ANCTBEHHOrO MexaHu3ma.

Mepes fanbHelillMM pasBUTUEM CclefyeT MocTaBUTb ABOsIKOe Tpe6oBaHue: 1 Heobxogumo
nocnefoBaTeNbHO JOBECTU A0 KOHLA pedopMy X03ACTBEHHOr0 MeXxaHW3Ma, BCeCTOPOHHe M Noc/iefoBa-
TefIbHO OCYLLECTBUTb OCHOBHbIe NMPUHUMMbLI PethopMbl. BMECTO 3TOro Henb3s 060ATUCH YaCTUUHBIMU U
cnyvaliHbIMK1, CKOMb3ALLMMM M0 MOBEPXHOCTU, MepaMu. 2. PedhopMy MOXHO pa3BMBaTh AasibLie NMLb NpU
caMOM [aneKko UayLiem y4yeTe U3MeHeHW A U HaKOMIeHHOro OMnbITa NPOLUEALINX feT.
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L. ANTAL

DEVELOPMENT - WITH SOME DIGRESSION
THE HUNGARIAN ECONOMIC MECHANISM IN THE SEVENTIES

Evolution of the reform of the economic mechanism, introduced in 1968, stopped
short already in the early seventies and later continual backward steps were taken. As a
result, since 1975-76 a mechanism of “detailing regulators” has been functioning in Hun-
gary, formulated basically in terms of prices and financial categories (but not refraining
from administrative measures either). The earlier instructions have been replaced by “sua-
sion” of the control agencies that have carefully preserved the forms and techniques of
decentralized control. In the author’s opinion, the present serious difficulties of the Hun-
garian economy can be overcome, that is, the foreign trade equilibrium can be restored
only by increasing competition and not by seclusion from the world economy; a deep
change is required in the economic mechanism in the direction of consistently proceeding
along the way taken in 1968.

In recent years deep changes have started in the internal and external condi-
tions of development of the Hungarian economy. Similarly to the majority of the
European socialist countries, the process of entering the intensive stage of develop-
ment started in the mid- and late sixties and has not been concluded yet. As every
qualitative change, also adaptation to changes in the conditions of growth is preced-
ed by a long transitional period characterized by tensions and sharpening conflicts.
The unfavourable changes in the conditions of foreign trade in the seventies, which
proved to be lasting, intensified the difficulties involved in the change in the stage
of growth. As a consequence, the conditions of growth have become palpably more
restricted, the equilibrium disturbances accompanying development have become deeper
and more frequent, and the weak spots of the economic mechanism have become more
sharply exposed. In a few years we had to recognize that we have to cope not with some
transitory difficulty that can be overcome with a few resolute measures, but —to use a
fashionable term - a “new situation” has come about.

We have thus to revalue our economic position and work out a well-founded
strategy which

1. would set out from an illusion-free judgment of the possibilities for growth,
and would realistically reckon with the lasting changes in the internal and external
conditions of economic growth, with its importance on the one hand, and —what is
even more difficult — with the time requirements of adaptation and its socio-eco-
nomic constraints on the other;

2. would reason in terms of processes, not in those of the objective to be at-
tained, while keeping in view the historical character of reproduction. Its initial step
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would be to disclose the process of emergence from the present difficult situation -
the development of the reform of the mechanism —and, as its condition, to mobi-
lize the social energies needed for this purpose. The long-term policy ideas would be
formulated in strict harmony with the ideas about the development of the economic
mechanism;

3. would be capable of abondoning the illusion that —with proper gradualness
— the efforts with which the economic policy is necessarily looking for some kind
of compromise could be harmonized without pain;*

4. would recognize that no meritory progress could be made until the inherited
order of values is not changed, because it influences the approach of central control,
enterprise management and the wide public opinion, which considers the extremely
wide interpretation of stability — almost amounting to conservation of the status
quo - an adequate characteristic of socialism.**

As a matter of fact, the necessity of correcting the economic policy was for-
mulated already in the fifth five-year plan, covering 1976-1980, and in the course
of devising the modifications of regulators in 1975—76. But the program of careful
adaptation by slow degrees has not attained the expected results.*** In view of this,
definite measures followed in 1979 and 1980 which prove to be indeed suitable for
considerably reducing the surplus of domestic consumption and investment, and for
a stricter and more consistent allocation of supports and facilities. These strict mea-
sures are indispensable for overcoming the present economic difficulties, but in
themselves they do not —or rather: cannot —bring a lasting solution. Un my opin-
ion, the pivotal problem of evolution is a deep change in the practice of the econ-
omic mechanism in the wider sense, which relies on the experience of many years
and has become an ingrained habit. Thus, what is needed is a gradual but consistent

*Such are, e.g., increasing export capacities and preferring development aimed at import
substitution; development of the infrastructure and restriction of investments; increasing the role
of material incentives but slowing down the growth of consumption and levelling family incomes;
or strong changes in structure to adapt to world market conditions while preserving stability of
the firms.

**The notion of stability includes efforts at unchanged producer and consumer prices; keep-
ing executives by all means in leading positions; levelling of wages, interpretation of full em-
ployment as the right to a given job; a system of central interference whereby large enterprises
cannot fail, cannot contract and even their transitory difficulties are eliminated; distinction between
factors depending on and independent of the firm; in general, efforts at slow changes, without con-
flicts, in the established and accustomed practice of management.

***Only very modest results were attained in improving external equilibrium, and, similarly,
in suppressing uneconomic production, products and exports. By 1980 the level of national in-
come will be somewhat lower, while that of investments much higher than provided for in the
fifth five-year plan. Thus, in the next five-year period solutions have to be found for substan-
tially graver tensions than those characterizmg the working of the fifth five-year plan. For a
detailed evaluation of processes between 1876-78 and their confrontation with plan figures see
the article by Istvan Huszar |11].
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program, embracing not only the price system and the financial regulators, but also
the institutional system of planning, the organizational structure of industry, the roie
of publicity in the practice of decisions, a comprehensive regulation of all personal
incomes, — that would naturally comprise also the widely interpreted economic, so-
cial and political conditions of implementation as well. Without starting such an
unambiguous and definite process the efforts at modification of economic policy or
intentions to provide a more consistent economic control in isolated partial areas are
bound to become side-tracked, or at least will become weakened by the handicaps of
the decision mechanism, the motivation and the possibilities for asserting those inter-
ests, determined by the given system of institutions and organization.

On the role of economic mechanism

I am going to use the notion of the economic mechanism — in contrast with
the unfortunately spreading everyday concept in Hungary — in its original, wider
sense. Beyond planning, the system of incentives and financial regulators, and the
organizational system of enterprises and economic control organs (which make up
together the system of economic control), we include here also the mechanism of
the higher-level decisions, the informal relationships among the economic control
institutions, social organs and enterprises, and the real distribution of decision possi-
bilities among decision levels (not necessarily corresponding to the valid legal regula-
tions), the intra-firm control and motivation too. In the background of ali these we
find the definite system of interest and power relations; finally, the automatisms,
behavioural, reaction and adaptation norms considerably infiuenced by these factors
also belong here. The real functioning of an economic system* can be characterized
in some period with the essential and relatively stable (self-reproducing) elements of
all these.

Within that, the system of economic conirol is restricted to the factors that
can be directly influenced by the centre. By minor or major changes in the system
of control the centre may induce processes which then affect, through their own move-
ments, also the deeper strata of interest relations and the social relationships that
cannot be directly regulated.**

*The economic mechanism is defined in this sense, deduced from the relations of produc-
tion by Laszlé Csapo [2]. The operational model of the economy is similarly interpreted by W.

Brus [3] and Tamas Nagy [4).
**This statement related to the economic mechanism is formulated with more general va-

lidity by Zsuzsa Ferge: “The fact itsclf that a process is influenced by deiiberately taken (central
or marcro-level) decisions, does not abolish the spontaneous nature of the process... Thus, we
can speak about a deliberately organized social process only if this deliberateness covers also the
aim and direction of operation of the process. Such deliberateness, at least with macro-level pro-
cesses, assumed the absence of antagonistic social conflicts, and the approximate coincidence of
the subjective and objective aspects of individual actions. Under our present conditions only the
first condition is met, the structural conditions of the second have oniy partially developed.” [S]
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If this movement does not start or induces in the domain of automatisms
(reactions) movements not coinciding with the intentions, then the changes initiated
by the centre will be lopsided or formal. Namely, the character of the economic
mechanism is shaped most strongly by the relations of the enterprises, and the va-
rious institutions, the real distribution of decision and influence, the mechanism of
high-level decisions, the web of the concrete division of labour among enterprises, by
the possibilities and motivations of people active on the different levels — that is,
precisely by the factors that cannot be regulated directly. However, the elements of
the incentive system which lend themselves to formalization — pricing and cost
accounting, taxation parameters, the type and formula of wage control, the rules of
the game in investments and financing - will be unavoidably subordinated to the
essential elements of the economic mechanism and to the system of conditions de-
termined by the perspective efforts of economic policy. If not in some other way,
then this happens through the informal control channels developing in the back-
ground: with the help of more refined methods of influence and suasion, of a deci-
sion practice frequently deviating from the one set out in principle. Namely, the
reactions aimed at the solution of tensions originating in the economy appear - in
conformity with the logic of the given mechanism (within it of the organizational
and institutional system) —in the form of efforts at retaining and strengthening the
position of organizations participating in the preparation of decisions and thus, pre-
cisely on this account, they obstruct further development.

E.g. the control agencies attempt to solve problems of cooperation among en-
terprises in Hungary in the majority of cases, on the initiative of the directly inter-
ested major firms, through organizational measures — by means of fusion or amal-
gamation. This again — although it more or less eliminates the cooperation distur-
bances emerging at the given place for the moment — restricts the adaptability of
the economy further, increases the shortage of background industries and leads to
building up and strengthening enterprise autarky. Similarly, the permanent shortage
may result in making certain enterprises “responsible for supply”. Such reaction
again restricts competition and market pressure, strengthens monopolistic positions
and the necessity of individual interventions in the operation of the firm. [6] Simi-
larly, the elimination of some capacity (or its conversion to some radically different
activity) results in the short run in absolute losses, perhaps needing additional im-
ports, and is particularly disturbing in a disequilibrium situation. This can be warded
off through various interferences, but at the price that uneconomic activities persist
in the best case and are reproduced and expanded in the worst. What is most im-
portant: both the control agencies and the firms consider it natural that the disad-
vantages independent from the firm - that is, those caused by the market - should
be eliminated. Elimination of uneconomic production is dragging along so slowly
precisely because it would cause either a chain of shortage situations or uneconomic
production of further products. Analysing individual decisions by themselves one
cannot qualify as irrational the investments aimed at the elimination of physical
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shortages or at the substitution of western imports - even if they are opposed to
the central decisions intended to restrict the growth of investments. But the com-
bined effect of such efforts is in every case, without exception, a growth of tensions
—in this case of the deficit of the balance of trade (of course, now in other areas
than where the new capacities have been created). In the wake of all that the neces-
sity of new and justified central interventions emerges.

The examples could be continued. Their common character is that reactions,
bridgeing the short-term tensions, make the same contradictions graver in the long
run, and thus result in a series of such situations in which intervention of a similar
type is difficult to avoid, therefore the dependence relationships between control or-
gans and enterprises are reproduced.

The economic mechanism is not subordinated to economic policy in the wider
sense (not even in the sense that it would play a secondary role in the framework
of mutual effects). The mechanism is, namely, “present” already when objectives are
selected. Economic policy can never be considered as the autonomous decision of a
uniform centre and much less as an a priori social optimum, (the latter would
amount to declaring the former infallible). The shaping of the system of goals is una-
voidably a process of harmonizing conflicting interests among economic control insti-
tutions, social organs and large firms with important political weight — all having
particular interests of their own. In the course of implementing the goals of econom-
ic policy all these organizations have the possibility to deviate from the declared
lines (even if formally following them).* Thus, in its relations with economic policy
the economic mechanism is not an instrument, but a factor of growth, or if you
like, a constraint on development, and the most important one in whose shaping we
have considerable degree of freedom to decide in the long run, (Provided, of course,
that we decide on harmonized changes of such portent which influence also the said
relations that are not to be influenced directly.)

In the final analysis, also the other question, the confrontation of approaches
concentrating on goals and on processes, is related to the relationship between the
economic mechanism and economic policy. We were and still are inclined even today
- perhaps “overinterpreting” the possibilities deriving from the dominating role of
state ownership, — to “invent” simply some kind of ideal state (e.g. foreign trade,
investment or production structures “optimally” corresponding to our conditions,
perhaps a consistent price system, or — what is not the same —a financial system
applying individual solutions really only in exceptional cases), and to “project back-
wards” what is to be done from the more or less unambiguously outlined goals.
This way of reasoning is rarely stated in these terms but it is influencing the deci-
sions translating the general principles into practice and in some cases even the state-

. 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;. . .” writes candidly I. Friss (7].
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ments of principle; it underestimates the interest relationships, the social forces
manifesting themselves in the continuity of economic processes, in their “inertia”,
their trend-like paths. As a matter of fact, practice provides many such situations
when a decision might be “in principle” implemented — that is, considering merely
the available resources, the technical and technological determination — but, taking
into account also the motive powers of the economic mechanism, the established
practice of decisions, and the restrictions inherent in them, it becomes highly ques-
tionable.

It derives from such an approach that the discussions about the economic
mechanism have been always characterized to a minor or major extent by some false
expectation, some control illusion related to some sub-system of the whole of the
mechanism - handled, in addition, as if it could be arbitrarily shaped from the
centre. From this reasoning, | feel, we are not free even today. From a certain aspect,
all deficiencies and contradictions of the control system are rooted partly in conditions
that cannot be influenced by us, and partly, on the contrary, in subjective reasons: in
planning mistakes, misinterpretation of the situation, frequently not so much in eco-
nomic but rather in moral categories as “caution”, “inconsistency” or in more hazy
notions as “problems of approach”. From this the conclusion may be derived: we need
an arrangement beginning everything anew and after that “only” a consistent behaviour
of the centre is needed —meaning a completely centralized system of decision, selecting
exclusively on the basis of rationality —and the viability of the economic control system
is secured.

Such “rearrangement” has been undertaken in Hungary recently on more than
one occasion. At the beginning of the preparatory work bold and consistent changes
were provided for, emphasizing that the concomitant conflict situations would be
faced openly. Later these changes became mild, cautious, lopsided corrections. Some
problems were solved indeed, but they did not come up to the expectations which
assumed that after the rearrangement quick expansion of the role of individual solu-
tions would become avoidable. In fact, the period seems to shorten more and more
in which the distortion of prices and regulators necessitating new arrangements takes
place.

The essential elements of an economic control concept setting out from an “ideal”
model and a system of incentives serving it and modifiable if necessary (and at will) —
namely-a “consistent” centre, enterprise interests than can be unlimitedly moulded to
conform to either the long-term or to the topical objectives at any time —are products of
a reasoning perceiving the picture of economy —with some exaggeration —as being free
from political, and social aspects and breaking down the socio-economic processes into a
series of states to be attained. In its background we may find such simplified
interpretation of the mechanism, simultaneously overestimating the role of central
consciousness, which tacitly assumes that, in conformity with the hierarchical division,
lower interests are unambigously and rigidly subordinated to the “higher” interests. (And
this problem is nothing else than what has been raised above as the relationship between
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economic policy and the economic mechanism: concluding “backwards” from the goals
assumes the super-ordination of economic policy, while the approach concentrating on the
process attributes greater — in certain cases determining — importance to the economic
mechanism. I hope it will turn out from what follows which these “certain cases” are.)

Development path of the Hungarian economic mechanism

The formulation of concrete proposals for deep changes in the economic
mechanism — which is today a condition for finally breaking with the unfavourable
tendencies and for the reality of an economic policy setting the simultaneous targets of
improving equilibrium and boosting export capacity* — must be preceded by getting
thoroughly acquainted with the motive powers of the now functioning economic
mechanism.

There can be no doubt that the reform introduced in 1968 meant a qualitative
change as against the earlier control system, in spite of its several compromises, solutions
that were meant to be transitory and the widespread use of “brakes”.** But the evolution
of the reform stopped short already in the early seventies, in spite of favourable economic
results, international economic and political conditions that could be said ideal, and
following that some backward steps were made. Next we reacted to the world market
price explosion with a delay and not with too great conviction, assuming that the
exclusion of external market impulses from the internal processes, and later its strong
damping would be suited for maintaining the earlier smooth balanced growth we got used
to, for avoiding the economic conflicts (necessarily having political implications). The
result was — quite contrary to central intentions — a conspicuous growth in the distance
between enterprise efforts and economic rationality. This again evoked in a short time
massive central initiatives, “actions”, called upon to substitute for economic coercion and
aimed at certain partial areas. ‘“Special incentives” aimed at concrete tasks were
proliferating particularly with exports, but also elsewhere. To the general, in principle

*The article by RezsG Nyers, and Marton Tardos [8] surveys the possible strategic alternatives.
of economic development and its pitfalls. The authors prove convincingly that neither seclusion from
the world market, nor a highly centralized development policy, concentrating on a few closed systems,
provide a perspective for Hungary. The only passable way remains evolution of export capacities in a
wide scope. But this assumes management of the entrepreneurial type, the strengthening of
adaptability — it is, therefore, decisively a problem of the mechanism.

**“Brakes” was the name devised for certain planned changes that were postponed. Such were
the following: approximating the relative consumer prices to the relative input proportions, allowing
that the profits of the firms should not be compulsorily divided between development objectives and
personal incomes, the larger weight in price formation of the more flexible price forms, suppression of
subsidies and priorities, increasing the share of the decentralized sphere within investments and
consolidation of the financial equilibrium. It was an essential compromise that the revision of the
organization of enterprises and of the higher control organs was postponed (a few initial steps were
taken to break up monopolistic enterprise organizations, but these proved to be weak and peripheral).
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correct and optimal regulators gradually a mass of individual interferences was assigned
tailored to the cases in question. The enterprises qualifying as important ones became
exempted from the unfavourable consequences of the modified regulators. Thus, the
generally valid regulators, prices etc. could have been even “very good” in themselves, but
they did not control. Finally, in the course of the gradually starting and, from 1976 on,
more or less open rearrangement, a mechanism 'breaking down’ the regulators (but not
refraining from administrative tools, either) became established, which carefully preserved
the forms and techniques of decentralized economic control.

It would be tempting to trace back the retrograde measures to objective economic
conditions, to shock-like external impulses. But such explanation is simply not true. As a
matter of fact, the shifting of decisions onto higher level, particularly the recentralization
of investment decisions, the weakening of the normative character of the control system,
the revival of bargaining relationships between enterprises and control agencies,* the
distinguished handling of the large enterprises — in harmony with the concrete
“expectations”** formulated in the plans judged by the control agencies - etc. that is,
the majority of the tendencies of this “backward rearrangement” started and took roots
already before the price explosion. It is also worth reflecting that the tensions of
disequilibrium appearing in the early seventies, and then the difficulties deriving from the
crisis of world economy could have served for basis, at least as much, for a bolder
exploitation of possibilities inherent in decentralized control as for the “break” that
actually occurred in reality.

The picture becomes even more characteristic in view of the fact that in the course
of the 1975—76 modifications of prices and regulators the central intention was unam-
biguously to push individual solutions to the background and to make economic units
feel the external impulses, that is, the gradual elimination of control through individual
instruments, but the result did not at all correspond to these intentions.

We may ask the question whether perhaps the conditions were not mature, the
regulators, prices etc. were wrong, whether we overemphasized the qualitative nature of
the reform or were too optimistic as regards the possibility of evolution (e.g. because we
underestimated the forces of inertia deriving from economic conditions or consciousness),
whether the commanders (commanding bodies) of economic control made mistakes,
whether the enterprise executives did not come up to their tasks or whether the “break”
had some other actual reason. There can be no doubt that all of the factors listed for
illustration contributed to the difficulties, yet I believe that without a knowledge of the
right answer, without clarification of the order of importance of the causes it cannot be
excluded that we shall take wrong paths also in the future.

For an understanding of the substance and causes of the process of “backward
rearrangement” it will be most expedient to examine the period of the fifth five-year plan

#For the practical functioning of such relationships see the article by Teréz Laky [9]
**The expression of the Hungarian professional jargon well expresses the substance of the
matter: it is less than an “order”, but essentially more than saying “I should like. ..”
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(1976—1980) and the consequences of the modification of regulators implemented in
1975—76. In this period, namely, the deviation of processes taking place in reality from
central intentions convincingly proves how the scope of movement of conscious central
control becomes narrowed down in the medium of the power positions of the given
economic mechanism, the control organs, the social organs and the large firms (while the
number and weight of central interventions is continually growing).

Objectives of the fifth five-year plan (1976-1980)

The working out of the new five-year plan (in 1974 and 1975) fell precisely to the
period when it became step by step obvious that the tensions would be deeper and more
lasting than originally conceived: with the burdens of the substantial external resources
drawn in, the processes taking place after 1973 would leave price losses amounting to
about half a year’s national income to the 1975-80 period. The gradual recognition of
realities (in this case, of the real extent of price losses, of the well-founded rate of
growth) led in the course of repeated elaboration of the plan to a “permanent shortage of
resources for planning” and to sharpening conflicts of interest around the allocation of
the ever narrowing resources. In the course of specifying the plan, with the progress of
time, the need for drawing in external resources gradually increased and the harmony
between resources and possible uses was brought about by reckoning with increasing
improvement of efficiency (although this was not justified by the economic conditions
which continued to grow difficult), besides, the targets for the growth of consumption
were somewhat moderated. The fact that the new plan was —with the term then used —
“realistically tense” may be related to that; this turns out from the main targets. But it
becomes even more obvious that the plan was tense if we examine somewhat more closely
the structure of accumulation, the background of the efforts expressed in the plan.

The targets of the plan included maintenance of the growth rate accustomed to,
and the necessary state of being free from shocks which it was intended to support
with a greater improvement of efficiency than had been earlier provided for and by
increasing the use of external resources. The plan provided for a fast improvement in the
structure of production, mainly with a view to boosting capacities serving exports to the
West, which was expressed mainly in the shifts in directions of sales.* In the preceding
fifteen years an annual 5—6 per cent rate of growth was accompanied by an 8—9 per cent
growth rate of investments. A break in this trend was planned in a period when the
structure of investments strongly shifted towards the capital intensive extracting
industries (in the basic materials and energy industries a 55 per cent, in the manufacturing
industry a 10 per cent growth of investments was planned against the preceding five
years.) [11] On the one hand, this squeezed the possibility of export-oriented
development of the manufacturing industry between narrow limits (though this is decisive

»While output was to increase by 30-32 per cent, domestic sales by 23-25 per cent, exports
to the rouble area by 40-45 per cent and those to the dollar area by 60-65 per cent [10].
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Factual five-year growth rates and the targets
of the fifth five-year plan, at comparable prices, per cent

1966-1970 1971-1975 1?”7:”_”1;80
National income 39.1 35.6 30-32
Domestic use of national income 44.0 32.0 20.0
Investments 50.0 50.0 25.0a
Employment in material-sectors 8.0 0.0 -0.5
Per capita real income 35.1 25.8 20.0
Elasticities with respect to the
increment of national income
exports 13 1.6 1.8
imports 1.6 15 1.2

aln the growth rate of fixed capital actually operating, that is, in the
expansion of capacities, there is by far not such difference between the fourth
and the fifth five-year periods as in the growth of investments.

in adapting to external conditions). On the other hand, the development concentrating on
areas with high and growing capital intensity and the (planned) qualitative change in
proportions of economic growth and the dynamics of investment assumed a sudden
improvement of efficiency in all fields of assets management.* We relied not only in
strategic decisions, but also in several fields of operative management on stricter central
control, mainly, however, on such reserves of efficiency which can be mobilized
exclusively with an enterprising management, and in balanced situations. Nevertheless,
tbe necessary improvement in efficiency (or the lack of resources) was partly balanced
“on paper” by an expected 10 per cent improvement in the terms of trade with capitalist
countries, and also by the irreally low planned figures for enterprise-initiated investments.

The reserves which were reckoned with in assuming a quick improvement in
efficiency are, as a matter of fact, the characteristic deficiencies of our management —
more of less quantifiable through comparison with other countries on similar level of
development. (They are: high inventories, “unemployment within the gates” ,** low
organization, bad preparation of decisions of great portent, “leakage” of national income

*“An adequate growth rate of industrial output can be attained only if the actual exploitation
of assets improves between 1976-80 to an extent essentially counterbalancing the factors working
towards increasing capital intensity. The growing technological equipment of labour can play only a
smaller role in the increase of productivity than between 1971-75 and thus the role of those factors
becomes important which serve together a more effective utilization of both assets and labour.” (The
author means here the growing role of organization and rationalization.) Akos Balassa [12].

**The popular nick-name for underutilization of labour.
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because of waste of energy and materials which may be also traced back to the fact that
quality is pushed into the background etc.) But only such factors may be qualified as
reserves promoting evolution which can be mobilized in the actual equilibrium position,
with the control means at hand, given the degree of determination. A rational release of
enterprise resources utilized with low efficiency (entailing lasting results and not causing
waste of other resources in other fields of the economy, nor disorganization of
production relationships) can be attained only in a relatively balanced situation and with
instruments putting the enterprises “under pressure” (rational prices, profit motive etc.).
Without such background the central pressure (aimed e.g. at reducing inventories, at
import-saving) will suddenly increase the gap between demands and possibilities,
stimulate for building up reserves that can be “saved” later etc., render difficult to
increase export capacities and may produce smaller or greater economic disturbances.

The balancing of the efforts included in the plan, difficult to reconcile, relied -
beyond the optimistic planning of improvement in efficiency —on the assumption that
the restructuring of the economy (in concrete terms: slowing down the dynamics of
domestic consumption and investment and conversion of a part of the thus released
commodities and capacities to western exports, the enforcing of impulses prompting
adaptation to external conditions) could take place so gradually as not to cause a break in
the rate of growth, nor a shock in enterprise management because of changed conditions.
Accordingly, both planning and control tried to set up a “system of equations” for
cautious progress and to harmonize them as far as was possible. The pitfalls of such a
solution then become perceivable in the course of implementation. If we insist on
stabilization of the enterprises’ income positions, then, in an unbalanced situation and
with tense targets the smaller shifts, imbalances or an initial acceleration of the dynamics
of investments can be less and less warded off with the usual instruments: by raising
consumption at a slower rate or through an increase in external resources drawn in.
Therefore, one has to cling more rigidly to the annual and detailed fulfilment of
plan-prescriptions relating to equilibrium (or those contained in the computation
documents), or at least to approximating them as far as possible, which in itself
strengthens the inclination of control agencies for operative intervention. Under such
conditions, the central decision-maker decides less and less on questions of regrouping
resources and control, it more and more follows a forced path, it “drifts away” .

Establishment of the system of “detailing” the regulators

Similarly to planning, also in control many aims that were difficult to reconcile had
to be brought simultaneously to a “common denominator”: a more direct and stronger
role of central control in the interest of a concentrated use of scarce resources; the
indispensable adaptivity of firms and their motivation; stability and gradualness. If
between 1973—1975 it was felt unbearable to introduce the world market impulses into
economic processes, because enterprises would have run into losses in a wide scope, it
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should be rather obvious that a consistent enforcement of the same effects concentrated
at a certain date can be undertaken with even greater difficulty. It had to be thus
attempted to “draw apart” these effects in some way. Thus, in the short run, from among
the diversified requirements external equilibrium and mainly enterprise stability (easing
the tensions entailed by the new price and cost conditions, mitigation of the effects
raising the price level) came to the fore. The modifications finally introduced meant an
unambiguous backward step not only against the concept formulated in 1972 —after a
critical analysis of the control system then in force —about the further development of
the economic control, but also relative to the practice of economic control in the first
half of the seventies. These backward steps were not expressing central intentions.
Nearing the date when the modifications of regulators had to be introduced, feeling the
real weight of problems (and getting somewhat frightened) a series of minor or major
compromises were made, but working always in the same direction, in order to “bring to
a common denominator” the objectives that were difficult to reconcile. The most
important ones were made in the last phase of the work, when the scope and extent of
exceptions and deviations were determined - that is, in the discussions among the control
organs about the allocation of resources.

The final result was that, although the changes did not formally deviate too much
from the original and progressive ideas coinciding with the main line of the reform —
which concentrated on adaptation to the external market conditions —but the mode of
implementation and, consequently, also its contents, —essentially differed. True to the
original ideas and radically reducing the import subsidies, raw material prices were
adjusted to the real costs. The rates of exchange were modified, the wage tax, making
labour expensive, was essentially cut, import subsidies were drastically reduced, and the
division of enterprise profits according to centrally prescribed rations was replaced by
influencing the use of profit through taxation; in the allocation of central subsidies for
investments a growing role was given to tenders etc. Considering these changes it seems as
if in their entirety they had increased the autonomy of the firms, promoting the fast
development of adaptive, enterprising ones.

However, the conditions of enterprise management were not shaped basically by
the listed changes in prices and general regulators, but by the differentiated instruments
applied in a much wider scope than previously, frequently relying on individual
weighings: production taxes, profit tax rebates, subsidies and advantages, allocation of
development resources, classification into a more advantageous type of wage control.

The main shifts away from the preliminary ideas regarding the modification of
regulators can be seen from the following:

1 The original objective was to strengthen the reaction of regulators on the plan.
Finally the control became much more strongly subordinated to the “hardening” partial
plan targets than earlier. This was felt above all in the allocation of development
resources, but became characteristic also in wage control and in enforcing the annual
export plans. It is a new phenomenon that in the allocation of investment resources
indirect methods are given a growing role beside open central allocations. In defining the
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scope of production taxes and tax rebates the requirement of adjusting the enterprises’
development resources to the approved central and sectoral objectives, to the
“development needs”, obtained great emphasis. (E.g. in the food and the building
materials industries, but not infrequently in the case of individual firms too.)

2. In regulating development it was intended to reconcile a further strengthening of
central decisions and influencing with efficiency viewpoints and enterprise interests. As a
matter of fact, with major investment projects the state should enforce the normative rate
of return not against the enterprises but against itself when the objectives are selected.
But this can hardly succeed. With investment subsidies the situation is similar: real
tenders are put in only in respect of about one quarter of the distributable resources,
(although originally it was intended to apply this form to one half of the resources). And
when the extent of the development support is determined, it frequently serves only to
complement the missing enterprise funds (or credit-worthiness).

3. The original purpose of the modifications was to force adaptation to the changed
conditions, to radically rearrange relative profits in order that profit should serve as a true
qualification of firms (based on the value judgements of the internal and external
markets). Instead, the average 30 per cent reduction of profit ensueing under the effect of
the price revision became in the course of preparatory work almost an obligatory norm to
be enforced in every firm. In levelling the profits the production taxes,* changing in
function, played a decisive role. Initially, this form of taxation was indeed an
exceptionally used tool for centralizing rent-like incomes. In 1976 the volume of
production taxes almost doubled and they became an instrument for differential
taxation, for regulating the difference between costs and the incomes “intended to be left
with the firm”. The targets for the production tax were first broken down by sectors, and
by the latter to enterprises. Also the extensive system of subsidies served to moderate the
differentiation of profits. Thus, in spite of a radical reduction of import subsidies, the
total of subsidies could not be substantially reduced and even the minimal reduction
proved to be transitory. (The ratio of subsidies and exemptions to national income was
30.8 percentin 1971,40.1 per cent in 1974, then it fell to 37.9 per cent in 1976, only to
attain 40 per cent again in 1977.)

In the individual determination of production taxes and subsidies it became a
decisive argument whether the fall in profits was smaller or greater then the magic 30 per
cent. This, instead of the intended rearrangement, entailed the reproduction of earlier
profitability relations.

A weakening of the normative nature of the control system is brought about also
by the partial or total exemptions from profit tax, production tax or the payment of
depreciation allowance, as well as by conditions imposed which differ from the general
ones. Their role also increased in 1976.

*These are levied mostly in percentage of price receipts on sectors, subsectors, not infrequently
on individual firms.
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4. The four types of wage control* (and their several sub-types and individual rul
produced a chaotic situation, in which the possiblity of wage increases depended only
formally on the so-called performances - and the enterprises perceived it. Classification
by type of wage control and the stating of deviating wage control parameters was
determined, in the final analysis, through bargaining.

The system of “detailing” the regulators
has proved to be permanent

The problems and dangers of regulation becoming an individual one were perceived
by the responsible officials of the central control agencies — even if not their true
importance. But they assumed that the differentiated tools would function only as a
“sluice system” helping transition to the more difficult situation, and would not become
habitual practice. At that time it was frequently emphasized - as an answer to the often
voiced and not quite unfounded anxieties of the firms —that by continually changing the
differentiated instruments the control organs would not tax away the additional results
attained, nor would they ease the tensions emerging in the course of management. It was
assumed that in the case of levelled “starting positions” the determination and resolution
of the central control agencies would be guarantee of asserting deviating conditions in the
later decisions.

The last four years have proved that the assumed separation of the initial conditions
form the functional mechanism of the control system —and thus a gradual elimination of
the differentiated, frequently individual regulations —was an untenable hypothesis. The
differentiated instruments are, namely, unavoidably compared to some “base”, to an
“addressed” income target — and in lack of an objective base they cannot adjust to
anything else. And the development of the targets is necessarily the result of
harmonization of individual interests, that is, of a series of bargains struck partly on
higher level and partly along vertical lines, between the control organs and the enterprises.
This bears the imprint of firmly established relations having the nature of plain-bargain
between control organs and firms: individual continual corrections following minor or
major changes in economic conditions, efforts at separating causes into those depending
and not depending on enterprises and at verifying the existence of such, the withholding of
performance and strengthening of the quantitity approach. The emerging situation carried
in itself the necessity of later corrections —in both directions —also because with the
highly differentiated system of taxation and supports it is practically impossible to refrain
from a continual adjustment of the individual instruments. Thus, earlier deviation of
macro-level efficiency from enterprise profitability should now develop into confronta-

*Relative wage-bill control (related to the increase in value added), relative wage-level control
(related to the per capita sum of profit and wages), and central wage-bill and wage-level controls
(where it is centrally stated by what percentage the wage-bill or the wage-level may rise).
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tion, demanding continual intervention and individual weighing on part of the control
organs. Various disturbances of management that can be overcome only with the help of
the control organs are working in the same direction.

On the basis of operative interference and continual correction of the regulators
direct, no longer financial, relationships between enterprises and control agencies become
the rule instead of exception. The basis for these is provided mainly by the mechanism of
enterprise planning and of working out development as well as technological-economic
concepts (but also such old “acquaintances” contribute as transitory difficulties related
to material supply, the quality of consumer goods, the calling to account because of the
volume of exports, further also lasting difficulties emerging in cooperations.) On the
occasion of medium-term planning by enterprises it occurred that the ministries broke
down the sectoral targets into subsectors and enterprises. Following that it becomes a
practice that annual plans are broken down to or collated with enterprises and “expecta-
tions” are formulated by the ministries. Following the officially prescribed form the
enterprises work out the plans usually comprising thousands of data for ministries, i.e.
as instruments for bargaining for resources. In this “plan-debate” also other regional and
social bodies participate more and more. Dependence extends also to seemingly quite
independent enterprise decisions.*

E.g. whether a firm raises its prices or not is much determined by the effect of such
decision on the chances of obtaining central development resources, whether it can be
proved that domestic production is essentially cheaper than imports, whether a rise in
prices provokes aversion of social organs or the control agencies.

All that secures an institutional framework and a scope of movement (and, of
course, a base of reference) for direct control, already emerging earlier, —though up to
now mostly only informally asserted. Once this has started, then, in consequence of the
given decision mechanism and interest relations, ever newer causes of correction emerge
and these assume the form of continual “regulator-bargaining”. This process is not alien
even to the major firms which thus obtain the resources and security necessary for
development. One of the decisive targets of enterprise efforts is to be included in the
sphere which is “paid attention” to by some control agency. This attention is one of the
highest guaranties that it will obtain the resources necessary for further development, that
its profitability problems will be solved in the meantime and that it will be protected
from the unforeseeable market impulses through the initiative ofthe proper control body.

The situation is finally characterized in Hungary by the fact that, though careful
attention is paid to keeping the rules of the game of the decentralized control system, in

+“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 survay of
medium-term enterprise plans, furthermore, when the performance of enterprise executives is evalu-
ated, because here the judgement on the development policy of the enterprise is a very important
consideration. Sectoral ministries are to give opinion on every application for credit. They are also
members to the commisions for subsidizing, which means that without them and against their opinion
it is not possible to extend state subsidy to investments.” Andrea Dedk [13]
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reality a cumbersome system, translated into the language of the profitability indicators
and implemented with indirect instruments, is functioning to break down the tasks and
allocate resources —but without the unambiguous decision hierarchy of the system of
plan-instructions and with an expanded cast. These changes practically legalize, authen-
ticate and institutionalize the processes started in the decision system in the early seven-
ties (even if not declared).

The lengthy examples perhaps prove that we have to do with an unambiguous
process of “backward rearrangement” and not with a quick and resolute system of
interference produced by the forced situation that would automatically liquidate itself
with an improving situation. The intention of pushing to the fore enterprise stability
(mainly of large firms), of a planning firmly controlling the partial processes, of a control
activity that would preferably not sharpen conflicts coincided with the interests of those
who advocated the strengthening of a hierarchical system in allocating resources, in
collecting the claims and in breaking down the tasks. From this it follows, on the one
hand, that as long as the individual instruments remain determinant, every participant in
preparing and making decisions has to conform (and it is in his interest to conform) with
the rules of the game, with the role objectively given in the institutionalized “regulator-
bargaining” — independently of his intentions, approach and conviction. On the other
hand, precisely as a consequence of the above, it would be a hopeless undertaking to look
for ways and means to move away from the established situation by slowly and gradually
eliminating the individual features of the system of control and decisions, thus avoiding
the transitory jolts of development. Experience indicates rather unambiguously that the
vicious circle can be broken only by a radical rearrangement of the established spheres of
decision authority, by a considerable modification of the institutional system of the
economy (of economic control) — even if this involves jolts, conflicts, sharpening
contradictions and undeniable losses. There is not other choice left.

The annual plan for 1980, the decisions related to economic control - which now
really suppress the possibility of bargaining for preferences —promise a more resolute
attack on uneconomic activities (even in the case of priority enterprise positions). Also
the problems of enterprise organization now put on the agenda in the context of
developing economic control, as well as the intention to enforce (even at the price of
conflicts) world market price effects, allow to conclude that the recognition of necessary
radical modifications is maturing in Hungary, even if it has not yet forced a breakthrough.
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PA3BUTUE — C BAMNHKAMN
BEHIEPCKUIN XO3ANCTBEHHbLIA MEXAHW3M B 70-X FTOAAX

J1. AHTAN

PasBepTbiBaHMe pethopMbl XO38MCTBEHHOrO MexaHwsma B BeHrpum, Havaslieecs B 1968 r.,
NpPOoJ0/HKaN0Ch NLLbL HECKO/bKO N1eT, XOTA KaK BHELLHWe, TaK U BHYTPeHHWe yCoBKsA 6n1aronpusaTcTBoBa-
nn aTomy npoteccy. B Hayane 70-x rofoB passepTbiBaHMe ped)opMbl 3aCTONOPUIOCH, @ 3aTeM MOcC/ef0Ba
npovecc ee NOMNATHOro pasBnTMA. CyLLHOCTb 3TOr0 — (POPMasibHO COXpaHeHre Hen3MeHHbIMKU 0CO6eHHOC-
Teli AeLeHTPanM30BaHHOro MexaH1u3Ma, CaMoCTOSATeIbHOCTY MPeAnpUATUlA, 3aMeHbl MIaHOBbIX AUPEKTUB
3aMHTepecoBaHHOCTbIO B MPUOLIAN, rMEKo crcTeMoli LeH. OfHaKo Ha 3afjHeM nnaHe Bce 60/1bLUYIO PO/b
npuobpetanu MUHUCTEPCTBA, TePPUTOPUAbHbIE U 00LLIECTBEHHbIE OpraHbl, a TaKke HenocpejCTBEHHbIe
KOHTaKTbl NPEeANPUATUIA C PYKOBOAALUMMMN OpraHamu v ¢ APYTMMU NPesnpusATUSMU, «TOPru» Mexay
PYKOBOASILLMMM OpraHaMu 1 MNpeanpusiTUSIMU U «YTOBOPbI» BMECTO OTKPbITbIX AUMPEKTUB. PacTylimii
paspbiB Mexay popmanbHOl 3anHTepecoBaHHOCTLIO B NPUbbLIAN 1 Bee 60ee adhdheKTUBHO hYHKLMOHMPY-
IOWMMN Ha 3afjHeM MaHe CKPbITbIMKU (HaTypasibHbIMK) MIaHOBLIMWU AUPEKTMBaMU MNpeojonesasncs ¢
nomoLiblo Bce 60/1ee C/IOKHOrO, BCe 60/lee KOHKPETHOro (Kacalwlierocsi AaHHOro npeanpusTus)
thuHaHCOBOro BMeLLaTeNnbcTBa. B KOHeUYHOM uTore aToro npouecca K 1975— 1976 rr. cnoxmnca mexaHusm
pasbuBKM 1 [0BefeHNs A0 MPeANPUATUIA perynsaTopos, AeACTBYWOWMWIA B OCHOBHOM B LEHOBbIX U
(hMHaHCOBbIX KaTeropuax (0fHaKO He 4yXjalolnica N afMUHUCTPATUBHbLIX Mep), KOTOPbI/ Mpu 3TOM
COXTaHWU (hopMy, TEXHUKY [eLleHTPasiM30BaHHOr0 ynpas/ieHNs1 3KOHOMUKOM.

OcHOBHas npuynMHa Bo3BpaTa K pasbrvBKe perynsaTopos COCTOANA B TOM, UYTO MOC/e BBefeHUS
pedopMbl OCTaNNCb HEM3MEHHBIMU UHCTUTYTbI YMPaBAeHUst 1 COXPaHWUANCh UCKYCCTBEHHO YKPYMHEHHbIe
rMraHTCKue NpeanpuaTus. Tem caMbIM COXPaHUNUCh U Te MHTepechl, KOTOpble 06ecneynBatoT pacnpesen-
eHMe 1 nepepacnpefenieHne pecypcoB NOCPeACTBOM Cy60pAMHALMN B MepapXmyecKoMm OoTHowleHun. [Mo
MHEHU0 aBTopa, NpejoneTb UMeloLLee MeCTO B HACTOSALLMIA MOMEHT TPYAHOCTU, TO eCTb BOCCTAHOBUTL
BHELLHE3KOHOMMNYECKOe PaBHOBECUE BEHIEPCKOM 9KOHOMUKM MyTeM YCUNEHUS KOHKYPEHTOCNOCOBHOCTU ee
9KCMOPTa, a He OTropaxuBaHWs OT MWPOBOA 3KOHOMWKMW, MOXHO fUWb MNpU FNy60KOM W3MeHeHUK
X03AMCTBEHHOr0 MexaHu3mMa, npu nocnefjoBaTe/IbHOM CnefoBaHWM MO NyTW HavyaToMmy B 1968 r.
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PROBLEMS OF THE REGULATING ROLE OF INTEREST
IN HUNGARY

Parallel with the activation of market and monetary relations, categories so far only of a
formal importance, began to be seen in a new light in socialist countries: such is, for example,
interest. The control of the economy using also indirect regulators in Hungary intended to give
this important economic instrument a significant role in the complex system of economic
processes and means at the start of the 1968 reform. Development of an active role of interest
was made necessary by the following factors: an active use of credits for financing decentralized
development decisions; development of a combined system of development resources;
appearance of the decentralized investment decision sphere; distribution of investment goods
through the market mechanism.

According to ten years’ experience, however, the regulating role of interest is asserted
only with limitations. What is the cause behind the fact that interest does not stimulate or
orientate, nor does it evoke the reaction of enterprises?

The author finds the answer in the relationship between the enterprise and its economic
environment.

A few problems of the picture conceived about interest

In economics and economic practice there are a few such categories on whose place,
exact role, and real effects we have no reliable knowledge as yet, and among them is
interest. In the role of interest a striking difference is found between the capitalist and
the socialist economies. In a capitalist economy interest is a category of central impor-
tance. As regards the concept and role of interest, a highly varied picture emerges.
If exclusively consumers’ loans and the attached usurious rate of interest are left out of
account, interest is the product of the separation of money capital from industrial capital;
an organic category of the capital market comprising the demand for and supply of
capital. Interest is a part of the new value; as for its rate, changes in its level, and the
nature of effects caused by it, the bourgeois theory of capital has tried to provide several
explanations: — development of interest was affected by the prevailing demand and
supply on the capital market, in a way that these factors were themselves dependent on
the rate of interest;

—it had an influence on the rate of interest against what the owner of capital
temporarily resigned his capital, i.e. what requirement he raised on the use of the given
capital;

—with a view to capital formation (and its acceleration) the consumption of goods
had to be renounced in the short run, and an adequate level of interest stimulated for
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sacrificing consumption, so that, as a result of capital formation, there should be even
more consumable goods;

—scarcity of goods necessitates an ordering of satisfiable demands, for which
purpose interest was found suitable; this order served as basis for distributing the scarce
supply of capital goods available for society;

- in bourgeois economics which broke away from the labour theory of value
interest was considered as an independent income of capital, as the expected marginal
proceeds of capital inputs: it was identified with the net productivity of capital which is
merely expectation prior to the input, yet such expectation played an important role in
developing the rate of interest.

In a capitalist economy interest has always played an important role in regulating
the capital market and investment activity. It is worth observing that interest exerted its
stimulating or braking effects not independently, as if torn out of the system of economic
instruments: its role should not be idealized.What is essential is only that, as an economic
instrument, it has a decisive importance in regulating certain processes.

In a socialist economy we must automatically expect a certain constraint on the
assertion and sphere of action of interest. Lack of a free flow of investment means does
not allow the direct encounter of demand for with supply of capital. From the mutual
relationship of the two sides the rate of interest cannot grow out. Development of the
demand for and supply of credit does not depend on the valid rate of interest, nor does
the latter react on the development of the two sides, either. The creditor is not influenced
by the interest margin in distributing the means. Even if this inherent constraint is
known, we can still consider as narrow the domain of interpretation in which interest is
considered solely as a means for regulating the credit mechanism. The causes for its
constrained role in the functioning of the credit system may also more easily be revealed,
if the category of interest is considered in its complexity. It is first of all investigation of
the actual form of existence of interest that convinces us of the fact that its sphere of
effect goes beyond the credit mechanism.

Definition of the function of interest

There is a characteristic contradiction in the Hungarian economy: we have always
attributed great importance to improving profitability and efficiency, yet the fact has
been neglected that requirements are formulated with the aid of the function of interest.
Although quantitative in its direct form of appearance, and its prevailing rate is a not
negligible point, interest is to be considered mainly as a qualitative category. It is the
qualitative aspect of one of the fundamental media of economy: time. Time plays a
double role in economy. On the one side, the time horizon provides a quantitative
framework for decisions on production and market, as well as for economic policy,
control and management. On the other side, progress of time, decisions situated at various
points of the time horizon, the use of money, and different ways of investing the means
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always raise an extremely important requirement: that the ways of using means, and the
fields of management must be selected and the decisions on production and market must
be made and realized in such away that the principle of economical use of means should
always be asserted. In accordance with the function of interest, the progress of time must
in all cases bring additional income as a result of the means engaged and utilized. In the
Hungarian investment practice profitability and efficiency expectations are rarely
attached to the fulfilment of the interest requirement. It is almost exclusively with the
utilization of loans that the interest requirement is mentioned. The so-called D indicator
prescribed for the efficiency examination of the large productive investment projects,
which formulates the requirement of additional income in terms of a 12 per cent interest
rate may be considered as a positive exception. In the first approach it seems in fact that
satisfaction of the interest requirement is not an exclusive form of manifestation of
profitability and efficiency. If we confine our examination to the investment process, we
shall meet with the following expectations: the investment project should be completed
within the shortest possible time; the new capacities created should remain up-to-date
also after they have been put into operation; competitive products should be produced
with the new capacities; investment costs should not exceed the estimates, etc.

The list could be continued, but the point is that in these requirements profitability
and efficiency are approached from different sides and just as profit synthétisés all the
important phases of enterprise activity, so does interest all the important phases of the
investment process. .. Interest is practically a concise expression of profitability and
efficiency; therefore, fulfilment of the interest requirement is at the same time fulfilment
of the profitability and efficiency requirements.

If we subject the actual forms of existence of interest to a close examination, we
shall find that the additional income requirement may be formulated in various ways.

—interest is a continuous requirement in connexion with engaged and utilized
means in the course of current management;

—interest manifests itself in the requirement made on the expected efficiency of
investment: this requirement will be either realized or refuted by the results of the
investment put into operation;

—interest must play a role —particularly in a “combined” system of investment
resources — in the distribution of financial resources and in setting up the efficiency
requirements regulating allocation; if several economic actors (state, bank, enterprise,
cooperative, council, etc.) dispose of development resources, such requirements may
widely differ;

—as a regulating instrument, interest must have a role in influencing the demand
for and supply of the financial means of investment, which basically points beyond the
relationship between the sizes of credit demand and supply;

—as a computation factor, interest is an integral part of the dynamical profitability
computations (manifesting itself in the form of calculative or internal rate of interest);

—one of the forms of manifestation of interest is the charge on fixed assets which
still presents, though to a changed extent, the requirement of minimum proceeds
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expected from fixed assets and, combined with the taxes on wages, it may have a role also
in the combination of the production factors.

If the interest requirements formulated in various forms are fulfilled and the
additional income envisaged for the investment is realized, the engagement and utilization
of means have been in fact successful. Interest is produced as a part of the overall social
new value, and its source is value-creating labour. The diversified formulation of the
interest requirement makes it also clear that what is involved is not only a charge for
using borrowed assets, since it has to be assigned to every fixed and utilized means.
Consequently, in the utilization of own means the raising of a requirement in the form of
interest isjust as indispensable as it is in the utilization of borrowed ones. All the same,
the expectations formulated in regard of utilization of means are but theoretical possi-
bilities. Let us see, how the function of interest approached from several aspects is
realized in the Hungarian practice.

Disturbances in the fulfilment of the function of interest

If we take in turn all forms of existence of interest, it can be demonstrated for each
one that there are (or were) troubles in the assertion of the regulating role of interest.

The most important elements are the following:

—the deficiency of the charge on fixed assets became manifest in the fact that the
principle of minimum returns did not act as a primary incentive in the utilization of fixed
assets; it could not withhold companies either from an exaggerated use of fixed assets, or
from getting rid of the fixed assets not bringing the minimum additional returns; the
charge on fixed assets is not a determinant regulator in the selection of production
factors, either, the cause of which is, however, not solely the limited assertion of the
interest function;

—in enterprise behaviour, in engaging and utilizing the given stock of assets it is not
felt that continuous requirements are raised towards either current management, or in
stating the expectable efficiency of investment;

—the intensive interest in the starting of investments, the swelling stock of
incomplete projects with each enterprise and long gestation periods indicate that material
resources engaged in a passive state have become standard drawbacks in management: the
enterprise is not sensitive to assets engaged but not bringing additional income;

—in the allocation of the financial resources of investments the interest require-
ment could have played an orientating role through differentiation, but, because of
the great investment hunger, demand was high even for the most expensive resource,
and even the demand for financial means was insensitive to interest;

—the limited spreading of dynamical profitability computations and their restricted
role in decision-making also points to disturbances in the fulfilment of the function of
interest.
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The picture would be one-sided if we did not examine the efforts aimed expressly
at activating the role of interest in Hungary. We must turn attention to two fields in
particular: differentiation of the interest on credit and the trend towards levelling the
efficiency of components of the investment resource system.

In the investment bank credit an important role has been assigned to the differ-
entiation of interest. A variety of investment objectives supported by credits, differences
in terms, and the assertion of preferences brought into being a differentiated system of
interest requirements. Failure to comply with certain conditions attracted punitive
interest rates. Yet this rather wide system of requirements failed to provoke different
reactions on the part of enterprises: reaction was almost the same on the highest and on
the lowest requirement — interest did not stimulate, it did not constrain: there was
clearly an insensitiveness to interest. (It is interesting that a certain sensitiveness to the
punitive rates of interest is found.)

As an interesting contradiction to the differentiating intention of interest on credit,
in the whole of the investment resource system it was the intention to level out the
efficiency requirements that was formulated as a primary aim. In the years following the
reform considerable differences existed among investment amounts coming from various
sources. While with investment bank credits very high demands were made on the
investor, the resources coming from the budget practically did not entail any require-
ments at all. As regards the efficiency requirement, own investment resources have always
taken a special place: though in principle the extent of normative requirements cannot be
neglected, these are not taken very seriously in enterprise investment practice. In
respect of the efficiency requirements exaggerated differences were characteristic of the
investment resource system. From this also such an important consequence followed that
demand was very great for the “cheap” money to which no efficiency requirement was
linked, and this basically weakened the anyway not very strong efficiency requirement. In
recent years the levelling of efficiency requirements has attained noticeable results.
Investment bank credits, with their high efficiency requirements, play an important role
also in the entire domain of productive enterprise investments; the weight of state loans
from the budget, entailing an efficiency requirement, has definitely grown; the weight of
free investment grants from the budget has largely diminished in the scope of productive
investments, and as for its tendency, it will be but a rare exception. The new forms of
investment are either connected with a numerically defined interest requirement (to pay a
rent obligation), or with the prescription of completion on time so as to improve
efficiency (“‘countervalue” of indirect support). The steps made toward satisfaction of
the efficiency requirements try to render the entire resource utilization more efficient,
even at the price of sacrificing the advantages of differentiation. In the period when the
efficiency requirements of the investment resources were differentiated no considerable
difference was found among demands for “cheap” and “expensive” investment money:
demands were great for all kinds of resources. The most authentic explanation for the
fact is the widespread unresponsiveness to interest, and the slight compelling force of the
efficiency requirements.
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Thus the fulfilment of the function of interest is hindered by the predominance of
negative factors, and, summarizing the functional troubles, the conclusion can be drawn
that at present enterprise economy in Hungary is largely unresponsive to interest in
making decisions on production, markets and development. The greatest difficulty in the
limited assertion of the regulating role of interest is not caused, in fact, by periodical or
regular failures of producing additional income, but by the lack of requirements. Unres-
ponsiveness to interest represents an insensitiveness to or the underrating of the eco-
nomic role of the time factor. Interest is, namely, a form of expression of the economic
role of time, i.e. of the fact that the passing of time brings income in case of an efficient
management and that, with further investment, it comprises the possibility of producing
further incomes. On account of the economic role of time, the enterprise does not apply
the same measure to the importance of the same money (income, input) at different
dates. Interest is suited to express as well, by how much we consider a unit of income
more valuable today —on account of the time preference —than tomorrow. The question
might be justly raised: what accounts for the restricted regulating role of interest, and for
the unresponsiveness to the economic effects of interest and time?

The causes of unresponsiveness to interest

After the 1968 reform in Hungary it soon turned out that in spite of expectations,
interest could not exert a genuine regulating effect in enterprise management. (It may be
added that in practice the necessity of the regulating of interest is not yet acknowledged
even today.) For the lack of a regulating effect the explanation has widely spread that the
source of the trouble was the unresponsiveness of enterprises to costs and the lack of
knowledge of real inputs.

In some respects this explanation is undoubtedly correct. In the Hungarian system
of cost accounting interest is a special cost factor since, as for its origin, it is a part of the
new social value i.e. of the net income, while for the enterprises it is a cost factor of input
character, reducing profit. It follows from the functioning of the Hungarian income
regulating system that additional income assuming the form of interest has to be
produced by every economic action, and the state taxes it away from the enterprise. It
arises from the special position of interest - though it is only one among the many cost
factors for the enterprise - that the function has to be asserted which distinguishes it
from other inputs: so much (considering the total income: so much more) has to be
produced by the total of invested means. The non-fulfilment of this function can certainly
be related to cost unresponsiveness. If the enterprise does not make any distinction
between interest and other inputs, it can set but one aim: interest should “fit into” the
price and should be realized similarly to other inputs. If the enterprise does not feel the
real situation in regard of the various types of inputs, it will grow insensitive to the actual
development of costs, and the same will happen to interest. For the Hungarian enter-
prises, mostly in a sellers’ market position, it is not difficult to produce interest as an
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expected additional income, the question is only whether the price can bear this
additional cost and if it can be smoothly shifted onto the customer.

In most cases this shifting has, unfortunately, no obstacle at all: in raising the loan
(bank credit) interest will figure as a fixed component of investment costs; it does not act
as an efficiency minimum, but it adds so much more to investment costs.

The Hungarian system of cost accounting offers, anyway, good grounds for the
development of cost unresponsiveness. In regard of the various production factors the
principle of input proportionality does not fully assert itself in price formation. Rather a
special view is prevailing in which centralized incomes of the state budget are preferred.
The disadvantageous consequence of this can be observed in two respects; the enterprise
is insensitive to the current real inputs, and, because of the distortion, it cannot react
adequately on the income requirement, either. We cannot say that the systems of income
regulation do not link some efficiency requirement to each production factor and
economic action. We may rather say —reviewing the components of net income - that
too many requirements are made. That they fail to be effective may be explained partly
by the fact that the real inputs and incomes cannot be seen clearly, and partly that a too
high requirement does not act stimulatively just as a too low efficiency criterion does not,
either.

The realization of interest in the form of cost, and its smooth shifting onto the
customers represent by all means real grounds for the unresponsiveness to interest,
though the explanation is not at all complete: unresponsiveness to real inputs and to real
success is a part of a larger system of relations. The slight compelling force of the
efficiency requirements embodied in interest arises from the limited compelling and
stimulating force of the environmental effects which befall the enterprise. Hungarian
enterprises live in an environment basically “prepared” and “idealized” for them, under
much more favourable conditions than does the Hungarian national economy exposed to
the “storms” of world economy.* The deeperlying cause of unresponsiveness to interest
may be found in this unresponsiveness to the environment and, when we have come that
far, it will become also clear that interest is not primarily a percentual value and not
merely an additional income expected from the assets but much more than that. Interest
is the function of a kind of approach or way of thinking; it represents the requirement of
an efficient investment and operation of resources, and the most important demand for
an economical utilization of assets. Such enterprise attitude has not yet gained ground in
Hungary and, as long as regulation does not mediate the real environment but some
idealized forms of it to the enterprises, obstacles will remain. If we look at the substance
of interest, i.e. interpret it as the concomitant of an approach or way of thinking, it will
be seen doubtlessly that what is involved is not a peripheral but a central category also of
the whole of management.

*This statement is made in regard of the price- and control system valid before 1980.
(Editor’s note.)
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It is by far not an intention of the present examination to place the category of
interest into the centre of management, leaving it out of consideration whether it can be
deduced or explained from the objective conditions of management. This would be
practically a subjective approach: it would be to say that we “decide” on the utilization
of interest without any careful examination of the requirements of its assertion.

It is only one aspect of the problem that the present interpretation of interest is an
organic part of the Hungarian indirect control system, and that the economic content
expressed in interest is in harmony with both the principle of profit incentive and
enterprise autonomy based upon independent initiative. The other aspect is unrespon-
siveness to interest, which is rooted in the unresponsiveness of management to the
environment. That no active role of interest has developed can be traced back to the
relation between the enterprise and its environment. It is not the role of additional profit
(interest), i.e. of additional income from an additional economic action, but that of profit
itself in Hungary that highlights the deficiencies of this relationship.* As a result of the
fact that enterprise management had not to face a real environment but its manipulated
version, the indicator intended to measure the results of enterprise operations —i.e. profit
— could not practically fulfil its main function. In the profit indeed all external and
internal effects became synthetized, but the relative weights of the effects changed in
favour of components independent of real results. The fact that profit is influenced to the
extent of 75 per cent by factors independent of efficiency renders it unsuited to measure
either actual profitability differences, or the results of autonomous enterprise func-
tioning. Deficiencies in the regulating role of profit point also to the functional troubles of
the incentive and constraining control system. No effective compelling forces weigh upon
the enterprise: the earning of a given size of profit requires no serious fight, regulators
“do not allow” a fall in profit, whether the quality of management is outstanding or very
poor. In this respect there is a strange contradiction in control: it expects the profit and
income tendencies to provide information about activities leading to losses (with a view
to suppressing them), while it judges it inadmissible and to be avoided that profitability
should fall. How could a deterioration in profitability (a natural concomitant of man-
agement here and there) indicate the neuralgic spots of management, if it is not allowed
to develop at all? When profit as a general incentive loses its authentic role, if the control
authority wishes to take steps with a view to any objective, it can do so successfully but
with the introduction of partial incentives.

Thus a peculiar parallel development within the functioning of the incentive and
restrictive system may be observed. Profit remains —deprived of its original function -
upon which orientations cannot rely, while selection of development and production
directions takes place in other ways and for the achievement of actual targets partial
incentives are introduced. If we want to achieve a more intensive utilization of capacities
and a more rational use of labour, or we want cost reduction or energy saving —the list

*For more on the subject see I. Fenydvari: The role o f profit in the Hungarian economy. Acta
Oeconomica, Vol. 22, Nos 1-2, (1979) pp. 33-46 (Editor’s note.)
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could be continued — enterprises must be “separately” stimulated, since the “fight” for
profit is not enough to attain the desired results. Interest (marginal profit) loses its
authentic regulating role if such ability is missing from the basic profit itself.

Interest should be an active regulator!

It stands out clearly from the train of thought followed thus far that the problem is
not activation of an isolated regulator at all prices, but the importance of a certain
approach and way of thinking. In this approach a much more significant role is to be
given to the time factor, to the profit showing results among real conditions, and to the
requirement of additional income. Therefore, we have to create the conditions in which
such an active role may evolve: —the enterprise should be influenced by real environ-
mental effects, negative impulses should not be neutralized or changed into positive ones
by regulators; there should be internal compelling forces that allow the enterprise to
remain on the surface but through a continuous adjustment to the real environment;

—in a real environment the approach of control and management which relates
everything to the base-year must by all means be changed; with such an approach the
concealment of reserves and underutilization of resources are stimulated even in an
indirect control system;

—the content of the division of labour between the owner of assets (the state) and
their user (the enterprise) in taking responsibility and risk of investments should be
classified; the practicability of the almost exclusive risk-taking by society must be
challenged;

—the current real results of enterprise management should be always ascertainable,
supports and exceptions should not conceal the real state of management;

—the status of liquid assets and of efforts made at liquidity should be raised: the
enterprise should by all means weigh up in what it is worth investing money; the cycle of
investment and returns should be as fast as possible.

Activation of the interest approach would deeply affect the successful utilization of
resources. Hungarian enterprise management is characterized by superfluous accumula-
tion of assets and the swelling of unused capacities. Full utilization of assets would
obviously increase output to a large extent. The employment of labour in individual
enterprises and in the whole economy is at present irrational. In harmony with the
utilization of assets the efficiency of this particular resource could also be improved. The
resources invested spend an irrationally long time in the passive state of being locked up.
Assertion of the effect of interest in this latter field would entail priceless advantages.
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MPOBMEMbI PEFYINPYIOLWEN PO BAHKOBCKOIO
MPOLUEHTA B BEHIPUWU

N. BENALL

Mocne xo3siicTBeHHOI pehopmbl 1968 rofa BMecTe C BbIABWKEHVEM Ha MepBblii NiaH TOBapHO-
[EHeXHbIX OTHOLLEHWI 0XWAanocb pas3BepTbiBaHWe aKTMBHOM ponu 6aHKOBCKOro MpougHTa. dToro
TpeGoBanu Takue BaHble (HaKTopbl, KakK [eLleHTpanusauus CUCTeMbl MPUHATUA WHBECTULIMOHHBIX
peLUeHwWid, NoBbILeHVe PoNv KpeamTa, CyLecTBOBaHWe MHBECTULMOHHOIO pbiHKa. COrnacHo UCX04HOMY
MOJIOXKEHWNIO CTaTbW, OMbIT AeCATW fleT MoKasas, YTO MPOLEHT He BbIMOMHAET 0XMWAAEeMON 0T Hero
perynupytoLLeli, opueHTUPYHOLLein, orpaHNYmNBatoLLen 1N CTUMYNMpYLoLLLein ponu.

Ha ocHOBe aHann3a posin NpoLieHTa B X035CTBEHHOM NPaKTNKe aBTOP NPUXOAUT KBbIBOAY, HTO Kak
TeKyLMe XO035MCTBEHHbIE PeLLeHWs, TaK M peLleHns Nno Bonpocam pasBUTUA PblHKA XapaKTepusyrTcs
60NbLLON CTeneHbto 6e3pa3nnumns K npoueHTy. OCHOBHbIE NPUYMHBI 6e3pasNnymns K NPoLEeHTY aBTop BUAUT B
HeYyBCTBUTENBHOCTU K pacxofamM B X03/ACTBEHHON [AesATeNbHOCTWM MPefnpuATUiA U B TaKoM ke
6e3pasnuumn cpefbl. OH Nog4epKMBAET, HTO NPOLEHT — 3TO B NEPBYIO OYEPefb He YNC/IEHHASA BE/IMUMHA, He
NpoCTo AONOMHUTENbHbIM A0X0[, 0KNAAeMblii OT B/IOXKEHUst CPeACTB, a ropasfo 6o/blue 3TOro : NPOLEHT
BblpaXXaeT CBOEro poja MOAXOA K XO03AWCTBOBaHMIO, 06pa3 Mbicneld, NoTPebHOCTb B 3PPeKTUBHOM
B/IOXEHUW U UCMOJIb30BaHNN CPeACTB, Tpe6oBaHNe 3KOHOMHOI0 PacxofoBaHUS CPeACTB.

KoHeuHbIi BbIBOA CTaTbW COCTOMT BTOM, YTO B M/1aHOBOW 1 PeryimpyemMoi 3KoHOMUKe 06beKTUBHO
CYLLECTBYIOT YC/I0BUA ANA PYHKLMOHMPOBAHWA npoueHTa. Ecnu npegnpusaTna Ha camMoMm fene [O/DKHbI
3aTpauvBaTb YCUIMS B MHTepecax NolydeHWs Mpubbinv, a npubblab cTaHeT 3aBUCETb B OCHOBHOM OT
9KOHOMUYECKO 3(hPeKTUBHOCTH, ecnn GYAyT YACHEeHbl OTHOLLEHMSA MO OTBETCTBEHHOCTU M PUCKY 3a
KanuTaslbHble B/IOXKEHWA MeXAy rocyfapcTBOM W MPeAnpuUATUAMK, TO TOrja MOXET pasBepHyTbCA U
aKTUBHas perynvpyoLas posb npoLeHTa.
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T. BAUER-K. A. SO0S

INTER-FIRM RELATIONS AND TECHNOLOGICAL CHANGE
IN EASTERN EUROPE - THE CASE OF
THE HUNGARIAN MOTOR INDUSTRY

The present paper is concerned with inter-firm relations, studied from a specific
point of view, namely, technological change, its promotion or thwarting. The branch
chosen for the purpose was the Hungarian motor industry. The choice was not a delib-
erate one, it was here that the authors were given the facilities to do research work.*
This branch nevertheless proved to be an ideal field as in the motor industry technological
change strongly depends on the quality and type of development of (domestic and inter-
national) interfirm relations. It is attempted to illustrate the implications by means of a
comparison of development in Western Europe and in the CMEA. The development in Eastern
Europe will be presented through the example of Czechoslovakia’s motor industry, having the
oldest traditions here, and mention will be made of the development of the Romanian motor
industry, which is the youngest one.

Two lines of development

Motor industry is a field of modern manufacturing where highly complex products
are turned out calling for the cooperation of manufacturers with various technologies in
various sectors. The completed products consist of many parts and components which are
sometimes similar and sometimes different in the completed products for different end
uses. In the latter case the components for different purposes are often manufactured
from different materials and with different equipment and the only common asset is the
professional knowledge of workmen and leadership. In the motor industry these circum-
stances usually impose specialization by enterprises, i.e., division of production into that
of finished vehicles, of subassemblies and parts and in particular of ancillaries and fittings.
Within these various stages may be observed. Separation of the production of not
engineering type of fittings (glass, tyres, seat upholstery, seats) is very common (e.g. the
tyre works Michelin, Pirelli, etc.). The production of main components which belong to
the engineering industry but are not of the mechanical type (instruments, electrical
accessories) is quite often independent (e.g. Bosch, Marelli). In some cases also the
production of components and parts typically produced by the motor industry is

+During 1977 and 1978 the authors participated in a research project by appointment of Ikarus
Body and Coachbuilding Works. In the course of the work they were in close cooperation with Mrs.
AnnaPatkds, Miss Eva Tarnok and Mr. Péter Vince but the findings were formulated separately.
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detached (e.g. ZF steering gear and transmission works, West Germany; Perkins engine
works, Britain). And even in cases when there isn’t any such separation, the subassemblies
and parts sell potentially on their own. The quality, price and other parameters of the
completed vehicle hinge equally upon the quality, price, etc. of their components, these
requirements are therefore continually imposed on the production of these component
units. Technological development in the motor industry translates into product and
production development of each component unit.

In bigger countries which became industrialized early, many automobile producing
firms were set up and these together, and the bigger ones also separately, presented a
broad offer of the products of the motor industry. They procured the non-engineering
type parts and component units from other enterprises but usually from inside the
country and the mechanical units were usually manufactured by themselves.

Czechoslovakias motor industry developed along a similar line in the first half of
the 20th century. Cars and lorries and their subassemblies were manufactured by half a
dozen of major companies in a more or less parallel manner between the wars. At the
same time they usually bought imported component units and accessories basically
from Germany and lItaly.

After World War 1l the factories became specialized by end products. The manu-
facturing of cars (Skoda), buses (Karosa), trucks (Tatra) and lorries (LIAZ) separated.
The indigenous motor electrical industry and the production of other accessories were
developed (PAL) and imports were completely eliminated. A special factory was created
for each and these supplied the entire motor industry.

At the same time the automobile factories initially preserved a relatively high
degree of vertically: most or all of the mechanical units were manufactured by them in
series corresponding to the amount of completed vehicles. The process of specialization in
component units evolved in the country only in the sixties when, for example, one of the
former car factories (Praga Works) adopted the main line of gearbox production for all
the commercial vehicle factories. Also in this case the new specialized enterprise became
sole supplier. However, the strive for the maintenance of verticality on the level of the
national economy remained typical also in that period. Although the export quota of the
output of the motor industry was always remarkable, it typically consisted of completed
vehicles, while all the subassemblies and parts of the manufactured vehicles were turned
out at home. There was only one exception in exports: an orientation towards completed
vehicles: the exports of bus chassis to Poland and then to Bulgaria (the body is built upon
the CSSR chassis in Poland and in Bulgaria). The latter has recently been connected with
the export of subassemblies of lorries under long-term cooperation agreements (Bulgarian
Madara trucks manufactured with Skoda subassemblies). Bulgarian and Hungarian axles
appeared in the seventies as considerable subassembly imports. But till now these
phenomena have been still exceptions from the rule.

A similar structural tendency is observable in the development of the Romanian
automobile industry which was rather a latecomer. True, the typical feature of the
Romanian motor industry is not development based on own design but one based on
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licences purchased earlier from the Soviet Union and lately mainly from France and West
Germany. This was a manifestation of the latecomer type of development. At the same
time an ample assortment of products was developed also in Romania: they manufacture
various categories of trucks, buses, trolley-buses and cars. The most remarkable under-
taking is the production of cars under Renault licence (Dacia); but the series of
55.000—60.000 per year is far below the series regarded internationally as usual for
standard cars. It is a still more important point that 80 per cent of the value of the cars
is already manufactured indigenously and they plan to increase this share still further. In
the new car manufacturing venture carried out with Peugeot—Citroen support (OLTCIT)
it is intended to cut down imports of parts to a similar level. On the other side, parts and
component units are exported only in little volumes under compensation transactions.

The case is even less advantageous in the production of trucks, buses and trolley-
buses turned out in very small lots. Owing to the small series of the completed products
and of the subassemblies the costs of these products are inevitably high. However, in the
light of Czechoslovak experience, this mode of development has even more dangerous
implications from the aspect of technological development.

It is known that in the first half of the century the Czechoslovak motor industry
was in the first league of international technical progress. Today the case is different.
True, the Czechoslovak motor industry is present in the market with reliable products of
good quality. It could achieve remarkable sales of cars and trucks as well as of motor-
cycles in industrialized Western countries too. (Also the considerable hard-currency
exports of tractors, a related product, is worth noting.) However, the relatively low price
has a greater role in marketing achievements than the technological standards of the
products and in such circumstances this export cannot be regarded as unambiguously
efficient.

The rates of technical progress and product replacement are, namely, far from being
satisfactory. Fragmentation of the forces of development is very likely to play a role
here: the limited R&D capacity of a small country has to tackle the product develop-
ment of each major type of vehicle ranging from bicycles to cars and from buses to
heavy-duty trucks, and is expected to keep maintaining the design of the completed
vehicles and all subassemblies and parts on an up-to-date level.

As they should like to develop everything themselves, R&D capacities are fragmented
and this is why they cannot keep pace with technological development. Purchasing a
licence is rarely considered.

Beside the fragmentation of R&D capacities another consequence of this type of
development of the motor industry was isolation of technological development from
international technical progress. Only the finished vehicles reach the world market and
only these are regularly confronted with the perpetually changing set of market require-
ments. Isolation of the development of subassemblies and parts affects the opportunities
of completed vehichle development as well, because completed vehicles, too, can be
manufactured only with the indigenously made component units which are not built
elsewhere. The indigenous subassembly can usually be obtained but from a single supplier
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and thus the influence the manufacturer of completed vehicle is able to exert is limited to
pressure through the common superior organizations.

This common superior organization is the union. It is an important circumstance
that the production of e.g. tractors, trolley-buses and power-assisted steering gears, let
alone the production of the not-engineering industrial fittings, does not belong to the
union. In Czechoslovakia, also metallurgy belongs to a different ministry. This circum-
stance makes the influencing with the help of higher organs extremely clumsy. It is
another consequence that the production of chassis and body for trolley-buses (Skoda
Works, Plzen) is (or was until the very last time) done outside the union, quite
independently from bus production, and also the manufacturing of the gearboxes of
tractors is done separately.

From inside, the development of the Czechoslovak motor industry seems to be
self-explanatory. It becomes questionable when it is compared with the main trends
during the last decades of the motor industries of West European countries.

Today only big countries have automotive industries supplying a relatively com-
plete assortment. In the small Western countries there is either no motor industry at all or
they perform one or two phases in the manufacturing of a product (assembling, body
building), or production is limited to special and custom-made vehicles. In both cases a
considerable amount of components and aggregates is imported. In the individual coun-
tries different structures were developed but the rule is typical that they are greatly
specialized. Specialized enterprises developed for manufacturing parts or subassemblies or
only for assembling or only for body building (the multinational empires of companies
are divided into specialized large factories) where the subassemblies and parts are
marketed as independent goods. On the other hand, there is a high degree of suprana-
tional and international interveawing, penetrating beside financial and market relations
also into technological development. Parallel technological development of the produc-
tion of parts and component units and of the production of completed vehicles is im-
posed by the circumstance that everything from seal-rings to self-carrying chassis that can
make up a vehicle has become a commodity in itself. Specialization on one side and
strong integration between enterprises and countries on the other, provide an opportunity
for the concentration of development resources and for the rapid spreading of the new
technological achievements. It has to be stressed here that the specialized production of
component units never serves the motor industry alone but also other branches (e.g. the
production of agricultural machines or household appliances) and the rapid proliferation
of new technological achievements is promoted as a “side-effect” also by attempts at
diversification by big enterprises aimed at warding off the market fluctuations.

This development is otherwise a good example of the connection between monop-
olization and competition in modern capitalism. The agreements between big capitalist
enterprises which also cover cooperation in development and market division never
eliminate competition in all respects. The impact of competition on encouraging tech-
nological development is thus preserved and even strengthened inasmuch as the tradi-
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tional relations tying the domestic user to the domestic supplier, or, in more general
terms, the customary user to the customary supplier are cut or at least become looser.

Separation of the various phases of production can be realized in the frameworks of
various enterprise types. Independent production of subassemblies and parts can become
the line of specialized big enterprises supplying a wide circle of users and their market is
guaranteed by top technological standards and good business reputation. It can, however,
also be the production line of competing small and medium enterprises who are, on the
other hand, frequently the suppliers, and not the sole ones, to a big company. The first
version is characteristic e.g. in the West German automobile industry and the latter
in France.

As against the tendencies of West-European development outlined above, Daimler-
Benz and especially Fiat embracing with their tongs all suppliers are usually quoted as
counter-examples. In an interview granted to a Hungarian paper Mr. Agnelli himself stated
that Fiat does not want to run against the tendency shown here:

“As | can see it, automobile production is heading towards further specialization
and integration. We will assemble and build cars from first quality component units
manufactured at different places. This division of labour will transcend national fron-
tiers”.

Mr. Agnelli went on to add:

“l suppose this is the way of development also in the CMEA, conditions there are
favourable for such division of labour and specialization anyway” . [1]

Specific features and constraints of development in Hungary

The development program of the Hungarian motor industry, the road vehicle
project started in the mid-sixties, set out from the assumed opportunities offered by the
division of labour in the framework of the CMEA and by specialization in the country.
When the program was drawn up, the Hungarian output was a few thousands of Ikarus
buses, medium category Csepel trucks and tractors and Dutra dumpers (the latter were
products of the Red Star Tractor Works). For all the three completed vehicle manufac-
turers, Diesel engines were produced by Csepel Auto Works, axles for truck and bus
production by Raba Works Gy6r and the gearboxes for bus production by the Hafe
Transmission and Elevator Works. Electrical components and accessories were produced
by a number of smaller enterprises.

The road vehicle program provided for a powerful development of the production
of large category buses (Ikarus) and of rear axles (Raba) as well as for the development of
engine and power-assisted steering gear production. Waiving standard car production was
one of the most frequently lauded decisions of the Hungarian economic policy, showing
the recognition that it was impossible to establish a full-scale motor industry economi-
cally in the second half of the 20th century in a small country. The other side of this
recognition, namely, that a small country cannot even realize the full verticality of bus
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production economically, was shown simultaneously by waiving the production of front
axles. At the same time, the concept of rear axles and power-assisted steering gear exports
expressed the reverse: even though the Hungarian engineering industry cannot “take” a
volume of truck production similar to that of bus production, that is, one representing the
internationally accepted size of series, yet, along with the production of subassemblies for
buses it is feasible and reasonable to manufacture identical or similar subassemblies for
trucks.

But we must stop here. When we studied the situation of the Hungarian motor
industry and interviewed vehicle manufacturers, sellers and users, we could not miss the
fact that the industrial policy aspiration indicated in the above examples did not bring the
results we would expect them to produce considering the international tendencies we
intend to follow. The parallel technological development of finished vehicles, subas-
semblies, parts and fittings and, consequently, the uniform technological standards and
competitiveness of the vehicles haven’t been accomplished at all. We mean the following.

According to the original concept of the road vehicle program, Hungary was only
supposed to introduce the production of large category buses and to import for them not
only propeller shafts, front axles, driver’s seats and windscreen-wipers but also, for
example, gearboxes and shock absorbers from other CMEA countries. It was presumed to
import the first ones from Poland and the latter ones from the Soviet Union. The
Hungarian industrial management also planned to satisfy the demand for small and
medium category buses from CMEA imports.

Today bus users complain because of the narrow range of completed vehicles and
the bus designers because of the narrow range of subassemblies. Users claim that small
and medium category buses are missing or what is available (Ikams 553, 6.5 metres, and
211,8.5 metres) is laden with engineering bugs the designs being made in a hurry.
Moreover, also a large category bus to meet demands of certain buyers at home and
abroad for simpler and more heavy-duty buses that would be at the same time cheaper
too, if possible, is missing. The users therefore cannot but accept forced substitutions:
they must purchase and use large buses instead of smaller ones and luxury ones instead of
simple ones.

If one interviews Hungarian designers about these shortages of range there are two
things they would reply. First: according to the original plans, Hungary should not have
manufactured small and medium categories of buses and Ikams set to it only because it
was forced to. Namely, against expectations, it was not possible to import such buses
from other CMEA countries: either the amount of the supplied GDR, Polish or Romanian
buses was not sufficient or the quality of the vehicle was below the Hungarian require-
ments. And so they happened to start the production of small and medium category
buses without proper preparation and the vehicles turned out could not be designed as
integral members of the lkarus 200 type family.

The other reason is the following: The Ikarus designers did not have subassemblies
with satisfactory parameters for designing the small and medium category buses. Finally,
in the course of design they reverted to forced substitution: the engineers accepted the
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subassemblies built into similar category trucks in Czechoslovakia or in the GDR which
often necessitate technological compromises for being used in buses.

Designers often reverted to emergency solutions also in the case of the large cate-
gory buses. The Soviet manufacturer of the imported front axles turns out enormous
series of front axles for trucks and is willing to consider only part of the aspects of adap-
tation for buses. The same was to happen with the Soviet shock absorbers but in that case
the compromise was beyond what could be accepted and therefore the use of Soviet
shock absorbers had to be given up. A Hungarian medium-size enterprise undertook the
production of shock absorbers. Under British licence they manufacture top quality shock
absorbers in very small batches (we will revert to this later on).

In other cases contemplated imports failed to come because of the lack of export
capacities of the partner country (Polish gearboxes). Thus it became necessary to
continue to manufacture and use the existing obsolete product in Hungary (AS gearbox)
which spoils the quality of the whole bus, and later on to introduce a new product under
a licence but only for domestic needs (ZF gear).

What is the resulting situation? More types of buses are manufactured in Hungary
than was originally contemplated and completed buses are imported only exceptionally
(small category kobur buses from the GDR). Because of the lack of availability or
because of interstate agreements, the Hungarian manufacturers must take technical
compromises with regard to all the mechanical parts of the small and medium category
buses and some subassemblies of the large category buses. In other cases, again unlike the
original concept, the indigenous production of some subassemblies had to be organized
in order to satisfy solely or mostly domestic requirements, and in most cases in series
much below the internationally accepted size. In these cases the given production
technology is adopted in the service of merely the Hungarian bus production and hence
not only the production costs are high owing to the small series but also the development
costs are less likely to be returned. Consequently, the funds can never be sufficient for
continuous technological development and once up-to-date products grow outdated in a
couple of years.

What does this mean in the practice of the motor industry? The buses produced in
series by lkarus, the Hungarian manufacturer, are assembled in part from Hungarian
made subassemblies* and in part from those imported from CMEA** countries. The
technological standards and quality of these vehicles are uneven. These finished vehicles

*R&ba-MAN engine manufactured in Raba Works, R&ba rear axles, power-assisted steering gears
made in Csepel Auto Works and mechanical gearboxes - so far of the type AS and in the future of the
type manufactured under a West German ZF licence - by the same firm, brake system under W.
German Knorr licence produced by K.M.G. Factory for Small Engines and Machines, and by SZIM
Machine Tool Works, Taurus rubber tyres, the generator of the A.V.F. Factory for Automobile
Electricity and its starter manufactured under Bosch licence, Ujpest Factory for Machinery Elements’
shock absorber under the British Girling licence, etc.

**Soviet front axles, ZIL pump, Polish injection pump and windscreen-wiper motor, Czecho-
slovakian automatic gearbox, GDR propeller shaft and driver’s seat.
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can by no means be “products selling economically in every market” . Markets with lower
requirements do not pay for the higher quality but more expensive items built into them
(better seat upholstery or ZF speed gear), while markets with high requirements do not
accept the poorer parts of units built in by compromise (e.g. the Soviet front axles and
the Hungarian rear axles, the Hungarian mechanical or the Czechoslovak automatic gear).
The products delivered..to markets with higher requirements are therefore unique pieces
different from those manufactured in series and are fitted with main parts and compo-
nent units as specified by buyer and procured from outside the CMEA.

In lack of a convertible currency, that is, in circumstances when the inputs and
receipts incurred in forints, in hard currency or in roubles are not comparable, subas-
semblies originating from outside the CMEA cannot be built regularly into vehicles to be
sold at home or in the CMEA market. It follows that the advantages offered by
subassemblies originating from outside the CMEA cannot be taken into account in
forming a standard vehicle design. Similarly, the advantages offered by such import
possibilities for improving the technology of production cannot be realized either. We
thus find here a particular obstacle to the spreading of technological attainments.

The fact that the technological standards of the completed vehicles are so far from
being even is related in several respects to the special foreign trade mechanism of the
CMEA. It was mentioned above that the Hungarian motor industry is helpless in two
respects because of the relations with CMEA partners. In some cases the necessary
completed vehicles (smaller, that is, cheaper buses) or subassemblies (gearboxes, shock
absorbers) were not available and in other cases the Hungarian party was regularly forced
to accept and use subassemblies of unsatisfactory quality and technological standards
(front axles, injection pumps, and perhaps in future hydro-mechanical gearboxes) which
impairs the technological standards of the completed vehicle and its competitiveness.

The question whether the expected favourable advantages of international cooper-
ation assert themselves or not, a positive answer may be given in one respect. Through
economies of scale, international specialization works towards cost reduction. However
distorted the CMEA prices may be, economies of scale nevertheless play a role in the
often very advantageous prices of imported subassemblies.

At the same time, the impact of international specialization on providing the
conditions for continuous technological development and the spreading of technological
attainments does not really assert itself. In fact, it sometimes seems as if we felt the
contrary.

In the CMEA countries, inter-state agreements are the main instruments of the
administration and control of foreign trade relations. These usually lay down commodity
deliveries for a long time ahead and mostly in terms of quantity. Government organiza-
tions and ministries cannot be expected to be attentive of every' detail of the tech-
nological parameters and government agreements cannot be amended every time demands
change. In a field such as the motor industry the main point is how the frameworks
provided by the inter-state agreements are “filled in” in the relations between partner
companies.
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It is prevalent in the relations bétween partner companies in the CMEA that the
user is at the mercy of the supplier. The symptoms of shortage economy are, as a rule,
characteristic of the CMEA market and suppliers are often in monopoly position. But
there is more to it: even if a potential competitor exists in the CMEA he will scarcely be
interested strongly enough in enhancing his export to Hungary, and for this reason in
most cases he will never make an offer to the Hungarian buyer: Hungarian users often do
not even know of his existence. Enterprises of the CMEA countries are not under pressure
to make the slightest modification in the technical parameters of their products or in the
process of production to meet specific requirements of Hungarian users. The reason for
the frustration of imports of some parts for small category buses were probably of this
type, and this makes it difficult to get the technical parameters changed also where the
Hungarian user finally cannot but accept to import some subassemblies (such as Soviet
front axles and several IFA (GDR) subassemblies).

There is a further special barrier to competition within the CMEA. Once the user
adjusted himself to importing some subassembly it would be very likely of no avail to
find a better source at home or in another CMEA country. CMEA trade is namely
bilateral not only in the sense that turnover between two countries must be balanced, but
often also in a narrower sense, sometimes described by the term cooperation, i.e., even if
the quality of a subassembly is unsatisfactory or comes with regular delays from some
country, the receiving country cannot call the order off because the deliveries in question
and its own deliveries of subassemblies or completed vehicles to that country are linked
to each other. To cancel the order would endanger its exports even if the quality and
schedule of the country’s own export shipments are impeccable. Moreover, quality
claims, let alone any possible cancelling of orders, are considered to be politically
delicate issues.

In such circumstances it is really difficult to enforce quality claims and demands for
technical modifications. The problem is rendered still more difficult by the circumstance
already mentioned, i.e. that relations between partner companies in the CMEA are not
direct inter-firm relations but are transacted as inter-state relations through the agency of
foreign trade and industrial ministries, and sometimes even of government officials.

The aforesaid clearly show the reason why the favourable impacts of participation
in the international division of labour assert themselves so ineffectively and onesidedly in
the technological development of the Hungarian automotive industry. But so far only the
role of external factors has been stressed although also the domestic economic control
plays a certain role in it. Also the domestic system of inter-firm relations must be studied
from the aspect how it promotes technological development. The following discussion
will be therefore concentrated on domestic inter-firm relations.
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Relations between big enterprises

The most significant of the Hungarian inter-firm relations in the motor industry is
the —practically joint —production of buses by Csepel Auto Works and Ikarus’ the self-
carrying chassisl (equipped with mechanical subassemblies) is manufactured by Csepel
Auto Works, the body is built by Ikarus. Deliveries to these two enterprises constitute
another important part of the relations: Dunai Vasm( (Duna Iron Works) delivers mainly
structural steel sections to Csepel Auto Works; the same and steel sheets to Ikarus; Réba
Works provides Diesel engines and rear axles, Ipari Szerelvény- és Gépgyar (Factory of
Industrial Fittings and Machines) provides the assembled completed Soviet front axles,
Ujpesti Gépelemgyar (Factory for Machinery Elements, Ujpest) gives shock absorbers
while the Szerszdmgépipari Mlvek (Tool Machine Works), in cooperation with the latter
the Kismotor- és Gépgyar (Factory for Small Engines and Machines) deliver brake
equipment to Csepel Auto Works; the Factory for Small Engines and Machines also
delivers chassis accessories and equipment for the passenger area to lIkarus; electrical
appliances are delivered by the Factory for Automobile Electricity to Csepel Auto
Factory and by Bakony Metal and Electric Appliances Works, Vilitesz Industrial Coopera-
tive, Kontakta Parts Factory and the Electric Equipment and Appliances Works to Csepel
Auto Works and to lIkarus; Csepel Auto Works gets the tyres and pneumatic springs from
Taurus, lkarus gets the floor board from Mohéacs Wood-Fibre Factory and the paints from
Tisza Chemical Plant and from Budalakk, it gets the plastic material for seat upholsteries
from Gydr Cotton Weaving and Leatherette Factory Grabona, and so on.

Also the metallurgical and engineering deliveries (Hungarian Steelware Factory,
Lenin Metallurgical Works, Borsodnadasd Sheet Factory, Didsgy6r Machine-building
Factory) required for engine and axle production in Raba Works are of importance.

Ikarus, Csepel Auto Factory and Réba Works are the main buyers of most of their
suppliers.

For the production of completed vehicles in smaller quantity, also Raba Works and
Budamobil Cooperative procure a big variety of subassemblies and parts, mainly from the
enterprises listed above. Most of the enterprises listed cooperate with auxiliary workshops
of agricultural cooperatives. A small (and steadily decreasing) number of agricultural
machine-building enterprises or their factories also work for vehicle production.

A part of the enterprises listed above get into contact in R&D activity with the
Research Institute for Automobile Industry; nearly all of them have contacts in domestic
sales (at least in spare parts sales) with Autoker (the domestic commercial firm selling cars
and parts) and in foreign sales, and partly in imports, with Mogiirt (the foreign trading
company.)

Decision by organs of state administration plays a more pronounced role in
relations between enterprises involved in road vehicle production than is usual in the
engineering industry. This was particularly true in the period of the central development
project, i.e., until 1975, but “tight control” has been pratically maintained till this very
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day. Therefore, in this sector the special features and consequences o f direct state control
over enterprise relations show very clearly.

It is characteristic of the intensity of control exercised here that —unlike in most
other fields of the national economy —it covers the setting of cooperational prices. That
is, in road vehicle production, not only the raw materials and the products to be sold for
end use have fixed prices but also the prices of subassemblies are fixed by the Ministry of
Metallurgy and Engineering as a price authority of first instance. Moreover, when the
supplier belongs under its supervision, it even sets the prices of cooperational products
worth a few hundred forints. The prices are fixed for the Raba-MAN engines and axles,
for floor supports, gearboxes, servo steerings, leaf springs, pneumatic springs, shock
absorbers, starters, generators, propeller shafts, etc.

The fixing of prices is of course closely correlated with the state control of the
directions of purchase and sale and with channelling them into forced paths. Namely,
prescriptions of the latter type would obviously loose from their efficiency if prices were
not fixed simultaneously.

So, as a rule, it is subject to state decision whom and for how much the delivery is
to be made. On the other hand prescriptions concerning the quantity of deliveries
between enterprises are scarce. Here directives are replaced in part by interests, in part by
habits, in part by a sort of self-control: for example, Raba Works delivers lIkarus the
quantity of motors it needs without any special instruction. It considers this part of its
production to be ab ovo under contract and does not try to export it, although a higher
price could be attained in foreign markets —it would not get the permission anyway.

What justifies such a tight central control over relations between enterprises of the
motor industry?

One of the justifying factors, the central development project that guaranteed
priority until 1975, was already noted. At that time a special Department for Road
Vehicle Production was organized in the Ministry of Metallurgy and Engineering —this
was the only sectoral department of the ministry.

Another factor is that a considerable part of the end product is exported to socialist
countries. In 1975, in terms of pieces produced, 72 per cent of buses, 70 per cent of rear
axles, 18 per cent of Raba-MAN engines and 42 per cent of servo steerings were exported
to CMEA countries. Considering also indirect exports (units built in into completed
vehicles) this share was 89 for rear axles, about 60 for Raba-MAN motors and about 80
for servo steerings. Under such circumstances cooperation shipments are overwhelmingly
preconditions for the realization of exports to socialist countries —which in most cases
mean inter-state obligations too —and in part this is why they “deserve” the keen
attention of state administration. During the 1970s it became an expectation that this
sector should supply Western exports too. This was accompanied by a strengthened
monitoring by the state administration of exports directed to capitalist countries and
again implied monitoring of the cooperation “background” as well.

Last but not least, the third main reason of the powerful state control of enterprise
relations is the monopoly type of these relations: in the market of most of the products
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— subassemblies and parts —a single seller (producer) meets one or a few users.
Consequently, the seller or - because of the convertibility of the seller’s capacities, the
exportability of his products etc. —more frequently the user becomes exposed. And the
state gives ahand to the defenceless party.

State control is thus strengthened by monopoly; let us check if there is an inverse
correlation, is it not that monopoly is produced by state control?

In Hungary it is not likely to be economically feasible in vehicle production to
make big or even medium-sized enterprises capable of producing substitutable products
compete with each other (as against some branches of e.g. the food industry etc.). Monop-
oly could be lifted in two ways: by removing the obstacles to choice between domestic
and foreign purchases and sales, and by setting up small factories that would compete
with each other.

The second possibility is the subject of the next chapter. With respect to the first
possibility it has to be made clear first whether it actually exists or not. But here we are
not going to give an answer of general validity, nor are we going to indulge in this
extremely complex problem. From our point of view it is sufficient to state that in the
cases we know the state administration — meaning here practically the Ministry of
Metallurgy and Engineering - gave preference to maintaining the monopoly even at times
when all conditions were given or accessible for free choice between domestic or foreign
purchase and for the introduction of competition.

Thus, for example, lkarus does not have the right to get front axles from Raba
Works in spite of the fact that the imported Soviet front axle is practically produced in a
single version and is not the most suitable one for all the Ikarus buses (mostly the
long-distance ones). When the Soviet imports started Raba Works were actually forbidden
to manufacture front axles. Then it was allowed —but not for domestic sale. At present
Réba Works produces swing-axles (suitable for long-distance buse) for exports to Czecho-
slovakia. If they wanted to fit such axles in some of the Ikarus buses, the reduction of
Soviet imports could entail trade balance problems; especially if Raba Works undertook
to produce not this but really an advanced type of swing-axles it would need investment.
So perhaps here one might argue that the price would have been too high for allowing a
domestic and a foreign supplier to compete. Another similar case could have been a much
simpler decision: to substitute for the not too up-to-date Polish windscreen-wiper motors
an up-to-date appliance of the Factory for Automobile Electricity. Here the investment
requirements were much smaller and the amount of missed import much smaller too;
economical serial production would have been guaranteed by the demand stated by the
GDR. But the windscreen-wiper motor was deleted from the factory’s plan by the
Ministry of Metallurgy and Engineering, when the plan was “judged” .*

“Judgement of enterprise plans by ministries: a system of indirect approval of enterprise plans
which became a custom in the mid-seventies in Hungary. According to the 1968 reform which
abolished the system of plan-instructions, plans are drawn up by the enterprises independently and
need not be referred to any higher authority for approval.
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It is the typical approach of ministerial control that when some subassembly or part
is available from some (non-Western) source then the creation of another source is not
worth the input; quality improvement must be guaranteed not through competition but
(in the case of Hungarian enterprises) through directives. This approach restricts the
notion of economic advantage to the only correlation: “big series” and “low cost”. The
division of labour between enterprises is tackled by ministerial control as a purely
technical problem: it tries to organize the activity of the sector as of a big factory,
starting out from the demand for the end product. This sometimes leads to rather
distorted enterprise relations. Let us look at two extreme examples.

The division of bus production between Csepel Auto Works and Ikarus must be
unique in the world. True, it often happens in the capitalist motor industry that the
chassis is built by one plant and the body by another one, but it does not happen that
both are big enterprises of approximatively the same capacity and are, in addition,
mutually and actually the sole partners of each other (Csepel Auto Works produces
chassis only for Ikarus and this constitutes the bulk of its value of output, while Ikarus
builds bodies only on chassis made by Csepel Auto Works, not considering the small
quantity of foreign chassis). Mutual dependence is far too close and each company tries
to dictate, something that neither of them can achieve since they are about equally
strong. This strains their relations, introducing various kinds of difficulties into the
actually joint production of buses and finally solicits (reproduces) regular operative
interventions by the ministry.

What made the two enterprises agree to be “locked up” like this? When (in 1970)
the decision was made about splitting production Ikarus did not find it to be any
particular problem that Csepel Auto Works was controlled through the Ministry of
Metallurgy and Engineering (and the said approach to control of the ministry was not
unfamiliar to lIkarus). On the other side, Csepel Auto Works did not realize at that time
that the ministry meant business when it planned to wind up some of its other lines; it
did not realize that it was going to become its main line to manufacture chassis for Ikarus.
Since then both enterprises regret that they “wedded” .

The other extreme example is the Factory for Small Engines and Machines. This big
company is the “manufacturer of fittings” to supply the Hungarian vehicle industry. The
Factory for Small Engines and Machines makes —if necessary, also in small batches —for
what the ministry cannot find production capacity elsewhere. It manufactures the part of
bus brake systems that were dropped by Machine Tool Works; furthermore, it makes 10
varieties of diesel motor injection pumps, 120 pcs a year in total (this is not for road
vehicles but for railway engines); and it is also in charge of manufacturing straps, umbrella
holders and newspaper containers for buses as demanded. When the products are not of
the appropriate quality it need not worry about its export markets because in its quality
of “manufacturer of fittings” for domestic vehicle production it needs not to have export
markets and it actually hasn’t any. It is a ‘grocery’ which is monopolistic in terms of
various products turned out usually in small quantities, and if some of its products did
not satisfy the buyer’s requirements the latter would only do it a favour by relieving it
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from the production of that item. But the user cannot afford that because he needs that
item. So he keeps buying and complaining. The logic of inter-firm relations may be traced
back again to the operative and detailed “coordinating” control by the ministry: enter-
prise relations established through higher control elicit even more minute control.

The self-strengthening influence of direct administrative control of enterprise rela-
tions manifests itself also in price and income regulations. Fixed cooperational prices
mean that the income of suppliers does not depend on the buyer’s valuation of the end
product made with their cooperation. Fixed prices prevent the common interest of
enterprises strongly interdependent from the technological and production aspects from
realizing itself and sharply separate the enterprises in this respect. Satisfaction of require-
ments towards assortment and quality are not linked to any strong profitability implica-
tions and, therefore, ministerial directives are hoped to attain it through as painstaking
regulation of enterprise relations as possible.

Of course, the number of details that can be covered from the centre is limited and
thus the enterprises can always spoil cooperation through some uncontrolled detail.
Moreover, beside the difficulty of control techniques, there is also one of sociological
nature: it occurs that the enterprise simply won’t carry out what the superior organiza-
tion demands it to do or that it appeals to some other higher authorities for protection
against its own ministry, etc.

Nor is it quite sure that it is advantageous if the factories are obedient: the
problems emanating from the monopolistic nature of relations are not limited to short-
comings immanent in the tight central control, indispensable under such circumstances.
Even if they do their best, the big enterprises are still too little to satisfy each other’s
demands for assortments. When the companies are strongly interdependent this will
necessarily produce a whole series of technological compromises and obstmct technolo-
gical development. E.g. according to the international tendencies certain types of buses
ought to be fitted with engines stronger than 192 HP. Raba Works could supply such ones
but until very recently the suitable gearboxes have not been available in Hungary.

Up to now we have used in the analysis for base of reference a hypothetical
situation where the enterprises have full freedom to select their partners. But the
aforesaid have also shown that the actual situation is not tantamout to the opposite
extreme, not even if it is nearer to it than to the former. The strive for this opposite
extreme, for a “still better coordination” of enterprises’ activities is reflected by the
recurring propositions - in some explicit or implicit form —to bring about a trust for the
automobile industry. Had this “still better coordination” been realized, many important
and promising initiatives could not have taken place in this sector. Let us recall the
manifold foreign cooperation relations of Raba Works by virtue of which it is becoming
an internationally significant manufacturer of subassemblies - in the “coordinated”
automibile industry it would obviously have to satisfy domestic demands for subas-
semblies and parts in small series (as its counterparts in Czechoslovakia and Romania
actually do). By the way, this had been in fact considered: according to the original
concept of the development project Raba was to manufacture small batches of axles for
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medium category (8.5 m) Ikarus buses. The enterprise refused. But there were other
autarkic development concepts expressly and solely serving domestic vehicle produc-
tion that have not been frustrated. In extreme cases such developments — as occurred
even in the 1970s — result in the production of sub-optimal series. But even if the result is
not that bad, energies will be fragmented anyway. This will be illustrated through the
example of the shock absorber manufactured under British licence.

By international standards the series produced — in accordance with Hungarian
demands — by the Factory for Machine Elements, Ujpest is small and not economical.
What is more, the enterprise, after having learned the given culture of production and
technology — and having achieved a rare thing: Ujpest shock absorbers are better than the
products of Girling’s who originally provided the licence — has no access to continued
development so as to expand its production according to export opportunities or to
introduce the production of shock absorbers of other size categories (of course also for
export) and to make use of the energy it has invested and the knowledge it has accumu-
lated. The end-product-centred approach of the ministry gives up the benefit that could
be gained from the development of previous investments. It rather spends the develop-
ment funds on creating new and new “background industries” at greater risk and with
slower rate of return.

Cooperation with small enterprises

Beside increased openness in foreign trade, the other way of dismantling the
monopolistic relations between big enterprises is cooperation with small enterprises. In
this context, for reasons to be given later on, mainly the auxiliary industrial workshops of
agricultural cooperatives will be discussed.

Cooperation with small enterprises is a highly suitable way to manufacture com-
ponents and to perform certain processing on the products. It has the advantage over
arrangement within a company (inclusive of its countryside plants) that part of the risk is
shifted and it is cheaper, while over cooperation with major enterprises the fact that one
can dictate to small workshops and there is no irremovable obstacle to their competition
inside the country. When the supplier is a small enterprise, the exposed one will be the
latter and not the big factory buying its products.

Leaders of big enterprises often, and the officials of the Ministry of Metallurgy and
Engineering usually, doubt these advantages.

This goes first of all for shifting the risk: the fact that investments are risky and
therefore they should be better done by others, sounds rather strange to the way of
thinking prevailing in enterprise management and especially ministry quarters here. In
Hungary the financial constraints on investments are weak and when the current func-
tioning of an enterprise leads to losses then its burdens will be ultimately “socialized” too.
The circumstance that investments of big enterprises are often free “juggles away” the
cheapness of cooperation with small workshops — inasmuch as smaller capital intensity is
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one of the very factors of cheapness (the agricultural cooperatives often have buildings
for auxiliary plants, they have cheap and efficient construction sections of their
own, etc.).

Managers in the large-scale industry often claim that cooperation with auxiliary
workshops is not cheap but, on the contrary, expensive because of the low technological
standards of production. But there are some features in the Hungarian price system which
render production with low technological standards not expensive but cheap. Or is it
possible that the technological standards are so backward in the auxiliary plants that
production is already expensive even in this price system? In some cases it may be so, but
why need it be of backward technological standards?

Before giving an answer let us continue asking questions. Further alleged factors of
expensive production in small workshops are high wages and a high rate of profit charged.
It is more than doubtful that this thesis of “shockingly high incomes” holds at all. This is
only a prejudice backed up by a few examples as are other catchphrases against auxiliary
workshops. But the examples, that is, that high incomes do occur in some auxiliary
workshops, must be accepted. Why is the big enterprise forced to pay the high price?
Now, together with the cheapness of cooperation with small plants, also our assumption
that in such cooperation the supplier small plant is at the mercy of the customer big
enterprise and not conversely, becomes questionable.

And indeed, many managers of large-scale industry lament because of their being
exposed to the small supplier auxiliary plants. We are not going to accept any biassed
generalization here either, but we accept that such cases do occur: some big enterprises
are dependent on some of their small suppliers and are unable to get some product or part
from any one else. But the reason is usually not a technological or economic obstacle: the
big enterprise could organize and train another small plant for this production, and could
easily offer it financial help, if necessary, for a minimum investment. This is why we have
said that in this sphere there is no irremovable obstacle to competition. Let us add:
according to the aforesaid, potential competition always exists here. When small plants
can still gain monopoly position, this happens because the setting up of new small plants
and the development of the existing ones are restricted.

We do not want to discuss here the general problems of the disadvantageous
position of small enterprises in Hungary, the circumstances that hamper the development
of industrial cooperatives and small enterprises supervised by local councils or ministries.
Very few of the above can be regarded as really small enterprises anyway, and when they
still happen to be developed they leave this sphere for good. Also, what was said about
the limits to the creation of new small plants cannot be referred to these: there is nothing
to restrict here, nobody wants to set up new industrial cooperatives or small plants
supervised by local councils and ministries. As for the local councils, the most attractive
way of industrial development for them, sure to attract capital and to guarantee the
resolving of management problems, is to build local plants of big enterprises (“removal of
industry to rural areas”). Sectoral ministries, again, would rather wind up small enter-
prises than set up new ones as their management only gives them trouble and they do not
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serve perfectly unequivocally the implementation of their specific natural targets: it
would be useless for the Ministry of Metallurgy and Engineering to set up small plants in
order to serve the motor industry because these, the flexible though they typically are,
might work not for automobile production or eventually not even for the engineering
industry belonging to the sphere of the Ministry of Metallurgy and Engineering. They
would be set up at high costs and yet they would perhaps not solve any of the problems
of the ministry.

In the socialist sector actually only agricultural cooperatives show the ambition to
set up new small industrial workshops (this is why they are considered first in this
discussion of the problem of small plants) and this is where the said restriction applies.

The biassed atmosphere condemning these enterprises, developed in the campaign
against auxiliary industries in the early 1970s, is a peculiar feature of this restriction.
However, the formal — financial and administrative — tools of restriction are of no less
importance.

Tax is the most important financial instrument, introduced with the objective of
levelling economic conditions for auxiliary workshops with those of industrial enterprises
laden with heavy tax burdens. When industrial activity produces less than 30 per cent its
total receipts, the agricultural cooperative does not pay such special tax. Above 30 per
cent it becomes an agricultural-industrial cooperative and pays 10 per cent tax after its
entire industrial activity and above a 50 per cent share of industry, then already called an
industrial-agricultural cooperative, it must pay 20 per cent tax after its entire industrial
activity. We cannot argue whether the tax rate corresponds with the declared objective of
levelling or not. But the non-graded and rather strong progression of taxes (which is
unique in our system of taxes) apparently seems to serve as a deterrent against the
expansion of industrial activity: the tax abruptly and enormously surges when the 30 or
50 per cent share is reached by industrial receipts. This hinders the organic further
development of industrial cultures learned. E.g. in one of the auxiliary plants visited in
the course of our research this is why they do not consider to develop it any further.
There is no need to go into the details of the harmful impact of such barriers to
development. However, we remind of a question left unanswered: why do the auxiliary
plants have to work with low technological standards? In part just because of the
aforesaid, as restriction of the volume of production sets limits to the technological
standard as well.

The practice of administrative restriction gives another explanation, and one backed
up by a practical example of this research again. Agricultural cooperatives are allowed to
pursue auxiliary activities in the engineering industry depending on the permission —
exemption from the prohibition — by the Ministry of Metallurgy and Engineering, and
such permissions are issued by the ministry usually for the period of only two years.
After two years the permission is usually prolonged — as the product manufactured in
cooperation is still needed by the partner enterprise — but nobody guarantees it in
advance. And it is not reasonable to make considerable investment and to raise techno-
logical standards for a two-year “perspective”.

*
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All over this study it has been analysed how the relations between enterprises —in
part reaching beyond frontiers and in part within the country — take shape in the
Hungarian motor industry and what is the influence of their particular system upon
technological development so crucial in this branch.

The tendencies of international development in this branch were chosen for terms
of reference. It was stated that with respect to the development of division of labour
between enterprises and to enterprise relations, industrial development of the West
European countries and that of the CMEA countries bordering on Hungary showed
different trends. Although the Hungarian economic policy aimed at a more rational line
of development reaching beyond autarkic aspirations, the restrictions of the CMEA
institutional system and the lack of interest in reasonable cooperation and specialization
have not allowed the advantages expected from participation in the international division
of labour to assert themselves in full as yet.

It was observed that domestic enterprise relations are under tight direct state
control and a mutual relationship was established between this and the monopolistic
nature of the relations, i.e., that in most fields a single supplier meets often only one or a
few buyers. Stress was laid on that aspect of this mutual relationship that ministerial
control, treating the division of labour between enterprises as a purely technical problem,
does not have any intention to remove the monopolistic nature of these relations.
Monopoly results in technological compromises and leaves demands for assortments
unsatisfied on the one hand, and forces the suppliers to produce in sub-optimal series,
while failing to encourage them to improve the quality and reliability of their products
and to cut down their costs on the other hand. Detailed ministerial control of technolo-
gical development cannot offer but a very incomplete substitute for such impacts of
competition.

Deliveries and outwork done by small plants —mostly by auxiliary workshops of
agricultural cooperatives - might obtain an important role in manufacturing automobile
industrial products. In this field, however, a paradoxical situation prevails: the negative
symptoms quoted as arguments for restricting the auxiliary workshops (namely, low
technological standards and high income claims) came about and were preserved just in
consequence of the restrictions effected.

Reference

1. Aut6 - Motor 1978. No. 1, p. 7
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B3AMMOOTHOLIEHUA MPEANPUATUN N TEXHUUYECKOE
PA3BUTWNE — HA NMPUMEPE BEHIFEPCKOIO ABTOCTPOEHWA
T. BAYOP—K. A. LLOOLW

B cTaTbe aHa/IM3MPYIOTCA CBA3N MeXAY NPeanpuUATUAMU B BEHTepcKoli aBTOMO6GUNbHOWM NpoMblLL-
NEHHOCTH, Kak BbIX0oAALLMe 3a Npefesibl CTPaHbl, TaK W BHYTPU CTPaHbl, a Takke BMSIHWE, OKa3blBaeMoe
3TOV cBOEO6Pa3HOW CUCTEMOI Ha TEXHUYECKMNIA NpOrpecc, UMetoLw i AN 3Tol 0Tpacay NPOMbILLIEHHOCTH
K/TOYEBYO BaXKHOCTb.

ABTOpbl KOHCTATUPYIOT, 4TO ANA MNPOMbILLIIEHHOrO pasBMTUA CcTpaH 3anafgHoii Esponbl u
6onblNHCTBA cTpaH C3IB xapaKTepHbl pas/MyHble HanpaBfeHUs B PasBUTWUU pacnpefeneHns Tpyga
MeXAy NpefnpuUATUAMK. XO0TA BeHrepckast 3KOHOMMUYecKast MoNTUKa CTpeMuaach K JOCTUXeHUI0 Gonee
paunoHanbHOro, NULEHHOro YepT aBTApPKUW HanpaB/ieHUs PasBUTUS, YCMOBUS MHCTUTYLMOHAbHOM
cuctembl C3B, O0TCYyTCTBME 3aMHTEPECOBAHHOCTM B palyOHa/IbHOM KOOMEepPVMPOBaHUM U crieLmanmsawnmmn fo
CMX MOP He CAenanyt BO3MOXHbIM MOJIHOe pa3BepTbiBaHMe NMPEUMYLLECTB, NPeJoCcTaBAseMbIX BKIOUYEHNEM
B MeX/yHapoAHoe pasfeneHne Tpyga.

B OTHOLLIEHMAX MeX Ay 0TeHeCTBEHHbIMU NPeANPUATUAMN Hab1l0AaeTCst MIHTEHCUBHOE HEMOCPEeACT-
BEHHOe rOCYfapCTBEHHOEe YynpaBs/fieHMe, YTO CBSI3aHO C MOHOMo/AM3auuell 3TUX CBA3eld, C TeM, 4TO B
6onblINHCTBE obnacTeil eAVHCTBEHHbIA MOCTaBLUMK WMeeT 4acTo feflo C OAHUM WM HeCKOIbKUMM
nokynartensaMn. ABTopbl NOAYEPKUBAIOT TO 06CTOATENbCTBO, UTO MUHUCTEPCTBA, NOAXOAS K pasfeneHunto
Tpyfa Mexay MpesnpuAaTUAMU KakK K YWCTO TEXHUYECKOMY BOMPOCY, M He CTPeMATCA K CMSArYeHuto
MOHOMO/IbHOT O XapaKTepa cBsizeil. MOHOMONbHbIV XapaKTep, C OAHOW CTOPOHbI, MPUBOAUT K TEXHUYECKUM
KOMMpOMMUCCAM W K HeyfoBNeTBOPEHWUIO acCOPTMMEHTHbIX NOTpebHOCTel, a C ApPYroii CTOPOHbI,
BbIHY)X/laeT NOCTaBLLMKOB BbIMyCKaTb Cy6ONTUMAabHbIE CEPUN, @ TAKXKe He CTUMYIMPYET UX K NOBbILLEHNO
KayecTBa 1 HafleXXHOCTV CBOeM NPoAYKLIMK, KCOKPaLLLeHMo n3gepxxeK. Takoli atheKT KOHKYPeHLUM MOXHO
MWL B OYeHb HeBGOMbLUON CTermeHW BOCMOMAHWUTL C MOMOLLbIO AeTanbHOr0 YNpaB/eHNst TeEXHUYECKUM
pasBMTMEM CO CTOPOHbI MUHUCTEPCTBA.

B npon3BoAcTBe KOMMEKTYOLWMX feTaneii aBTOMOGUIbHON MPOMBbILLIIEHHOCTU BaXKHYIO POsib
Mornu 6bl UrpaTb MOCTABKM W WCMO/b30BaHWe paboueid CuMibl MeNKWUX NPeanpusTUiA, B OCHOBHOM
NoACO6HbIX MPOM3BOACTB CeIbCKOXO3ANCTBEHHbIX MPOU3BOACTBEHHbLIX KoonepaTuBoB. OfHAKO B 3TOM
06/1aCcTU CNOXUMOCL NapafoKcalbHOe MOMOXEeHWe: Te HeraTUBHbIE SBMEHUS, KOTOpbIMW B BeHrpum
06bI4YHO OMpaBAbIBalOT OrpaHNYeHNs Mo OTHOLLIEHWNIO KNOACO6HBIM MPOM3BOACTBAM (HU3KUIA TEXHUYECKUi
YpOBeHb, BbICOKas NOTPeGHOCTb B MPUBbLIAN) BOSHUK/IN U COXPAHSAIOTCA UMEHHO B pesyfibTaTe BBEAEHHbIX
orpaHuyeHui.
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0. BOGOMOLOV

COOPERATION FOR INTEGRATION AND THE PROBLEMS OF
BUSINESS RELATIONS WITH DEVELOPED CAPITALIST
AND DEVELOPING COUNTRIES*

Utilization of the benefits and advantages of a wide international division of labour has
become an important factor in intensifying the national economies of the CMEA countries and
in the 1980s we have to expect an expansion and not a contraction in economic cooperation
between countries with different social systems. At the same time it seems necessary to further
strengthen the material conditions of the CMEA countries for their participation in the
world-wide division of labour, to rationalize their relations with countries with different social
systems, to unite their efforts for the solution of common problems, and for the neutralization
of adverse tendencies that have emerged in recent years.

1 The policy of peaceful co-existence, the course towards the easing of interna-
tional tensions are inseparably linked with the expansion of mutually beneficial coopera-
tion on equal terms among countries with different social systems. Increased activity in
trade, production and scientific-technological relations with developed capitalist and
developing countries over the last decade played in general an undoubtedly positive role
in the economic growth of the socialist countries.

At the same time, beginning about the mid-70’s objective conditions for coopera-
tion among countries with different social systems have started to change considerably:
new trends have appeared in the world economy which have far-reaching consequences
and inevitably affect the interests of CMEA countries. From among them it seems
necessary to underline the following ones:

—an overall recession has set in in the West, signs of a deep crisis have emerged in
the economy of capitalist countries, sales conditions for the socialist countries have
deteriorated, a certain weakening of interests of western partners in cooperation with
CMEA countries can be observed which is connected with the increased real and potential
roles in the world economy of such new markets as certain rapidly industrializing
developing countries, members of OPEC and China;

—the energy crisis in the capitalist world economy is aggravating, a 12-fold (and
on free markets a 20-fold) increase in oil prices occurred as compared with 1973, and in
1979 a4 -5 per cent absolute shortage emerged in the current consumption of oil ; there is
high probability that the present situation will be prolonged and even become aggravated
at the markets of energy resources at least up to the end of the 1980s;

+Based on a paper submitted to a Soviet-Hungarian economic round-table conference held in
Budapest, Novembei 1979.
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- the leading capitalist countries are unable to cope with inflation. The overall
price rises in the world economy appear —although with smaller intensity —also in the
mutual relations of the CMEA countries. The costs of credits have sharply increased. The
whole international monetary system has become unstable and this is an independent
factor contributing to deterioration in the overall economic conditions.

There have been changes in the domestic conditions for growth in the CMEA
countries. In the majority of these countries tasks of a comprehensive intensification o f
the national economy, improvement of efficiency and quality, application of the achieve-
ments of the scientific and technological revolution have been pushed more and more to
the fore. In the economies of the fraternal countries processes of socialist integration,
combination of efforts for a collective solution of the largest national economic problems
have started to obtain ever more important roles.

On the other hand, the second half of the 1970s is marked by a definite slow-down
in the increase of the national product in the CMEA countries, by an as yet persisting
imbalance between output and productive and consumption demands. Often shortages
emerge in a number of important products (including even energy resources and some raw
materials) at the international CMEA market because of limited investment opportunities
and also because the mechanism of cooperation is not suited for an effective solution of
the whole complexity of integration problems.

In relations with countries having different social systems such problems of the
CMEA countries have revealed themselves more and more apparently over the recent
years as weakness of the traditional export base, insufficient competitiveness of the
exported finished goods, difficulties in pooling the necessary export resources under the
conditions of over-strained domestic supply conditions, a not rational enough import
structure; chronic deficit in the trade with the West; excessive growth of indebtedness
towards Western partnere.

2. In view of all this we have to be cautious in evaluating the prospects o
cooperation for the 1980s between CMEA countries and countries with different social
systems. Of course this does not and cannot imply (first of all for objective reasons) a
course towards national or collective autarky. In his message to the participants of the
33rd session of the Council for Mutual Economic Assistance, L. I. Brezhnev, General
Secretary of the Central Committee of the Commun'st Party of the USSR, said: “The
Soviet Union will be ready also in the future to promote as much as possible the efforts
of CMEA to extend mutually beneficial relations with other countries and organizations,
to fight for the just solutions of fundamental problems of the world economy, for the im-
provement of the whole system of international economic relations.”

Utilization of the benefits and advantages of a wide international division of labour
has become an important factor in the intensification of national economies in the CMEA
countries and, obviously, in the 1980s we have to expect an expansion and not a contrac-
tion in the extent of economic cooperation between countries with different social sys-
tems. At the same time it seems necessary to further strengthen the material conditions of
the CMEA countries for their participation in the worldwide division of labour, to ration-
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alize their relations with countries having different social systems, to unite their efforts
for the solution of common problems, and for the neutralization of adverse tendencies
that have emerged in recent years.

It seems that a most important role (a more active one than today) in increasing the
efficiency of relations with the West and the developing countries could be played by
possibilities inherent in the socialist integration. Socialist countries have already accumu-
lated a significant amount of favourable experiences in utilizing connections with
countries with different social systems for our common advantage.

As an example for such kind of successful cooperation one can mention the joint
purchase of pipes and compressors for the gas pipeline “Soyuz” or of equipments for
the works in “Usty-Ilimsk” made by the CMEA countries at Western markets. These joint
actions will surely have noticeable advantages for the participants in the construction of
the gas pipeline. In practice a number of examples are well known when cooperation
among our countries in the specialization of production was connected in one way or
another with expanding cooperation with Western firms. Such an example is cooperation
in the production of the “Lada” car which was initiated in the Soviet Union by relying on
the licences of Fiat works. Besides the domestic market these cars are sold in the CMEA
countries participating in the cooperation, and also at the markets of third countries.
Cooperation in the construction of “KAMAZ’’ works is of a similar nature.

As it is well known, bus production in Hungary is based on a sicentific-technolo-
gical and production cooperation with the Soviet Union and other CMEA member
countries on the one hand, and on the production of modern diesel engines under the
licence of the West-German MAN firm on the other. Production of rear axles of high
quality, standardized (unified) together with the Soviet Union, is organized in Hungary
with high-precision and highly productive equipment purchased in the West. Big and
steady orders of the Soviet Union for “Ikarus” buses have made it possible for Hungary
to organize one of the world’s largest-scale mass production of buses and to come out
with it on the markets of third countries.

Agreements concluded between the Soviet Union and Hungary on specialization
and cooperation in the p oduction of painting equipments, on deliveries of chemical plant
protectives from Hungary in exchange for large quantities of Soviet chemical products
and the conclusion of other Soviet—Hungarian agreements are also associated with the
development of certain types of production on the basis of obtaining Western licences
and cooperating with Western firms.

It should, however, be noted that the extent of our joint activity in economic
connections with the non-socialist world are at present far from our potential possibil-
ities. No doubt, the problem number one in this field is that of export resources, export
capacities, competitiveness of our exports and, we might say, the extent of our “export
expansion”. Here we are facing common tasks, and combination of efforts on a collective
basis right in this field is the most important and, what is more, an indispensable
precondition for common success.
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3. Under the present conditions, and particularly in the long run, a more and more
active participation of CMEA countries in the international division of labour by way of
specialization and cooperation of production acquires special importance for their acceler-
ated and intensive economic growth. There exist wide possibilities for this within the
CMEA. In the mutual trade of the CMEA countries products turned out under produc-
tion specialization and cooperation account for 25—30 per cent which corresponds to the
level of such trade among developed Capitalist countries.

However, this cooperation does not yet meet the existing possibilities and require-
ments. The degree of specialization remains low in parts, components and technology,
accounting for 10—15 per cent of the total volume of trade in specialized machines and
equipments. Within this, the share of products which are novel and advanced in an
economic and technological sense is low, remaining below 10-12 per cent of the whole
range of specialized products. Not all agreements on specialization and cooperation lead
to the creation of new production capacities or to a technological reconstruction of the
already existing ones.

At present, the CMEA countries devote more and more attention to subordinating
their bilateral and multilateral cooperation, within this the joint construction of large-
scale production units, specialization and cooperation in production and to the scientific
and technological integration, to the solution of central scientific-technological problems.
This also permits increases in the efficiency and the volume of external economic rela-
tions with third countries.

The most promising fields of such cooperation of CMEA countries, aimed at the
same time at the expansion of exports to markets in third countries could be: ferrous and
non ferrous metallurgical products, mining equipments, equipments for atomic power
stations, transport equipments and agricultural machines, production of hydraulic and
pneumatic equipments, production of irrigation and land-improvement facilities, a num-
ber of branches ofthe machine-tool industry. Soviet—Hungarian efforts could be directed,
for example, at joint actions in the aluminium industry, in several branches of electrical
engineering and electronics, in the construction of turbines and generators, and transport
equipments.

It goes without saying that for the solution of the complex and difficult tasks of
expanding specialization and cooperation within the CMEA it is required to further
develop the domestic and international mechanism for realizing specialization and co-
operation. In particular it is necessary to improve incentives of socialist enterprises for
external economic activity, to increase their interest and responsibility in, and to improve
the procedures of concluding agreements on, specialization and cooperation, etc.

Cooperation with partners from developed capitalist countries can turn into an
important additional factor contributing to the solution of a number of economic tasks in
the CMEA countries, and to raising the level of specialization and cooperation. The
long-term and self-financing character of cooperation trade with the West make it
profitable not only in view of the balance of payments (the cooperation trade with the
West shows an active balance in Hungary, Poland, Czechoslovakia), but also in that it
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stimulates the expansion of trade by individual commodity groups, first of all in machines
and equipments (they account for about 20 per cent of the Polish, 25 per cent of the
Hungarian and for more than 10 per cent of the Czechoslovak exports to the West).

At the same time, cooperation with the West has a number of adverse features: this
is first of all the growing technical and technological dependence of a number of impor-
tant branches of industry, appearance of a double standard of quality in the economic
exchange in different geographical directions, creation of stocks of equipments with
different characteristics, parallel development of some productions. Inadequate co-
ordination among socialist countries of directions of cooperative collaboration with the
West often leads to incompatibility with the conditions and requirements of long-term
development and to conflicts with measures taken for the extension of specialization and
cooperation within the CMEA. However, experience indicates that cooperative collabora-
tion with the capitalist countries brings on the whole the necessary results only in cases
when it is carried out in a purposeful and close coordination with the tasks of expanding
socialist economic integration.

Trade of the CMEA countries in patents and licences with the West may have a
great influence upon the prospects of collaboration. They permit an accelerated access to
advanced technology, and ensure greater economic effect with significant economy of
time. According to certain calculations, the economic efficiency of production based on
licences exceeds the costs of purchasing these licences 12—15 times in Hungary, 10—12
times in Czechoslovakia and about 10 times in the USSR. However, the exchange of
technology in the form of licences has not yet become an object of jointly planned and
coordinated activity in the CMEA countries and this leads to not always well founded
orientation towards Western technology to the detriment of the expansion of scientific-
technological and production collaboration among the CMEA countries. Slow application
of the patented and purchased novelties remains also a serious shortcoming.

Nevertheless, the great scientific and technological potential of the CMEA countries
(the Soviet Union alone possesses 20 per cent of the world’s stock of patents) in
combination with the experimental basis of the West and also its experience of intro-
ducing new technology into production might become one of the preconditions for
business collaboration on a cooperative basis.

In the interests of speeding up scientific and technological progiess it is important
to apply technological and technical novelties purchased in the West so as to ensure not
only their immediate introduction into production but also their improvement and
perfection relying on already existing national scientific research and production capaci-
ties, or those to be created. The expected economic efficiency including leading positions
in the world economy can be achieved only in this case (as it has actually occurred in the
GDR in organizing crude oil processing with Japanese firms, in Poland in the production
of tractors in cooperation with American corporations, in the USSR in the elaboration
and production of NC machine-tools in cooperation with a West-German firm). It seems
that is our joint scientific and technical potential that could become in the 1980s a basis
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for a more active penetration of the CMEA countries into new markets which are
distinguished by rather hard conditions of competition.

4. Trade and economic relations with the developing countries are on the whole
increasing at high rates and these countries have turned into big trade partners of the
CMEA countries (developing countries account for more than 10 per cent of the trade
volume of these countries.) At the same time, the CMEA countries are far from fully
utilizing the great potential advantages of this trade flow. In the 1970s the share of
CMEA countries in the foreign trade turnover of the developing countries declined,
particularly in the trade in engineering products. A serious discrepancy has emerged
between the attained level of political relations and the volume of economic cooperation,
which constitutes the material basis of these relations and which is the means for making
these relations steady and stable. The relatively low share of mutual trade in the total
trade of both country groups restrains a wider application of large-scale effective forms of
international cooperation in the solution of national economic problems of the partners.

In a perspective of 10—15 years it seems reasonable to concentrate efforts at the
solution of the following task:

a) organization through joint efforts of the CMEA countries of large-scale imports
from the developing countries of primary energy, first of all crude oil, certain kinds of
raw materials and tropical foodstuffs;

b) a fuller use of the large engineering potential of the CMEA countries for
expansion of exports of machinery and equipment to the developing countries (at present
these deliveries account for about 30 per cent of exports to these countries and cover
only 4—5 per cent of their import demant);

c) taking measures to reorientate part of East—West trade flows to the developing
countries;

d) solution of institutional problems hindering the development of relations with
the developing countries in individual CMEA countries and also their joint actions.

For example, the USSR and Hungary could cooperate on a larger scale in rendering
help to the elaboration of national programs for the development of productive forces in
developing countries and also by participating in their implementation. Such united
efforts and pooling of resources of two or more CMEA countries for the realization of
large economic projects in third countries are considered reasonable since in a number of
cases one country alone cannot come forward for lack of production capacities or a
certain kind of production.

Here we have in mind cooperation in carrying out prospecting for minerals, in
developing the extraction and processing of certain raw materials, in the construction of
industrial and other projects, etc. Such kind of activity will serve the socio-economic
progress of people liberated from the colonial yoke on the one hand, and it could be used
by the CMEA countries for several different purposes on the orher for expansion of
procurement resources of certain scarce raw materials and other products (maybe on a
compensatory basis), for increasing profitable imports of labour-consuming products (for
example cotton and leather products) etc.
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There are definite possibilities for a joint participation of Soviet and Hungarian
organizations in the development of the scientific and technological infrastructure in
these countries, for example in a comprehensive construction of educational and medical
establishments, experimental laboratories, telephone networks, etc. (by deliveries of
necessary equipments on the basis of division of labour).

The interest in raising the efficiency of investments and in a fuller satisfaction of
demand for energy in the CMEA countries make it reasonable to increase energy imports
from outside the CMEA region, first of all from the developing countries. By the early
1990s the demand of CMEA countries for example for imported oil may increase by
about 3—4.5 and for aluminium raw materials by 1.7—1.9 times, as comparéd with the
present level. The CMEA countries will need significant quantities of phosphate, copper
and iron ore imports. Payments for these imports are comparable with the export volume
of CMEA countries to the developing countries in the mid-1970s.

The import of large volumes of fuels and raw materials from outside the CMEA can
be ensured if existing forms and methods of cooperation, its financing and its material-
technological supply are complemented by new ones. At the same time, it should be
borne in mind that under the conditions of the more and more pressing scarcity of
natural resources in a num