


A CTA  O E C O N O M IC A
PERIO DICAL OF THE  

HUNGARIAN AC ADEM Y OF SCIENCES

Editor:

T a m á s  F ö l d i

Editorial office: Н-11Г2 B udapest, Budaörsi út 15. Hungary 
H-150'2 B udapest, P .O .B . 262

Orders can be placed with Akadémiai Kiadó (H -1519 Budapest, P .O .B ox 245). 
Subscription price for volum e 45 (1993) in 2 double issues US$ 92.00, including norm al postage, 
airmail delivery US$ 20.00.

C O N T E N T S

L. SZAMUELY: Transition from State Socialism : W hereto and How? (Com m ents on the
Inquiry Conducted by .4cia O e c o n o m i c a )  .................................................................................... 1

T. KOLOSI—P. RÓBERT: Social Effects Produced by the System  Change .......................  2.3
B. GRESKOVITS: T he Use of Com pensation in Economic Adjustm ent Program m es . . .  43

A. VALENTINYI: Stabilization and Growth in Hungary— Som e Theoretical Considera
tions ...............................................................................................................................................................  69

J. KORNÁL The H istorical Mission of Heresy. György Péter, the Reform Econom ist . .  89
ZS. DANIEL: Is Rental Housing Necessary? Hungarian Problem s in the Light o f Experi

ence Abroad ..............................................................................................................................................  101
P. A. MESSERLIN: T he Association A greem ents Between the EC and Central Europe:

Trade Liberalization vs Constitutional Failure? .......................................................................  119
H.-H. M. HSIAO: T he Political Economy o f State-B usiness Relations in Taiwan ............... 145

COM M ENTS AND CRITICISM

W. BRUS: The Politics and Economics o f  Reform. Reflections on János Kornai's New
B o o k ............................................................................................................................................................... 173

REVIEW S

L. G. TÓTH: Foreign Econom ic Liberalization in East-Central Europe: The Experiences
of Poland and the Czech and Slovak Federal R e p u b lic ........................................................... 183

J. VARGA: More D isciplined Budget- A dapting Education ........................................................  197

BOOK REVIEW S

J. FLEM M IN G -J. M. C. ROLLO (eds): Trade, Paym ents, and Adjustment in Central
and Eastern Europe. (.4. C s e r m e l y )  ............................................................................................... 209

B O O K S RECEIVED

A c k n o w l e d g e m e n t :  T he Hungarian Econom ic A ssociation and the Institute o f Econom ics of the 
Hungarian Academy of Science have contribut ed to covering the expenses of th is issue.

© Akadém iai Kiadó, Budapest



31 5 9 5 6
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TRANSITION FROM STATE SOCIALISM: WHERETO AND
HOW?

(COMMENTS ON THE INQUIRY CONDUCTED BY ACTA
OECONOMICAУ

L. SZAMUELY

In 1992 A c t a  O e c o n o m i c a  conducted an international inquiry on the problems of transition  
of post-com m unist economies to a market economy. Thirty answers by distinguished scholars and 
experts were published in Vol. 44. Nos 3 -4 . of the journal.

The author of this study analyses both  the answers of som e respondents and the crucial 
problems of the present situation in the countries o f Central and Eastern Europe earlier belonging  
to the now defunct Soviet bloc. He discusses the content of transformation consisting of a number 
of simultaneous but different processes that dem and different treatm ent. T he requirements of 
macroeconomic stabilization som etim es collide w ith the needs of system ic change. The social 
consensus which is so important for the process o f peaceful transition cannot be m aintained by 
the fashionable blueprints of the neo-liberal school o f thought either. T he prospects for the future 
are rather bleak but different for the various parts o f the region.

Question : What can be worse than communism? 
Answer: What comes after.
(Common saying nowadays in Eastern Europe, 

quoted— inter alia—by François Fejtő (1992)).

The bicentennial of the Great French Revolution, the annus mirabilis of 1989, 
promised to become a prologue to the regeneration of the Central and Eastern 
European societies situated on the eastern side of the former Iron Curtain. Though 
the promise is still there, a great deal of hope has gone sour. The area of the now 
defunct CMEA/COMECON has turned into a crisis zone of the world economy. 
The GDP of these countries in 1992 was at least one third below the level of 1989. 
(Even in the relatively better-off Hungary the fall was about 20 percent.) According 
to a comparison made by experts of the U. N. Economic Commission for Europe 
the present fall in the GDP of six Central and East European countries (without 
the former Soviet Union and Albania, but including Yugoslavia) is deeper than it 
was during the Great Depression of 1929-34 (ECE 1992, p. 44). This region has 
never suffered such a big loss of national income in peacetime (this statement is * 1

*The author is indebted to A. Köves  for this helpful com ments on the first draft of this 
essay. Most of his valuable remarks have already been taken into account in the present version. 
Nevertheless, the study expresses the strictly personal views of the author.
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2 L. SZAMUELY: TRANSITION FROM STATE SOCIALISM

not valid, of course, for the waxring successor states of former Yugoslavia). Yet 
this is still not the end of the story. At the time of writing this article (in January 
1993) we cannot but hope that the bottom of the trough will at last be reached 
this year—at least in Poland and Hungary; the situation in the recently separated 
territory of Czecho-Slovakia is at present unpredictable.

The real dimensions of this economic disaster were already perceptible when 
the editors of Acta Oeconomica prepared a questionnaire that was sent out in 
the first quarter of 1992. Nevertheless, while formulating the two questions1 they 
apparently followed the then-prevailing neo-liberal approach to the problems of 
the transformation of the centrally planned economies (CPEs). According to this 
rather simplistic and reductionist view the essence of the transformation process is 
a systemic change (i.e. change-over to political democracy and market economy), 
and the whole mess will be cleared up when a proper set of institutional changes 
is introduced. So, the task is to find this set of measures and techniques and to 
implement them as quickly as possible.

The present author has to admit that he refused to take part in the inquiry 
because he considered this approach to be futile in solving real problems that were 
already taking tragic proportions even at that time. Concerning the questionnaire 
itself, he thought that it was misleading and doing disservice to the international 
community of scholars who influence decision-makers both in the East and in the 
West. Having read the answers of respondents—that were published in the previous 
volume of Acta Oeconomica (Debate ...1992)—the author can now say that his 
misgivings have only been partly justified. They proved to be justified inasmuch as 
a great number of contributors also disagreed with the reductionist approach that 
inspired the inquiry. However, this fact also shows that the scholars and experts 
had learned a lot from the experience of the past two or three years. Thus a great 
many of them showed in their replies that they are not at all enthusiastic about 
the simplistic solutions suggested by the adherents of the neo-liberal school.

In fact, the inquiry turned out to be useful because it has provided a vari
ety of different but generally well-founded views, sharp-minded analyses, or simply 
guesses concerning the present developments or possible outcomes of transformation 
that is taking place on the ruins of the greatest—and bloodiest—socio-economic 
experiment in the history of mankind, which was called (rightly or wrongly) So
cialism.

This article is not going to summarize or evaluate the thirty different contribu
tions. Its aim is simply to draw attention to some crucial issues of transformation 
of the former CPEs raised by the respondents to the Acta Oeconomica inquiry. 
The view expressed in the present article is strictly personal. The author, however, 1

1 “W hat do you regard as the m ain barriers o f the transition to a market economy in the  
post-com m unist countries? 2. W hat measures and techniques do you suggest to accelerate the  
transition process?”

A d a  Oeconomica Jt 5, 1993



L. SZAMUELY: TRANSITION FROM STATE SOCIALISM 3

has an advantage over the other contributors—because he is acquainted ;(vith their 
replies to the inquiry and thus he can attempt to benefit from this fact.

First, the present study deals with the content of the process of transforma
tion of CPEs and looks for an explanation to the unprecedented economic slump and 
possibly lasting depression. Second, it deals with the strategies for economic recov
ery and restructuring; namely, with problems of stabilization and privatization— 
which sometimes look like a dichotomy. Third, it weighs the chances of success and 
the conditions for securing it.

The content of the transformation process

The transformation of the European countries which formerly practised Soviet- 
type state socialism consists of a number of simultaneous and different processes. 
For instance, Béla Kádár emphasizes in his contribution, that “beside the change 
of economic model, a further important aspect of the transition is the change of 
political model, the change of path of economic growth, and the change of emphasis 
in foreign trade” , (p. 294)2

These processes are interconnected but sometimes also contradictory. The 
contradictions cannot be simply viewed as barriers to be removed by proper and/or 
opportune legal regulation or a particular organizational technique. In our percep
tion the main processes of transformation go far beyond the institutional changes 
in politics or economy that the notion of systemic change implies.

(a) In the domain of politics one-party monolitic state socialism has been 
replaced by pluralistic political regimes. Though in some countries these regimes 
can hardly be called parliamentary democracies (for instance, in Russia and some 
other post-Soviet successor states no nationwide political parties exist), there are 
everywhere political groups or individuals who in their struggle for power openly 
compete for the confidence of the electorate, the citizens and—what is an extremely 
important phenomenon—of international public opinion in order to gain the much 
needed foreign economic, political and other support.

The political process making progress towards establishing democracy coin
cided with the fall of the Soviet empire and the decolonization of its outer zone 
and inner core. Thus in many cases the efforts to create a liberal democracy have 
coalesced with the striving for national self-determination, separation, and the foun
dation of pure national states. The latter dream of founding new national states is 
behind time by one or two hundred years, at least in Europe.

These two kinds of endeavour can come up against each other in countries 
with multinational societies or simply with ethnically mixed populations. As the

2Here and below the page numbers in brackets refer to  the D ebate...(1992)

1 Acta Oeconomica 45» 1993



4 L. SZAMUELY: TRANSITION FROM STATE SOCIALISM

supremacy of one nation over the population of a particular territory is secured by 
the exclusion of the other(s) and/or by its (their) forced assimilation, this means a 
death-sentence for the new-born democracy.

(b) In the domain of economy a mixed market economy based on private 
property is emerging in place of the centrally-managed, non-market economy. The 
privatization and the introduction of profit-orientation, and the appearance of mar
ket competition cause considerable social shocks and tensions. In the former CMEA 
member countries the crisis situation is aggravated by three additional processes.

First is the loss of the so-called Eastern market and the compelling need for 
external economic reorientation. As is well-known, during recent decades in every 
former CMEA member country’s foreign trade the share of other member countries 
was around 50 percent. In all probability this share of intraregional trade was 
inflated by the price distortions and the artificially fixed exchange rate of the so- 
called transferable rouble against the convertible currencies. However, in addition 
to the probable distortion of the statistical data the latter certainly included the 
immense share of the “overtrading” in intraregional trade, i.e. the mutual deliveries 
of non-marketable goods unsalable elsewhere. The reason for this phenomenon 
was primarily political for it also involved the aims of defence policy. The strong 
effects of protection on the closed CMEA market and the preservation of obsolete 
economic structures can also be counted among the reasons. The collapse of the 
CMEA inevitably put an end to “overtrading” .

This aspect of the intra-CMEA trade should be kept in mind when reading
J. van Brabant's contribution. Van Brabant blames the “managers of transitions” 
(the national governments?) for “ignoring opportunities for gradually phasing out 
the heavy reliance on intragroup trade and payments in the transferable rouble 
(TR) context, and seeking to replace it quickly with ‘world market conditions’ 
and/or near-instaneous trade diversion” (p. 242). Van Brabant rightly points to 
the harmful, even disastrous consequences of the quick disposal of the earlier trade 
system (pp. 245-246). Perhaps it is not only a kind of ex-post wisdom or crying 
over spilt milk if we stress that opportunities for gradual phasing out state trading 
theoretically existed and were even elaborated at an embryonic state by a group of 
Hungarian governmental experts in 1988.3

However, had the later developments followed this way of gradual change the 
share of the irrational “overtrading” would have been untenable and a steep fall 
in mutual trade would have been unavoidable anyway—albeit perhaps to a smaller 
degree.

Nevertheless, the crux of the matter is that the later developments could not 
follow this pattern. While admitting the hypothetical advantages of gradual change 
over the abrupt abandonment of the earlier system of state trading, we should not

3The proposals of the working group were published a year later in Hungarian; see Szamuely 
(1989). See also (in English) Csaba (1991/1992) and Köves (1992, pp. 59-77).

Acta Oeconomica 49, 1993



L. SZAMUELY: TRANSITION FROM STATE SOCIALISM 5

forget that actually it was not the introduction of the new system of payments in 
hard currencies which caused the collapse of the intra-CMEA trade. It weis just 
the other way round; the sudden disruption of the Soviet economy—the hub of the 
whole CMEA system—and its disability to deliver the goods needed, wrecked the 
ship of intragroup trade. This is also the reason why the various new attempts 
to establish money-substituting payment systems like bi- or multilateral barter or 
clearing systems have up to now been doomed to failure.4

Thus, as a consequence of this big crash, enormous industrial and—in some 
countries—agricultural capacities have become idle and useless almost overnight. In 
order to survive the producers should make their way into earlier unknown markets 
where the rules of the game and requirements are totally different.

The other factor contributing to the deepening of the crisis is the process 
of economic opening itself. The macroeconomic adjustment of East European 
economies to the relative prices and cost levels of the world market means nothing 
less than undergoing now the same process of economic restructuring which the 
other countries of the world experienced at least from the mid-seventies, after the 
two oil price shocks. Then the market economies suffered the deepest economic 
recession since the Great Depression of the 30s. Now the former socialist countries 
are tormented by this process, in addition to the other troubles. They should wind 
up, or immediately “streamline” those economic branches which do not fit in with 
the structure of the modern world economy.

The third factor is tffe abandonment of the policy of economic autarky. This 
is a part and also a consequence of the economic opening. One of the basic features 
of the Stalinist so-called “socialist industrialization” was the purest type of import- 
substituting development. The countries of Central and Eastern Europe which fell 
under Soviet influence after World War II followed the same path. Now, because 
of the collapse of central planning, the domestic producers have to change their 
microeconomic behaviour. They suddenly find themselves face to face with the 
competition of imported goods even on their home market. These goods pour in 
from everywhere around the globe and very often are superior both in quality and 
in price. The wide assortment of goods coming in due to liberalized imports and/or 
foreign aid—although a blessing for the domestic consumers—can be a curse for 
the domestic producers for such imports push them out of the market. This can 
animate various xenophobic, anti-liberal and protectionist tendencies.

(c) From the point of view of social history the transformation taking place 
before our eyes is a new endeavour in modernization of the countries of Central 
and Eastern Europe. The latter always belonged to the periphery of the developed 
world. This is their new attempt to overcome their backwardness.

One of the promises of dictatorial socialism which had a definite attraction 
in the interwar period, and also for a time after the Second World War, was a

4Cf. Szamuely (1992), pp. 322-323.

Acta Oeconomica 4$, 1993



6 L. SZAMUELY: TRANSITION FROM STATE SOCIALISM

promise of a short-cut in socioeconomic development. This short-cut was aimed at 
reducing the painful and long road of the private accumulation of capital, of the 
organic development of market economy, and of partaking in the severe competition 
of the world market. The main tool in the making of such a short-cut was a 
boost of accumulation by means of state redistribution of the national income 
and its allocation not according to the criteria of market efficiency but to those 
of governmental preferences. Now, after the attempt it is evident that the state 
socialist endeavour in modernization turned out to be a blind-alley, and the short
cut way of development caused a loss of time too, of at least half a century.

Thus the question is not simply whether the countries of Central and Eastern 
Europe are returning—as a consequence of the systemic change—to their starting 
point, and travelling (using the expression borrowed from Peter Knirsch) “the long 
way back to a market economy” (p. 303). This would be an absurdity anyway. 
The point is that the long decades of non-market economy wiped out the market 
institutions that had not been highly developed at an earlier date either. What 
is going on in many countries is a return not to pre-socialist but to pre-capitalist 
conditions. It is all the more so eus the above-mentioned, crisis-deepening processes 
hit mostly the “modern” sectors of the socialist economy: namely, the large-scale 
enterprises in industry and the big—state and co-operative—farms in agriculture.

As the choice of modernization alternatives is again put on the agenda in 
Eastern Europe it becomes visible that between the countries of the state socialist 
bloc—-often conceived of as a homogeneous concrete%rey edifice—there are still 
huge differences in the level of development. The great dividing lines of historical 
development are alive again.

Although in Europe the frontline of the Cold War confrontation roughly (but 
only roughly) coincided with the line separating Western Europe from the central 
and eastern part of the continent, on the Eastern side the difference between the 
historical heritage of Central and Eastern Europe disappeared. (It was present 
only for the ethnographers, art critics or researchers of religions.) It is enough to 
mention that the differences between the two regions go back to the great schism 
between Western and Eastern Christianity, to the different cultural and legal tra
ditions of Rome and Byzantium, and later to the long-lasting marks left by the 
Austrian Empire and later the Austro-Hungarian Monarchy, the Turkish conquest 
and the czarist Russian Empire. It is in no way accidental that among the former 
CMEA countries it is Poland, the former Czecho-Slovakia and Hungary which show 
close similarities in terms of the present socioeconomic transformation. Also, it is 
not surprising that in the civil war leading to the disintegration of Yugoslavia it 
is Slovenia, Croatia, Bosnia and Herzegovina (once parts of the former Monarchy) 
which are opposed to Serbia and Montenegro. The demarcation line dividing Cen
tral Europe from the sphere of Byzantine culture or from the eastern Slavs who 
inherited it—not to speak about Moslems—lies, in fact, just there—to the east 
and/or to the north of the countries mentioned.

Acta Oeconomica 45, 1093



L. SZAMUELY: TRANSITION FROM STATE SOCIALISM 7

The collapse of state socialism opened again the almost eternal question of 
this region: quo vadis Eastern Europe?

For a great many of the respondents the answer is self-evident—towards (back 
or forward, it does not matter) a modern, capitalist-type market economy (e.g. 
Andreff, p. 220). In this respect the only difference between them is the duration 
of the transition, which varies from a few years, without explicit numbers ( Gomulka, 
p. 277) to “two or three decades, not less” (Andreff, p. 225).

Quite a few respondents express their doubts about the possibility of achiev
ing this desired goal at all. Among them it is László Lengyel who straightforwardly 
says that “existing socialism cannot be turned into a liberal capitalist market econ
omy; ... it cannot be reformed and it cannot be revolutionalized” (p. 322). Ac
cording to him “just as the preceding system was not a transition from capitalism 
into socialism and communism, so even the present one is not a transition from 
socialism into capitalism, but something entirely different” (p. 324). Though it is 
not very clear what this “entirely different” something should be like, from some 
of his hints—particularly from his references to the writings of C. Castoriadis—one 
can assume that Lengyel means a kind of bureaucratic (perhaps corporate) market 
capitalism burdened by an undemocratic (authoritarian? totalitarian?) political 
system.

No matter how unpleasant the above sounds, it is, alas, a realistic and feasible 
supposition, suitable to the complex and peculiar conditions of the present process 
of transformation in Eastern Europe. However, when stating “in Eastern Europe 
there is no redemption, either of a socialist, or of a liberal type” , (p. 322) Lengyel 
partly contradicts his own grouping of countries of Central and Eastern Europe with 
regard to their chances of becoming market economies. He foresees little chance—or 
at least a very long period—of transition to market economy and mass democracy 
for the successor states of the former Soviet Union and for Bulgaria, Romania, 
Slovakia, Albania and Serbia while he puts Bohemia, Hungary and Slovenia right 
in the “anteroom of the market economic transition” (p. 325). It is interesting that 
one of the reasons why the latter countries are well-suited for such a transition is the 
fact that “at various periods these three countries have attempted to construct a 
human-faced socialism” (ibid., 3rd footnote). How this statement squares with the 
fatalistic “no redemption” thesis concerning Eastern Europe (either under socialism 
or capitalism) remains an enigma to be answered.

Though Lengyel’s historico-philosophical approach to the complex character 
of East European problematics is much more realistic than the reductionism of the 
neo-liberal school of thought, his pessimism cannot serve as a basis for a programme 
of socio-economic transformation.

Different and more practical reasons for scepticism concerning East European 
transition are expanded by Péter Mihályi and Peter Knirsch. Neither of them 
denies the possibility of progress towards establishing market economy. Quite the 
opposite, both stress that “market economy will come” (e.g. Mihályi, p. 332).

Acta Oeconomica 4$> 1993



8 L. SZAMUELY: TRANSITION FROM STATE SOCIALISM

However, due to lack of material, financial, conceptual, institutional and human 
conditions “if left alone..., Eastern Europe will have no chance of closing-up in the 
worldwide competition” (ibid p. 333). Knirsch makes a similar point, though in 
a milder form: “structural changes connected with the change-over to the market 
system bring along high costs which in general have to be borne by the population 
of the reform countries. This is true even if there is considerable western support... 
In spite of all social measures a low living standard will be inevitable in the reform 
countries for a longer period of time that commonly anticipated. The resulting 
discontent can easily be abused by conservative circles to discredit all reform efforts” 
(p. 308).

Thus both contributors are not quite happy with the kind of market economy 
emerging from this process of transition. “What can be done?”—asks Mihályi. He 
attaches all his hopes to western aid, to an acceptance and introduction of a new 
edition of the Marshall Plan, but he does not think this idea has a great chance 
of realization. (Further on we shall return to the question of why the widespread 
expectations of a new Marshall Plan have been built on sand from the outset.) 
Knirsch, as we saw, does not expect a positive outcome either, even in the case of 
substantial western help.

So, the answer to the question whereto seems to be inseparable from the 
answer to another traditional East-European question: what is to be done?

Stabilization and/or privatization

According to the widely accepted conception of transition in order to trans
form a CPE into a market economy, you should implement a set of prescribed 
measures in a certain sequence. (One of the respondents to the questionnaire, An
ders Aslund is quite serious when he puts this conception into a blueprint of 14 
planks, pp. 234-235). If you want to have a market economy earlier, please acceler
ate the realization of this blueprint . (Does it not resemble Stalin’s famous slogan: 
“Let’s fulfil the five-year plan in four years”?) Market economy, of course, does not 
develop according to any blueprint and timetable.

Aleksander Baji is absolutely right in pointing to the fact that “the process of 
marketization is inevitable and cannot be stopped” once a society becomes “post
communist” , i.e. transformed into a pluralistic one where a multi-party system 
is established and no political barriers to marketization exist (p. 235). However, 
Hans-Jürgén Wagener is also right when writing that a market economy cannot be 
negatively defined—i.e. it involves merely the abolition of all restrictions, regula
tions, interventions etc. A well-functioning market will not be a spontaneous result 
of the mere dismantling of state regulation (p. 364).

Acta Otconomica 45, 1093



L. SZAMUELY: TRANSITION FROM STATE SOCIALISM 9

It is a common view of scholars and politicians (and contributors to the Acta 
Oeconomica inquiry too) that the state should perform at least two indispensable 
functions—those of stabilization and privatization of the economy. It would be 
justified, of course, to widen this circle by including, for example, functions of re
structuring, liberalization or rehabilitation of economy. The latter is a particularly 
important and timely task under the present conditions of the deep and probably 
protracted depression. Nevertheless, it is the stabilization and privatization of the 
economy upon which all other dimensions of the transformation of CPEs depend.

Macroeconomic stabilization, or macroeconomic adjustment (cf. Bornstein 
1992, pp. 302-305) involves restoration of the main internal and external balances 
of the economy or at least sufficient reduction in imbalances. In fact, it means the 
stabilization of the internal purchasing power of money (holding down inflation, 
and establishing a market equilibrium between demand and supply of goods and 
services) and/or restoration of the external solvency of the national economy in 
question.

Privatization comprehended in a broader sense as de-statization, deregula
tion, commercialization of economic activity, or in a narrower but widely accepted 
sense as a transfer of ownership of state assets to private hands—means in both 
senses creation of market economy or its further expansion and development. In 
all these cases a complex of comprehensive and long-range institutional reforms is 
essential.

All that has been said above may look like truisms, and rightly so. How
ever, the experience of the last two or so years shows a lot of misunderstandings of 
the meaning of these sets of economic policies and especially of their interconnec
tions. Particularly distressing and sometimes even harmful is the fact that these 
misunderstandings govern not only the perception of the general public but also of 
politicians, national and international decision-makers and even learned scholars, 
too.

The regularly overlooked points of difference between these policies are the 
following:

The time horizon of stabilization and privatization is different

The accomplishment of a stabilization policy—generally an urgent task— 
should and usually is promised to be achieved in the short or at most medium 
term—i.e. within months or a couple of years. Of course, there are innumerable 
cases of failed stabilization projects and unfulfilled promises in various countries 
(mostly but not exclusively in the Third World), and as a consequence there is

Acta Oeconomica 43, 1993



10 L. SZAMUELY: TRANSITION FROM STATE SOCIALISM

a continuation of the protracted periods of economic (and political) instability.5 
Nevertheless, in modern times all successful policies of macroeconomic stabilization 
have been carried out by governments in a really short time.

Privatization—-either in its broad or narrow sense—takes time due to the 
complex of radical socioeconomic changes involved. Public enterprises run by a 
paternalistic state cannot be turned into racing stables overnight, even if a high 
authority decrees this.

Almost all contributors to the inquiry emphasize the time-consuming, long
term character of privatization. Many of them grasp the often misleading contra
diction between the relative quickness and easiness of legislative actions and the 
rather slow development of market economy based on private property. Aleksander 
Bajt rightly points out that “as a real process, transition is a change in economic 
relations rather than in legal forms, and for this reason it cannot be achieved with 
a single stroke of the pen. The only overnight change, and needed from the very 
beginning at that, is the giving of full freedom to legal ownership forms” (p. 236).

The same point is made with utmost lucidity by Ellen Comisso: “governments 
can create institutions essential for the operation of competitive markets (from a 
commercial code to secure of property rights), but they cannot create a market 
itself. The latter results from the decentralized actions of individual economic 
entities responding to economic incentives only partially provided by institutional 
structures. As a result, the microeconomic structure of a market economy can 
only evolve gradually” (p. 253). Wladimir Andreff, as if he is going to sum up 
the conclusions made by other contributors (though he could not have read them), 
gives as the first advice to the leaders of the former CPEs: “Do not rush” (p. 225).

If these leaders ignore this pragmatic approach and go in for the prefabricated 
blueprints of the neo-liberal zealots by introducing a heap of institutional changes 
in a short time, it could lead—as János M. Kovács writes—to “empty institutions” 
which only simulate secular trends in economic history. “Market institutions may 
prove empty not only because they were either designed in an uncoordinated fashion 
or were not fine-tuned, but also due to the sheer fact that they were designed. In 
other words, having been introduced from above and in advance, they may lack hu
man input (interests, routines, moral values, etc.) from below. Entrepreneurs who 
do not take risks, business agreements which are not observed, dormant companies 
which serve tax evasion, stock exchanges in which no transactions are made—one 
can cite numerous recent examples from Eastern Europe to show the quick intro
duction of capitalism can result in its similarly quick discrediting” (p. 312).

‘JThe famous Hungarian philosopher G eorg (György) Lukács  used to recall that in his school 
textbook on history the following m eaningful sentence could be found: “And this unmaintainable 
state of affairs held on for three hundred years.”

Acta Oeconomica ^5, 1993



L. SZAMUELY: TRANSITION FROM STATE SOCIALISM 11

Macroeconomic stabilization is a precondition for marketization but it is not neces
sarily true the other way round

There is no need to explain that a market cannot function properly without 
stable money and goods that money can buy—not to mention saving and invest
ment, credit and banking, export and import activity. Restoration and/or stabi
lization of the main internal and external economic balances is the first and hardest 
duty of any government which intends to enliven a tottering or ruined economy.

The important feature of the macroeconomic stabilization is that it is al
ways carried out or conducted by the government in a centralistic way in order to 
redistribute a share of the national product in favour of the state budget. This in
evitably restricts, cuts and infringes upon activities, incomes, sometimes property 
rights of a certain, and not infrequently rather wide strata of the population. Even 
if these centralistic measures were temporary and even if they used fiscal, monetary 
and other legal means inherent in a modern market economy, this state dirigism 
nevertheless would move against the grain of free market activity.

Due to the contradictory, Janus-faced nature of macroeconomic stabilization, 
its consequences can lead in opposite directions. They can be the prelude both to 
the emergence of prospering market economies and to stabilization of non-market 
forms of state dirigism. Good historical examples for the former can be seen with 
the cases of the New Economic Policy (NEP) introduced in Soviet Russia in the 
early 20s, after the civil war; or in the case of the Erhard reform of 1948 in West 
Germany. In fact, the Balcerowicz reform of 1990 in Poland still has the chance 
to be a good confirmation of this option. In all these cases strong deflationary 
fiscal and monetary policies were combined with liberalization and deregulation of 
pricing, trading and entrepreneurship.

However, there are well-known historical precedents for the opposite tendency 
too. A very successful macroeconomic stabilization in 1946 in Hungary distorted 
the relative factor prices, and the lasting effect of this measure has, even up to 
the present, been a great drawback to the efficient functioning of the Hungarian 
economy. The cases of macroeconomic stabilization of the Soviet economy cruelly 
carried out by the Stalin leadership in the 30s and—in a bit milder form—after 
World War II, can also be mentioned. They successfully served stabilization of a 
command economy in its most rigid form.

Therefore, one of the main tenets of the neo-liberal school of thought, par
roting by the mass media both in the West and in the East, namely that macroe
conomic stabilization of the former CPEs can be accomplished only by and through 
their very quick mass privatization, has no theoretical basis or historical verification 
whatsoever.

Moreover, a wrong realization of this misbelief could in practice lead to the ul
timate negative consequence: namely, the reversal of the whole process of transition 
to market economy in the countries concerned. For example, at the time of writing
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this article (January 1993) it seems a very real possibility that the failed attempt 
of macroeconomic stabilization in Russia, that was launched by the former Gaidar 
government in spirit of “shock therapy”, has not only discredited the neo-liberal 
scenarios of transformation but also made way for stabilization cum restoration of 
central planning in physical terms. (In fact, this had already been suggested by 
the stabilization programme of the influential Civic Union in October 1992. (See 
Programma 1992.)

Macroeconomic stabilization can be a subject of ushock therapy”, while privatization 
cannot

What is now called “shock therapy” is nothing other than a kind of very 
rigorous deflationary policy aimed at the restoration of external and internal eco
nomic balances. All stabilization policies have implemented it in the past using 
different degrees of rigour. The latter has depended on the circumstances—not 
only on economic conditions but on political factors too—namely, on the strength 
of the oppressing power of the state and/or on the strength of public consensus.

What is new with the deflationary policy of the latest fashion, is its pre
tention to be universal and instantly applicable—independently of institutional 
environment, availability of monetary or material reserves, of external help, etc. A 
leading adept of the “shock therapy” , Anders Âslund, formulates in his contribution 
a guiding principle of this policy with disarming straightforwardness, bordering on 
simple-mindedness: “The higher an inflation is, the more deflationary is the policy 
needed to bring it to a halt. The more distorted an economic structure has become 
under communism, the greater are the structural changes required to put it right. 
The fewer the market-conforming institutions that exist, the more difficult it will 
be to develop them” (pp. 233-234).

Yet what about the limits to the feasibility of this policy and what about the 
human costs to be borne with it? Aslund’s answer is: “the worries about social 
explosions have been pretty exaggerated to judge from the experiences to date. The 
issue is to pursue correct economic policies rather than make a sufficient number of 
political compromises...As the systemic changes have proved complex and costly, 
people in datecoming' countries have realized that they are in for a hard ride, 
and their expectations have proved to be more realistic, thus facilitating social 
peace...People must understand the implications of the systemic changes so that 
they can be convinced which of their demands would be unreasonable” (p. 233). 
However, exactly which of their demands would be unreasonable, indeed? The 
expectation of a better life in the not so distant future or their everyday needs of 
food, shelter, heating, medical care, education, etc? How would it be possible to 
convince them that the latter demands are “unreasonable”?
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Of course, the conductors of “shock therapy” may follow the very practicable 
advice given by Schüller and Wenlzel in their contribution (p. 347): “the opening 
up of the post-socialist countries permits their citizens to travel to foreign countries. 
People can see with their own eyes the prosperity and the welfare of an open society. 
This should increase the acceptance of the temporary hardships of transition and 
contribute to a general consensus in society” . But who will foot the bill of this 
propagandistic tourism? The population of the post-socialist countries can hardly 
afford it, for one third to one half of the people live under the official poverty line.

There is only one practitioner of “shock therapy” among the respondents to 
Acta Oeconomica, Marek Dçbrowski—the deputy minister of finance during Leszek 
Balcerowicz’s ministry in Poland—who has a much more cautious opinion about the 
possibility of maintaining a social consensus for a longer time. He emphasizes that 
“the social coalition in favour of macroeconomic stability is usually not very strong. 
It seems to be affected by the lack (or the weakness) of a private sector, the lack of 
a private financial market and of rather limited private savings” (p. 263). Another 
important detail is that the “political credit for a reform policy and time... is 
usually given only to the first post-communist government and for a limited period 
of time... From the psychological point of view it is much better to concentrate 
most on painful decisions in the first decisive stabilisation and liberalisation package 
than to make a lot of shocks over a longer period of time” (p. 266).

Thus, if only because of sociopsychological and political reasons, the “shock 
therapy” is feasible only over a rather limited period of time, not to mention the 
other obstacles to its successful applicability. (They are also lucidly presented by 
D^browski).

Privatization, on the contrary, takes time, needs a quite different approach 
and has different (long-range) aims. Perhaps the only common feature is that 
both processes need governmental initiation and control, and should be launched 
simultaneously, if possible, for a number of political, social, economic and other 
reasons.

All this notwithstanding, the umbrella called “shock therapy” very often cov
ers not only programmes of stabilization but those of privatization, too. Why? 
Apart from the mere ignorance of the programme-writers and policy-makers—who 
as a rule are new-comers in their present field of activity—this notion intends to 
express nothing more than a political will and determination to carry out radical 
and quick socioeconomic changes. The political sloganeering of this type could be 
useful during the election compaigns, later, however, it goes sour when it turns 
out that (a) “until now there has been no definite answer about how to privatise 
quickly” (D^browski, p. 266); (b) the new institutions created by shock-work can 
be “empty” ones (Kovács, p. 312) without real functions to perform; (c) the pri
vatization that promised to cure the social injustices of the previous regimes gives 
rise to new social contrasts and inequalities instead.
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The chances for success

The common feature of the present situation in the former CPEs is the loss 
of illusions about their quick transformation into market economies and/or their 
catching up with the advanced industrialized countries. The above is, alas, an 
indisputable fact. Despite the loud optimistic declarations of the political leaders 
both in the East and the West,6 there is less and less credence among the population 
of the countries concerned.

There is not much sense now in ruminating on the bases of these illusions, 
or whether these bases actually existed at all. Nevertheless, there are some really 
unexpected factors and misconceptions which contribute to this disillusionment and 
to the unavoidable changes in the strategy of transformation.

Two new constraints on the strategy of transformation

(a) The reasons for the unprecedented severity and probable long duration of 
the economic crisis have already been discussed in Section 1. To this we should 
add an important fact (and one generally ignored by the public)—namely, that the 
economic decline in some countries of Central and Eastern Europe began before the 
systemic change, or would have been started independent of it, under conditions of 
the tottering state socialist economy. (This fact is rightly pointed out by D^browski, 
Knirsch and other contributors.)

It is also an important fact which should not be neglected, that even under 
the present depressed conditions—as Jozef van Brabant writes—in some countries 
“domestic markets are better provisioned and the proverbial queues have gone; 
external balance has improved considerably, in many cases through sharp export 
gains in new markets, and new economic activities are mushrooming” (p. 241). 
Expressing it in more general terms, the Kornaian resource-constrained economies 
of shortage have turned, or are turning, into demand-constrained ones,7 even if 
this conclusion is more or less valid now for the former CPEs of Central Europe 
(Slovenia included) only.

The fact that these really positive changes have been achieved, and the un
expectedly high price paid for them by the sociétés of the former CPEs, should 
lead to a shift in the priorities of transformation policy. One cannot but agree

6 A good exam ple o f this seemingly obligatory official optim ism  appeared on the day these lines 
were written. Vladim ir Dlouhy , m inister o f industry and commerce of the Czech Republic informed 
the mass m edia in V ienna that his country would be ripe to  join the European Community within  
two years. (NA PI, Budapest, January 25, 1993.) This statem ent was perhaps intended to calm  
public opinion after the break-up of Czecho-Slovakia.

7This fact was duly noticed by the experts of the UN ECE. See ECE (1992), p. 53.
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with Hans-Jürgen Wagener, who suggests the implementation of various measures 
which will be conducive to growth and not directly to the transition from plan to 
market. “Given the firm intention to install a social market policy in countries of 
Eastern Europe, and given the necessary initial constitutional decisions including 
the decentralization of economic decision-making (corporatizing state firms before 
they can be privatized for instance), it is success with economic growth (that) will 
stabilize and speed up systemic transformation” (p. 369). It is hardly incidental 
that similar suggestions can be found in many of the other contributions, if not 
the majority of respondents to Acta Oeconomica. This includes those experts who 
were, and perhaps still are, staunch followers of the neo-liberal school of thought.

(b) Perhaps an even stronger factor which is causing disillusionment is the 
widespread, feeling concerning the insufficiency of actual Western aid, particularly 
if compared to the expected or—allegedly—promised help of similar scope to that 
of the Marshall Plan. It can be left to the historians to find out whether such 
commitments really had been made by the Western politicians and what their 
precise content was. Though certain promises have no doubt been made, and 
indeed are still being made (everybody can hear or read various public statements 
of this kind), it has now become clear that both the Western politicians and their 
eager audience have fallen victim to a kind of self-deceit.

The political leaders of the Hast are ready to blame the West for not having 
a consistent strategy concerning the changes that would come and/or are already 
going on now in the CPEs. Though this complaint is true, it partly misses the 
point—namely, whether it would have been possible at all to have a coherent strat
egy adequate to cope with the situation that has really emerged. The “situation”, 
i.e. the total collapse of the state socialist system and the Eurasian military bloc 
which occurred under normal (i.e. peaceful) conditions could neither have been 
forecasted nor imagined by anyone. Also unpredictable and unexpected was the 
acceleration of the process which started in 1989. In the middle of that year it was 
quite possible to foresee—with a high degree of certainty—the accomplishment of a 
systemic change in Poland and Hungary and also their breakaway from the Eastern 
bloc. However, towards the end of the same year this had already been happen
ing all over Central and Southeast Europe (except Yugoslavia and Albania). And 
two years later neither the Warsaw Treaty and the CMEA nor the Soviet Union 
itself existed anymore. For such developments no scenarios could be worked out in 
advance.

It is much more difficult to give a definite answer to the question whether 
the West could have had a coherent strategy at all concerning the treatment of 
processes of decomposition ongoing in the Eastern bloc. The root of the matter 
is the asymmetry of the political and economic interests of the West vis-à-vis the 
East.

While throughout the whole post-war period the main axis of world politics 
was the East-West military confrontation, and thousands of billions of US dollars
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were spent on it by both sides, the economic power and the world market share of 
the countries of the now defunct Eastern bloc, as well as their economic attractive
ness for the outside world, were relatively weak at all times. This has remained the 
case up to the present day. Towards the end of the 80s their share in the volume of 
world trade amounted to some 7 or 8 percent; a component of this was their share 
in the foreign trade of the OECD countries, which was a mere 2-3 percent. There 
were no foreign direct investments in the region—due to the nature of the system. 
(However, a considerable sum of debts owed to Western banks and governments 
had been piled up in the region, and because of this they had a real interest in 
the prompt collection of debt services.) All in all, the economic importance of the 
region for the West has been a quantité négligeable.

From the asymmetry of the economic and military interests of the West a 
number of contradictions followed. Here are some of them:

—  During the period of military confrontation the western governments 
rather skilfully used the economic carrot-and-stick policy vis-à-vis the particular 
countries of Central and Eastern Europe. While doing that, they pursued ex
clusively the aims of their military and political security by trying to loosen the 
ties of one or another country to the main enemy—the USSR. This is why the 
main recipient of American grants, credits and other preferences for a long time 
happened to be Poland (even during the hardliner Gomulka and Gierek regimes), 
Romania in the years of the brutal dictatorship of the Ceaucescu family, and at 
a very late stage Hungary—the only country that started real reforms. As the 
economic aid served the interests of the international military strategy, the end of 
military confrontation led to quite paradoxical consequences. Due to the fact that 
the Soviet military threat first lessened and later ceased to exist, and the Soviet 
troops then left or are planning to leave Central Europe, the Western interest in 
this region has not increased but, on the contrary, it has lessened. It is a logical 
outcome of the changed objective situation; the present governments of Central and 
Eastern Europe, which originate largely from the former opposition to communist 
regimes, neither could nor can see this factor distinctly when lamenting about the 
non-realization of Western promises (or rather their own rosy dreams).

—  As the disintegration of the Soviet Union raises security risks and uncer
tainties it is quite natural that the attention of the West should once again turn 
towards it, and away from the relatively stable and militarily weak Central Euro
pean area. As a result, the rather scarce quantities of official aid are now promised 
to be rechanelled towards the area of the higher security risk. (However, as is well- 
known, the realization of even these modest promises is permanently delayed.8) 
Now, as in the past, it is not the criteria of economic efficiency or trade promotion

8 It seems that the new administration in  the USA is not going to change this course of conduct 
either. According to The New York Times  (February 8, 1993) the Clinton adm inistration consid
ers the future of Russia to  be the most im portant national security problem but for the time being
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which govern Western aid, but the perceptions of the real or potential threats to 
military security. In this “competition'’ for Western attention the Central European 
area falls behind the other parts of Eastern Europe. Of course, if the developments 
in the post-Soviet successor states change for the worse—i.e. anarchy spreads, new 
dictatorships emerge or new military conflicts break out, etc.—the strategic im
portance of Central Europe for the West could be upgraded again. Under these 
hypothetical conditions something like a new edition of the one-time cordon sani
taire might emerge. If this is so, the paradox is that the western support to Central 
Europe will improve when its international environment worsens.

— For the political elites of the Western world it is obvious that the socio
economic transformation and the macroeconomic stabilization of the former CPEs 
needs direct and indirect financial aid from the developed industrialized countries. 
The latter should give it because basic Western interests are involved. To realize 
this help the western mass media are waging what is almost a kind of “brain
washing” campaign. There are not only former “doves”, but also former “hawks” 
such as the “father of the H-bomb”, the nuclear physicist Edward Teller, or Mrs. 
Jeane Kirkpatrick, former ambassador of the Reagan administration to the United 
Nations, who now speak up for massive aid to be given to the former enemy coun
tries. The same can be said about the western respondents to the Acta Oeconomica 
questionnaire. Those of them who deal with the issue see the Western aid to be an 
indispensable condition for the successful transition of the former CPEs to market 
economy. It is particularly true for the “shock therapists” (i.e. the proponents of a 
quick transformation process), as its costs are very high. Yet once again a kind of 
schizophrenic attitude characterises the behaviour of the main international finan
cial decision-making bodies like the G-7 group, the IMF, etc. While preaching the 
virtues of “shock therapy” they withdraw or limit their financial aid, trade con
cessions just at the most critical moments: namely, when the restrictive economic 
policies are beginning to make progress. This has happened in the case of Poland, 
Hungary and some other countries.

The enlightened view of the Western political elites notwithstanding, the 
chance for acceptance of a large-scale aid project is smaller than ever. The main 
reason is not an economic one but political. It is precisely because the war threat is 
diminishing that public support m the West for an aid policy that can solidify peace 
is also diminishing.

This phenomenon may be surprising for the inexperienced new leaders of the 
former CPEs. They perhaps were uninformed about the almost forgotten fact that 
it was the “red scare” only that made the now much-celebrated Marshall Plan 
acceptable to the American taxpayers in 1947-1948. At that time the “red threat” 
was not imaginary, at least not in Europe. Nowadays this threat is diminishing,

does not intend to boost the financial support of this country. (R eported by Magyar Hírlap,  
Budapest, Febr. 9. 1993)
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and this fact—again in a paradoxical way—limits the power of governments to 
dispose of taxpayers’ money. Being compelled to afford only modest cost-saving 
aid programmes they are trying with good face to convince their Eastern audience 
that it is better to study how fish than being given fish itself. (These were favourite 
parables preached by Mrs. Thatcher and President Bush during their visits to the 
eastern part of the European continent.) However, if some countries already have 
some “fish” for sale the West is busy preventing them from selling it. (See the 
cases of Eastern exports of agricultural goods, textiles, steel products and other 
“sensitive” goods.)

The possible shifts in the strategic priorities of transition

Constrained by the two unexpected or unforeseen factors—the severe de
pression and the absence of a non-debt-creating inflow of resources (foreign direct 
investments have up to now been substantial only in Hungary and in the Czech part 
of the former Czecho-Slovakia)—the process of transformation of the former CPEs 
should be reshaped and some earlier concepts rethought. From the contributions 
to Acta Oeconomica it emerges that the following crucial issues need to be revised.

a) The anti-crisis policy and the stimulation of economic growth

This might be the most sensitive issue for the whole strategy of transfor
mation still rests on two fundamental principles—macroeconomic stabilization by 
means of a deflationary policy and economic liberalization by means of destatiza- 
tion (privatization, deregulation, etc.). The leaders of the new democracies should 
follow Bismarck’s maxim: “Politics (in our case—economic policy) is the art of 
the possible, the attainable” , but perhaps even more the version of this saying 
updated by John Kenneth Galbraith: “Politics is not the art of the possible. It 
consists in choosing between the disastrous and the unpalatable.” In their sugges
tions the respondents to the questionnaire tried mostly to follow the Galbraithian 
interpretation of the famous maxim.

We have already referred to Hans-Jürgen Wagener, who sees the revival of 
economic growth as main priority of economic policy at the moment. But how 
is that to be done? Jan Winiecki warns that the kind of output fall which was 
caused by the unavoidable adjustment of enterprises to the real market conditions 
“cannot be remedied by increasing aggregate demand” (p. 371); the budget con
straint should remain hard and the institutional restructuring (e.g. of the banking 
or tax system) should continue because it is conducive to economic growth too. It 
is important to note that Winiecki, while insisting on the continuation of economic
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restructuring, outrightly rejects “treating the economy in a neo-classical manner” 
(p. 375) and proposes a complex of measures that deal with unemployment and 
other schemes of social policy.

A similar reasoning can be found in van Brabant’s contribution. He writes 
about the danger of establishing a “low-level equilibrium trap” in an environment 
with substantial under-utilized capacities (p. 241).9 According to him “economic 
stabilization is a must before any serious restructuring of economic policies, insti
tutions, instruments, and behaviour can be contemplated in earnest... But stabi
lization should not be seen as an end in itself, however useful it undoubtedly will 
be... successful transition requires laying as rapidly as possible the microeconomic 
foundations for macroeconomic stability and sustained progress toward economic 
prosperity” (pp. 241-242). As the sizable inflows of foreign capital needed in order 
to revive and restructure economy have not materialized, the only possible way for
ward, according to him, is through a more evolutionary transition without abrupt 
shock treatment (i.e. on the “Hungarian path first laid under communism” , as 
he calls it). This will enable the establishment of the institutional environment 
required by market economy. While almost all his advice is rational, none of it 
indicates an easy way out of the “low-level equilibrium trap”, and especially not in 
the short run.

b) Transformation and social consensus

Because of the optimistic expectations and promises of the prevailing neo
liberal blueprints of transformation, social consensus was simply a non-starter in 
the debates at the initial stage of systemic change. Under conditions of firmly 
established mass unemployment (in some former CPEs) or its inevitable coming 
(in others), after a long period of declining living standards and sharpening social 
contrasts, the problem of maintaining a social consensus has become an issue all 
over Central and Eastern Europe.

As the programmes for quick and relatively painless transition to a prospering 
market economy (supported by the massive foreign aid) have failed, it is quite 
natural that most experts envisage a gradual and socially difficult transformation 
that will spread across a rather long period; thus they put the problem of social 
consensus at the forefront of a successful policy.

9 It reminds us of the description given by A eynes  to  the situation in the years of the G reat 
Depression: “it is an outstanding characteristic o f the econom ic system  in which we live th a t, 
whilst it is subject to severe fluctuations in  respect o f output and em ploym ent, it is not violently  
unstable. Indeed it seems capable of remaining in a  chronic condition of sub-norm al activity for 
a considerable period w ithout any marked tendency e ither towards recovery or towards com plete  
collapse” (K eynes 1936, p. 249).
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Among the contributors to the Acta Oeconomica inquiry not only the critics 
of the neo-liberal school of thought—like Andreff, Dallago and Knirsch—but also 
many others deal with social consensus. It is very remarkable what Márton Tar
des, one of the leaders of the Hungarian liberal Alliance of Free Democrats (and 
its leading economic expert) writes in his contribution. Instead of routine cursing 
of the evils of state socialism, Tardos—rather surprisingly—stresses those features 
of the sociopolitical legacy of dictatorial socialism which are difficult for the new
born regimes to emulate. He enumerates such things as raised standards of living, 
ensured full employment, fair distribution of goods and the fact that “countries... 
of the Central-East European region were able to create some significantly advan
tageous conditions, even when compared with those prevailing in the free world” 
(p. 348). (To the present author the latter statement seems a bit exaggerated. 
Tardos probably extends conditions that really existed only in reformist Hungary 
or Yugoslavia to the whole region, but that is hardly acceptable.)

Anyway, what is important is the author’s honest admission of the (real or 
expected) negative consequences of the post-communist transformation. Namely, 
that neither full employment, nor equal conditions or even equal starting chances 
can be ensured for the population. Alongside this, the crucial point made by Tar
dos probably touches the heart of the matter—i.e. the prospects of the whole 
transformation process and particularly the fate of the neo-liberal strategy of this 
transformation. Tardos writes: “Perhaps the most shocking feature of the unavoid
able decline of the standard of living is the emerging crisis of the public services 
in the post-communist period... the newly developing weak regimes (in any event, 
weaker governments than former ones) are not capable of concentrating the bud
getary revenues necessary for the operation of the system of redistribution which 
had been functioning for decades... The inevitable consequence of the state bud
get’s crisis is the decline or cessation of subsidization of the individual branches of 
the economy. Furthermore, there is a dramatic decline in the quantity and quality 
of public services” (pp. 349-350).

This point is crucial, because the simultaneous provision of public services 
(health, education, etc.) on an adequate level, and the radical reduction of the 
budgetary expenditures for these purposes, look like the problem of squaring the 
circle:

1. If the public services are curtailed, the social support for any government 
in power will go, because the widest strata of population cannot and will not be 
able for a rather long time to afford the payment for the costs of these services 
from their personal incomes. The level of the incomes inherited from the socialist 
system did not cover from the outset (since the World War II) the costs of such 
services paid for by the state.

2. If a government is not able to cut public services (because this would 
undermine its own power position) and maintains more or less the same level of 
spending, it would actually mean giving up the programme of destatization, lib-
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eralization of the economy and renouncement of its intention to cut down the 
redistributive activity of the state.

For a liberal party both alternatives would mean abdication of present or 
future power.

What does Tardos propose? In fact, to eat the cake and to have it as well. 
On the one hand, “budgetary expenditures must be reduced” (health, education, 
etc. including); on the other, “municipal, cultural, social security and health in
stitutions must be involved in privatization” with “tax preferences offered to the 
public investor” . Also, “positive help has to be offered (by whom?) to the strata of 
the newly poor, who will suffer serious losses in the process of the transformation” 
(pp. 351-352). Actually it seems that according to Galbraith’s maxim, Tardos, as 
a genuine politician, chooses the unpalatable to avoid the disastrous.

However, to secure the necessary social consensus for the transition to market 
economy, it is not only the problem of financing the so-called safety net that has to 
be solved somehow. The process of privatization, and the creation and functioning 
of a competitive market economy produces and reproduces various social inequal
ities (in income, wealth, social power and prestige, etc.). The new social order 
will be legitimate if the new inequalities become socially acceptable (cf. Hillman, 
p. 287). (Let us not forget that the hierarchical social order of state socialism was 
not egalitarian at all. However, its inequalities had a different, less conspicuous, 
and even concealed character, and were legitimated by the ubiquitous and rather 
sophisticated ideology).

How can the social acceptance of the emerging inequalities be achieved? Tar
dos clearly sees the difficult character of this task being aggravated by the fact 
that the new class of proprietors very often obtains its fortune by means that are 
not quite legal or honest. “Their behaviour... produces a great deal of antipathy 
in wide circles of society towards the future middle classes and the truly wealthy 
people, who are supposed to constitute the foundation of the new order” (Tardos, 
p. 351). But what kind of solution does he suggest? It is not clear, at least not in 
his present contribution.

It seems, that no effective solution can be found that is based on the neo
liberal ideology. Perhaps it is not accidental that while Tardos accepts the idea 
that the emerging society “is not capable of creating equal conditions for the pop
ulation, and this inequality starts from childhood” (p. 349), Arye L. Hillman sees 
the justification for this economy in quite an opposite tendency: “While a market 
economy does not promise equality of income and wealth, it should provide equality 
of opportunity” (p. 288).

Some authors (Kramer, Winiecki, Dallago, Wagener) point to the need for 
stability and security, both legal and social, provided by the state, trade unions 
and other institutions of the modern industrial society and forming the basis for 
social consensus. This society is not essentially that of a free market but of a mixed 
economy regulated by mutual social contracts and obligations for the social part-
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ners involved. Besides the higher living standards perhaps it is this kind of social 
stability which can make the new social inequalities acceptable to the transforming 
societies of the former CPEs.

* * *

From the controversies discussed here one can conclude that the chances 
of modernizing the countries of Central and Eastern Europe, and the possibility 
of their catching up with advanced industrialized societies, depends not simply 
on the accomplishment of privatization and/or marketization of their economies. 
It depends much more on what kind of market economies will be established— 
those which existed here and elsewhere in the last century and up to the interwar 
period, or those which have evolved and readjusted themselves to the changed 
social conditions of the Western democracies during the last half century. The 
present dramatic situation in Central and Eastern Europe was caused mainly by 
its isolation from this process of socioeconomic change. One can only hope that 
this drama will not turn into a tragedy.
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SOCIAL EFFECTS PRODUCED BY THE SYSTEM CHANGE

T. KOLOSI—P. RÓBERT

The socio-economic effects of the system  change are unequivocally dem onstrated in the 
survey. T he view that the political system ’s change was not followed by the system  change of 
society and economy is not fully acceptable. T he changes m ay be deemed too slow but they have 
certainly started. In the analysis undoubtedly negative tendencies are pointed out, however, in  its 
totality, it  m ust be said th at the widespread despair which is exhibited by public opinion research 
in Hungary is not justified. The system  change is in progress,— true, from many aspects, slowly, 
but w ithout traumatic shocks and without m ass sacrifices.

Our study examines some of the social effects produced by the change of 
system which took place over the past two years. Probably both experts and pub
lic opinion agree that the change was accomplished first of all on political level; 
namely, free parliamentary elections were held, the one-party political system was 
succeeded by a democratic multi-party parliamentary system, and the institutional 
and legal frameworks of politics were established. At the same changes in the socio
economic system seem to be proceeding at a much slower rate than change in the 
political sphere. Changing into a market economy and carrying out privatization 
are still subjects of professional debate rather than practices based on consistently 
elaborated concepts and laws. What is more, while these processes have had a halt
ing and poor start, society has been stricken by several “unavoidable” concomitant 
side effects, such as unemployment and increasing income differences.

Based on all this, it is no surprise that—according to a Gallup poll—in early 
1991 the Hungarians were the most pessimistic people in Europe about future 
prospects; and that—based on Szonda-Ipsos1 research—80 percent of the popula
tion feels that its material situation is worse than it was a year ago and merely 5 
percent mentioned some improvement. It is also a general conviction that in the 
past period impoverishment of the population was extremely accelerated.

In contrast to these popular beliefs research concepts are currently being 
formulated about how a bourgeois middle class can be created, how a “continuous 
deep social structure” survived the decades of an anti-bourgeois regime, where the 
“old-new” citoyens and entrepreneurs come from, whether the domestic bourgeoisie 
will be a national one or a “comprador-type” and finally how a change of the elite 
will take place in Hungary.

One might argue that this is another example of experts and society ignoring 
one another. We would argue that there is some interchange between these groups 
as various programmes are still being drawn up to cope with unemployment and to

1A private institution for public opinion research (ed. note).
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restrict the growth of social inequalities as was the case earlier. Nevertheless, it is 
still very important to probe citizens’ emotions as to the actual processes, so that 
our knowledge of reality will not only be built on the opinions reflected by public 
opinion polls. In our study we will examine two such social processes in the period 
of the change of the system: a special “intragenerative” mobility, in which certain 
social groups started from a position of state employment and moved towards a 
more independent entrepreneurial position or more autonomous employment and 
the development of income inequalities, specified by strata, with regard to both 
individuals and families.

In our analysis we are going to rely on the data of two empirical surveys, 
from the survey series carried out by the Social Research Informatics Centre (in 
the following: TARKI).2 These allow us to examine the current occupational and 
income situation of a group about which we have earlier data. The two points in 
time in which our data were collected are the spring of 1989, (prior to the change) 
and the spring of 1991. As a result of which, we have obtained information not only 
about changes which came to pass throughout Hungarian society but also about 
changes which occurred in the lives of individuals and families, over a span of time 
starting from before the parliamentary elections (considered the milestone of the 
system’s change) and ending a year after it.3

2TÁR K I’s survey system  is of a panel character. This m ethod is m udi more effective and 
reliable for chronological comparisons than  if the researchers exam ine the same question repeatedly 
using varying patterns of the population. In the case of panel work exactly the sam e persons 
participate in the surveys at different tim es.

3The first survey was entitled TAR K I-В study; field work was carried out between April 5 and 
May 2 1989, and the second wave of the panel was a survey using questionnaires entitled  TÁRKI- 
E which took place between April 15 and May 6— with the m aterial aid of the T S-3 programme. 
The data file and docum ents of the researdi can be found in T A R K I’s databank.

We could make two further com ments w ith regard to the pattern:
The 1991 survey was conducted on a 1000-person nationally representative sub-pattern of those 

questioned in 1989. According to sense, those who during the past two years changed their 
residence, died, or for som e other reason could not be reached (pursuing m ilitary service, in 
hospital or in prison) could not be questioned in the second survey. 285 persons were replaced 
from the 1000-person nationally representative pattern of the 1989 survey in such a way that their 
m ajor demographic criteria were the sam e as those persons who were missing. In drawing up a 
parallel between the data  of the 1989 and the 1991 survey, the correspondence in the cases of 21 
persons was not unambiguous, therefore the final pattern about which our analysis was made, 
consisted of 979 persons.

The pattern represented the adult population (the bottom  age lim it in 1989 was 18 years, but, 
given the character of the survey, 18 and 19 years old persons could not fall into the pattern of 
the 1991 survey). A lthough the pattern well reflects national data, we should still call attention  
to a few things: In sim ilar types o f surveys it is a general experience that those belonging to 
the highest income group are under-represented in the pattern (m ost refusals to answer are from 
this group) and, following from the way of selecting the p attem , the homeless play no part at 
all among the questioned persons; Owing to the m ethod of panel questioning, only death allows 
leaving the p attem  and joining it is im possible. In the light o f these facts we m ust be careful 
w ith our claims regarding the poorest and the richest and have to accept the assum ption that the
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Theoretical frameworks of the analysis

Although our study is basically a report on the results of our empirical anal
ysis, we wish to briefly summarize our theoretical considerations. We deem this 
the more important as we feel a distance not only between objectively measured 
processes and their subjective perception (by the populace) but even between dif
fering scientific analyses of the system change—in both concepts and viewpoints. 
The same phenomena and problems are differently viewed and explained by the 
political analyst and by the sociologist working with empirical data and building 
on statistical analyses. Added to which is the fact that the influence of political 
sciences on public opinion is presumably stronger than that of empirical sociological 
research.

Today’s social changes and the socio-economic phenomena of the changing 
system can be neither evaluated nor understood without building upon knowledge 
about the structure of Hungarian society, accumulated in the decade preceding the 
political change. However important we may deem the caesurae brought about by 
events of the past two years, continuous elements have a very strong influence on our 
society. Of these continuities, we think the double character of the social structure 
described by the L model of T. Kolosi (1986) or by I. Szelényi’s model of dual 
triangles (Szelényi 1990a) to be basic. The common thought in both models is that 
in Hungarian society a “socialist mixed economy” coexists with a redistributive and 
a market hierarchy. Even if (by the gradual gaining of ground by market elements) 
this duality is gradually altered with regard to both its proportions and trends, 
distributive elements will obviously be present for a long time and their role will 
also be very likely a greater one than the measure of state intervention is in every 
industrialized civil society, where it is obviously necessarily present.

This social structure generates and/or preserves such interest relations and 
attitudes, as the “on the top” central statism, and “below” paternalism which 
restricts a faster implementation of ownership reforms and hinders the unfolding of 
autonomous societal organization (ie. the mobility from the redistributive economy 
towards a market-oriented one). With regard to the statement on paternalism, even 
international comparisons show that the population today still feels a greater need 
for state participation in solving socio-economic problems (e.g. income inequalities 
or unemployment) than do people living in western market economies (Kolosi 1990).

Some, (often politically articulated) questions emerge—such as changing of 
the elite, the achievement of bourgeois/middle-class status,-—as special manifesta
tions of social mobility. We may refer to Pitirim Sorokin, who deals with parties 
and other political organizations as some of the channels of mobility (Sorokin 1959), 
particularly stressing that—similar to the role of the army in wartime—this mo-

population’s mobility or im m obility in connection with residence is influenced by the change of 
the system .
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bility channel plays a small role in stable societies, while in periods of political 
transformation it grows more significant.

An international comparative survey covering Hungary, Czechoslovakia and 
Poland, which focuses on circulation of elites considers one of its theoretical guiding 
points the so-called FJH hypothesis which is today one of mobility research’s most 
fashionable theories (Szelényi and Szelényi 1991). According to this, no significant 
differences were shown in pure mobility as a measure of the openness of society, 
among countries with different social orders (Featherman, Jones and Hauser 1983). 
While this theorem is criticized by many West European mobility researchers (e.g. 
Erikson and Goldthorpe 1983), the question for the sociologist is, with regard to 
our region, to what extent the FJH hypothesis is true in an area where not only 
economic transformation and modernization process have taken place but a change 
of political systems as well.

Another widely discussed question is what chance is there for a revival and 
development of a bourgeois middle class in Hungary. As T. Kolosi (1991) feels, 
here the development of the future relationship between Besitzbiirgertum and Bil
dungsbürgertum, (i.e. between the proprietor and the qualificational bourgeoisie) 
is at issue: namely, how much space will be allowed the “old-new” entrepreneurial 
stratum by the intellectuals. On the basis of historical experience the opinion of 
J. Szelényi (1990) is that the distinguished role held by intellectuals now is only 
transitory.

However, it must not be forgotten that in Hungary, even among the intelli
gentsia, material interests are dominant over post-material ones. This was indicated 
by the surveys of E. Hankies and his co-workers in the early eighties (Hankiss, 
Manchm, Füstös and Szakolczai 1986) and this is also reflected by the data of 
the Inglehart test repeatedly made by TÁRKI in 1990. As a result of this, the 
intelligentsia is rather “frustrated” by the relative wealth and enrichment of the 
proprietary bourgeoisie arising from the market and by the fact that this stratum, 
following its basic materialism, exhibits provocative consumption.

Moreover it is obvious that there are also mobility aspects of where this 
bourgeoisie to-be is recruited—who is mobilized from the redistributive sphere of 
society towards the market sphere. This kind of mobility (the technical term for 
it is intragenerative mobility) means a motion within one’s career. According to 
occupational mobility surveys, this mobility within a generation is usually of a lesser 
degree than that between the generations; e.g. mobility compared to the position 
of the father. What is more, in Hungary in recent decades intragenerative mobility 
slowed at a slightly higher rate than intergenerative mobility did (Andorka 1982; 
Harcsa and Kulcsár 1986). The reason for this is that Hungarian society came into 
an increasingly consolidated condition in the past two decades as regards economic 
restructuring. Following the change of the political system however, in the course 
of the gradual arisal of various elements of politicizing and of the market economy, 
the growth of cert ain types of intragenerative mobility could rightfully be assumed.

26 T. KOLOSI—P. RÓBERT: SOCIAL EFFECTS OF THE SYSTEM CHANGE
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It is, of course, very difficult to foretell, in what proportions these “certain 
types” of mobility will appear in the process of developing bourgeois civilization. 
Today we do not know, after the prospective building of privatization and a market 
economy what share of mobility will be said to belong to the cadre bureaucracy 
which is attempting to turn its political power into economic power. How much will 
belong to the “comprador intelligentsia” (Szelényi’s expression) arising from state 
employees or employees of some Hungarian-foreign joint venture, or to the national 
proprietor bourgeoisie, arising from small-scale venturers or the participants of the 
second economy is unknown. It is probable that in this process the use or conversion 
of various capitals, in the Bourdieuian sense, will play an important role. Mobility 
analyses of the 1980s have shown that in social mobility (or immobility) cultural 
mobility (or reproduction) played the greatest role (Robert 1986; 1987).

The result of all this research was related to a social situation where other 
ways of hereditary transmission of advantages and disadvantages were, owing to 
social structure, strongly limited. These limitations, in turn,—in harmony with the 
broadening possibilities of working and earning in the second economy—gradually 
decreased from the early seventies on. In the future, during the introduction of the 
market economy and ownership reforms, the thesis concerning the outstanding role 
of cultural capital in the process of mobility must be reviewed in another “field” .

In addition to occupational mobility, mobility with respect to income and ma
terial situation has to be mentioned. The questions regarding enrichment and/or 
impoverishment, (i.e. the increasing material inequalities) are permanently on the 
agenda in empirical sociology as well as in public opinion research. TARKI’s re
spective analyses do not indicate movements of great extent in this sphere (Kolosi 
1989; Szántó and Tóka 1990.). In contrast, other researchers see the phenomena of 
impoverishment as much more serious and more extensive (e.g. Szalai 1990) than 
we.

One thing is sure; P. Róbert (referred to earlier) when analysing the process 
of social mobility, found a non-negligible degree of inconsistence (in the various di
mensions of inequalities the trend and/or degrees of movements are different), under 
our present circumstances, occupational and material movement is consistent.

Mobility towards a proprietor bourgeoisie structure is accompanied by at
taining a better material position, while those who become unemployed, obviously 
and consistently move into worse material conditions. Moreover, it may also be 
presumed that by the broadening of the market economy, an immobility in the 
redistributive sphere will also be connected with a relative worsening of material 
situation. Hence, under the circumstances of the changing system, immobility is not 
a “neutral” category; those who do not want or are unable to “take the historical 
opportunity” , may easily fall among the losers.
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Enterprising and mobility 1989-1991

In the complex process of Hungarian socio-economic transformation it may 
be obvious to everyone that some will (in the short run) come well, while others 
will be less fortunate. There are and will be transitory winners and losers. In 
such situations people, to some part, are palsy-stricken, helplessly watch, and let 
themselves be whirled along by events. Others, however, more dynamically try 
to influence events around them. The sociologist speaks about intragenerative 
mobility, and about the necessity and ability to achieve it, while the man on the 
street feels only that he “ought to start moving.”

TARKI’s data allow the analysis of mobility on two levels: on the levels of 
ambitions and on that of facts. In a 1988 questionnaire we asked the question 
“Would you be glad to be an entrepreneur?”4 At that time every fourth person 
answered yes. By 1990 the ratio of the positive answers reached 44 percent.

The interrelation of the willingness to be an entrepreneur with social-demogra
phic criteria was similar in both cases. Accordingly, men, the younger and the 
more educated; intellectual workers and skilled workers seemed to have a more 
entrepreneurial spirit. About half the young people are attracted by the thought 
of entrepreneurialism but sex is more determining than age. An entrepreneurial 
desire is stronger in middle-aged men than it is in young women. With regard to 
education and occupation, semiskilled workers and “routine” white-collar workers 
are the least willing or able to be entrepreneurs.

Furthermore, it is typical that potential entrepreneurs are recruited from 
higher income groups, which indicates that people are well aware of the capital
intensiveness of business. The majority of those inclined toward entrepreneurialism 
would like to start some handicraft or retail trading service, but many would be 
engaged in animal breeding, plant growing or in some other agricultural activity. 
Besides these a relative minority consists of those who would pursue enterprises in 
intellectual services (e.g. opening a design office, or some educational enterprise). 
Those who do not want enter business refer primarily to personal causes or justify 
their standpoint by some deficiencies of constitution “it is not for me” or “I am 
too old”, “I am ill”. In relation to these the ratio of those who refer to a lack of 
capital, to taxation or other economic circumstances, or to some former negative 
experience was low.

During the questioning repeated in 1990, in which those questioned were the 
same as two years before, the proportion of those willing to pursue business doubled, 
while no essential change occurred in their composition. Of those answering “no” in 
1988, 33 percent now said “yes” , while 22 percent of those who were earlier willing,

4 The analysis of the question regarding the inclination toward entrepreneurialism was carried 
out by Gy. Lengyel  (1989); here we only refer to his m ost important findings and to some results 
and chronological changes on the basis o f the repeating of the question in 1990.
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changed their minds. At the same time, more than half of those (54 percent) who 
were uncertain in 1988 declared in 1990 that they would become entrepreneurs with 
pleasure.

In the latest survey, in the summer of 1991, we no longer asked about 
“dreams”, we asked only for facts. The question was: “Nowadays more and more 
people are working with non-slate-owned companies. Have you or somebody of your 
family tried some of the following things?” The question was followed by a list. 
Based on this, in 12 percent of the families there was someone who started some in
dividual enterprise and in 8 percent of them there was at least one person who had 
started some family enterprise. Most of them tried only one thing but there were a 
few who had made more attempts. Hence, in the total of individuals and families 
(family meaning consorts and children) 17 percent had made some attempt.

Who are these entrepreneurs?—Is the obvious question. In the first approach 
we looked for the answer using customary means of sociological and demographic 
analyses: whether the entrepreneurs were men or women, old or young, and what 
their occupation and education was.

It can be stated that men and the young were most likely to have tried to be 
entrepreneurs. With regard to age the proportion of entrepreneurs evenly decreases 
as we proceed from youngest to the oldest. From the aspect of qualification: the 
uneducated, who completed at most 8 primary grades, were entrepreneurs at a 
lower than average rate. Skilled workers were somewhat overrepresented, as were 
those having secondary-school or academic diplomas. Regarding occupation, those 
having autonomous occupation showed an outstanding extent, which is rather ob
vious as many of them became independent precisely by becoming entrepreneurs. 
Semi-skilled and unskilled workers were below the average, while a somewhat higher 
percentage of skilled workers had made attempts. Intellectuals and especially lead
ers were overrepresented. The data seem to confirm the general opinion that the 
new forms of economic activity have created a favourable environment for the old 
economic elite: for managers.

Our survey allowed us to make a comparison between the occupations of 
those questioned in 1989 and those questioned in 1991. We distinguished between 
four types of occupational mobility: upward mobility was if someone went from 
being a physical worker to being a top leader, medium leader or intellectual (4 
percent of the pattern); downward mobility was if somebody went from being in 
an intellectual occupation to being a physical worker (2 percent of the pattern); 
becoming independent (also 2 percent of the pattern); finally, immobility, including 
those cases when someone was mobile within the sphere of physical or intellectual 
occupations (92 percent). (The immobility ratio seems to be very high, but it must 
be taken into account that we also considered intragenerative mobility process 
within a time span of two years.)

The social and demographic characteristics in the mobility process show a 
picture similar to what was exposed in the case of entrepreneurialism. Mobility is
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higher in the cases of men and the young. Viewing it from the aspect of education, 
upward mobility is mainly characteristic of those having a university diploma, while 
independence was primarily the mobility path of skilled workers. It can clearly be 
seen that in the lives of those in question mobility and enterprising were interde
pendent events. Those who made attempts at some kind of entrepreneurialism were 
simultaneously mobile.

The third cross-section of our survey, following entrepreneurial and occupa
tional mobility, referred to the type of workplace. We expected an answer from 
those concerned to the question as to what the type of the workplace was where 
they were working in the spring of 1989 and two years later, in spring 1991. The 
data show that the proportion of those employed by all forms of traditional, redis
tributive employers (state institutions, budgetary bodies, state-owned enterprises, 
traditional cooperatives) decreased by 3-6 percent, while the number of those work
ing in other types of market-oriented organizations grew. If we concentrate on “sec
toral” differences, we can state that the ratio of people working in the private sector 
increased from 14 percent in 1989 to 28 percent by 1991, hence the share of those 
working in the private economy doubled. The greatest growth was observed in the 
cases of limited liability companies but a significant change was also observed in 
stock companies, joint ventures and unions. (Of course, here we cannot distinguish 
actual personal mobility from cases in which the form of the employer’s operation 
changed.)

For social-demographic analysis within workplace mobility we have distin
guished three categories: immobility (87 percent of the pattern); mobility “within 
the sector” (e.g. among state institutions and state companies or among non- 
traditional employers—3 percent of the pattern) and mobility “between sectors” 
(i.e. from a traditional employer towards some entrepreneurial employer—10 per
cent of the pattern); movement in the opposite direction happened merely in a few 
cases in the survey. In conformity with the above, here we again find that men and 
the younger are the more mobile—up to the age of 40 in both types of workplace 
mobility, and between 40 and 50 years of age in mobility “among the sectors”. In 
the latter case probably the operating form of the employer changed and the former 
company’s managing director became the manager of, say, a joint venture. This is 
also supported by the fact that among intellectuals and leaders the inter-sectoral 
mobility is higher. Among physical workers mobility “within the sector” is more 
characteristic. This means that physical workers mostly change their work, while 
the intellectuals, and especially leading executives, transform their employers. Oth
erwise, the two phenomena are by all means interrelated. Workplace mobility is 
much higher with those who also started some kind of enterprise.

In this part of our study we have laid stress on the question of to what extent 
people seek for alternative occupational and subsistence solutions in the course 
of socio-economic transformation, and grasp the opportunity of the changing of 
ownership relations. Our data indicate that, as a result of the changing system,

30 T. KOLOSI—P. ROBERT: SOCIAL EFFECTS OF THE SYSTEM CHANGE
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the most significant change came to pass in the company structure of the economy. 
This is expressed not by the very significant growth in the number of economic 
units, but, parallel with it, by the great growth in the ratio of those employed in 
the private economy. In our days 30 percent of active earners are already working 
in the private sphere.5

In this context it is interesting to recall another 1989 TARKI survey con
ducted on “labour orientation” for an international comparison. In this framework 
the person who received the question, “had to advise a young person” where to go to 
work. A relatively high proportion (40 percent) of the answers “recommended” not 
being an employee but to be a private entrepreneur instead or to work for a private 
employer. This non-negligible “minority” , of course, looks at the entrepreneurial 
and market oriented sphere “in the light of materials”. Obviously, people see the 
difficulties facing “conventional” spheres of the economy, (traditional state employ
ers) and that the sectors suffering a crisis, cannot, for the time being, offer their 
employees attractive prospects. Despite this only a narrow minority actually made 
attempts to enter private employment or become entrepreneurs.

The losers and those coming down

In the midst of the economic changes going on in our society the processes 
produce winners and “non winners” as well as losers. The unemployed and those 
afraid of becoming unemployed, can be counted as losers. In the course of our 
surveys we recorded not only “positive mobility” between 1989 and 1991, but also 
cases of “negative mobility”, such as those who were unemployed during the two 
years. 6 percent of the active earners were unemployed in this period.

Though only a few representatives of the hundreds of thousands of unem
ployed fall into the pattern of a survey including 1000 persons, there are still some 
indirect tools available which enable us to determine who the jeopardized groups 
are. Since 1982 the question of whether the respondent is threatened by the dan
ger of being dismissed repeatedly figured in surveys. According to our data 1989 
can be considered the year of negative change with regard to the fear of being un
employed. Between 1982 and 1986 the fear somewhat diminished, always staying

5 According to the data of the Stratification-m odel survey in 1982, three quarters of the popu
lation participated in the second economy, as well as the state sector. Of th is 25 percent pursued 
only subsistence farming, 3 -4  percent were independent, and about half o f  the earners possessed, 
(beyond their full-time job), some other source of earning (Kolosi 1987). Though in the present 
survey no question was put to this end, we assum e that the proportion of those pursuing subsis
tence farming has not changed. At the same tim e the present data indicate that som ewhat more 
than a quarter of the earners has, beyond their full-tim e job, some other source of incom e. The 
other half of the former “second economy m embers” entered the private economy in a full-tim e 
job, a part of them as entrepreneurs, another part as employees.
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below 10 percent. By 1989, however, it had grown by 10 percent and approached 
20 percent. By 1991 it had increased by 30 percent and in our last survey almost 
half the people questioned were afraid of being dismissed.

With regard to this fear there seems to be no difference between men and 
women. Studying it by ages, in 1982 those between 18 and 30 years were most 
afraid of unemployment, between 1986 and 1989 they were the most confident, but 
by 1991 they again felt themselves among the most jeopardized. As far as possible, 
the position of the 50-60 years old group was the most fluctuating: at the four 
points in time when the surveys were made, they were alternately the most hopeful 
and most pessimistic. It is interesting to note that in 1991 the older age groups 
were afraid of unemployment to a lesser degree, while the younger ones (18-40 years 
old) were more frightened.

According to our data, on the basis of school education, only minimum dif
ferences can be found in the fear of dismissal. In 1991, however, the more educated 
someone was, the less he or she feared dismissal. Regarding occupational groups, 
it is the leaders who are the least afraid of unemployment. Moreover, from the 
mid-1980s on, there was almost no difference between physical and intellectual 
workers. A characteristic which emerged in this question is that people living in 
larger settlements feel less threatened than those in small towns.

From those who felt threatened in 1991 we also asked why they may be
come unemployed. Varying answers could be given to the question. Most of them 
mentioned “dismissal”, the next most favoured answer was “elimination of the com
pany” and the third among the most important reasons was the transformation of 
the workplace. Today only 16 percent of those questioned think they could easily 
find some employment, while in the early eighties 45 percent had the opinion that 
they could immediately get a job and another 29 percent hoped to find a job within 
two months.

From the data it can also be seen that the population increasingly expects 
a solution to unemployment from the government. In 1989 52 percent of those 
answering thought that the government has to provide everybody with work. In 
1991 this ratio increased to 74 percent. Hence, while in the period directly preceding 
the change of the system approximately half the population adhered to a liberal 
labour policy, experiences of the past two years reduced this side by half, and the 
“nostalgia” for a state-warranted full employment increased by a significant extent.
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The development of the personal incomes 1989-1991

According to the data of our survey real incomes between 1989 and 1991 
remained essentially unchanged.6 Monthly net earnings in 1991 were on the average 
higher than those in 1989 by a multiplying factor of 1.68 and when examining per 
capita incomes we found nominal wages and salaries 1.78 times higher in 1991. 
Since for the whole of the analysed period, the rate of inflation is estimated to 74 
percent, the increase of the nominal income was practically sufficient to compensate 
for inflation.

Beside the unvaried level of average incomes, inequality of the incomes in
creased at a relatively significant speed. Dispersion of incomes grew from 3700 to 
8900 forint, in which, of course, the rising of incomes due to inflation also played its 
part. Therefore, increasing income inequalities can be better shown if we calculate 
on the basis of “deciles” . In this case we divide the population by tenths of income 
and examine how many times the average income of the 10 percent having the 
highest income is higher than that of the 10 percent with the lowest income.7

This index number increased from 5.03 in 1989 to 6.01. If we review the 
past decade, according to the 1982 survey of the stratification model, this index 
was 5.1, according to the survey of the Central Statistical Office in the same year 
it was 4.2 and, according to the survey in 1987 it was 4.9. In the 1982 survey 
of the Statistical Office the incomes of the highest income groups were strongly 
underestimated, so we may say that in the 1980s the growth of income inequalities 
weis rather modest—in the past two years, however, it accelerated. We can observe 
similar tendencies if, disregarding the extreme groups, we compare the incomes of 
the ninth and the second deciles. This index was 2.53 in 1989 and 3.04 in 1991. (In 
the aforementioned surveys these indices were, 2.7, 2.2 and 2.4, respectively.)

Examining in more detail the differentiation between 1982 and 1989, we ex
perience minimal changes; since 1989, however, the distribution curve significantly 
changed. From the medium income deciles up, the differences strongly increased: 
the average incomes in the fifth and sixth decile increased by one and a half, times in

6In our survey there was no possibility for a detailed analysis o f incom es. Previous sociological 
surveys proved that incom e distribution could be approached by som e relatively simpler way of 
questioning. In the research we asked about the net full-time work income of the preceding month 
and also asked about the m ost frequently occurring outside incom es. For the sake of correcting 
the data we also asked whether the respondent m ade a tax return for the preceding year and, if so, 
how much the assessable incom e and the incom e exem pt from taxation was. W hen questioning  
in this way we usually get a 20-30  percent lesser income value than in the detailed questions 
about incom es, but the distribution practically remains the sam e in both  types of questioning. 
(It is another question that, according to reliable estim ations, no type of survey can reveal 30-40  
percent o f income.)

‘ In professional literature it is often calculated by how many tim es the share of the lowest 
decile of the total income goes into the share of the highest decile. It is easy to see that the two 
com putations lead to the sam e result.
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the top decile they doubled. In the tenth of the population with the lowest income 
the increase by 1.7 (which is typical of the whole population’s average growth), can 
still be observed, whereas in the second, third and fourth deciles the growth did not 
even reach one and a half times. What follows is that differentiation came to pass 
in such a way that in 1991 the highest income groups exceeded the average income 
levels more than they did two years earlier, while a deviation of the lowest income 
decile from the average did not come about. Meanwhile, the income position of the 
middle strata, especially of the lower middle, strongly deteriorated.

Now, what does this above described income differentiation mean? In an
swering this question let us set out from the fact that, besides a stagnant income 
situation, differentiation may theoretically come about in several ways: 1) the rich 
grow richer and the poor become poorer; 2) the position of the extreme income 
groups does not change, the differentiation increases in the sphere of those taking 
place in the middle; 3) the income position of those in the worst situation does 
not worsen, while the better position of the higher categories comes about to the 
detriment of the medium strata.

Our data indicate that in Hungary the third variation has come about. We 
think this version is in no way the least favourable, especially if we consider that 
earlier the bottom income decile was already living on the minimum subsistence 
level and the system of income distribution was limited from above—resulting in a 
retardation of economic performance. At the same time, this way of differentiation 
has undoubtedly had the effect of spreading the deteriorating living conditions over 
a relatively wide strata.

In case we project the changes to individuals, we see that the real income of 
half the adult population unequivocally worsened (for 7 percent of them it did not 
even reach the nominal income of two years before) and that for a further 13 percent 
it was stagnant. Within the one-third, whose income grew 5 percent are those who, 
throughout the analysed two years, could least doubled their real income.

Hence, the negative public feeling is more understandable, since from public 
opinion polls it is well-known that even stagnation is usually perceived as a decrease 
of income, and the comparison with the data of Szonda-Ipsos shows that in strongly 
inflationary periods the judgement of a slight improvement (within 30 percent) is 
presumably equal to that of a declining income.

Let us, in somewhat more detail, look at how the income position of the 
various social groups changed in the two years analysed. The increase in the income 
of men somewhat exceeds the average, that of women remains slightly below it. 
From the aspect of age, the income growth of those between 30-50 years of age is 
the highest, this is followed by the younger men and those over 70, while the income 
situation of those between 50-70 worsened the most. Private venturers, male leaders 
and skilled workers increased their nominal income at a rate higher than that of 
inflation; intellectuals in subordinate posts in accordance with inflation; male semi
skilled and non-skilled workers, subordinate white-collar workers and female leaders
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increased it below the rate of inflation; and finally, pensioners—especially men— 
increased it at a rate lagging far behind that of inflation.

The decisive difference can be found between active earners and pensioners. 
The income position of active earners worsened in 40 percent, was stagnant in 14 
percent and improved in 46 percent of the total. The position of however pensioners 
worsened in 71 percent, remained stagnant in 11 percent and grew better in 18 
percent of the total. (In the case of those who were pensioned during the past 
two years, the situation was almost the same as for those who were pensioners 
throughout the whole period: the position of 72 percent worsened, that of 7 percent 
was stagnant and it improved in 21 percent of the cases. Though it is true that 
with regard to the absolute level, the new pensioners obtain an income higher than 
the old pensioners do, the deterioration of their income is essentially the same.)

By studying the interrelation between the changing income situation and the 
mobility from the redistributive sphere into the market sphere, in comparison to 
the 1.8-times growth of nominal incomes in the cases of those who tried some kind 
of enterprise the increase in growth more than doubled. More than a two-and- 
a-half times increase is shown by data from those who became independent, (i.e. 
who moved from the position of being employees into the private sector). A double 
income is also characteristic of those who were “upwardly” mobile, hence they also 
belong to the “winners” , though their material advantages are lesser. In the field 
of workplace mobility those who moved from one sector to another were the most 
fortunate,—that is to say those who, instead of being a state employee, are now 
working with some new type of employer.

If we disregard the 2 percent who became active earners in the past two 
years and examine, by an analysis using several variables, what sorts of social fac
tors significantly influenced income changes over these two years, we find that the 
active earners—men, people working in private enterprises, or those with higher 
school qualifications,—increased their incomes significantly—i.e. exceeding the 
inflation,—and those who, in addition to their full-time job, had some other in
come source, did as well.

If we look at how the average income of the 1991 income deciles changed at 
the two examined dates, we gain the impression that if someone had a better income 
position at the end of the two-year period he or she could achieve a considerably 
higher rate of income increase. In turn, if we examine how the average income 
of the 1989 income deciles developed in the past two years, we find much smaller 
différences. The greatest relative improvement was achieved by those who earlier 
had the lowest income and the 1991 income position of the lower 50 percent of 1989 
is practically independent of the income position of two years before. (The average 
incomes in 1991 of the lower five deciles of 1989 were practically equal.)

Thus, the most important tendencies with regard to personal incomes were 
the following: a) real incomes on the average were stagnant, while differentiation 
of the incomes increased to the advantage of the upper income groups and to
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the detriment of the medium—especially the lower medium strata; b) those who 
formerly belonged to the upper income categories have better chances even today 
to be on the same—high—level, while half of those in the top income decile came to 
changed position. The majority of them still enjoy an over-average income. Others 
entering this group also came from groups with over-average income. Hence, from 
the aspect of income, in the upper regions a significant rearrangement came to pass,
c) From those who earlier had incomes below the average, only a few reached the 
above-average level, but among those below the average level a powerful levelling 
can be observed, d) The income of half the adult population decreased, and within 
the 30 percent whose income grew higher, 5 percent more than doubled their income 
in the past two years.

A good chance for this was given if someone became himself or herself an 
entrepreneur or, as an employee, from the sphere of the state or of the traditional 
cooperatives went into the private economy, perhaps preserved his or her earlier 
leading position, or became a leader because of the system change, e) With regard 
to occupation, the differences among the layers are small: in all occupational groups 
the proportions of those whose income situation improved and whose worsened, is 
approximately the same. Thus, the earlier assumptions according to which either 
the working class or the intellectuals would be the losers of the changing of the sys
tem, cannot be justified. However, the position of the pensioners did considerably 
deteriorate, be they old or new ones. They were the least able to cope with the 
effects of inflation.

The development of family incomes, 1988-1990

From surveys on material and income differences it is known that the living 
conditions of families are determined not by personal but household income. In both 
of our surveys we asked about the family or household incomes of the preceding 
year, hence, in this case we compare the situations in 1988 and 1990.

In the case we look at the increase of incomes by households, in 1990 the 
whole of the household income was 1.44 times and the per capita income 1.5 times 
higher than it was in 1988. The factor of inflation falling to these two years was 1.5. 
Thus, the income growth in the totality of households did not reach the inflationary 
level. However, in the case of an average household, a stagnation of the real income 
can be observed. (The difference between the total and the per capita incomes 
is the result of the fact that in the period examined the average number of the 
household members declined from 3 to 2.8.)

At the same time, in the case of the household incomes no increasing in
equalities were experienced. The differences between the two years are within the 
standard statistical error, therefore we practically assumed that inequalities were
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unchanged. (We should add that from the 1982 and 1987 income surveys of the 
Central Statistical Office a similar index can be gained—hence the inequalities in 
the household incomes can be considered practically unchanged within a decade.) 
What is more, if considering the detailed decile distribution of household incomes, 
we arrive at the same conclusion.

We gain a very interesting result if we look at it on the basis of the individual 
deciles of the two points of time, how the income of each decile changed during the 
two years. Viewing it on the basis of the 1990 deciles, the nominal household income 
of the four lower deciles does not reach the amount they received two years before. 
Thus, according to the household incomes the lower 40 percent of the population— 
despite the 50-percent inflation of the two years—lived on a lesser income than it 
did in 1988. On the other hand, however, those who in 1990 belonged to the top 
10 percent lived on an income almost twice as high as it was two years earlier, and 
in the case of a further 30 percent the income growth matched the rate of inflation.

However, calculated on the basis of the 1988 deciles, the rearrangement is 
highly radical: in the case of the then top decile a considerable decline of the min
imum income can be observed while in the lowest income categories a significant 
increase came about. Obviously the experiences gained in the development of per
sonal incomes does not justify such radical changes. Between the two surveys the 
connection of personal and family income increased (in the case of personal and 
household incomes—rather significantly—from 0.54 to 0.68, between personal and 
per capita income within the household—only slightly—from 0.54 to 0.59), which 
shows that household breadwinners from the aspect of income became more ho
mogenous, and the role of the children’s number in influencing the income position 
of the family decreased only a little. However, not even this change justifies the 
radical rearrangement we have found in the decile distributions. Merely 50 per
cent of those questioned were in 1990 in the same or the neighbouring decile, as 
two years before; 22 percent fell and 27 percent rose in this relative income index. 
Only a smaller part of the change can be explained by the income change of the 
person questioned and of his/her marriage partner, the major part of the change 
is explained by the changes in the demographic structure of the family.

All this shows that even in the period of the changing system the income 
position of the families was more influenced by the birth of a child, some member 
of the family becoming an active earner, a divorce or some other circumstance 
changing the family structure, a pensioning or a death than it was by the changing 
income position of individual family members.

We have also made an attempt at reviewing the position of the population 
living below the subsistence level.8 According to our estimation the proportion of

8 We stress the estim ation character of the following statem ents. We measured the survival 
levels calculated by the Central Statistical Office against data of our respondent for different 
types o f families. However, owing to the aforementioned particularities of given statem ents on
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those living below the subsistence level considerably grew in the period analysed. 
While in 1988 9 percent of the adult population was living below the subsistence 
level, this ratio rose to 15 percent within two years. The change is dramatic and is 
in harmony with our earlier data according to which half the population suffered a 
worsening of their income situation—this worsening was especially significant in the 
case of the lower middle class. Thus, it became a reality that those who had lived 
only slightly above the subsistence level fell under the subsistence level. At the 
same time we have seen that the poor’s fall behind the average did not accelerate. 
Thus, the social policy of the state was able to prevent the increasing backwardness 
of the poorest but could not counter-balance the burdens on the lower middle class 
caused by the economic crisis. Hence, in 1990 considerably more were living below 
subsistence level than two years before. (To some extent this was also supported 
by the fact that the values of the subsistence level grew more rapidly than the rate 
of inflation did. At the same time the views which often appear in the press about 
a 30-40 percent of the population living below subsistence level do not seem to be 
well founded and can also not be justified by the data).

Beyond the growing proportion it is especially noteworthy that altogether 4 
percent of the population lived below subsistence level before and after the change, 
and 80 percent never came into such position. Hence, the population living below 
subsistence level rapidly changes, and is a characteristic of only a small share of the 
population to remain permanently in a peripheral situation. Thus, the number of 
those who live close to the economic boundary fall below subsistence level because of 
some unfavourable event: these people can, however, soon rise from this position.9
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Conclusion

In our study we have analysed, by using empirical sociological data, two 
important factors out of the social effects of the changing of the system: namely, 
occupational mobility and the changes of income situation. The main aspect of

incom es, we were able to estim ate the family incomes only with average m ultiplying factors. 
Therefore our data  concerning those living below subsistence level cannot be considered accurate. 
Accurate data can only be gained by detailed income surveys. Since in H ungary these are m ade 
only every five years, exact dat^ of tic  population living below subsistence level were obtained in 
1987. The m ost recent publication o f the Central Statistical Office (1991) allows itself merely the  
statem ent that the population liv ing below subsistence level during the 1980s always remained  
less than 10 percent. Our calculations also fit, with great probability, w ith this data. Therefore 
our estim ates can be accepted as having great probability.

9The international,—and increasingly frequent—household-panel surveys also arrive at sim ilar 
results. It was dem onstrated first in America that though the proportion of the poor within the  
population is invariable, only a sm all part of them is perm anently in th is unfortunate position  
( Duncan  1984).
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our study may be how the “balance” of losers and winners developed in these two 
dimensions of inequality. When evaluating our results we have to be aware of the 
fact that in the Central East European region the change of systems was connected 
with a serious economic crisis, so it was not possible to compensate for the necessary 
losses of the losers with economic growth. At the same time our data also indicate 
that there are also winners of the changing of the system, namely, persons who 
were able to adjust to the new conditions and to switch into the new possibilities 
provided by the private economy.

The degrees of motions in the spheres of occupation and in that of incomes in 
the two years analysed were not equal. The sphere of the losers in materials is much 
broader than the sphere we described in connection with the changing occupational 
structure (the sphere of those becoming unemployed or being afraid of it). We have 
to say that almost everybody who did not take hold of the new opportunities is for 
all purposes a loser.

In the balance of the social effects of the system change there are phenomena 
to be found both on the positive and the negative side. With regard'to occupational 
mobility, the favourable trends show perhaps a greater weight. Parallel with the 
changing system the enterprising spirit considerably increased, “in principle” even 
half the population would be ready to be an entrepreneur in some form. Therefore, 
if economic policy would stimulate starting new undertakings more than it does at 
present, this dynamism might further survive in the coming years.

However, it seems that beyond the mobility shown in the direction of en
terprise, the system change initiated no significant vertical occupational mobility 
process, the proportion and number of the upward or downward mobile persons 
does not exceed the extent that can be found in our country or anywhere else in 
normal “peacetime” . Behind this is presumably hidden the fact that in the past 
25 or 30 years in Hungary,—in various waves—a significant “moving of cadres” 
occurred (after 1956, in the mid-1960s, the late seventies and, finally, from the 
mid-1980s on), and in the course of these the earlier “selection of the unfit” , based 
on merely party interests, was gradually replaced by professional selection.

It should be taken as a warning, however, that, as a result of the circumstance, 
of the uncertainty of formerly safe workplaces, a nostalgia for state guaranteed full 
employment grew considerably. The extent of unemployment is still not unbearable, 
but the speed of its growth is disturbing. (The change of the system in Hungary 
is from this point of view, considerably more peaceful and balanced than it is in 
other former socialist countries—e.g. in the former GDR or Poland.)

Hence, with regard to the occupational structure, the changing system in 
Hungary has so far had mostly positive results. In the hierarchic motions the 
numbers of winners and losers counterbalance each other. The major winners 
are those—relatively many—who, linked to the change of system, dared to move 
towards the enterprising sphere.
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In the area of income inequalities our experience is that, beside the steadiness 
of real incomes in the two years analysed, earnings and personal incomes became 
significantly differentiated. In this sphere the balance of winners and losers also 
shows an unfavourable picture, the share in the population of those whose income 
position worsened is greater than that of those whose improved.

Deterioration of the income situation is especially significant in the case of 
pensioners and of those who were recently pensioned. They cannot be considered 
losers of the change of the system as in Hungary the depreciation of pensions is 
a long known phenomenon. On the other hand, 5 percent of the population was 
able to double their income and the majority of these was able to make its material 
position considerably better as a result of the change of the system.

Interestingly, in the income of families no such differentiation appeared. The 
explanation for this is presumably that even recently a change in demographic 
structure more strongly influenced a family’s economic situation than the earnings 
of the family members. However, the relative weight of earnings and incomes 
still increased. The differentiation of the personal incomes resulted not in the 
differentiation of family incomes, it rather rearranged the income position of the 
families. This change, in turn, can be considered favourable, for it is in conformity 
with the population’s sense of justice if concrete living conditions of families are 
influenced by earnings rather then by demographic circumstances.

So far social political interventions have avoided the fall of poor behind the 
average social position. However, the number of those living below subsistence level 
increased at a significant rate. Since merely a small part of the population living 
below subsistence level—4 percent of the total population—is permanently in such 
a position, it is an especially important problem that in the rearrangement of the 
income situations the relative position of the population living above subsistence 
level but below the average deteriorated most powerfully.

All in all, in our survey the socio-economic effects of the change of the system 
can be unequivocally demonstrated. Thus, the view that the change of the political 
system was not at all followed by the change of the systems of society and economy is 
not fully acceptable. The changes may be deemed too slow, but they have certainly 
started. In our analysis we have pointed out undoubtedly negative tendencies, in 
its totality, however, we must say that the widespread despair which is exhibited 
by public opinion research in Hungary is not justified. The change of the system is 
in progress,—true, from many aspects, slowly, but without traumatic shocks and 
without mass sacrifices.
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THE USE OF COMPENSATION IN ECONOMIC ADJUSTMENT
PROGRAMMES

B. GRESKOVITS

The author attem pts to assess the relevance of com pensation, a specific set of economic 
policies and political measures, by which governments try to  ease political tensions arising from  
their stabilization and adjustm ent programmes. When collecting certain controversial issues and 
reacting to them, the author aims at developing a conceptual framework for the explanation of 
diverse characteristics and patterns of com pensation to be found in concrete economic reform 
episodes. The discussion addresses two m ain issues: 1. who are (or are to be) compensated; and 
2. how are they com pensated if economic stabilization and adjustm ent is to  sustain.

Nobody doubts that political factors can play a crucial role in the success or 
failure of economic adjustment programmes. However, most blueprints designed to 
stabilize and structurally adjust the economies of the LDCs in the 80’s, and the 
Central and Eastern European countries in the early 90’s, have mainly focused on 
economic issues.

Important details of programme design—such as the appropriate policy-mix, 
the sequencing of policies or the use of one or another instrument—lead the agenda 
of the policy-makers and their international advisors’ discussions. However, rela
tively less attention is paid to the complex and careful political engineering required 
by comprehensive economic reforms.1 If our aim is a better understanding of the 
interaction between politics and economic policy-making, and of the programmes 
themselves, our analysis certainly has to go beyond brief, wishful statements that 
mention the “necessary social acceptance and support” of the adjustment, or on 
the “governments’ strength or credibility”.

The political engineering of stabilization and adjustment usually focuses on 
solving the political difficulties around economic reforms. Such difficulties may arise 
from the distribution effects associated with the programmes. Stabilization policies, 
for example, often involve sharp drops in real wages, and an increasing number of 
bankruptcies as a consequence. Trade liberalization programmes also change the 
pattern of income distribution: they involve losses for import license holders and 
import-competing producers, yet benefit exporters and the rest of the economy. The 
distribution and sharing out of the burdens of stabilization and adjustment, and 
the initiation and implementation of programmes without creating social unrest—

T n fact, an impressive segment of political science and political economy literature has been  
emerging in the 80s, w ith valuable insights into the political environment of Third World reforms 
(see references of this paper). However, too little from those results seems to have had any 
influence on the blueprints on the Central and Eastern European transition so far.
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44 B. GRESKOVITS: COMPENSATION IN ADJUSTMENT PROGRAMMES

these are the crucial issues reformist governments and political systems often have 
to face.

One specific set of measures by which governments address political tensions 
arising from stabilization and adjustment is compensation.

In this paper we attempt to assess the relevance of compensation from the 
point of view of economic adjustment. In collecting details about controversial 
issues and reacting to them, our critical survey has aimed to develop a concep
tual framework for the explanation of the diverse characteristics and patterns of 
compensation to be found in concrete economic reform episodes.2

While various specific forms of compensation may be observed only in connec
tion with concrete programmes, it has not been our intention here to explain how 
one or another compensation measure complements specific reform policies. This 
is the task of empirical studies aimed at the politico-economic analysis of various 
adjustment episodes in different countries.

Instead, the discussion below will address broader and more general issues:
(1) what is compensation? (2) who receives (or will receive) compensation? and 
(3) how are they compensated while a politically engineered adjustment is carried 
out? While specifying our interpretation we shall compare compensation with 
a few other types and forms of government intervention, such as “mainstream” 
stabilization and adjustment policies, the political measures aimed at increasing 
the government’s autonomy in initiating and implementing reforms, and economic 
populism. When answering the questions “who is to be compensated and how are 
they to be compensated?”, the goals of compensation need to be made clear, then 
we can assess and compare the justification for compensating specific economic, 
political and social groups, affected by the reforms; this involves the poor, the 
working class, business, the “winners” and the “losers” . We shall also address the 
role and the significance of various political and economic interest organizations 
from the point of view of compensation.

The paper will remain general when defining the stabilization and adjustment 
programmes themselves. By mentioning “economic reforms” , “mainstream reform 
policies” or “stabilization and adjustment programmes” , we are also referring to 
the stabilization efforts, trade reforms, and adjustment packages, initiated in the 
LDCs and lately in Central and Eastern Europe. These have received and some 
still receive strong support and assistance from the IMF, the World Bank and other 
international organizations.

We are aware of the fact that various reforms differ from each other in sig
nificant details and effects. However, from a more general point of view they show 
important similarities as well. The “standard stabilization package”, as referred 
to by the authors of a recent blueprint for reforming Eastern Europe, has tended

2The author is grateful to Carol Graham, M ihály Laki, K am illa Lányi,  Peter Murrell,  and 
Joan M. Nelson  for their valuable com ments on an earlier version of this paper.
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B. GRESKOVITS: COMPENSATION IN ADJUSTMENT PROGRAMMES 45

to be a crystallization of stabilization efforts made in various LDCs, and typically 
consists of tight fiscal policies aimed at fiscal consolidation. Also tight monetary 
policies are intended to sharply decrease money growth, eliminate subsidies, and 
bring about price liberalization in order to decrease price distortions. Furthermore, 
in many cases the package has included anti-inflationary wage policies. (Blanchard 
et al. 1991)

Trade reforms typically involve the elimination of quantitative restrictions, 
substantial cuts in tariff-protection, the elimination of foreign trade state monop
olies and, usually, various incentives for exports as well. In our paper we shall not 
discuss the relevance of standard policies for the problems of Southern or Eastern 
economies, nor shall we check their internal coherence and theoretical cohesion.

Instead, we shall attempt to analyze and classify compensation with regard to 
the questions above. The analysis will be based on the simple, general assumption 
that mainstream reforms may face political difficulties associated with their effects 
on income distribution, and that these difficulties may involve methods involving 
political engineering—among them compensatory measures.

What is compensation?

We have found it necessary to develop our own definition of compensation, 
for while both the necessity and the appropriate forms of compensation are widely 
discussed in the literature, there is still some uncertainty prevailing as to what 
compensation means precisely. There are also some contradictions between different 
interpretations with regard to its goals and targets.

“Compensation” in our interpretation is one of the ways of managing coali
tions of interests for enhancing the viability of economic stabilization and adjust
ment programmes. It covers a set of economic policies and political measures that 
are designed to achieve a specific political goal.3

This goal is to overcome political opposition to the reform by reducing the mo
tivation and chances for the formation of an anti-reform coalition and neutralising 
anti-reform threats in the short and medium-run.4

Compensatory policies and political measures may include:

3 Kaufman and Stallings (1991) when defining Latin Am erican populism, elaborated a logical 
p attem , that in part is applicable for our concept on com pensation as well. However, we do not 
think that compensation and populism are identical. We shall specify their differences later in this 
paper. Another part of our definition is based on W aterbury’s notion on coalition  management. 
(W aterbury 1989)

4 For a detailed discussion of various actors’ possible threats to the reforms, like strikes, riots, 
capital flight, remittance withholding, hoarding and unsecured borrowing see Waterbury (1989).
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46 B. GRESKOVITS: COMPENSATION IN ADJUSTMENT PROGRAMMES

(1) popular sector policies, either in the form of distributing income-producing 
assets, (like land, emergency employment programmes, access to higher education) 
or current income transfers (like food aid, price subsidies); (Nelson 1989b)5

(2) policies facilitating factor-mobility, (like migration policies, retraining, 
housing policies and deregulation);6

(3) measures, focused at creating trade-offs between different reform policies, 
implemented both in the same reform phase and intertemporally through the se
quencing of the reform process. (Haggard and Webb 1990; Waterbury 1989)

(4) measures granting “grace periods" in order for economic actors to adapt, 
in the form of a phased implementation of individual adjustment policies (like 
gradual price and trade liberalization steps);

(5) finally, measures that distribute political benefits, by providing improved 
access: either to political power (like organization- or participation-rights for the 
unions, executive or administrative jobs, influential distributional positions), or to 
political freedom (like measures aimed at democratization).

The policies and political measures listed above are not compensatory policies 
“per se” . They'may also be implemented in a context which is entirely different 
from compensation.

For example, non-reforming governments might also initiate popular sector 
policies, justified by their need for political support, or—as in the case of “pro- 
poor” policies—by general humanitarian or moral considerations. (Nelson 1989a) 
In turn, measures aiming at improvements in factor-mobility, or granting grace 
periods for adaptation, may be important elements of reforms, independently of 
any considerations about compensation.

However, such policies and measures definitely may and will be used in order 
to create trade-offs between losses and gains among those specific actors who are 
politically influential with regard to the prospects of adjustment. In our discussion 
they will be interpreted as compensation means if their capacity to create trade-offs 
is politically relevant for the policy-makers.

To further elaborate our definition some additional remarks will be formulated 
below.

Compensation and the mainstream reform policies

Of course, compensation is not the only, nor even the most significant pol
icy designed to make economic adjustment feasible and sustainable. Indeed, it 
is usually of secondary significance, relative to the “mainstream” reform policies:

5 A careful and enlightening analysis on different types of pro-poor policies in different countries 
has been done by Carol Graham.  See for exam ple Graham (1991; 1992a; 1992b).

6For exam ples see Doner and Laothamathas  (1992); Onis and Webb (1992).
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like price and trade liberalization, exchange rate, fiscal and monetary policies, and 
institutional reforms.

In the medium and long run, these mainstream policies are expected to be
come primary vehicles for mobilizing sufficient political support for the reforms by 
creating economic benefits, and bringing about pro-reform interest coalitions of the 
beneficiaries. While well-designed reforms can be sustainable without extensive 
compensation, the latter obviously will not be sufficient to maintain sustainable 
political support for the adjustment if the mainstream policies fail. However, com
pensation may prove to be important for the prospects of reforms in the short and 
medium run, especially if the supply response is belated.

Compensation differs from the macroeconomic policies that constitute the 
core of the reform. This is not only with regard to its secondary significance, but 
also with regard to the direction of its actions, and the economic and political actors 
targeted.

Compensation is designed to counterbalance the primary effects of the ad
justment policies to a limited extent and for a limited period. However, its impact 
often appears to be more complex: while certain forms of compensation may partly 
countervail the effects of certain policies of the reform-package, they may enhance 
the effect of others at the same time.

While “mainstream” policies normally target the perceived winners of the 
adjustment, compensation targets those who feel they are losing.

Compensation: an alternative to oppression

Moreover, compensation does not entirely cover the whole set of economic 
policies and political measures used for overcoming opposition to reforms, and 
targeting those who feel they are losing.

In fact, reforming governments are frequently very active in implementing a 
third set of measures, aimed primarily or partly at the destruction of the economic 
and political power-base of the opponents of adjustment. (Certain privatization 
or nationalization policies, anti-corruption purges of the bureaucracy, legal or for
mal prohibiting of unions or political parties may be mentioned as appropriate 
examples.)

Compensation can be differentiated from this third set of policies on the basis 
that it implies the distribution of, as opposed to being deprived of, economic and 
political benefits.
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Compensation and populism7

In finishing this section on definitions, we must point out the differences 
between policies aimed at compensation and populistic policies.

Although compensation often includes policies that target the “popular- 
sector” , this is not identical with populism.

The distinction is important, partly due to the undoubtedly apparent threat 
to adjustment attempts. This threat may take the form of setbacks of a populistic 
character, that arise because of the excessive distribution of exaggerated compen
satory benefits.8 Fuelled by the critics’ fears of exaggerations that are of a populistic 
breed, policies of a truly compensatory nature may, in due course, awake criticism 
for themselves being “populistic” , and implying all the negative connotations of 
that notion.

What are the actual similarities and differences?
a) Like compensation, economic populism is also represented by a set of 

policies designed to maintain and increase the political viability of the government. 
Yet, unlike the former, it does not constitute merely a secondary feature, but the 
primary, mainstream policy-profile of the executive. As Kaufman and Stallings 
(1991 p. 16) stress in the context of Latin American populism “... we are referring 
to the political and economic characteristics of governments, not just to isolated 
policies, or to the movements or parties, associated with political leaders.”

b) Compensation and populism often target the same actors: urban poor and 
semi-poor strata, the working class, and domestically oriented business. However, 
while these actors are, without doubt, the winners from populism, they are the 
typical losers from adjustment and stabilization programmes—i.e. the programmes 
compensation is associated with.

c) Also, while populism is directed towards actors and is constituted by the 
primary support, groups of the government, those targetted by compensation, typ
ically do not.

7 For a  detailed  discussion of the political econom y of populism in the Latin American context 
see Kaufman and Stallings (1991).

8 W ith regard to the transparent borders betw een com pensation and populistic setbacks, Joan 
M. Nelson’s argum entation is worthwile citing: “In contrast to the very poor, urban m iddle strata  
can pressure governments through strikes, protests, and in dem ocracies, the ballot box. Political 
elites view their opposition as a serious threat to  the sustainability o f  adjustment programs. This 
can becom e a  self-fulfilling prophecy, since efforts to  placate the urban popular sector are likely 
to undermine the coherence of economic stab ilization  and adjustm ent programs.” (N elson 1992)
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Is there any need for compensation at all?

For any further analysis of compensation, it may be helpful to elaborate three 
more questions, with regard to its characteristics.

1. Is there any need for compensation at all?
2. Who are (or are to be) compensated?
3. In which way are they (or are they to be ) compensated?
The professional literature has developed a few theoretical, political and hu

manitarian arguments to justify compensation.
In a recent paper, Haggard and Webb (1991) point to the justification pro

vided by the classical welfare theory. If a reform with a typical mix of losers and 
winners is to be a Pareto optimum, losers must be compensated.

The political argument for compensation, which has been mentioned by sev
eral authors, points out the use of compensation to secure support for or at least 
acquiescence in, adjustment policies. (Haggard and Webb 1991; Cornia, Jolly and 
Stewart 1987)

There is too, a humanitarian justification for cushioning the effects of adjust
ment on the poorest of the society. (Haggard and Webb 1990)

However, there are several arguments against the idea of compensation as
well.

1. With regard to the case of one group of perceived losers from adjustment—
i.e. the poor—Haggard and Webb (1990) refer to opinions according to which the 
adjustment process itself may be welfare-enhancing for those groups. This is because 
they lacked the political power to benefit from the policy regime prior to the reform. 
Therefore, there is no need to “purchase" their loyalty through compensation.

While leaving unanswered the question whether reforms in any way provide 
the poor with access to those benefits lost by the gainers of previous regimes, this 
argument assumes at least political indifference on the side of the poor who “cannot 
lose, what they never had” . This is just like consumers in a shortage economy, whose 
consumption is constrained by a lack of goods before, and then a lack of money 
after the price liberalization.

De facto continuity or even slight improvements in the economic situation of 
the poor however, do not necessarily translate into political neutrality and indiffer
ence with regard to the overall changes. In the context of the Zambian exchange- 
auction in the mid-eighties, Bates and Collier (1991) point out: the Zambian poor 
opposed the reform, and helped to stop it, for they—wrongly—assumed that their 
living standard dropped relative to the rich.

Moreover, even if the poor themselves have felt indifferent, this in itself has 
often been insufficient to keep them outside of emerging anti-reform coalitions of 
the losers. Nelson (1989a; 1992) points at the frequent alliances of the poor with 
more politically influential middle-income groups. The alliance not only empowers 
the poor with some support for their interests, but the opposite is even more true:
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if middle-decile groups are politically activated against the reforms, it is easy for 
them to mobilize the “neutral” poor for anti-reform actions.

2. An argument with somewhat similar content may be backed by Pfeifer
mann’s notion; he stresses that while distributional pro-poor policies may be jus
tified on humanitarian or theoretical grounds, in the absence of economic growth 
they may help the poor to a small extent only. “Economic growth sustained over 
years is by far the surest way to raise the living standards of the poor. The record 
of punctual interventions such as rural development programs is mixed at best.”
(Pfeffermann 1991)

This argument focuses on the welfare-enhancing nature of growth-oriented 
economic adjustment which rewards even the poor in the medium and the long 
run.

It is easy to accept that economic growth is the best means to alleviate 
poverty, but there is also no doubt that sustained growth is a medium and long
term prospect at best, for most of the reforms. As Geddes (1991) argues, although 
according to economic theory most individuals will be better off due to their coun
tries’ structural adjustment in the long run (relative to a non-adjusted situation) 
most of the adjustment policies have few short-term beneficiaries.

Consequently, while there is less doubt about future gains, the question about 
immediate losses and their impact on the prospects of the sustainability of reforms 
remains open. Obviously, nobody can benefit in the long run from reforms that are 
halted half-way because of their unbearable short-term hardships.

3. There is a third argument which refers to the requirements of the treasury, 
and focuses on the fiscal infeasibility of compensation.9

Here again, nobody doubts that mainstream fiscal austerity may pose se
vere constraints on compensatory payments. However, we think that the poverty 
of the public household has to be interpreted in strictly relative terms. In other 
words: governments have to figure out the optimal trade-off between the pay
ments that burden the budget, and the increase in the political feasibility of the 
reforms. With regard to the cost of compensation, reformist governments face the 
usual optimization-problem. This is not different from those associated with the 
opportunity-cost of any other policy-decisions.

4. According to a fourth argument some compensatory measures may un
dermine the reform. For example, if workers are cushioned from the effects of a 
nominal devaluation by wage increases, this directly undermines the objective of 
increasing competitiveness. (Haggard and Webb 1991) This may be true again, 
but only if we take it to the extremes. Earlier, we pointed to the possibility that 
adjustment initiatives may collapse as a consequence of excessive and careless use 
of compensation.

9This argum ent is referred to by Haggard and W ebb (1991).
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However, beyond extremes, if one or another type of compensation turns out 
to be the inevitable political cost of initiating or sustaining reforms, it is still legit
imate to ask what makes more sense: to implement an economically “suboptimal” 
reform, or to initiate an “optimal”, but politically infeasible one? The question put 
here asks about the very justification of approaches such as “muddling towards re
form” , as practised in Ecuador (and discussed by Grindle and Thoumi 1991) or the 
more effective “two-steps forward, one-step back”-tactics, followed by Ozal’s gov
ernment in Turkey, (analyzed by Onis and Webb 1991)—especially when compared 
with adjustment programmes, based on the illusory “quick-fix scenario” . (Nelson 
1989c) We accept Waterbury’s (1989 p. 55) argument: “Some resources will have 
to be used for essentially political purposes, and because resources are scarce, such 
utilization will appear wasteful from an economic efficiency point of view. It should 
not be forgotten however, that a regime that alienates most or all of its coalition 
partners will not be able to pursue the adjustment process.”

5. Compensation, according to a fifth argument, is wasteful and unneces
sary if it implies the government’s “jumping on the bandwagon”. There is no need 
to compensate losers who dispose of, and are able and willing to, use their own 
resources—i.e. to overcome their losses on their own. We fully support this argu
ment.

6. Joan Nelson (1992) has developed an argument that concerns the likely 
recipients of politically-motivated compensation. While the cited UNICEF study 
assumes that the poor are politically significant in resisting adjustment, this is 
not the typical case. Instead, the greatest political threat to stabilization and 
adjustment programmes is posed by popular-sector groups, including organized 
labour, and sometimes the private sector itself. Based on this fact, Haggard and 
Webb argue that it may be normatively difficult to justify compensation for these 
groups.

Clearly, both the theoretical and the humanitarian justification for compen
sation may be questioned by the fact that the dominant recipients of compensation 
intended for the poor, will often be their politically more potent allies.

However, even this assumption keeps the political argument for compensation 
unchallenged. Indeed, rather than decreasing it, in fact increases the overall politi
cal efficiency of compensation if it helps to overcome opposition among those whose 
threats to the reforms may be more dangerous than those of the poor. Clearly, this 
statement does not reflect any anti-poor sentiments on the part of the author; more
over, it does not reflect any moral consideration at all, because the considerations 
are purely methodological. It merely points at the consequences stemming from the 
political efficiency criterion for compensation.

Sad and cruel though it might seem, purchasing the loyalty of the politically 
influential urban semi-poor and working class of society may be more effective 
(although both morally and theoretically less justified) from the point of view of
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the political feasibility of stabilization and adjustment programmes, than to help 
the politically marginalized poor to adjust and survive.

Our overall view is that most of the arguments against compensation listed 
above are not persuasive enough. Specifically, while effectively they might question 
both the theoretical and the humanitarian justification for compensation, they fail 
to challenge the political argument that supports its necessity. However, from our 
point of view its political justification seems to be the key argument for compen
sation.

Also, in accordance with our definition, the efficiency of compensation has to 
be measured in political terms: namely, the extent of its impact on overcoming the 
opposition to, and increasing the political feasibility of the reforms.

The costs of compensation should be evaluated on the same basis, and mea
sured by the opportunity costs of not using economic and political resources for 
compensation.

Who are (or are to be) compensated?

Waterbury argues, that “...a range of discretionary practices in resource 
allocation—especially those that are designed to compensate partially those in
terests that suffer the most in the adjustment process—should be accepted.” (Wa
terbury 1989, p. 55)

Nelson clearly points at the poor, who, as losers from economic adjustment, 
are appropriate candidates for compensation. However, she stresses: “But with the 
exception of short-term externally financed relief, most pro-poor measures entail 
shifting resources from better off groups, including lower-middle and near-poor 
classes. Such measures inevitably generate strong political resistance. Moreover, 
these same middle-class and near-poor groups, particularly in the cities, often had 
been hard hit by depression and adjustment. They are not the most vulnerable, but 
they may be the most aggrieved victims of the decade’s lost growth. Compensatory 
programs often do help these groups. In contrast, the tightly targeted pro-poor 
measures also advocated by international agencies and Northern governments are 
not likely to soothe growing adjustment fatigue and political resistance.” (Nelson 
1989d, p. 17)

Haggard and Webb are less specific in hypothesizing that successful reform 
programmes involve compensation for “groups, negatively affected by the reform” 
in order to reduce political resistance. (Haggard and Webb 1990, p. 20)

In a later paper Haggard and Webb explicitly, but generally refer to “losers”. 
(Haggard and Webb 1991, p. 21)
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So, who—after all—are (or are to be) compensated: those “who suffer the 
most”, those who are “the most vulnerable”, or “the most aggrieved victims”, or 
just “losers” in general?

The authors quoted agree in general, that losers from the reform are (or are 
to be) compensated. (None of them refers to any of the beneficiaries from the 
reforms as possible candidates for compensation.) However, there is some obvious 
uncertainty with regard to specification of the losers’ groups concerned.

Compensation to those “who suffer the most” (or: lose the most), reflects— 
perhaps—theoretical (Pareto-optimum-) considerations; “the most vulnerable” 
clearly reflects humanitarian concerns; compensating “the most aggrieved victims” 
reflects political efficiency-considerations, while compensating the losers by and 
large reflects the view that “losers” can be clearly separated from “winners” .

These different criteria specify different groups to be compensated: those, who 
are the most vulnerable, the—mostly rural—poor, are not identical with those, who 
lose the most: namely, the—mostly urban—lower-middle classes, wage-earners, and 
semi-poor; in turn, the latter groups are sometimes joined by other losers, such as 
semi-rich or even rich—mostly urban—private-sector groups. In the political arena, 
it is these groups which act as the most aggrieved victims. (Nelson 1992)

Also, the differences above point to the divergence between the criteria for 
theoretically, morally and politically efficient compensation. Compensation that 
helps the poor may be mostly efficient with regard to humanitarian considerations, 
but it is not necessarily efficient in political terms. In turn, effective compensation 
in political terms does not necessarily help those who have lost the most.

In accordance with our definition, and stressing the political function of com
pensation, we will use political efficiency as the major criterion for identifying the 
actors who are (or are to be) compensated by reformers seeking to overcome polit
ical opposition to the adjustment.

The general concern: “compensation, as an idea refers to losers” will be 
specified and reconsidered in two ways.

1. Not all of the losers are (or are to be) compensated.
2. It is not exclusively losers who are (or are to be) compensated.

Which losers need not to be compensated?

The first statement is in accordance with opinions found elsewhere in the 
literature: nobody advocates a “total” compensation of all losers.10

10As Waterbury stresses: “... compensation cannot be equivalent to  the full size of the loss.” 
(Waterbury 1989, p. 41) Haggard and Webb too, point at the threats from the excessive use of 
compensation. (Haggard and Webb 1990, p. 21)
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However, if reforming governments use political—and not, for example, theo
retical or humanitarian—efficiency, as a criterion for selecting candidates for com
pensation (as they in fact often do), the structure, and volume of compensatory 
benefits determined by political distributional patterns will not be a precise negative 
reflection of the pattern of the economic distributional impact of the adjustment.

Also, the structure of the group which benefits from compensation will prob
ably significantly differ from that which comprises the losers in the reform process.

This takes us to some broad generalizations.
No matter how large their losses, or how vulnerable they are, there is no 

political justification, and therefore no need to compensate the following actors:
a) Losers who dispose of, and are able and willing to use their own economic 

resources to overcome their losses without external help. (Compensation provided 
in such cases would fail to shape political attitudes to the reform. Instead, it would 
assist processes that would happen anyway, at less public cost.)

b) Losers who do not dispose of, or are not able or willing to use their political 
resources to overcome their losses by adversely shaping the very pattern and/or the 
political prospects of the reform.

c) Losers, whose ability and/or willingness to use their political resources to 
overcome their losses by adversely shaping the very pattern and/or the political 
prospects of the reform, can be influenced in a more effective (or less costly) way 
by measures other than compensation: for example, persuasion, obfuscation and 
containment, as listed by Nelson (1989c).

d) There may be no need to directly compensate losers who only indirectly— 
through their allies or through intermediary organizations—are able to shape the 
very pattern and/or the political prospects of the reform in an adverse way.

While specifications a to c limit the scope for compensation to the politically 
potent losers, specification d enlarges the reformist government’s field of action 
even within the narrowly defined group of the potent opponents. We shall discuss 
the implication of this fact later.

However, the group of the potent opponents to the reform, or the emerging 
anti-reform coalition is not necessarily made up exclusively of losers. In fact, at 
times it may be joined by perceived winners. Should they too, be prevented from 
anti-reform actions by compensation?

The “winners'”—“losers” identification problem

The idea of limiting compensation exclusively to losers may reflect a perceived 
need for theoretical or humanitarian justification.

However, as we said earlier, such justification may be unnecessary—compen
sation may be considered to be legitimate on purely political grounds alone.
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Also, as we stressed earlier, a primary preliminary condition for limiting 
compensation to losers is that losers from the reform can be clearly separated 
from the winners.

However, we shall argue that while meeting this condition may be easier 
theoretically, in reality it may address a more complex problem.

Evidence on stabilization and adjustment episodes points at the sometimes 
astonishingly severe difficulties reformist governments meet while identifying, po
litically targeting, and separating groups, affected by their programmes in different 
ways.

These difficulties sometimes remind us of the problems governments face while 
initiating industrial policies with arbitrary targeting. In fact, picking the winners 
from policy reforms in advance, or at least winners in the short and sometimes 
even medium run, may prove to be as complex a task for the reformers as for 
technocrats responsible for industrial targeting—given that the winners the latter 
target are intended to be leaders of future economic development.

The reasons why difficulties arise in separating the winners from the losers 
may be associated on the one hand with the government’s disinterest in, or igno
rance of, or incapability of political targeting and, on the other hand, with the 
winners inability or unwillingness to identify themselves as winners, and act ac
cordingly in the political arena.

Reasons for the difficulties with political targeting

Reformers’ disinterest or ignorance

According to the evidence provided by studies of individual countries, some 
reformist governments simply did not feel it was important to know how and which 
economic or social groups were affected by their reforms, or who was losing or 
benefiting from them.

An example of the reformers’ disinterest in identifying winners and losers is 
provided by Herbst and Olukoshi (1992) in the context of the Nigerian economic 
reform.

Dictatorships based on rigid, ideological prejudices, yet giving an extraordi
nary degree of autonomy to decision-makers, often ignore the distributional effects 
of their economic policies.
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Reformers’ inability to realise political targeting

There are some cases where the policy-makers’ insufficient capacities to prop
erly evaluate the effects of their own policies limit the chances for a correct sepa
ration of the winners from the losers.

As demonstrated by Bates and Collier (1991), there is convincing evidence 
concerning the Zambian government’s failure to identify the real winners and losers 
both from the point of view of its exchange-rate policies and its “corrective” social 
policies. Because of the lack of technocratic expertise, the Zambian government 
just mistook the winners for the losers, and mistargeted both its mainstream and 
compensation policies.

In other cases, as shown by Leight and Loftchie (1991) in the context of 
Ghana’s trade policies, a confusing legacy of chaotic trade protection—accompanied 
by distributional effects that are not clear for the policy-makers themselves—may 
heavily constrain a government’s ability to separate winners from losers. With such 
a legacy, a trade reform may produce unexpected responses and patterns of support 
and opposition.

However, as stated above, the limitations on the reformist government’s ca
pacity to separate winners from losers may be magnified by a couple of reasons 
associated with the winners’ inability or unwillingness to identify themselves as 
winners and act accordingly.

Diverse, simultaneous positions of the actors in the economic structure, uncertainty 
and imperfect information

Haggard and Webb (1991) stress that economic actors occupy several dif
ferent positions in the economic structure. They are, simultaneously, producers, 
consumers and recipients of transfers. This may make it difficult for them, and 
for the government to calculate the costs and benefits of reform or the trade-offs 
between short-term losses and longer-term gains. One more factor constraining 
correct calculation is uncertainty and the imperfect information that typically sur
rounds reforms. As a consequence, as Anne Krueger and Dani Rodrik have pointed 
out, winners from reforms may oppose policies that favour them because of the 
uncertainty of their effects.11

11 Referred to by Haggard and Cooper (1991) Herbst and Olukoshi (1991) explicitly point at 
the im pact of im perfect information on the anti-reform attitude of the winners in the Nigerian 
reform ’s context.
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Complexity and diversity of the policy-package

Provided that the reform package is comprehensive enough—consisting for 
example of fiscal, monetary, trade reform, and structural measures—the firms, indi
viduals and households may be affected simultaneously by diverse and contradictory 
policy effects in their respective positions in the economic structure. Calculating 
costs and benefits may be more difficult in this case, depending on how complex 
the policy-package is.

Divergent economic and political distributional effects of the reforms

Individuals, firms and households also simultaneously hold diverse positions 
in the political structure as voters, members of trade unions or business associations, 
or political parties; thus they have different abilities to influence policy-outcomes. 
Just like positions in the economic structure, those in the political structure are 
also in motion during a comprehensive economic reform. Changes in the actors’ 
political positions, associated with reforms, may also confuse their perceptions of 
whether they are winners or losers.

This may add to the identification difficulties. Therefore, given the possible 
divergence of the political and economic distributional effects, the actors’ overall 
evaluation of their actual situation requires calculating tradeoffs between economy 
and polity as well.

One case which exemplifies this problem is provided by analyses which demon
strate the elementary reluctance of the financial sector—sometimes one of the win
ners from reforms in LDCs—to identify themselves as winners. This is a conse
quence of their justified fears that the government would exploit their identification 
by exposing them as political scapegoats for the hardships of the majority of the 
population.12

Competition for relief-measures

Nelson (1989b, p. 97) explains how competition among different groups of 
losers from economic adjustment may constrain the governments’ ability to effec
tively target the most needy groups as recipients for relief-measures. “In many

12Examples for this problem are mentioned by Stallings (1991); Maxwall  (1991); Herbst and 
Olukoshi (1991) in the Chilean, Brazilian and Nigerian context, respectively. In Nigeria, merchant 
bankers, who profited from financial deregulation, have not been actively supporting the adjust
ment policies, because the government several tim es attem pted to deflect political blam e for the 
increasing “undervaluation” of the Nigerian currency onto “irresponsible” bankers.
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countries, however, elite opposition to pro-poor measures may be less crucial in 
shaping policies and resources than the competing claims on state resources of 
middle and working class groups—who are better off than the poor, but by no 
means rich, and far more organized, vocal, and active in politics.”

However, competition for state resources will not be limited to losers only: in 
fact nothing will restrain certain groups of perceived winners from competing for 
public resources with each other, and with the losers. Indeed, the winners’ chances 
in this competition may be substantial if they dispose of sufficient political power, 
and they can acquire public relief from the hardships of adjustment.

It would be easy to expose these “double-winners” simply and generally as 
rent-seekers and, consequently, to question their eligibility for relief-measures. How
ever, there are two additional obstacles to the clear separation of winners from losers 
and to a certain extent these justify some of their claims on compensation.

Time-lag between the appearance of the losses and the gains from the reforms

Nelson points at the impact of time lags between the gains and the losses 
from the reforms, in the context of the stabilization programmes of the early and 
mid-eighties’ “quick-fix” scenario. “The key political problem, according to this 
scenario, was that benefits lagged behind costs. Costs were obvious and immediate, 
while benefits were delayed; many of those who stood to gain doubted that the 
benefits would materialize, or that they would in fact reach them.” (Nelson 1989c, 
p. 5)

Nelson’s view on time lags is shared by other authors.13
The argument concerning losses preceding benefits, exposes the difficulties 

associated with the economic actors’ uncertainties in assessing tradeoffs between 
their long-term gains and short-term losses. Also—together with the other above- 
mentioned obstacles to a correct assessment—it underlines the chance that real 
winners might misinterpret their actual, dynamic positions in the course of reforms.

Clearly, if potential winners are severely hurt by some of the policies of the 
reform-package in some of their simultaneously held roles in the economic structure, 
prior to being rewarded by other policy-effects in another of the positions that they 
occupy, they will easily mistakenly identify themselves as losers, and remain passive, 
or join the opposition to the reform in the political arena.

Moreover, the hardships which the long-term winners experience from being 
short-term losers and the possible consequence of their negative attitude towards 
the reforms, may be enhanced by their lack of resources, or the time needed to 
move out from the losers’ position.

13See for exam ple Geddes 1991; Leight and Loftchie 1991 with statem ents on the pains of 
economic change that become apparent well before the benefits begin to materialize.
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Lack of means, or time for factor-mobility

Exploiting the potential benefits from structural adjustment often requires de
cisive action from the potential winners. Benefits often reward only time-consuming 
and painful adjustments involving restructuring and reorganization on the part of 
the firms and households. Moving out from the losers’ position requires ambitions, 
time and resources for factor-mobility.

A move towards export-orientation and away from import substituting strate
gies may well exemplify this process. Even if the reforms provide clear incentives 
for such a course, the missing or badly functioning institutional mechanisms might 
constrain or delay the mobility of the production factors—the labour, the land or 
the capital. As a result, the adaptation-process may be delayed or fail, for potential 
winners will not support the adjustment policies or will even oppose the reforms.14

Similarly, during tough stabilization episodes involving wage cuts and drops 
in living standards, it is very relevant for the political prospects of the reforms 
whether the short-term losers—the workers—remain cemented in their losers’ posi
tions “forever”, or are granted by time and resources the opportunity to move out 
of their situation as compensation for their short-term losses.

In the analyses on economic reform episodes, an abundant set of positive 
and negative examples point at both the significance of this issue in the context

14Like manufacturers in Nigeria, for example, who—according to Herbst and Olukoshi (1992)—  
while being perceived beneficiaries from trade reforms, were actually active participants in the  
coalition opposing the reform progranune. This could happen because many of the manufacturers 
represented by the MAN (the main Nigerian business organization) severely doubted whether they  
could dispose of the resources sufficient to reorganize their production and trade activities, so as 
to be able to benefit from trade reforms. Similarly paradoxical was the position  of Senegalian 
industrialists, who felt seriously threatened by the consequences of the country’s trade liberaliza
tion attem pts. A lthough the government designed a set o f “accompanying m easures” to help firms 
to adjust to the fierce foreign com petition (like m easures lowering excessive labour and energy 
costs, as well as financial assistance to firms seeking to restructure, a new investm ent code, and  
increased export subsidies), only a few of those measures were in fact im plem ented. Senegalian 
industrialists, who, after restructuring stood to win from the reforms, never supported them, be
cause they remained deprived of the means and institutional settlem ents to  m ove out from the  
losers’ position. ( Samba Ka and de Walle 1992) A sim ilar situation may have contributed to the  
fact that Polish farmers and their political and interest-organizations early becam e the toughest 
and best organized opponents of the Balcerowicz-reforms. Although in the short run they were 
losers due to the consequences of increased input-prices and intensified foreign rompetit ion. in 
the medium and long run they could have been the major winners from the Polish trade reforms, 
as main exporters in an agro-exporter country. However, the reform failed to  com pensate them , 
either in the form of the necessary “grace period” to restructure, or with the provision of the  
institutional environment needed to the farmers to move out from the losers’ position. Moreover, 
even the incentives to export eroded quickly, as inflation persisted. All this helps to explain, why 
perceived winners attem pted to halt the Polish reforms. ( Johnson and Kowalska  1992)
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of strategic coalition management, and the active use of compensatory policies for 
turning short-term losers into medium- and long-term winners.15

As stressed above, there are many constraints to both the identification of the 
beneficiaries with the winners position, and the attempts of a reformist government 
to bring about successful political targeting.

Récusons like: lack of information; uncertainty about the consequences of the 
reform; the complexity of economic and political impacts, influencing the actors’ 
perceptions on their current and future situation; political fears; the losses preceding 
gains; the lack of time, means and institutional settings. These things may often 
cause prospective winners, aggrieved by their immediate losses, to be involved in 
active or passive political resistance to the economic adjustment.

To avoid the emergence of anti-reform coalitions, supported even by the per
ceived winners in the reform process, it may have political justification—and sen
sitive reformers in fact often keep this in mind—to extend the range of strategic 
compensation beyond specified groups of losers.

Indeed, compensation of specific groups of beneficiaries from the reforms for 
their short-term losses may sometimes even be more efficient politically—and there
fore more legitimate—than the compensation of specific groups of losers. However, 
both the humanitarian and the theoretical justification are clearly lacking in the 
former case.

Who are (or are to be) compensated: ‘'losers” or “opponents”?

Therefore, our answer to the question, “who are (or are to be) compensated” , 
is not: “losers” in general, nor: putting it more specifically “certain groups of 
losers” .

Politically influential opponents of the reforms—no matter if they are winners 
or losers—are to be (and are often in fact) compensated instead, if the political goal 
of compensation—namely, the neutralization of the opposition to the adjustment— 
is to be met.

Based on that notion, the group of the “opponents” to be compensated may 
be specified as follows:

a) Losers who dispose of, and are both able and willing to use, their political 
resources to overcome their losses by adversely shaping the very pattern of the 
reform and/or the political prospects of the reform.

b) Losers whose ability and/or willingness to use their political resources to 
overcome their losses by adversely shaping the very pattern of the reform and/or

15Poeitive examples of the governm ents’ assistance to short-term losers’ moving out from their 
losers’ positions are described by Haggard and Cooper (1991) about Korea, by Onis and Webb 
(1992) about Turkey and by Doner and L aotham athas (1992) about Thailand.
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the political prospects of the reform, cannot be influenced in a more effective (or 
less costly) way by measures other than compensation: namely, they cannot be 
influenced by persuasion, obfuscation or containment.

c) Allies of losers, who only jointly or indirectly—with or through their 
allies—are able to adversely shape the very pattern of the reform and/or the polit
ical prospects of the reform.

d) Short-term losers but medium- and long-term winners, who lack the time 
or the means, or the institutional mechanism needed for moving out from the losers’ 
position, but dispose of the political power for adversely shaping the very pattern 
of the reform and/or the political prospects of the reform. This is especially so if 
they feel they are fixed in the loser’s situation. (The typical forms of compensation 
for such opponents are—or are to be—, “grace periods” and policies that improve 
factor-mobility.)

Undoubtedly, the pattern of compensation based on any concrete combina
tion of the actors listed above may and will perhaps much more directly reflect 
(and, probably even encourage) political pressures, than theoretical economists, 
technocratic policymakers or international organizations would like to see.

However, we—along with many reformist governments—argue that from the 
point of view of the adjustment chances it is better to let compensation at least 
partly filter and absorb those pressures, than to respond to them by delaying, ad
versely reshaping, or undoing the adjustment policies.16 Compensation, according 
to this interpretation, may to some extent cushion the mainstream reform policies 
themselves from disruptive political pressures.

However, one additional important specification will be helpful in analysing 
and understanding the actual patterns of compensation as implemented in different 
reform-episodes.

Earlier, we specified who is not (or need not be) compensated. At the same 
time, we pointed at the possibility of partially avoiding direct transfers to those 
(or to some of those) whose opposition to the reform is to be overcome through 
compensation. This takes us to the argumentation below.

Actors represented and their representations

Earlier in this paper we defined the political justification for compensation in 
terms of a specific political goal: to overcome opponents to the reform.

16We fully share W aterbury’s view: “In sum, it may make political sense for the leadership 
to use more resources on coalition m aintenance early than to risk isolation or retaliation later.” 
(Waterbury 1989, p. 41)
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Meeting this goal presumes a corresponding political behaviour of the actors 
compensated: at least passivity or sometimes even support with regard to the 
adjustment-measures.

Compensation is politically efficient—and therefore justified—if it prevents 
reform measures from being delayed, undermined or stopped as a consequence of 
riots, strikes, demonstrations, hoarding, capital flight or other threats coming from 
opponents.

The crucial question with regard to the efficiency is: who, or which types or 
groups of actors compensated, are able to guarantee the predominance of at least 
the passivity or even some of the support in the political arena? Clearly, politically 
efficient compensation has to target exactly those actors who have the decisive say 
in what will happen, and who dispose of the actual power which can influence the 
process and direction of policy-making.

It is both helpful and relevant from the point of view of our argumentation, 
to refer to two basic types or groups of political and economic actors. In principle, 
they dispose of the power that influences the feasibility and sustainability of the 
economic reforms. Actors disposing of such powers can either be individual actors, 
like consumers, producers, households, firms, voters, activists or sympathizers of a 
political party, the rank and file of a labour union, the members and sponsors of a 
business-organization or a lobby; or they can be the political or economic interest- 
representatives of the same individuals, like political parties, trade unions, lobbies, 
consumer or business interest-organizations.

Individuals certainly have some, even if limited, means to directly influence 
the perspectives of economic adjustment by the multitude of their individual ac
tions.

However, their efficient means are indirect ones: most of the political impact 
of individual actors on policy-making, succeeds through their economic and political 
interest-representatives. Fragmented individual interests—that both support and 
oppose the reform—must be aggregated and organized for joint political action in 
order to be effective enough.

An individual firm may escape from the burdens of a new taxation by tax- 
evasion, but cannot change the tax law. However, a business organization some
times can.

Similarly, in order for a strike to be organized, it needs not only workers who 
are willing to strike, but also a labour union, that finances the strikers, formulates 
their goals and negotiates their demands.

The significant impact of the organization form and level of political and eco
nomic interests on both the pro-reform and anti-reform coalition management is 
widely accepted and discussed in the political economy literature. Fragmentation 
of the losers’ or of the winners’ groups, and actions in one or another reform-episode
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is one of the standard arguments used to explain the lack of an efficient opposition 
to, or—conversely—of, the efficient political support for the adjustment.17

However, much less attention has been paid to the implications of the interest- 
organizations’ political importance for the targeting of compensation.

Let us continue the argumentation based on the simple example above: if, 
for example, the political goal of compensation is to prevent strikes against the 
consequences of one or another reform-measure, in principle two ways may be fol
lowed. Compensation may focus at directly preventing the workers from striking, 
or preventing their unions from organizing a strike. In other words, the executive 
may intervene either directly, at the level of the individual actors, or at the level of 
their representatives, (or at both levels).

To choose one of the ways that involves specific forms of compensation as 
well, will require a comparison of the economic and political costs and benefits that 
are associated with any of them.

Compensating the interest-representation body instead of the individuals of 
its rank and file, may sometimes turn out to be the less costly, or more politically 
efficient way.

Clearly, one might argue that compensation of the boards of labour unions 
and political party elites cannot substitute for compensation of their rank and 
file, or their constituencies—at most, it can only substitute for a fairly limited 
time. This might be so, because the boards and elites, controlled by the individual 
actors, may be punished by the latter for not representing their economic and 
political interests efficiently enough.

However, by stressing the “retrospective” nature of the voters’ control, Ged- 
des concludes that control or punishment may considerably lag behind the injuries 
that are caused to the voters’ economic or political interests.

While explaining the constituencies’ limited capabilities to control their po
litical organizations in a more up-to-date and efficient way, Geddes (1991) points at 
the role of the insufficient information they can gather (and at the cost of acquiring 
more), both on their organizations’ positions and their own interests.

Needless to say, the deficiencies and costs of that information may constrain 
the impact of the represented actors’ judgements on the activity of their repre
sentative. This is not only with regard to political parties, but also to labour 
unions, business organizations, religious orders, dominant allies, and representative 
individuals as well.

Moreover, a few additional factors can be mentioned as possible reasons for 
the relative autonomy of the representative from the represented: the lack of al
ternative choices for representation (as in one- or two-party systems, or regimes

17For exam ple Haggard and Webb (1991), in the context of the obstacles to  the emergence of 
pro-reform coalitions, refer to the common observation that beneficiaries tend to be diffuse and  
weakly organized relative to those favoured by policies prior to the reforms.
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restricting the competition of labour or business organizations); or the time lags 
inherent in the election system; or the one-sided dependency of those represented 
on their representative. This dependency is based on inequalities of an economic, 
political, cultural or religious nature.18

The relative independence of the representative bodies from the represented 
actors in principle allows for union boards, political party elites or other types of 
interest organizations to take compensatory benefits for the injuries caused to the 
interests of their rank and file, constituencies or members. In this they do not have 
to fear immediate retaliation. In principle this allows a government to compensate 
representatives instead of those they represent. That is, the government can entirely 
or partially avoid immediate direct transfers to those (or to some of those) whose 
opposition to the reform is to be overcome through compensation. This option may 
have an impact both on the volume and the type of compensatory benefits that are 
indispensible for meeting the political goal of compensation.

The relevance of the principal—agent problem

The statement above leads us to examine the analytical relevance of the 
principal-agent problem, which is necessary for understanding the political economy 
of compensation.

This well-known concept has been used in order to explain the tensions of the 
interactions between the owners and the management within firms. However, we 
believe that its analogic explanatory merits may prevail in different areas as well.

The concept is based on two underlying conditions: (1) the management’s 
interests may considerably differ from those of the owners; and (2) it disposes of a 
relative autonomy, in enforcing its interests to some extent, even at the expense of 
the owners.

As we saw, the latter condition prevails with regard to the interaction between 
individual economic and political actors, and their interest organizations. Whatever 
the constraints, in order to limit the representatives’ strict dependency, economic 
and political interest-organizations may act to some extent and, within certain 
time-limits, considerably freely from the actors represented by them. Also, their 
freedom allows them to “cheat” their members and constituencies, “earning for 
their own pocket” , in the same way as managers realize their interests, sometimes 
at the cost of the owners.

18Nelson in the context o f the pro-poor policies argues: “... m any organizations in which the 
poor and near-poor participate are dominated by slightly better off members, whose priorities are 
not necessarily the same as those of their poorer associates.” (N elson 1989b, p. 99)
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Yet what about the former condition? Might not the interests of political 
or economic organizations considerably diverge from those of the individual actors 
they represent, or even be in contradiction with those?

Given the delayed and imperfect control of corrective mechanisms, which we 
referred to above, while the prevailing contradictory divergence is less likely in the 
long run, it is much more possible in the short and medium term.

The probability for the existing divergence between the interests of the repre
sentatives and the represented is partly explained by the fact that while individual 
actors of the economy and the society will be directly and primarily sensitive to 
the economic distributional effects of the reforms, their political and economic or
ganizations’ direct and immediate interests are much more bound to the political 
distributional effects of economic adjustment.19

In other words, while constituencies (and the rank and file) formulate their 
interests with regard to economic reforms mainly (although not exclusively) in 
economic terms, political party elites (and the boards of economic interest organi
zations) do not: their related interests are mainly (but not exclusively) of political 
(or of a near-political) nature. The latter directly focus on the way economic adjust
ment will influence their chances and the means needed to acquire or to maintain 
political power (or influence). Their interests are directly bound to: improvements 
in, and expansion of their organizational abilities, in terms of their relationships 
with other boards or elites, or the government; improvements in the volume of orga
nization properties; improvements in their ability to provide constituency services; 
their ability to distribute benefits among their activists and individual voters.20

Given an "optimal” set of political institutions, from the point of view of ad
justment the economic and political distributional effects and therefore the interests 
of the boards and elites, would not diverge from those they represent. According 
to Geddes an optimal set of institutions would maximize the political power of the 
beneficiaries in line with the particular reform policies, and minimize the political 
power of the losers. (Geddes 1991) In this case, pro-reform coalitions would al
most “automatically” be made up of the political representatives of the winners,

19 In fact, while there is a com mon sense that econom ic adjustment programmes have widespread 
economic distributional effects, much less attention in the political econom y has been paid to  the 
essential im plications of the political distributional effects of comprehensive reforms. However, 
just as adjustm ent involves a reallocation of econom ic benefits and losses, at the same tim e it may 
facilitate a redistribution of political power and influence as well. Actors in the political sphere, 
like political parties, trade unions, governments or their specific agencies, or diverse organizations 
of civil society, may lose in power and influence, while others may turn out to be winners in 
political terms.

20Geddes (1991) argues, that for politicians who want to be elected and to remain in office 
(and their influence over policy heavily depends on their ability to win and retain office) their 
electoral concerns take priority over policy concerns. As a consequence they try to attract voters 
by advocating policies favoured by them , distributing benefits to their activists and to individual 
voters, and providing them with individual constituency services.
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while passive or active reform-resistance would be directly linked to those who lose 
because of the economic adjustment.

However, the given set of political institutions often turns out to be “subopti
mal” in the sense that they distribute political benefits and losses not in a parallel, 
but in an asymmetric way as compared with the economic ones.

This often allows for competition between political and economic interest 
organizations in their quest for political benefits, even at the cost of economic losses 
for the actors they represent.

This may explain the paradoxical phenomenon involving representatives of 
those hurt by reforms occasionally participating in pro-reform coalitions. Political 
parties or trade unions that join (or at least do not oppose) stabilization pacts, 
despite the severe wage-restraints involved, are the most obvious examples.21

Compensating principals, agents, and agents of agents

Given both the divergence of the interests of the representatives and those 
they represent, and the relative autonomy of the former in enforcing their specific 
interests, the analogic use of the principal-agent problem turns out to have some 
analytic merits and explanatory powers for the political economy of compensation.

The analogic problems that are extensively discussed above, allow us to define 
the constituency of a political party, the rank and file of a trade-union, and the 
members and sponsors of a business interest-group as “principals” .

In turn, the representatives of those individuals—that is the political organi
zations, the trade-unions, and the employers’ organizations—can be interpreted as 
acting as “agents” in their interactions with the principals.

It appears to make sense to identify even a third—relatively autonomous— 
tier in the interaction between different types of actors.

From time to time, interest-groups attempt to influence policy-making not 
merely by using methods of their own interest-representation (like organizing wage- 
negotiations, strikes) but through political channels sis well. Instead of direct politi
cal action on their own, they may attempt to gain influence through their “agents” , 
their political associates and their allies. Then, political parties often seek alliances 
with labour unions, business organizations, and other representatives of individual 
actors of the society. In both contexts, political parties, or other strictly political 
organizations that are strongly and closely associated with trade unions, business

21 Examples are Spain’s M oncloa P act in 1977 mid M exico’s Economic Solidarity Pact in 1987. 
Neither of them  was opposed by either opposition political parties (in the Spanish case) or by  
labour unions (in both  cases), although the stabilization caused severe hardship to labour. On 
the M exican Pact see: Kaujman and Bazdresch (1992).
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organizations or other interest-groups of the civil society may function, and there
fore be interpreted as “agents of the agents” .

Due to the imperfections inherent in political systems, as reflected by the 
principal-agent problem, governments not only may compensate agents instead of 
principals, but they may also overcome opposition to their policies by distributing 
political benefits to the former as compensation for the economic losses of the latter.

Provided that this form of compensation is efficient politically, it may in
volve less costs in economic terms than the direct compensation of principals by 
distributing economic benefits.

However, it may turn out to be much more costly in political terms for the 
governments and thus it may require a significant redistribution of political power 
in exchange for establishing a political environment that makes reforms feasible.

Governments have to precisely evaluate the tradeoffs among the economic 
and political costs and gains and losses associated with their specific compensation 
techniques. However, the very existence of forms of compensation by distributing 
political benefits magnifies the governments’ field of action for compensatory prac
tices, and improves their chances of establishing political environment that favours 
reforms.
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STABILIZATION AND GROWTH IN HUNGARY—SOME 
THEORETICAL CONSIDERATIONS

Á. VALENTINYI

Hungarian economic policy has to realize two goals: to stabilize the econom y and to emerge 
from the recession. In the case of Hungary the two problems cannot be treated separately. In 
this study first the instrum ents applied in the course of stabilizat ion are analyzed and their short- 
and long-term  im pacts presented. Then the possible condition of emerging from the recession are 
discussed. For this the causes of the possible lasting duration of recession have to be clarified. 
Beside the necessary instrum ents of econom ic policy it seems indispensable to  bring about some 
presently missing institutions.

Although Hungary cannot be considered a  developing country, by the state o f development 
of the institutions of market economy it undoubtedly stands nearest to them . T he study deems it 
fundamentally important to develop institutions to make stabilization lasting and to provide the 
foundations for growth.

Introduction1

At the present time Hungarian economic policy is dominated by two direct 
goals: stabilization of the economy and getting out of the recession. The debates 
concerning these subjects have become particularly lively, especially this year. The 
aim of this study is to support the statement that in the case of Hungary the 
two issues cannot be treated separately from each other. In the first part of this 
study the economic policy tools used during the stabilization will be analysed and 
their short- and long-range effects will be assessed. In the next part the potential 
conditions needed for sustainable growth will be dealt with. In connection with 
this the causes of the persistence of the recession will also be analysed. In addition 
to the necessary economic policy instruments, the creation of some still missing 
institutions seems to be indispensable. It will become clear from the analysis why 
questions concerning stabilization and growth cannot be separated.

The arguments presented here rely strongly on the literature on stabilization 
and on the experience of developing countries that have implemented stabiliza
tion programmes. Although Hungary cannot be considered a developing country, 
with regard to the level of development of its market economic institutions, it is 
undoubtedly close to them. Setting out from this premise, the study looks at im-

1 For their comments on the first version of this study the author wishes to express his thanks 
to I. Abel , P. K aderjdk , F. Karvalits , J. K  orna i , К. L ányi , G. Oblath , Z. S p id er ,  Gy. Surdnyi,  
and L. Urban. However, the author is responsible for any m istake that may occur in the paper.
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portant trends in modern theories on investment, and for the sake of low inflation 
and sustainable growth it deems it very important in some spheres to carry out a 
rapid institutional development.2

The study does not aim to give comprehensive answers to questions concern
ing the transition from planned to market economy.3 Also, there is no analysis 
of the conditions of privatization and the growth of the private sector. However, 
the need to improve the investment climate is mentioned because this is an in
dispensable condition for both the growth of the private sector and privatization 
itself.

The instruments of Hungarian stabilization

In this study I use the notion of stabilization in a double sense. On the one 
hand, stabilization encompasses successful handling of inflation and, on the other 
hand, it refers to the prevention of inflationary pressure. Stabilization programmes 
are of two basic types: orthodox and heterodox.4 Orthodox stabilization involves 
a combination of fixed exchange rates and a strict budgetary and monetary pol
icy; heterodox programmes complement these with price and wage control. The 
Hungarian attempt at stabilization is largely an orthodox solution where, in the 
slowing down of inflation, real exchange rate appreciation policy has played an 
essential role.

In the following, the effects of reserve requirements (the most important tool 
for controlling the money supply process), of exchange rate policy and of the budget 
deficit will be analysed. The aim of this section is to demonstrate that the economic 
political instruments that have so far been applied during the stabilization can only 
be used in the short run. If they are used for a longer period the recession will 
deepen and thus stabilization itself will be undermined.

The regulation of money supply

Monetary management in Hungary originally used two methods for control- 
ing money supply. One of them was regulation by refinancing credit limits, and 
the other involved regulation by the reserve rate. The most important market eco

2 About experiences related to the ineffectiveness of the instrum ents of stabilization and the 
dangers of liberalization in the developing countries, see Diaz-Alejandro  (1985).

3Comprehensive works on this question are: Kornai (1990), Lipton and Sachs (1990), Blan
chard et al. (1990), Csaba (1991).

4 A review of the question is given by Halpern (1990), Dornbusch, Sturzenegger and Wolf 
(1990) pp. 46-60., and Kiguel and Leviatan  (1992).
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nomic tool for money supply control—namely, open market operations—cannot be 
regarded as workable, despite the attempts that have been made. Up until now 
Hungarian practice has been similar to that of those developing countries where the 
market of government securities is very small.5 In the period that has just passed 
the sterilization of the increase in money supply, brought about by increasing for
eign exchange reserves, was achieved through a rise in either the reserve ratio or the 
reserve base. Along with the elimination of refinancing credit limits the importance 
of the reserve ratio will also continue.

However, regulation by the reserve ratio significantly distorts the operation 
of the financial intermediary system.6 For understanding this, let us consider the 
following. Let rd be the real interest rate on deposits and r/ the real interest rate on 
loans, ir the nominal interest paid by the central bank on reserves, тс the inflation 
rate, к the reserve ratio, and D the amounts of deposits held at commercial banks. 
In this case L = (1 — k)D. Let us suppose, furthermore, that the bank earns zero 
profit,7 8 and does not face any risks.

Therefore

irkD + (rj + ic)L — (rd + n)D.

In this case the following relation exists between deposits and loan interest
rates:

(rj + 7Г) = (rd + 7 r ) / ( 1 -  к) -  irk/(  1 -  к)

Rearranging this, we obtain the following equation on the difference between 
the real rates of deposits and loans:

r; — rd = rdk/(  1 — k) — irk/(  1 — k) + ick/{\  — k)s

Supposing that the nominal interest paid on reserves is inelastic and adjusts 
to the inflation very slowly; in this case the gap between the deposit and loan in
terest rate increases when inflation and reserve ratio increase. In the case of a high 
reserve ratio, even a small increase in inflation may drastically increase the inter
est rate—primarily the interest rate on loans. If monetary policy tries to control

5 Király  (1991), Claasen (1992, pp. 151-153).
6 McKinnon  (1991) pp. 43-54. Siegel (1982). Since raising the reserve rate has the sam e effect 

as raising the reserve base, to make it simple, in the following only regulation by the reserve ratio 
will be analysed.

7 This m eans an implicit assum ption regarding perfect com petition. However, if we were to 
examine the reserve ratio regulation beside the presence of market imperfections, it would not 
modify the major conclusions, but would com plicate the analysis.

8 The gap between real interests is the same as that between the nom inal interests rates. If 
we add the inflation rate to the left side of the equation and also subtract it, this is im m ediately  
derived.
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money supply by raising the reserve ratio, the financial intermediary system will, 
after a while, get into a situation where even a small increase in inflation—say, as 
the result of an external shock—may lead to a considerable narrowing of granting 
credits and to serious disturbances for the financial intermediary institutions. Be
side a high reserve ratio, as in Hungary, it is questionable whether interest rates 
can be achieved which encourage savings but do not discourage investment or do 
not deepen the recession.

Controlling the money supply by raising the reserve ratio causes a further 
problem. The reserve requirements influence the interest on deposits and loans. 
So, if the central bank pays no market interest rate on reserves, the commercial 
banks suffer a relative loss and this must be paid by somebody. The commercial 
banks can attain this by paying a lower interest rate on deposits and by charging 
higher ones on loans. Hence, the possibility of raising the reserve ratio depends 
basically on the interest elasticity of deposit and the loan demand. If deposit 
demand is interest elastic, the decrease in deposit rate caused by the increase in 
the reserve ratio leads to a decrease of deposits, i.e. to an increase in the velocity of 
money. On the other hand, if the interest rates are too high, and the banks cannot 
lend, they reduce their interest rate on deposits and loans. The latter also leads, 
through the decrease of the deposits, to velocity of money—that is, unless securities 
are sold to them from the central bank. In this way, ceteris paribus, increasing the 
reserve ratio indirectly causes inflation,9 albeit with some delay.

Thus, the domestic methods of money supply control are contradictory. They 
are not suitable for handling inflation, and in the long run sometimes doubts emerge 
even with respect to their short-term effectiveness. If the results which have so 
far been achieved by monetary policy go unchallenged, it still seems questionable 
whether it will be possible to control money supply in the future with the present 
tools in order to achieve antiinflationary targets.

Exchange rate policy

The exchange rate policy in Hungary, characterized by fixed exchange rates, 
has been a very important part of anti-inflationary monetary policy. The central 
bank decelerated the inflationary pressure by a devaluation which, compared to 
the inflation, was relatively low. Because of this, in 1990 a small, and in 1991 a 
considerable real exchange rate appreciations were implemented. These, according

°T his is exemplified by Chile’s monetary history in the second half o f the 1970s. McKinnon 
(1991) pp. 55-64. W ith regard to the problem a comprehensive statistical analysis is given by  
Brock (1989).
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to all indications, will continue even in the current year. However, such a policy 
can only be followed in the short run.10

In order to understand this, let us consider the following. The goods and 
services in the economy can be divided into two groups: the group of tradeable 
and the group of non-tradeable goods. The former may be export- or import- 
substituting goods. The effect of real appreciation on income streams starts in 
favour of the producers of the non-tradeable goods, though recession may either 
strengthen or weaken this effect. Somewhat more difficult is the answer to the 
question of whether, within the group of the tradeable goods and as the result of 
real appreciation, a redistribution of incomes will follow from the exporters to the 
importers. This depends, namely, on the extent to which the export sectors need 
imports on the input side. If this necessity exists only to a small degree, the effect of 
real appreciation on the redistribution of income starts in favour of the importers; 
if the case is contrary to this, redistribution will not start or will only take place 
to a very slight degree. However, owing to the contradictory effects, a worsening 
of the balance of payments will not necessarily come about in the short run.

In Hungary, the real appreciation exchange rate policy was implemented 
alongside very special conditions. The collapse of CMEA trade, on the one hand, 
deteriorated the current account. On the other hand, recession generated by the 
demand shock reduced imports. This had a favourable influence on the current ac
count. Third, it also had a favourable impact on the current account in that, owing 
to the very deep recession, companies in the short term simply had no possibility 
other than continuing exports. According to standard microeconomic logic, this 
is worth maintaining even at a loss, until the returns cover at least the variable 
costs. In this case the company is able to maintain the sales until it can some
how also cover the fixed costs. In the Hungarian case this is mostly realized by 
disinvestment—commonly called “living up the property” . This is, however, lim
ited by the size of the assets which can be used for this purpose, or by the demand 
for them.

It is also important to examine what kind of long run effects a strong real 
appreciation policy may produce. As a result of real appreciation, investments in 
the sectors producing tradeable goods decrease, and those in the sectors producing 
non-tradeable goods increase.11 In the long run, this causes a deterioration in 
the current account. The sharpening import competition causes a decline in the 
average return, and also contributes to the deepening of the recession. To form a 
judgement on how these factors have been influencing the Hungarian economy is 
difficult because the real appreciation policy coincided with the last step of import

10On the effect of real revaluating exchange rate policy see O blath (1992).
11 W hen the economy is in recession, these processes are even more complex, since total invest

ments also decline. It might easily be that, w ithin it, the im port substituting investm ents fall at 
the most rapid rate.
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liberalization. This in itself enhanced import competition. This is the reason 
why it is so difficult to distinguish between the results of trade liberalization and 
those of the real exchange rate appreciation. Yet even in this case it is valid,— 
due to even cheaper imports—that the range of products to whose production it is 
worth allocating resources, is continually narrowing. In this sense, a real exchange 
rate appreciation will slow down the restructuring of the Hungarian economy in 
transition and thus also hold back its emergence from the recession.

Appreciation may gain support if the central bank continues this policy at a 
time when considerable capital is flowing into the country. At such times, in coun
tries with a foreign exchange market, an appreciation is brought about. Massive 
capital inflow, as an external shock occurs in a country if the profit expectations 
of foreign investors significantly improve. This comes about usually as the conse
quence of (trade and/or financial) liberalization of the economy. This can happen 
when a country seemingly becomes overnight the home of prospective chances. 
However, the high profit expectations of foreigners remain independent of the ac
tual performance of the economy only in the short run. In other words, owing to 
the recession elicited by the real appreciation foreign capital which has, up to then, 
flown in, will leave the country. This leads to exchange rate collapse and to ac
celerating inflation, as can be demonstrated by the examples of several developing 
countries.12

In the case of a real appreciation exchange rate policy, relative cheapening 
of foreign currencies leads to flight from the domestic currency, unless the interest 
rates are high enough to make the holding of domestic currency preferable. In the 
past year this has certainly been true for Hungary. The same method can be used 
for encouraging foreign investments in the country.

Beyond the fact that high interest rates might increase the recession, it is 
much more important that, owing to interest differences, foreign indebtedness be
comes cheap for domestic agents in the economy. In the case of even a slight 
liberalization of the capital movements, the process may rapidly and easily lead to 
an excessive external indebtedness of the domestic enterprises—especially if raising 
credits by the budget keeps the inland interest rates above the level of exchange 
rate risk and foreign interest rates.13

It follows from what has been said, that a strong real appreciation of exchange 
rate as a tool of stabilization, can only be used in the short run if a deterioration of 
the current account is to be avoided.14 The various experiences of the developing

12 Edwards and Montiéi  (1989) pp. 877-884. Savastano  (1992) pp. 96-98. T he existence or 
non-existence of a foreign exchange market in itself does not help to find the solution to this 
problem. W hether or not revaluation (or appreciation) comes to pass, depends not on the market 
exchange rates but on m onetary policy.

13 M cKinnon (1991) pp. 113-119, Reisen (1990) pp. 83-86.
14 Dornbusch, Sturzenegger and Wolf (1990) pp. 57-58, Aghevly , Khan and M ontié i  (1991) 

pp. 13-19.
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countries indicate that weak economic performance and current account distur
bances can only be avoided by countries that change their real exchange rates 
slowly.15 The conclusion is that even if the central bank wishes to implement a 
harder selection in exports and import substitution, the real exchange rales can 
only be raised slowly. In this case, however, from the aspect of slowing down the 
inflation, the control of money supply should have a greater role than at present.

The budget deficit

Literature on the Hungarian budget in general comes to the conclusion that 
today a more significant reduction of the deficit is practically impossible. In reces
sion revenues unavoidably decrease16 and the expenditures increase. In addition, 
in transition—i.e. owing to privatization and liberalization-revenues necessarily 
decline, even if the government takes every possible measure to collect the out
standing debts. Moreover, the Keynesian argument can be heard that in reces
sion, decrease in government expenditure would deepen the recession even more.1' 
Namely, the most important question is generally not raised: this question is con
cerned with whether fiscal policy is consistent, with antiinflationary and current 
account targets.18

For this purpose let us review the connection between budget deficit and 
stabilization with some simple equations, describing the linkage between budget 
deficit and inflation. Let X  be the nominal primary deficit, H the stock of high 
powered money, and В the volume of the indexed government bonds. The total 
budget deficit is financed by issuing base money (dH/dt) and by issuing bonds 
(dB/dt). On bonds it pays a nominal interest of r + ж where ж is the inflation rate. 
Consequently, the following relationship exists:

X  + (r + ж) B — dH/dt + dB/dt.

Cooper (1991) pp. 76-78, M cKinnon (1991) p. 29.
16This interrelation is also supported by empirical experience. See Roubuni and. Sachs (1989) 

pp. 110-119.
17It m ust be noted that even without a more detailed analysis, w ith regard to sm all and open 

economies, this Keynesian argument has a very great weakness. Namely, government consum ption  
gives rise to  a significant dem and for non-tradeable goods. This, in turn, strengthens the effect 
of the real revaluating exchange rate policy, and reduces investm ents in the sectors producing 
tradeable goods. Therefore, keeping back recession in this way m ay cause serious problems in the 
balance of payments.

180 n  consistent fiscal policy, see: Anand and Wijnbergen (1989) pp. 27-35, Blanchard, 
Chouraqui, Ragemenn and Sartor  (1990) pp. 10-16, Dornbusch (1992) pp. 25-27, Wijnbergen 
(1990) pp. 308-315, Dornbusch (1989) pp. 197-198.
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If this equation is divided by the nominal GDP (pY ), where p is the price 
level, and У the real GDP, then we get the proportion of the deficit to the GDP. 
Let us mark the ratio of the earlier variables to the GDP with lower-case letters; 
furthermore Hg = (dH /d t)/Y  and Yg = (dY'/dt) /Y .  Using this notation we get 
the equation:

db/dt = X -  Hgb + b{r -  Yt ).

This relation is one of the most important equations in the macroeconomics 
of government finance.19 For the time being, Hgb = 0, i.e. the government does not 
finance the deficit by money creation. It can be seen that if the real interest rate 
on government debt exceeds real growth rate, then debt/GDP ratio grows without 
limit. In the following, let Hgb = 0, furthermore x = 0, and r and Yg remain 
constant. In this case, by solving the differential equation d6/d< = b(r — Yg), we 
obtain the result that after t years the government debt/GDP ratio will be

6, = 60exp[(r -  Yg)t\,

provided that the primary deficit over the whole time was 0. If we assume 
that the difference between the real interest rate and real growth was throughout 
five years, an average of 7 percent, and interest payments amounted to 5 percent 
of the GDP,20 then this ratio will increase in five years to more than 5 percent; in 
ten years it will be approximately 10 percent. Also, if in the meantime the primary 
deficit was not zero, the accumulation of debt would be more rapid.

The results is obvious. After a certain time, people will not buy bonds. In 
this case, without money creation, the deficit cannot be financed. Thus, govern
ments increasingly resort to money creation, and here no central bank, however 
independent, can be of help. It is not necessary to grant credit directly to the 
budget, for it is enough to create additional liquidity for commercial banks to buy 
government bounds. With further reference to money creation, a change in the 
method of financing in recession is especially dangerous.21 On the other hand, the 
total budget deficit will become more and more rigid, investments will be crowded 
out, and the reduction of the deficit will only be possible by reducing the debts. In 
such a case the government is strongly interested in inflation, and this may help in 
the reduction of the real debt burdens.22

In market economies, participants in the market react to a high deficit by 
increasing inflationary expectations even when the increase in money supply has not

19 Haliassos and Tobin (1990) pp. 901-904 , Buiter  (1985) pp. 28-36.
20 In Hungary up until last year the real incom e and the interest rate on sta te  bonds were more 

than 7 percent and the interest burdens in 1990 am ounted to 3 percent o f the GDP.
21 Bruno and Fischer  (1990) pp. 264-272, Melnick and Sokoler (1984) pp. 234-235.
22A'eynes (1923) pp. 53-60.
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started. In such cases the expected future inflation causes inflation in the present. 
This could occur even in Hungary. If economic agents do not believe the Ministry 
of Finance when it indicates that the present budget deficit can be financed without 
money creation, we may count this as a sign of growing inflationary expectations.

What follows from the foregoing is that in the case of an economy which is 
in recession, further accumulation of debt causes problems even in the short run, 
especially if in the meantime the domestic interest rates increase. Experiences up 
to now also indicate that only those countries with high growth rates have been 
able to maintain a significant deficit without inflation. However, where a recession 
was going on, the budget deficit led to a three-digit inflation within a few years.23

The necessary conditions for sustainable growth

In the following I am going to deal with the possible actions that could 
be carried out in the short run. These, based on the logic of the analysis, are 
indispensable for growth. In addition it is necessary to use those means and/or 
steps with the aid of which the government is enabled to influence the economic 
processes in a favourable direction. We shall see that the same instruments can 
also be used for a successful stabilization.

Investments and the recession

Stopping the decline of the GDP, or increasing its level, can take place in 
principle in the short run, if capacity utilization is low in the economy (which allows 
for an increase in output), or if new capacities are created by investments. In the 
long run, however, investments are important from the aspect of economic growth 
with the Hungarian economy in transition capacity utilization is low. However, 
most of the capacities created in the past cannot produce competitive goods. The 
ratio of GDP to investments continues to decrease for some time. For this reason, 
growth in Hungary even in the short run basically depends on investments which can 
ensure sustainable growth and appropriate market shares for domestic enterprises 
both on domestic and foreign markets.

Investments and uncertainty. Investments are basically “irreversible” . Us
ing investments for purposes other than their original ones is either impossible, or 
only possible with significant cost. Therefore, if the investor, owing to the adverse 
conditions, is later on compelled to stop production, he will not be able to recover

23 Easterley and Fischer  (1990) pp. 136-138. In the course of successful stabilization the budget 
deficit was always reduced but not always elim inated. Dornbusch and Fischer (1986) pp. 40-43.
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all the investment costs, or, in extreme cases, he will lose them. However, the 
investor always has the possibility to wait for more favourable conditions, or for 
additional information with regard to the future. If the expectations for the future 
are very uncertain, the optimal strategy for the investor is to wait and do nothing, 
or to undertake short run investments.24 The irreversible characteristic of invest
ments has a few implications for economic policy. Creating a favourable climate 
for investments depends not only on the level of interest or tax rate but also on 
their relative stability. The absolute level of exchange rate is not important for the 
agents—rather, it is the fluctuation of that rate.25 Below a certain level, a stable 
inflation rate may be more important than one that is on a low level but strongly 
fluctuating and, due to permanently unsuccessful attempts in economic policy, has 
the effect of increasing uncertainty.26

In Hungary the companies’ inclination to invest, or the willingness of banks 
to lend, is basically determined by a general uncertainly. This is characteristic of 
all former centrally planned economies in transition. Therefore the time horizon 
of investors is significantly shortened. This is directly manifested in the fact that 
the banks practically grant no credits for a period of more than one year and 
accept no fixed deposits for more than one year. The key strategy for achevmg a 
sustainable growth path is to increase the time horizon of investors, in order that 
they undertake long-term investments. If economic policy is not able to attain this, 
the economy will remain in recession in the long run. The short time horizon of 
investors is basically the result of the great uncertainty which is dominant in the 
economy. This uncertainty is generated by the following three factors: (1) rapid 
transformation of the economy's institutions and economic environment; (2) the 
lack of a few basic institutions and (3) the hesitant economic policy.

To realize the first factor rapidly is practically impossible. Therefore in the 
following I will not deal with this problem. In order to eliminate the second factor,

24 W ith regard to the consequences of the irreversible character o f investments see e.g . Bernanke 
(1983). On their interrelations with other investm ent theories: Serven and Sohmano  (1992). 
A summary of the subject is given by Pindyck  (1991). For more about the former planned 
econom ies, the problem is mentioned by Blanchard, Dornbusch, Krugman, Layard and Lawrence 
(1991) pp. 78-81.

25This, of course, does not mean that on the micro-level the level of the exchange rate would 
not be important for one or another company. On the macro-level, however, the effect of the 
real exchange rate on profitability, owing to  the significant role played by the im port costs, is 
am biguous. This is the reason why, statistically, no significant relationship can be found between 
investm ents and the real exchange rate, except that the standard deviation of the real exchange 
rate relates negatively to  investments. Servan and Solim ano (1992) pp. 102-103. T he current 
Hungarian exchange rate policy causes great changes in the real exchange rate.

26This solution is especially relevant in the developing countries, where the possibilities of 
collecting the taxes are rather lim ited. Therefore, a stable rate o f inflation that is under control, 
is an effective m ethod of financing state  expenditures. Cooper (1991) pp. 56-57. T his possibility 
m ay be important in the case of Hungary, too.
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it is necessary to establish a few institutions which are still non-existent today. 
An evolutionary development of such institutions would be possible, but economic 
policy is badly in need of them at precisely this moment. The third factor is 
closely connected with the second one. The hesitation apparent in economic policy 
stems from the fact that the arsenal of instruments by which it can intervene in 
the processes of the economy is very poor, and thus it is unable to solve problems 
without causing considerable further troubles.

The banking system and business investments. One of the popular explana
tions for the low level of investments is that the interest rates are too high; thus it is 
not worthwhile for the companies to invest. On the contrary, based on theoretical 
considerations and on the practical experience of many developing countries we may 
say that a significantly positive real interest rate is one of the basic requirements 
of growth. Such real interest rates promote high saving rates, financial accumula
tion, and the growth of funds available for loans. According to conventional views 
the volume of investments is high when there are low interest rates. However, 
experience in several countries shows that high interest rates can accompany high 
investments and, consequently, high growth. The basic reason for this is that at low 
interest rates, investments are high but their efficiency is low. Namely, if interest 
rates are high, only investments of high efficiency can be implemented. Growth 
depends on the efficiency of the investments and not on their volume, although the 
effect of volume in the short run may be significant.27 The high interest rates, of 
course, must not be “too high”. (Yet it should be admitted that there is no criterion 
for deciding what is too high.) However, in the Hungarian economy there is only 
a weak possibility of developing an interest rate which would be ideal from the 
aspects of both financial accumulation and investments. The present instruments 
for controlling money supply are not suitable and do not favour an operation with 
such a high reserve ratio.

Thus, the stock of gross domestic credit has to be influenced primarily not 
by an interest-reducing campaign but by a lowering of the risks the banks are 
working with at present. These are mostly caused by the fact that banks are 
imperfectly informed about borrowers. They may not increase their expected profit 
by an increase in interest rates. At higher interest rates borrowers expecting lower 
returns on relatively riskless projects will not apply for loans. Only applicants with 
higher return and higher risk want to borrow. Therefore, with increasing risks, the 
expected bank will decrease because borrowers may undertake riskier investments 
than those they announced to the bank (moral hazard).28 On the other hand, 
high interest rates imply that. Under these conditions if the bank raises interest 
rates applicants with lower return and lower risk will drop out and the banks’

2‘ McKinnon (1991) pp. 11-30.
28 W ith regard to the apportionm ent of credits see Stiglitz and Weiss (1981), Stiglitz and Dwight  

(1990), Vincze (1991).
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willingness to lend will decrease due to the higher risk of default. The banking 
system in Hungary is characterized by three additional sources of uncertainty: the 
overall uncertainty experienced in the economy; the special uncertainty which banks 
face; and the fact that the banks are owned by the state. The general uncertainty 
and instability can also be formulated in such a way that covariance between the 
returns on potential investments is positive, and this makes it more difficult for 
the banks to select among the applicants for loans.29 The huge number of new 
borrowers about whom the bank hits no information, increases the risk faced by 
the bank. Under such changes in lending conditions, a riskaners bank decreases 
interest rates in order to have more applicants, and more applicants with lower risk 
of default. It is a different situation if the bank is not afraid of risk. A typical 
reason for this may be either a strong deposit insurance system, or that the bank 
is in state ownership. At such times the risk-taking bank reacts to the increasing 
risk by raising interest rates, in order to increase its profit.30 Several developing 
countries show examples of such bank behaviour. Whether or not the Hungarian 
commercial banks are averse to risk is difficult to assess. Their behaviour cannot 
really be described purely by this pair of notions. However, it is a fact that in 
addition to the inherited bad loans, they have already accumulated a significant 
number of bad loans. This indicates that they do not have a very careful lending 
policy.

The conclusion of the present subsection is that financial accumulation re
quires a significantly positive real interest rate, the level which can easily be ob
served by the public. At the same time, this will also have a beneficial impact on 
the selection of investments. The present instruments of monetary policy, however, 
make this difficult. The banking system is unable to cope with the high risks expe
rienced in the economy,31 and thus it restricts its lending activities. It seems that 
the rational decision for the system is not to grant credits to new borrowers.

Public investments. Based on international experience, it is obvious that in 
an environment of either a market economy or a non-market economy, public in
vestments are relatively inefficient. However, there are certain investments which 
the private sector would not carry out even in a rapidly growing market economy. 
Owing to the shortened time horizon, the sphere of such investments in the former 
centrally planned economies in transition is very large. These are mainly infrastruc

29 According to the theory of credit rationing, the investm ents can be ordered into groups so 
that the yields of the investm ents belonging to  the individual groups can be characterized by 
an identical probability distribution. Probability distributions of the particular groups are inde
pendent o f one another. This provides the theoretical possibility of selection. If, however, the 
probability distributions are not independent, even a theoretical possibility of selection is sm all.

30M cKinnon (1991) pp. 84-92.
31 Sándor and Spader (1991). It can be recognized theoretically, and is also supported by 

practical experience, that during a  recession it is extrem ely difficult to use monetary instrum ents 
to force commercial banks to extend their credit activ ities. Stiglitz (1992) pp. 285-297.
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tural investment projects which usually enhance the productivity of the economy, 
even if their effectiveness is lower than if they had been implemented by the private 
sector.

However, it is necessary to call attention to two problems concerning the 
public investments. On the one hand, if the investment is financed by issuing 
bonds, this increases the debt/GDP ratio (unless it generates a very high growth). 
In other words, let us assume that the government undertakes an investment with 
net returns of 15 percent. If for this purpose it issues bonds with an interest rate 
of 7 percent, and meanwhile the profit tax rate is 40 percent, there still remains 
a two-percent gap between the revenue and the interest expenditure. However, 
increasing debt/GDP ratio implies inflationary dangers. On the other hand, the 
investment may determine future government expenditure. It is difficult for the 
government to react to unexpected budget disturbances by reducing expenditures 
which may increase indebtedness. Hence, the government has to choose a few well 
definable projects, the costs of which can be calculated, and their social efficiency 
has to be easily recognizable. As a result, these investments become discrete in the 
sense that it will be clear to the economic agents that this is a single action and 
the extent of such a government activity cannot be regarded as permanent. This 
will bring about the advantage that economic agents will immediately strengthen 
their activities, in the belief that this is an opportunity never to be recaptured.

Given the above, we can say that the debt management problems imply that 
these investments have to be financed by money creation. In this case, monetary 
policy has to control inflation with appropriate monetary policy.

The institutional conditions for sustainable growth

Uncertainty reduces the time horizon for investors. The cause of uncertainty 
in the economy is the lack of information. In economies in transition there is a lack 
of those institutions which might continuously provide costless information about 
important economic indicators. In addition, investments are also directly influenced 
by issues concerning the conditions under which the financial intermediary system 
would be able to handle the risks existing in the economy, and/or how it would be 
possible to eliminate the factors which have so far distorted the operations of these 
institutions.

The potential institutions for providing information. In the market economies 
there are basically two institutions which provide the investors, and the economic 
policy-makers with information about expectations concerning the future of the 
economy. These are the market for government bonds and the foreign exchange 
market.

The market for government bonds grants everybody reliable information on 
the term structure of interest rates and the long-term development of inflation. The
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information regarding the expected volatility of interest rates, owing to the irre
versibility of investments, influences the decisions of investors at least as intensively 
as the level of the interest rates does. The problem is to find out how a concentrated 
market of long-term government bonds can be established when the time horizon of 
investors is so short that only a few will be ready to hold such assets. The long-term 
government bond is the only one which can reallocate incomes between two points 
of time. Therefore these are purchased first of all by institutions which themselves 
also pursue such activities—namely, the institutional investors. Such are the pen
sion funds, insurance companies and mutual funds. Though development of these 
has commenced, conscious government development is still highly necessary in this 
sphere. It would be possible to establish a few state-owned pension funds, the assets 
of which would consist basically of government bonds. The pension funds could 
obtain the government bonds in three different ways. On the one hand, by mak
ing pension insurance contracts, they would provide current savings for the budget. 
Secondly, the budget would grant government bonds to the new pension funds from 
a certain share of the privatization revenues.32 Third, some part of today’s internal 
debts would be swapped for bonds which would be received by these pension funds. 
Though in this way the present interest burdens on the budget would increase, by 
linking them with the reform of the pension system, the future demand of the lat
ter for subsidies would be reduced. While these institutions are in state ownership, 
the possibilities for investment—other than into government bonds—ought to be 
limited. For the credibility of this action, it would be necessary to set a time for the 
privatization of these institutions. In the case of risk-free assets, it would not be 
difficult. One of the basic conditions for doing this is obviously to invent such bond 
constructions which guarantee a proper real yield on the assets. The appearance 
of such institutions does not necessarily suggest that trading with the government 
bonds would begin, but it would be possible to bring about the institutions capable 
of continuously creating demand and/or supply for the state bonds. This may also 
promote the appearance of other investors.

Creating a market for the long-term government bonds would contribute to 
easier debt management. At present the budget is only able to issue short-term 
bonds and treasury bills. For this reason, the reallocation of current burdens over a 
longer time and the combination of this with a tax policy is practically impossible.33

32 W ithout going into detail, it can be said that repayment of internal government debt—  
accounted betw een the central bank and the governm ent—in a macroeconomic sense cannot be 
interpreted, and this is not even necessary. On th is, see Oblath (1991). From this, however, 
it does not follow that the budget ought to spend the revenue from privatization on current 
expenditures. Since the budget deficit is significant and the danger of its spreading out is also a  
threat, privatization revenue can be of such a construction—the conversion of current revenues 
into bonds— which assures that capital, transformed at present into income, will become, in the  
future, again capital.

33On this, see Bohn (1991) and Blanchard and Fischer  (1989) pp. 583-591.
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This narrows the possibility of debt management, and also causes permanent liq
uidity problems. If the new institutions were to receive government bonds which, 
with regard to their maturity structure, would be properly formed, in the short 
run this in itself could improve the position of the budget. The above-mentioned 
institutions could also play a basic role in controlling the money supply. In this case 
the central bank would be able to carry out open market operations. It could then 
give up regulating the reserve ratio which leads to the distortion of the financial 
intermediary institutions.

The other basic institution suitable for reducing uncertainty is the foreign 
exchange market. With regard to the development of the foreign exchange market, 
its role in building of exchange rates needs to be pointed out. In addition to this, the 
foreign exchange market is also the most important institution for assessing short- 
run inflationary expectations. This is especially important at times when inflation 
is going on, because with the lack of such institutions the inflationary expectations 
depend on past inflation rates. Inflation thus becomes a self-strengthening process 
which is difficult to stop.34 The foreign exchange market is the institution for 
building forward-looking expectations. However, in order to achieve a situation in 
which the exchange rates on the foreign exchange market appear to be credible, a 
minimum level of liberalization has to be attained.

The financial intermediary system. The institutions described above provide 
the banks and other financial intermediaries with basic information. Furthermore, 
they make it possible for the commercial banks to avoid direct participation in deficit 
financing. Ever greater government bonds would pass to the commercial banks 
because they would be the only potential investors. This does not simply crowd out 
investment but also reduces the effectiveness of the financial intermediary system. 
The commercial banks which play a basic role in budget financing are subject to 
increasing political pressure. This urges them to purchase securities, and this may 
narrow down the sources of loans.

The system of financial intermediary institutions has some problems that are 
independent of the ones described so far.35 In its present from it is unable to deal 
with the high uncertainty that can be observed in the economy. The time horizon of 
the banks is as short as that of any other economic agent. Under such conditions the 
transformation of savings into investments is not efficient. The institutions for the 
division of risks, which reduce the risks of both the short-term and the long-term 
assets (guarantee funds, credit cooperatives etc.), are missing. For establishing 
these, no one else but the state has any resources available. Besides, there are not 
even any information systems available for helping in the selection of borrowers.

34 Dornbusch, Sturzenegger and Wolf (1990) pp. 18-19.
35 Sándor and Spéder (1992).
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The economic-political conditions needed for getting out of the recession

In addition to the institutional changes that have to be carried out as soon 
as possible, economic policy also has to take definite steps in two spheres: in the 
management of the revenues and expenditures of the budget, and in the creation 
of a favourable atmosphere for investments.

Budgetary discipline. In principle, fiscal discipline is independent of the size 
of the deficit. The concept really means that the government adjusts the deficit and 
the ways of financing to macroeconomic circumstances.36 It will select the proper 
forms of financing. For example, if the conditions allow, it will increase monetary 
expansion. If, however, in the given position, the extent of the deficit becomes 
dangerous, it will decrease the expenditures.

On the revenue side no fiscal discipline can be observed. The Hungarian tax 
system cannot be considered to be stable. The practice of a tax policy according 
to which the taxation rules for the next year came to be known in December 
of the current year, and the fact that they are formed in conformity with the 
momentary needs of the budget, largely contributes to the shortening of the time 
horizon of investors. Under such circumstances it is very difficult to make any kind 
of decision on long-term investments. In a developed market economy, where the 
institutional environment and the economy itself are stable, the government has 
more possibility to change the tax system frequently for the sake of its objectives. 
In a largely uncertain environment, however, where it is hard to find a stable point, 
the tax system might be a suitable point of orientation for the economic agents 
when making their decisions on investments.

Apart from a certain indexing which is now needed in accordance with in
flation (e.g. connected with personal income tax) economic policy ought to leave 
the laws on taxes and the tax rates unchanged for a longer time. This would entail 
the danger that the effect of various disturbances would cause the budget deficit 
to grow. The solution for problems that emerge because of this course of action 
can be facilitated by the development of the earlier described, more elastic forms of 
financing, the reduction of the deficit, and/or the proper limitation of government 
investment programmes. The basic success of a tax policy of this type is condi
tional on whether the participants in the economy believe that the new tax policy 
announced by the government can be maintained. Anyhow, the programme is more 
credible if at the same time a reduction of the deficit also comes to pass. It is rather 
important that economic agents should believe in such a programme, because only 
in this case can favourable changes be expected in the investments.

Stimulation of business investments and the taxation system. The measures 
listed so far, by increasing the time horizon of the investors, and decreasing uncer
tainty in the economy will, in themselves, favourably influence investment activities.

3eCooper (1991) pp. 78-81.
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It is necessary to promote investment by using tax policy instruments. In Hungary, 
compared to other countries, the cost of capital is very high.37 Due to company 
taxation and to the amortization system, in order to achieve a given profitability 
for private capital, a higher pre-tax profit has to be attained in Hungary than in 
most other countries of Europe. This effect is also strengthened by double taxation 
of the dividends on shares. In the market economies, the retained earnings of the 
enterprises comprise one of the most important sources of investments.38 However, 
in Hungary this is made difficult by the tax system. This also contributes to the 
fact that domestic enterprises are very sensitive to the changes in the interest rates 
on loans.

For this reason, stimulating investments is possible by investment tax credit. 
Firms will be able to finance their future investments. For a similar purpose the 
amortization system could also be turned in a favourable direction. For the sake 
of accelerating investments it could be announced in advance that the measure is 
a temporary one, and that after a certain time, the extent of the favour would be 
reduced.39 The government could build further preferences into the system. For 
example, it could promote technical development by prescribing the duration that 
fixed assets would enjoy such a favour. The things mentioned above may be enough 
to create a favourable atmosphere for the investment.

Such a package of measures is suitable for introduction in the framework of 
a comprehensive tax reform. In the case of a change in the tax structure (taxes 
on consumption instead of taxes on income),40 it would be possible to maintain 
the earlier level of revenues. The falling out of some revenues can be directly 
counterbalanced if the government stops some certain tax subsidies that have been 
enjoyed by some preferred company groups. For example, favours granted to joint 
ventures should cease, and should be set to the level of the newly introduced general 
favour. Namely, from the view of tax policy, preferences granted to particular 
groups represent a rather double-edged tool. Since passage among the groups is 
free, more and more companies try to enter the preferred groups using various tricks. 
Consequently, the basis enabling assessment declines, and in turn the budget deficit 
increases.

It would be difficult to make prophecies about the effect such a measure would 
have on investments in Hungary. According to experience in the market economies, 
if such a tax cut comes to pass after a tax rise, its investment-stimulating effect 
is much greater than if just a simple tax reduction had come to pass.41 Thus,

37Andresson  (1991).
38Statistical data regarding this: Stiglitz (1992) pp. 277-279.
39 Recommended, among many others, by Bornsztein and M ontié i  (1992) pp. 166-167.
40This is very frequent proposition with regard to the former planned economies. McKinnon 

(1992) pp. 104-105, K om ái (1989) pp. 69-70.
41 Summers  (1980) pp. 138-143.
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as a result of a tax rise, investments diminish. This reduces the stock of capital, 
which may make the new investments more profitable. Therefore, influenced by tax 
reduction, investments will suddenly strongly increase. A slow increase of the tax 
burdens has been in progress in Hungary for a long time; hence, there is the change 
that in the case of the changes in the tax policy described above, investments will 
increase.

Conclusions

According to the ideas outlined above, the parallel aims of economic policy 
are: to keep control of inflation and to get out of the recession. 1 think there is no 
alternative to these. It is impossible to carry out first one of them and afterwards 
the other one. Between the two there is no chronological relation, no trade-off. The 
instruments for promoting sustainable growth are the same for stabilization. The 
means for Hungarian stabilization which have so far proved to be important—such 
as a real appreciation, or regulation of the reserve rate—are, in the long run not 
effective. Moreover, by applying them, the economy and the financial system suffer 
a distortion that is greater than necessary. The permanent increase of the budget 
deficit necessarily leads, sooner or later, to increasing inflation. In a recession or, 
in the currently applied means for financing it, it will come sooner rather than 
later. The method suggested for broadening the range of instruments is basically 
aimed at improving information for the economic agents, and creating economic 
policy instruments.42 These are market-oriented, suitable for influencing events, 
and more effective than those applied at present. The former mitigates uncertainty 
and increases the time horizon of the actors, and the latter allows the regulation of 
the economy by using more refined instruments than the present ones, and causes 
lesser distortion. Our concept relies basically on the adjustment of economic agents, 
and deals with the questions of both stabilization and growth. It wishes to create 
the conditions for these, in short run, by economic policy measures. For the same 
purpose, the proposition includes certain fixed capital investments which currently 
can only be carried out by the state.
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THE HISTORICAL MISSION OF HERESY 
György Péter, the reform economist

J. KORN AI

The study concerns the work as an econom ist of an outstanding pioneer o f concept of the 
Hungarian reform. The article compares the initial ideas contained in G yörgy Peter's studies 
and the official reform decisions with the way they were im plem ented between 1968 and 1989. 
He establishes that the reform blueprints were basically put into practice, but failed to have the 
expected results: the system  that came into being proved not to be stable or lastingly viable. The 
failure was not due to faulty im plem entation, but to a contradiction inherent in the ideas. The 
final part of the article underlines the great part played by the heretical ideas o f G yörgy Péter in 
elim inating the old dogm as and stim ulating new thinking.

György Péter is among Hungary’s unburied dead. Though he died inY969, 
the last intellectual and moral tributes have never been paid to him. Though he 
was a significant and influential personality, no definitive analysis of his work has 
ever been made. This is a longstanding omission, and it is high time to make up 
for it.

A self-contradictory career

György Peter’s career was self-contradictory. It contained alternate periods of 
light and darkness, and included both transgressions and useful deeds.1 He started 
out as a young man with a pure faith. He made great sacrifices and spent several 
years in prison for the communist ideas that later brought grave misfortunes to 
Hungary and to their own advocates.

He acquired great power when in 1949 he was appointed as president of 
the Central Statistical Office. At that time this entailed serving a policy whose 
executors thought that the end could justify the means. György Péter resorted to 
bad means for bad ends. His measures did great damage to Hungarian statistics, 
and wrecked the promising careers of many talented members of the profession.

Later, a few years after his appointment as president, he began a process of 
reformulating his ideas. He switched to serving good causes and became one of 
the pioneers of enlightenment. Even though the spread of his ideas was obstructed, 
their influence was felt increasingly widely. He weis among the driving forces behind

1See the study by A. B. Hegedűs (1992).
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the revival of statistics, economics, sociology and demography. He also used his 
position to help many people in trouble after the defeat of the 1956 revolution.

Then came the bitter conclusion. He was not even permitted to fall in defense 
of his convictions, but attacked from behind on trumped-up pretexts and harried 
to death.

This, condensed into the life of one man, constitutes the fate of one major 
trend among the Eastern European intelligentsia, shown in its ultimate form, almost 
like a novel.

The piece that follows is one of the studies presented as a tribute to György 
Péter by friends and admirers at a scientific session devoted to his work." It singles 
out just one of his many activities, although possibly the most important and 
lastingly influential of them: György Peter’s contribution to the economics of the 
economic reform.2 3

“Speak good of the dead, or not at all,” the saying goes.
The rule has not been kept in this study or in the other contributions at 

the session. Our intention is not to canonize and glorify György Péter, nor do we 
consider ourselves as moral censors judging and condemning him.

I feel respect and friendly affection for György Péter, and I have much to 
thank him for. Nonetheless, rather than describing my personal memories of him, 
my intention here is to analyze objectively his economic views and the influence 
they had.

I approach his work from two angles, first in terms of economic history, and 
then from the direction of intellectual history. In the first part of the study I 
compare Péter’s views with the actual Hungarian reform. I deliberately divorce 
Péter’s ideas from their contemporary intellectual environment in this section of 
my analysis, confining myself exclusively to the question of how far they proved 
workable or to what extent they failed.

The second half of the study then restores Péter’s work to its contemporary 
context, enquiring what influence his writings had on the thinking of others.

2T w o lectures were given at the session, held on April 24, 1992. András В. Hegedűs (1992) 
spoke on the career of György Péter, while the author analyzed in this study P eter’s work as an 
econom ist. The invited contributors were R udolf Andorka,  G yörgy Borsányi,  Judit Ci eh go и у а , 
Péter Kende,  Pál Köves,  Mrs. Aladár M ód,  Sándor Nyíri ,  György Péteri,  László Szamuely 
and Szabolcs Vigh Mike.  The subjects covered in the contributions included P eter’s pre-1945 
com m unist past, his work on statistics, sociology and demography, his activities as a teacher and 
head of a government office, and the still unexplained circum stances of his death. The full text 
of the session is likely to appear in book form; meanwhile the authors are also publishing certain 
m aterials in periodicals.

3See his two main pieces of writing (1954; 1956).
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Market socialism: blueprints and implementation

Peter’s first reform article appeared in the journal Közgazdasági Szemle in 
1954. In fact a few forerunners of his 1954 ideas can be found in his earlier writings, 
but in a much paler form, and so 1 will refrain from discussing them here.4 5 Péter 
certainly has priority among the economists of the socialist countries insofar as 
he was the first to put forward a comprehensive idea for reforming the whole of 
the economy. Regrettably, his works never became known to the vast majority 
of Western experts, who usually cite the proposals published in Pravda in 1962 
by E. Liberman (1962) as the most notable pioneer of the idea of reform. In fact 
György Péter long anticipated Liberman in time, and surpassed him in the depth 
and comprehensiveness of his ideas.

The preparation for the economic reform took place between 1964 and 1968 
on the basis of the resolution of the Hungarian Socialist Workers’ Party (HSW’P) 
Central Committee. The reform blueprint officially endorsed by communist party 
and the administration was prepared.0 In 1968 began the historical realization of 
the blueprint and along with it the stage I refer to in this study as reform socialism. 
This lasted until 1989, in other words right up until the political turning point with 
the change to a multiparty system.6

Two subjects must be discussed. First, the 1964-68 blueprint for reform is 
compared with Péter’s concept. Secondly, the actual historical realization of the 
reform in 1968-89 is compared with the antecedents of it: Peter’s ideas and the 
official blueprint.

On the first subject. The official 1964-68 blueprint for reform is very close 
to Péter’s concept. The kinship is apparent in the specific content of the official 
blueprint, the measures proposed. Moreover, there is a similarity of spirit in the 
rhetoric as well, and the style, the method of argument, the rhetoric of documents 
that prepare for social changes count for a great deal. It should be remembered that 
the 1968 party document itself is more of a mobilizing instrument for the application 
of the reform, preceding a large number of legal regulations and specific directives 
for implementing it. To draw an artistic analogy, Péter's two articles can be likened

4 György Peter’s scientific career is described com prehensively in Judit Gelegonya’s so far un- 
published book (1990), which subjects all his econom ic works and the debates sparked off at the 
time by his writings to careful analysis. I have m ade use of Judit G elegonya’s work at several 
points in this study, for which I would like her to  express my thanks.

5The most important document concerned is the HSWP resolution of May 25-2 7 , 1966, the 
contents of which were summed up in a book published for internal use that came to  be known 
among economists as the “yellow-brown book” , after the color of its cover. This is the document 
I m ainly have in mind when I refer in what follows to the “blueprint” for the reform.

6The m ost important comprehensive studies o f the history of Hungarian reform economics: I. 
T. Berend  (1990), J. Kornai (1986), J. M. Kovács  (1990), I. P ető  and S. Szakács (1985), and L. 
Szamuely (1982; 1984).
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to a first sketch, outlining a work in a few pencil strokes; the official blueprint is 
the final sketch, already including much detail; then comes the work of art itself.

In what ways do Peter’s initial draft and the official final draft coincide? 
Both propose abolishing compulsory planning directives. This is the kernel, the 
most important element in Peter’s concept. Both recommend greater indepen
dence for firms and place firms’ profits to the fore. But neither includes a final 
abolition of planning. They particularly want to retain planning and central con
trol of investment and foreign trade.7

Apart from this agreement between the initial and the final drafts on economic 
coordination, there is full identity between them on two other basic ideas:

1. Public ownership, primarily state ownership, of the means of production 
was to remain. Péter made not the faintest allusion in his writings to the idea of 
privatizing state property. He wrote nothing about the possibility of authorizing 
the private sector; he did not press for any development of it, even as a modest 
adjunct to the state sector. Moreover he firmly rejected all forms of workers’ self
management.8 So ultimately, both Péter and the official reform blueprint of 1964- 
1968 took the prevailing system of property relations to be axiomatic.

2. Péter attached no political conditions of any kind to the implementation of 
his ideas for reform. In other words, he assumed that political structure pertaining 
at the time he wrote the study—the communist party’s political monopoly and the 
interpenetration of the party and the state—would remain. This is another feature 
common to the initial version he drafted and the final official blueprint.

Two important ideas of Péter’s were dropped from the official blueprint for 
the reform.

One was his proposal for “market-clearing prices”—prices that produce equi
librium between supply and demand. This does not feature among the basic prin
ciples of the official blueprint for reform.

The other idea dropped was Péter’s notion that competition, or more pre
cisely, competition among the sellers for the buyer, should become the motive force 
behind the operation of the economy. This was to replace the previous situation 
characterized by the buyers’ competition for the favour of the seller. There is an 
essential difference from the model most commonly mentioned by Western writers 
as the intellectual antecedent of “market socialism” . This frequently quoted model 
was devised in the 1930s by the great Polish economist Oscar Lange (1936-37). In 
Lange’s market-socialist economy, the market is merely simulated by official mea
sures. Péter weis proposing real live competition: a supply surplus would have

7P éter recommended that firms be given full autonom y for simple reproduction, but he wanted  
to assign investment in its entirety to central control. The official blueprint went further, agreeing 
to a partial decentralization of investm ent decision-making.

8 Judit Gelegonya’s study, mentioned earlier, gives a detailed account of how Peter protested  
at the meetings of the reform com m ittee formed after 1956 under the leadership of István Varga  
against the idea of applying workers’ self-management in any form.
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to be created on a macroeconomic plane as well, so that the producer-sellers are 
compelled to compete with each other if they want to utilize their capacity ade
quately. To that extent his concept of the market is far more realistic and lifelike 
than Lange’s. But it must be added that this important theoretical innovation of 
Peter’s was essentially omitted from the official blueprint of 1964-68.

On the second subject. Let us now compare the two drafts, György Peter’s 
and the official blueprint, with the historical realization of the reform. The drafts 
were basically applied, but the results were far short of what the advocates of the 
reform expected. Moreover the reason, in my view, why the performance fell short 
of the expectations was not that the implementation departed essentially from the 
blueprint. On the contrary, the reform was less successful because the blueprint was 
substantially realized—the blueprint itself contained serious internal inconsistencies 
in the first place. Although the reform also had some favourable effects, these were 
undermined by the detrimental effects of the internal contradictions.

I must draw attention to the fact that this statement differs sharply from the 
position taken by many reform economists, who emphasized in the meantime, in 
the 1970s and 1980s, and continue to assert afterwards that the concept behind 
the reform was fundamentally correct, and that distortions slipped only into the 
application of it, mainly due to the resistance of the reform’s opponents.

My line of argument is expressed in more detail in other works of mine.9 Here 
I will only sum up the main points briefly, beginning where I ended the discussion 
of the first subject, with the question of competition. György Péter advocated real 
competition among producer-sellers, but for this free enterprise is indispensable. 
There is true competition only if anyone is free to enter a particular market, in other 
words if the producer-sellers operating already do not hold a position guaranteed 
by the state. But free enterprise and free entry into the market are impossible 
without private ownership. Establishing firms on a basis of bureaucratic decisions 
is clearly no substitute for this.

Still on the same subject, there is no real competition without winners and 
losers. Real competition is not for peanuts. The competitors are stimulated by the 
prospect of great rewards for the winners and annihilation and forced exit for the 
losers. Winning and losing on the economic plane is a matter of life and death. But 
there is no question of this in a reform socialist economy. The winners surrender 
their “excessive” profits, which are given to the losers so that they can survive. A 
lossmaking firm can rely on the state bailing it out time and again.

In connection with competition I mentioned the problem of property. With
out private property, firms have no real autonomy. The American economist W. 
G. Nutter rightly termed as the “Grand Illusion” of market socialism the idea that 
it could bind the firms in state ownership to one another and to households via

P rin c ip a lly  in my new book (1992a), which is due to appear in Hungarian in  the winter of 
1992. See also my study (1992b).
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market connections.10 In the discussion of this area, the rhetoric of reform eco
nomics is replete with Orwellian “double-talk” and dialectical quibbling. Let firms 
have independence, but the state remain the owner. In other words let them be 
independent of state ( “independence”), yet depend on it as well (for the owner can 
dispose over the income from his property and appoint and dismiss its leader).

This ties in closely with another cardinal principle of the reform drafts: con
servation of the political structure. Peter implicitly assumes in his writings that an 
ideal coexistence between the party-state bureaucracy and the firm will develop. It 
will be a bureaucracy capable of exercising self-restraint, intervening in the work
ings of the economy only when it is absolutely inescapable, and even then in an 
objective and professional way.

But the reality differed markedly from that ideal situation! The actual so
ciological environment around the “market socialism” introduced in the socialist 
countries bore these characteristics:

— There is interpenetration of the party and the state.
—  The economic sphere does not even have relative autonomy. It is subor

dinate to politics and its strings are pulled for political purposes.
— The bureaucracy of the party-state cannot resist the temptations of power. 

There are a million interventions in the economy.
— The management of a firm is not independent; every member of it be

longs to the hierarchically organized bureaucracy. Their appointment, promotion 
and dismissal depend on their superiors, not on their business performance in the 
market.

— A firm is wholly dependent financially on the central organizations of the
state.

The concept of market socialism expressed in both Peter’s initial draft and 
the final official blueprint is based on false sociological premises.

The result is well known from the critical literature on reform economics, 
and a few words will suffice as a reminder: “manual piloting” of the economy, 
endless bargaining between superiors and subordinates, the ambivalence of “neither 
plan nor market” , and the weakening of state and financial discipline. A causal 
connection can be shown between the slackening in the wake of the reform on the 
one hand, and the progressive disintegration of the macro equilibrium (accelerating 
inflation and indebtedness) on the other.

I would certainly not like to paint a onesidedly negative picture. The eco
nomic reform produced a great many achievements.11 More will be said about these

,0 T his criticism already appeared in the work L. von Mises  wrote in 1920, and was then given 
great emphasis in the works of Hayek.  M ises’s study and Hayek’s often quoted criticism of O. 
Lange’s model o f market socialism  can be found in F. A. Hayek, ed. (1935).

11 A substantial proportion of the achievem ents in the period 1968-89 can be ascribed to the 
fact that the formal and informal private sector began to develop. As we have seen, however, this 
phenom enon falls outside the concept o f market socialism  in a  narrower sense, since it overstepped
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in the second half of the study, but I will mention a few here as well. The greater 
independence made the economy operate more flexibly; the task of improving the 
quality of products came more to the fore. Still more important than the trans
formation of the economy was the change that took place in public morale: there 
was an end to the brutality of the command economy, the violence used to compell 
obedience to commands. Economic relations became more tolerable and civilized.

But important though achievements were, it cannot be denied that those 
preparing the 1968 reform had hoped for far greater success. Looking back on the 
1968-89 reform period and comparing Hungary with other postsocialist countries, 
it can rightly be said that Hungary’s decades on the road of market reforms gave it a 
better start, making it easier to begin the transition to a capitalist market economy 
based on private property. True, but the reformers of the 1950s and 1960s did not 
set out to prepare for conversion to a capitalist market economy! Their silence on 
the subject of a radical change in property relations and political structure was not 
tactical; they sincerely wanted to retain the earlier situation. Their aim was a new 
stable system , not a favourable transitional state. The trend of market socialism is 
one version of Third-Road philosophy. Its exponents thought the system created by 
the blueprint would be robust, able to consolidate and survive in the long term and 
ultimately superior both to the classical socialist system of the command economy 
and the capitalist market economy.

This wish did not and could never have come true. It was doomed like the 
other Third-Road concepts to fail sooner or later. Though the market socialist ex
periment lasted far longer in Hungary than in Gorbachev’s Soviet Union, it proved 
to be a transitional period in the end. Instead of a robust, stable system, it turned 
out to be the specific institutional and political framework in which the disintegra
tion of the socialist system took place.

Is it worth discussing?

Is there any sense in criticizing market socialism? Does the subject have any 
significance apart from being interesting as an episode in economic history?

Its historical importance in itself makes it worth studying. The attempt to 
reform the socialist system is one of this century’s great undertakings. It must be 
discussed, and now, while the generation that took part in it is still alive and able 
to testify.

It should also be considered that reform socialism and the experiment with a 
combination of a communist political system and the market is still a reality today 
in China and the three countries of Indochina. This affects the destiny of more

the intentions declared first by György Péter and then in the official blueprint, the “yellow-brown 
book” .
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than a billion people. That is something that those who speak of communism only 
in the past tense are inclined to forget.

And there is another topical aspect: the intellectual system analyzed in this 
study persists in an adjusted form in the period of postsocialist transition, among 
other places in Hungary. In another piece of writing I called it “anti-Bolshevik 
market socialism”. Its line of argument can roughly be summed up as follows:

“The communists failed in their attempt to run state-owned firms along mar
ket lines. Now we will show them! We will retain a large state sector and withdraw 
it from the sphere due for privatization. At the head of these firms, we will place 
our own people. Once they are in our hands, they will operate efficiently!”

This line of thinking rests on similar illusions to those of market socialism 
under communist-party rule. Similar problems would arise. There would be a 
“politicization” of the economy, for instance—advancement of party interests at 
the expense of professionalism. There would also be artificial sustenance of firms 
in trouble, and paternalist protection of them from competition from the private 
sector and imports.12

The theory of market socialism survives, though with different rhetoric, and 
so there is still a point in criticizing it.

The influence of the heretic

Everything expressed so far in this study as a criticism of the theory of market 
socialism invites a retort: it is easy to be clever after the event... Let me add a 
personal comment here. When I wrote my work Overcentralization in economic 
administration in 1955-56, I myself fell into the same theoretical traps as György 
Péter. That is why in my writings I called him, myself at that time, and a good 
many others “naive reformers” .13 So let us jump back 38 years, from 1992 to 
1954-55. Let us imagine ourselves in the intellectual environment in which Peter’s 
writings appeared.

The dominant view, in economic policy and the teaching of political economy 
alike, is Marxist-Leninist-Stalinist dogma. Western economics is familiar to only a

12 In my view the key question is the ratio between the sta te  and private sectors. State-owned 
firms can be forced more or less into market and profit-oriented behaviour, although it will not 
be entirely consistent, only if the private sector has becom e dominant in the economy as a  whole 
and the extent of the sta te  sector has been dwarfed by comparison. Another requirement is that 
the state-owned firm should not enjoy a monopoly.

13See the new preface to the second, 1989 edition of m y book Overcentralization in economic 
adm inistration. I dedicated that second edition to  the m emory of György Péter. I can never forget 
that when the book was being sharply criticized after the first edition and its author branded an 
“ideological preparer for counterrevolution” , Péter wrote a warmly appreciative review of it, and  
with the irony so typical of him, had it published in Magyarország,  the weekly backed by the  
Stalinist faction of the communist party.
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handful, who lie on the periphery of intellectual life and have no influence on it. 
All those active in the economy and economics teaching and research self-evidently 
accept the official ideology, without private reservations. This is the climate of 
public thinking on which György Peter’s work bursts.

I think the aptest description of his personality is to say he was a heretic. His 
role resembled the one played by the heretics at the time when the Middle Ages 
were breaking up.

A dogma is a curious intellectual construct. It rests on a small number of 
axioms, perhaps only three or four, and these cannot be questioned. One such 
axiom in the dogma of the socialist system, can be summed up in a popular form 
like this: “The market is bad, the plan is good.” The market means anarchy, and 
leads to crisis and waste. The plan, on the other hand, marks the triumph of human 
intellect; it is one of the main guarantees of the socialist system’s superiority over 
the capitalist system.

This dogma’s influence is not confined to the rational minds of its believers; 
it works on a meta-rational plane as well. Convinced Marxists not only view the 
market critically, they despise and abhor it as well.

György Péter attacked this cardinal dogma, this pillar of the official ideology. 
And as every axiom has a fundamental significance, anyone who abandons this 
axiom tends to reconsider the others as well. One of the bishops conducting the 
enquiry in László Németh's play about the great Czech heretic John Huss remarks, 
“You cannot break one link in the chain of Christian teaching without the rest 
snapping as well.”

A similar charge of causing a destructive chain reaction was levelled after 
the defeat of the 1956 revolution by László Háy, Géza Ripp and Endre Molnár at 
Péter and his revisionist colleagues: they begin with the market and rejection of 
plan instructions, and end by opening the way for capitalism. That counted as a 
capital crime at the time. We can now see that in fact they were right, so far as 
the content of their statement was concerned: those who truly begin to sympathize 
with the market really do open up the road to capitalism—even though that was 
not Péter’s intention at the time.

It is worth saying a few words about the specific mission of heretics in the 
history of ideas. Whatever the idea, its influence depends not only on its content 
and how true it is, but on who utters it. Mises and Hayek, in fact, knew what the 
problem was with the socialist planned economy much better than Péter did, but 
who paid any heed to them in the Hungary of the 1950s? For Mises and Hayek, 
as declared enemies of socialism, were clearly prejudiced against the fundamental 
institutions of the system.

György Péter, on the other hand, had credibility among the economists of 
the time, precisely because he was an old communist who had even suffered im
prisonment for his communist activities. He could not be assumed to be guided by 
prejudice in his criticism of the system. He had credibility, because he expressed
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himself in the “soc-pol-econ” idiom and the rhetoric of the communist party. His 
quotations were taken not from Western economists but from the classics of Marx
ism and the leaders and valid resolutions of the party. Think again, for a moment, 
of a medieval heretic. He would normally be a priest, conversant with theology, and 
expressing himself in the language of the Bible and the liturgy of the day. That is 
why he had credibility.

Let me mention a more immediate example from modern economics. Keynes 
was anticipated on many questions by the brilliant Polish economist M. Kaleckt. 
Kalecki was a revolutionary innovator, yet his scientific achievements remained 
almost unnoticed at the time. What member of the profession’s dominant group, 
the circle of Anglo-Saxon economists, would pay attention then to an obscure Polish 
researcher? Keynes was the man who revolutionized economic thinking, and his 
influence can be explained not only by the content of his ideas, but by the fact 
that he worked in Cambridge, England, the center of the economics profession in 
those days, that he was well known in political circles and lunched with the prime 
minister, that he belonged to the famous Bloomsbury Group of intellectuals, and 
that he expressed himself in the idiom of the profession.14

György Péter has been reproached by posterity for belonging to the privileged 
stratum of the communist regime. That is true. He happily t ravelled to Geneva and 
Vienna, and gladly sat behind the wheel of his official Mercedes. True, but he was 
not the only one to do so. Other high-ranking caders also enjoyed going to the West 
and travelling in a Mercedes. The difference was that Péter began to consider why 
a Mercedes was better than a Soviet-made ZIL. He not only shopped in Western 
department stores, but pondered on the reason why the range of goods in GUM in 
Moscow or the Corvin department store in Budapest differed from the range in the 
Grand Passage in Geneva. Perhaps it was not accidental; perhaps it had something 
to do with the arrangement of the economic system. While other caders bought 
their Bally shoes in Geneva, returned home and continued to laud the planned 
economy, Péter had the courage not only to acknowledge the difference between 
Swiss and Hungarian shoes, but to declare that there were deep, system-related 
reasons for the difference.

Although György Péter was a significant personality, I would not like to 
compare him with the “greatest Hungarian”, the 19th century reformer István 
Széchenyi. But on a smaller scale he bore a clear similarity to Széchenyi in at least 
one respect. Széchenyi was an aristocrat, like other aristocrats travelled abroad 
more than once. He saw banks in England and went to horse races, as other aris
tocrats did. The difference was that he thought about his experiences, pondering 
on them profoundly and profusely. In the end he declared the painful truth: this 
country was backward; the state of its economy had to be changed; the Hungarian

14 K eynes’s personality and social standing are presented in two outstanding biographies: R. 
Harrod (1972) and R. Skidelsky (1986).
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credit and transport systems needed developing and the institutions of the econ
omy bringing up to the standards of the age. György Péter was also described 
frequently as a real socialist “aristocrat”.15 But as a travelling “aristocrat” , he ab
sorbed his experiences of the greater development abroad, gained insight into the 
backwardness of this country, and tried in his own way to shake his compatriots 
up.

The disillusioning and awakening effects of the idea of reform

The old system in Eastern Europe and the Soviet Union has broken up, and 
a new one is in the making. There is more than one group that claims exclusive 
credit for this, but in fact the great change resulted from the combined effects of 
several factors. One of the most important factors was a catharsis inside the leading 
stratum of the old regime. Their faith in the system collapsed, their system of values 
became uncertain, and with that, their hearts and minds became ready to accept 
the new values. This process of disintegration was an indispensable ingredient in 
the crisis of the socialist system and its subsequent collapse. And on examining 
this process of ideological decay more closely, it becomes apparent how great a role 
in it was played by the disillusionment, spread by the reform economists, with the 
old style of planned economy.

I underlined in an earlier part of the study how reform economics, along with 
its main trend, the idea of market socialism, failed to produce a Third-Road system 
that would prove to be stable. But although it did not achieve that, it proved to be 
a great training school, opening the eyes of thousands and thousands of economic 
leaders and economists and accustoming them to think in market terms. If Hungary 
today is better situated economically than most other postsocialist countries, the 
reason very largely is that so many people went through this training school. So 
we can be grateful to György Péter, who laid the foundation stone of this school 
and was the first to start teaching in it.
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IS RENTAL HOUSING NECESSARY? 
HUNGARIAN PROBLEMS IN THE LIGHT OF EXPERIENCE

ABROAD

ZS. DÁNIEL

The experts dispute widely about the future of the public rental housing in post socialist 
countries. One position is that public rental housing should be sold to the sittin g  tenants. The  
paper discusses the disadvantages and problems of this k ind of privatization.

The author—am ong others— opts for preserving m ost of the rental housing sector with  
gradual privatization. Her recom m endation is a steady rise in the proportion o f private ownership. 
There should be a profit incentive for individual entrepreneurs and institutions purchasing rental 
dwelling at market prices. The rents o f public housing should rise gradually to  the market level 
and rent controls should cease in the foreseeable future. T he system  of housing subsidies should be 
transformed with distinction between subsidies for the transitional period and forms of permanent 
housing assistance based on welfare considerations.

Point of departure

There is a crisis in Hungary’s post-socialist housing management. Although 
the measures taken in the last two-and-a-half years point largely in the right di
rection, they have not had the expected effects on the operation of the housing 
sector, and in some cases they have caused new tensions. Among the explanations 
for this is that they constitute isolated measures rather than a new, comprehensive 
housing-policy. The debate among experts with often diametrically opposed value 
priorities and outlooks on housing policy has not yielded a consistent strategy that 
accords with the transformation taking place in the economy.

The rate of housing construction has fallen dramatically (see Table 1). The 
total of 128,422 dwellings completed in 1989-1991 was 30 percent down on the 
previous three years, and hardly a tenth of that total consisted of rental dwellings 
financed by the state. There has been a continued fall in the stock of rental housing 
through the sale of public housing to tenants at well below market prices (see Table 
21-

Two years after the ownership of rental housing passed from the central to the 
local government, the fate of some 400,000 dwellings in Budapest—about 50 percent 
of the capital’s housing stock —is quite uncertain. The maintenance backlog on

I am  grateful to B. McLean for translating the text which was originally w ritten in Hungarian. 
I have received valuable com ments from Robert Buckley.
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Table 1
Financial resources of housing construction

(Number of units)

Years Financed from 
sta te  budget

Financed by households 
w ith state without 

(bank) loans loan
Total

1961-1965 104,128 103,417 74,811 282,356
1966-1970 121,995 147,632 57,803 327,430
1971-1975 148,675 235,456 54,007 438,138
1976-1980 162,245 256,232 34,238 452,715
1981-1985 81,483 280,931 7,270 369,684
1986-1990 28,947 239,622 3,883 272,452
1986 7,622 60,539 1,147 69,428
1987 7,769 48,609 822 57,200
1988 5,209 44,700 657 50,566
1989 4,886 46,061 540 51,487
1990 3,641 39,-539 717 43,771
1991 8,807 24,357 33,164

Source: K özponti Statisztikai H ivatal (1991).
N ote: T he classifictaion by souce of finance altered in 1991. Of the 8,807 dwellings bu ilt with 
state recources, 1,459 were com pleted by local government, 100 by central budgetary agencies, 
6,767 by commercial organizations (including the National Savings Bank), 461 by cooperatives, 
and 20 by charitable foundations and by other organizations.

this housing stock, worth HUF 625 bn is put at around HUF 100 bn. Moreover the 
local-government still lack the power to set rents, the rental sector makes a loss, 
and the condition of the housing stock deteriorates year after year. The problem is 
similar in other cities as well.

Having transferred its rights of ownership over rental housing, the central 
government considers itself exempt from subsidizing it any more, and so the state 
subsidy to the rental sector shrank to less than a fifth between 1989 and 1992. The 
local authorities have neither the financial resources nor the legal powers to reform 
the rental sector by placing it on a market footing and concurrently implementing 
an adequate social-welfare system of housing subsidies.

Housing expenditures are increasing. Table 3 shows the housing related 
household expenditures and state subsidies in the public rental and the owner- 
occupied housing sectors. The 1989 data present a final snapshot of the distribu
tion of financial burden between the household and the state in a reform socialist 
regime. Since, in course of post-socialist transition, in order to relieve the acute 
state budget deficit, subsidies to rents, interest on construction loans granted in 
the previous regime, energy for heating and lighting, and water and sewage ser
vices were reduced or removed. As a consequence household’s expenses are rising.
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Table 2
Privatization of public rental housing

Number of privatized units Market Selling price
Total Budapest value of 

Budapest units
of Budapest units

Million Million Thousand
H U F/U nit H U F /U nit H UF/Sq.M

1988 8,729 1,602 - -

1989 18,711 5,558 - -

1990 54,023 22,156 1,681.2 259.8 5.4
1991 82,118 46,991 1,287.8 245.4 4.7

Source: For 1988-1989 figures: Farkas and Vajda (1990).
For 1990-1991 figures: Központi Statisztikai Hivatal (1992).
N ote : An incentive to purchase a rented dwelling is provided not only by the sale price, equvalent 
to 15 percent of the market value, but by the fact that only 10 percent o f the purchase price need 
be paid in cash, while the rest is paid in installm ents over 25 years at a fixed rate o f 3 percent. 
It should be noted here that the rate of inflation, having been in double figures for several years, 
reached 30 percent in 1991 and would probably be about 25 percent in 1992.

One can foresee, that the ratio of housing expenditures to net income of house
holds will not only reach but soon exceed the ratio prevaling in Western market 
economies (see last row of Table 3).

Bitterness and uncertainty prevails among a wide section of the public. The 
contraction of state housing construction and the sharp rise in the costs of private 
house-building mean that a high proportion of households without a home of their 
own have lost almost all prospects of obtaining one. After experiencing chronic 
housing shortage for decades, the Hungarian population has to face the problem of 
housing afforability as well. Many households are unable to pay the running costs 
of their housing. The bank that extends housing loans is owed a total of HUF 25 
bn by 200,000 households, of whom a thousand have not serviced their debts for 
more than a year. According to figures from the firms that manage rented housing, 
unpaid rent in 1990 amounted to HUF 357.3 mn, as opposed to an aggregate rental 
income of HUF 7,204 mn, and HUF 566.0 mn as opposed to HUF 6,032 mn in 1991. 
The number of unpaid electricity, gas and district-heating bills has also increased.

Since new legislation is not in place the tenants of rental housing do not know 
who will be the future owner of the dwelling they live in or what tenancy conditions 
that owner will impose.

Many tenants buy their rental dwelling not because they want to become 
owners but out of fear concerning future uncertainties. They can afford the required 
cash downpayment and the monthly instalments but do not care for and cannot 
afford the future maintenance and repair costs. The local government has already
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Table 3
Housing costs and state subsidies in 1989

Rental 
public sector

Owner-occupied  
private sector

Direct housing costs:
Tenant’s expenditure, H U F /cap ita  
(rent, maintenance, key-money): 
State subsidy, H U F/capita:

4,816
5,922

Owner’s expenditure, H U F/capita: 
(New construction, interest on  
loan, property tax, m aintenance, 
condo-fee)
State subsidy, H U F/capita:

9,634
8,803

Heating-electricity-water-sewage supply: 
Household’s expenditure H U F /capita: 
State subsidy H U F/capita:

4,385
3,042

4,721
2,782

Total household expenditure/ 
net incom e (per capita), % 11.6 19.0

Total state  subsidy/ 
net incom e (per capita), % 11.3 15.4

Household expenditure plus state  
subsidy /n e t  income (per capita), % 22.9 34.4

Source: The calculations were made by the author using the Central Statistical Office’s 1989 
Statistics on Households and the Finance M inistry's budget report and forecast.
N o te : The target was to  cut the central subsidies by 1992 to half their 1989 level. This was to 
include reductions from HUF 13.2 bn to HUF 1.4 bn in subsidies for the rental sector and from  
HUF 76.6 bn to HUF 61.9 bn for private housing construction. The HUF 28 bn of subsidies for 
energy, water and sewage services were to be abolished.

lost some of its valuable housing stock, because for political reasons it is hard for 
it to withstand public pressure to sell housing to its tenants on the previous terms,
i.e. at well below its market price. According to a representative survey taken in 
Budapest in January 1992, the best-quality dwellings have been sold, amounting 
in Budapest to 20 percent of the stock." Another 20 percent of tenants would be 
prepared to buy their homes under the same conditions, and a further 30 percent 
show an inclination to do so. Only 30 percent of tenants do not wish to buy, and 
they occupy the least valuable and worst equipped housing.

a Hegedűs, Mark and Tosics (1992).
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The privatization issues does not simply concern households that live in rented 
housing. It has a bearing on the future housing management of local government. It 
influences the decisions of all who seek to enter the housing market in some capacity 
or other, for instance as the purchaser, and then owner, manager or occupant 
a building or dwelling previously owned and rented out by the state, or as the 
aspiring occupant of a rented apartment in place of the existence tenant at some 
time in the future. It greatly affects those weighing up the merits of various forms of 
investment, among them the prospect of buying a block of rental housing or a rental 
apartment for profit. Nor is the question immaterial to existing owner-occupiers 
of an apartment or house, the value of whose property depends on the supply, 
demand and prices prevailing in the real-estate market as a whole. So the legal and 
financial uncertainty surrounding the future of the rental sector presents a grave 
problem to all individuals and institutions concerned with apartments, houses and 
real estate. This study sets out to consider just two of the questions affecting the 
rental sector: 1) the place and role of the sector in the new housing system, and 2) 
the conditions required for households to adapt to it under the likely circumstances 
of the post-socialist transition.

The place and role of the rental sector

Rented housing, which is now in local-government ownership, still accounts 
for more than half of the housing stock in Budapest and other large cities. Experts 
differ widely over the future of rental housing. Their views can be simplified into 
two characteristic, mutually opposed approaches. Let me say at once that although 
the arguments behind the first position contain many aspects worth considering, I 
myself subscribe to the second.

The first position is fairly widespread among economists in this country and 
other previously state-socialist economies. The argument goes that the rental hous
ing in public (state or local-government) ownership should be sold to its tenants, so 
that practically speaking, with the possible exception of a segment serving social- 
welfare objectives, the previous state-owned rental sector is wound up. The aim 
behind this is less to increase budgetary revenue through the sales than to reduce 
the future pressure on the central and/or local budget by having the state withdraw 
from financing the day-to-day running of the rental sector and the renovation of the 
delapidated housing stock. Another argument for this type of privatization is that 
the occupiers, as owners, will gain a direct incentive to renovate and maintain the 
dwellings, so that the privatization furthers the preservation of the housing stock, 
which constitutes a significant part of the national wealth.

These arguments are not without foundation. The idea of a certain fraction of 
the public rental sector, under certain conditions, to be transformed into privately
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owned condominiums should not be dismissed. But there are cogent arguments 
against allowing this form of ownership to become the exclusive or even the dom
inant one for multi-family housing units hitherto owned by the state. Without 
aiming at completeness, here are a few of the counter-arguments:

Table 4
Proportion of different forms of tenure

Owner-occupied  
Country percent

Rental
Country percent

Other
Country percent

Ireland 70.8 Switzerland 68.8 Sweden 13.2
Spain 64.0 Netherlands 64.6 France 12.2
United States 62.9 Germany, Fed Austria 12.0
Finland 60.4 Republic of 64.1 Spain 8.5
Canada 60.0 Sweden 51.6 Italy 5.0
Belgium 54.8 U nited Kingdom 50.5 Norway 5.0
Norway 52.6 Austria 47.0 Denmark 4.6
Italy 50.8 Denmark 46.8 Switzerland 3.1
United Kingdom 49.2 Italy 44.2 Belgium 2.9
Denmark 48.6 France 43.1 Ireland 2.4
France 44.7 Norway 42.4
Austria 41.0 Belgium 42.3
Germany, Fed Canada 40.3

Republic of 35.9 Finland 38.5
Netherlands 35.4 U nited States 37.1
Sweden 35.2 Spain 27.1
Switzerland 28.1 Ireland 26.8

Source: United N ations Economic Com m ission for Europe (1980), pp. 80-90  and 270—271.
N o te : Rental housing includes both commercial and subsidized “social-welfare” accomodations.

a) The rental housing sector has an important function in the operation of 
any market economy. This is clear from the appreciable size of the rental sector in 
the housing market of advanced industrial countries (see Table f  ). Consumers want 
to choose among the housing alternatives according to their financial means and 
their requirements. One of the main choices is whether to live in an owner-occupied 
house or apartment, or whether to rent housing from others. In the latter case they 
receive neither the advantages nor the expenses and responsibilities of home own
ership. Consumers making a choice between property acquisition or rental housing 
must be presented with realistic alternatives in terms both of expenditure and sup
ply. On the expenditure side, this means that the discrepancies in costs between 
owner-occupied and rental housing must only express economically justified differ
ences, not a state preference. As for supply, freedom of choice entails the absence of 
any shortage of rented housing and the availability of long-term credits on market 
terms to people buying or building their own homes.
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Table 5
Homeownership rates by age in the USA /  Number of households 

(In thousands)

Owner Renter
1974 1987 1974 1987

Age
Under 25 1377 833 4666 4364
25 to 34 7630 9237 7042 11266
35 to 44 8653 12507 3412 9196
45 to 64 18590 20404 5731 5673
65 + 9593 14272 4160 4727

Source: Joint Center for Housing Studies (1989).

A household under a market economy may change this vitally important 
decision, even several times, in line with changes in its circumstances and the 
various stages in its life cycle. Table 5 shows the connections between age and 
home ownership in the United States, while Table 6 demonstrates the relations 
between income and home ownership in the United States.

Table G
Household income and homeownership in the USA

Number of households Ratio: homeowner
in thousands per total, in %

Thousands of
1986 Dollars 1974 1987 1974 1987

Under 5 4,705 7,204 42.8 36.7
5 to 10 8,755 10,984 48.7 45.9
10-to 17.5 11,436 15,326 53.8 51.9
17.5 to 25 11,152 13,063 58.7 60.0
25 to 35 13,277 14,636 69.3 68.3
35 to 50 11,638 14,177 78.6 79.3
50 + 9,891 14,089 86.2 89.1
Total 70,854 89,478 64.7 64.0

Source: Joint Center for Housing Studies (1989)

The tables show that the share of households with an owner-occupied house 
or condominium grows in direct proportion to advancing age and income. Rental 
housing represents a more adaptable solution for young, geographically more mobile 
households at the beginning of their careers, both financially and in view of the 
uncertainty about future family size.
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It is worth noting that 61 percent of American households under the age of 
35 lived in rental housing in 1987, as opposed to only 26 percent of the same age- 
group in Hungary. (Rental housing accounts for 37 percent of the American housing 
stock and 25 percent of the Hungarian.) Similarly directed differences appear in 
the figures for income groups. According to the household statistics for 1989, which 
place Hungarian households in eight income categories, that only 19.4 percent of the 
households in the lowest income group live in rented housing, while 28.2 percent 
of the households in the top two income groups do so. The proportions found 
reflect that households are making a forced choice in a housing market marked by 
a distorted price system and a chronic shortage.6

The American example is particularly relevant to the present subject because 
it represents a more extreme case than the European market economies.' The fed
eral and state housing policy in the United States is to encourage the construction 
and purchase of owner-occupied houses and apartments with income-tax relief on a 
significant scale, in other words to “intervene” in the market processes in order to 
expand the owner-occupied sphere. So the existence of a sizeable rental sector in 
the United States in spite of policy preferences to the contrary must be ascribed to 
a strong consumer demand on the market for rental housing, to which the supply 
is adjusted.

If one also recalls that home ownership is one of the symbols of the “American 
dream”, i.e. that households are fundamentally intent on attaining the long-term 
security of their own property, the existence of a sizeable American rental sector is 
an’additional argument for retaining a market rental sector.

The ratio of rental to owner-occupied housing differs from country to coun
try, but in practice there is no modern large city without a sizeable rental sector. 
Hungarian cities need rented accommodation too, and a smoothly operating rental 
market can offer consumers freedom of choice.

In a 1992 opinion poll (taken by Medián Public Opinion and Market Research 
Ltd), 1,200 households were asked whether or not they considered their housing 
situation to be settled for the long term. The sample was divided into five age- 
groups, of which 51 percent of the 18-30s and 26 percent of the 31-40s rated 
their long-term housing situation as unsettled. The proportion in a settled housing 
situation rises significantly as a function of age in the groups above 41, where only 
13 percent, 9 percent and 4 percent saw their housing situation as unsettled. With 
young households, the question of the choice between rented housing and owner 
occupation must be left open; they will make or flexibly change their decisions 
depending on their income situation, career development, job opportunités and 
family size. The availability of rental housing is an important part of encouraging 
labour mobility.

bSee Daniel and Semjén (1987).
cIntervention on social-welfare policy grounds is disregarded here.
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This opportunity to choose would be undermined and almost completely pre
cluded for a long time if the “large-scale” form of the present rental housing (one 
“landlord” , several tenants) is eliminated and replaced with the “owner-occupier” 
as the exclusive form of occupancy.

b) Also problematic is the question of maintenance and structural repairs. 
Privatization of the public rental housing would produce a form of organization 
similar to the present three-to-eight-unit condominium buildings. There is no dis
puting that many private condominiums are better maintained than the public 
rental buildings, but it is also well known that in Hungary legal requirement to 
form a common fund for the maintenance and renovation of commonly owned parts 
of the building is hardly ever complied with in practice. The case in a high pro
portion of residents’ associations, which usually operate with majority voting, is 
that the majority, suffering from financial difficulties, votes against providing the 
financial means for the maintenance and renovation work due. So the conditions for 
constant maintenance and regular renovation are not created. Can the residents’ 
associations formed after privatization be expected to treat the communally owned 
part of their property any differently?

The larger the building, the harder the problem becomes, because the resi
dents becoming owners can be thoroughly heterogeneous in their financial circum
stances and their expectations of their living environment. Almost 40 percent of 
the residents in rental housing are households of old-age pensioners containing no 
active earner. How can they be expected to bear the expenses of rehabilitation and 
renovation? Any condominium in a developed market economy usually operates 
as a voluntary association of households with more or less similar levels of income 
and expectations of their residential surroundings. The contract governing the con
dominium stipulates clearly what responsibilities the owners undertake: whether 
they consist of maintaining the facilities of the common property (roof, stairway, 
yard, garden etc.) in the cheapest possible way, or whether higher standards are 
set. Segmentation of the condominium buildings takes place, according to the level 
of the common charges. But the common charge that forms the common charac
teristic of the house really has to be paid, and this is ensured by law. This situation 
may develop in Hungary as well, so long as the private-condominium sector grows 
voluntarily and naturally. But it will not come about if the form is imposed on the 
residents of rental buildings. Earlier Hungarian experience, international evidence 
(see Table 7) and good sense alike warn that under the present social composition 
of tenants and the present quality of housing stock in Hungary the forced transfor
mation of multi-family houses with more than 6 or 8 apartments into condominiums 
is a thoroughly dubious move.

Another argument against indiscriminately selling off rental housing is that 
the majority of buildings due for privatization have been neglected and need sub
stantial sums spent on renovating them. This, however, is beyond the means of a

Acta Oeconomica  ^5, 1993



п о ZS. D Á N IE L : IS R E N T A L  H O U SIN G  N E C E SS A R Y ?

Table 7
Distribution of building-categories according to the number of units per building

(in percentage)

Num ber of units per building
1 2 3 -4 5 or more Mobile homes Total

United. States
All units 67 6 5 17 5 100
Owner-occupied units 87 3 1 3 6 100
Rental units 31 12 12 43 3 100

Federal Republic of Germany
All units 24 22 8 46 0 100
Owner-occupied units 56 29 5 10 0 100
Rental units 6 19 9 66 0 100

Source: Stahl and Struyk  (1985).

significant proportion of the households concerned. A suitable solution for financ
ing the rehabilitation has not emerged. But even if it had, it is doubtful whether 
long-term commercial loans or possibly income-tax or other fiscal concessions would 
provide enough incentive for the public to undertake further expenditure on top of 
their housing purchase, or whether there would not simply be a further deteriora
tion in the housing stock once it weis in private hands.

It is time to turn to the second position, to which I subscribe in common with 
another group of economists and sociologists/ This approach does not preclude 
the sale of some of the rental housing to sitting tenants at market prices in justified 
cases, but its point of departure is the long-term need for a significant rental sector 
operating on market principles. A gradual change in the property forms of the 
rental sector is considered advisable, with a growing part in the rented housing 
market being played by private ownership of rental apartment or whole rental multi
family buildings. In other words, the owner and the tenant in this sector should be 
separate. Each owner (an individual, a group of individuals, or institutional owner 
such as a pension fund or an insurance company) should have an express profit 
motive for purchasing or building rental dwellings. Some might buy one or more 
apartments in one or more buildings, without becoming the owner of the whole 
building.

Whether rental housing is municipally or privately owned, this is an activity 
that must take place on a commercial basis. In the case of the housing stock

dA considered and sober proposal for transforming the rental sector is described in Hegedűs 
and Tosics (1991). I basically agree with th is concept, and I express proposals differing from it 
or differences of emphasis between us in a positive, not a polem ic form.
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owned by a local government, the management and operation of a building might 
be handed over to a private person or company, while the rights of ownership are 
retained. The private person or company would then become the head tenant 
with the responsibility of running and maintaining the building according to the 
contract, and enter into tenancy relations with the residents. Let me note here 
briefly that this proposal assumes there will also be social-welfare rental segment 
within the rental sector as well; I return to this later in the study.

Rent

Even among those who agree to the need for a rental sector, there is disagree
ment about what rents should be charged. It has been proposed, for instance, that 
a system of break-even, administratively controlled rents should still apply to part 
of the rental housing owned by local government, and only in another part of its 
housing stock, as with the rented housing in private ownership, should the rent be 
set by voluntary agreement between the owner and the tenant. This would mean 
that a dual system of rents applies. Partial rent control needs to remain for a tran
sitional period so as to avoid any great disruption, but the transition should not be 
a long one. On ils completion, rents based on voluntary agreements between own
ers and tenants should apply everywhere, and administrative rent control should 
cease.

It. is clear from the decades of the socialist shortage economy and the ex
periences in the big cities of any capitalist country that state rent control breeds 
a housing shortage. Even partial rent control conserves shortage by deterring en
trepreneurs from increasing the supply (see Table 8) and by preventing the con
straints imposed by solvent demand being felt (see Table 9), so bringing about 
a permanent excess demand. Based on the example of several North American 
cities, experts on the subject warn that the longer the partial rent control remains 
in force, the greater the discrepancy between the levels of the controlled and the 
market-clearing, equilibrium rents becomes. (Downs 1988)

Numerous methods can be used to establish the desired equilibrium between 
supply and demand as quickly as possible. Rents at which it becomes profitable 
to build and run rental housing are needed. On the supply side, the construction 
of new rental housing must be encouraged, along with more intensive use of the 
existing stock of rental housing (for instance t hrough rehabilitation and rapid ren
ovation). On the demand side, there must on t he one hand be subsidies provided 
for households that need them, so that they are capable of paying the market price 
for rental housing, while on the other there must be the appropriate conditions to 
encourage (but not compel) the public to acquire homes of their own in line with 
their means, so reducing the’demand for rental housing.
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Table 8
Annual average number of new multyfamily housing units 

built per 1,000 residents in each city

City Before controls After controls Percent change

Berkeley 1.3 0.2 -8 4 .6
Oakland 2.7 0.8 - 7 0 .4
B oston 3.6 1.7 -5 2 .8
Los Angeles 3.4 3.9 +  14.7
Newark 1.2 1.4 +  16.7
San Francisco 1.9 1.3 - 3 1 .6
San Jose 3.7 2.3 -3 7 .8
W ashington D.C. 2.3 1.3 -4 3 .5
Cambridge 5.2 0.5 - 9 0 .4
Santa Monica 5.1 2.2 - 5 6 .8
All 10 Cities 30.4 15.6 -4 8 .7

Source: O ’Connor  (1987) quoted Downs (1988).
N o te : The author draws a distinction between strict and loose rent control. He also points out 
that rent control led  to the greatest fall in housing construction taking place in the two m ost 
strictly controlled cities, Cambridge and Berkeley. By contrast, only loose rent control could be 
discerned in Los Angeles and Newark.

The conditions for adaptation by households

If the aim is to place the operation of the housing sector on consistent market 
foundations, close attention must be paid to what the public can afford and tolerate. 
Disruption should be avoided, however, not by slowing the development of the 
conditions typical of a market economy in production and operation, but by helping 
households in difficulty to adapt to them.

The system of state subsidized rents rested on the assumption that wages 
would not cover the true social cost of housing utilization. But this earlier principle 
no longer applies in part, and is likely to become obsolete in a widening sphere. 
Significant differentiation of incomes has occurred in recent years, with the income 
of some groups multiplying several times over. This has applied to the earnings 
of high-ranking executives in state-owned firms and of some bank employees; the 
incomes of both business people in the private sector and private-sector employees 
have risen sharply; in very many cases “invisible” income is high. Meanwhile the 
incomes of other groups have stagnated or hardly increased at all. So the ratio 
of rent to income has come to differ very markedly among the various groups in 
society, some of which can afford the higher, market rents, and some not.

It is justified to require that the state should not give a blanket subsidy to 
the rental sector, since that represents a benefit also to households whose present
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Table 9
Actual housing, declared demand and rent level

Rent level 1. 2. 3.

A ctual housing 
quality sq.m.

104.7

Declared demand 
quality sq.m. 153.3 142.2 124.0

Difference of declared 
dem and and actual 
housing quality sq.m .

48.8 37.5 19.3

R atio of rent cost of 
demanded housing/incom e  
percent 5.2 12.4 18.2

Source: Dániel (1989).
Note  : The figures are based on a survey. T he 1981 survey exam ined hypothetical market behaviour 
and dem and under hypothetical rents. Rent Level 1 equalled the actual valid rent at the time of 
the survey, Level 2 an average of 2.5 tim es that rent, and Level 3 an average of 5.2 tim es that rent. 
Among the other facts to which attention was drawn in th e  survey was that an increase in rents 
to cost level (i.e. rent 3) could substantially reduce the housing shortage on the demand side, but 
not elim inate it, which would require an increase in supply, i.e. the adjustm ent must take place 
concurrently on the supply and demand sides. The subject is discussed in detail in Dániel and  
Semjén (1987).

earnings permit them to pay a market rent. A subsidy to the whole rental sector 
self-evidently fails to direct society’s assistance primarily to those in need of a 
subsidy.6 (Figure 1 shows the distribution of housing subsidies by income deciles.)

No less justified is a second requirement: that the state should not abandon 
those really in need of a subsidy. The state (by which I mean not only local- 
government budgets but also the central budget) cannot withdraw from subsidizing 
housing altogether, particularly not in the transitional period. The size and forms 
of state spending in two developed capitalist countries are illustrated in Table 10.

There are three groups entitled to receive some sort of governmental support 
for their housing:

Group One: Households are entitled to support where there is a delay before 
increased wages compensate them for the steady withdrawal of the subsidies and 
benefits in kind. So long as the housing expenses associated with conditions which 
are considered “fair” according to the norms of society exceed 25-30 percent of

'T h e  problem is discussed in Dániel (1985).
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HUF Kill  ion

S o u r c e : Central Statistical Office e t.a l. (1989).

Fig. 1

household income, it is desirable that they receive a subsidy equivalent to the 
excess expenditure.

Group Two: Low-income and/or socially disadvantaged households (old peo
ple on low pensions, large families, the sick etc.) are entitled to support if they are 
temporarily or permanently unable to afford the expenses of appropriate housing.

Group Three: Finally, the homeless are entitled to assistance. For simplicity’s 
sake they can be placed in three groups: a) Those homeless for financial reasons, 
whose crises derive from their inability to find a home they can afford. (These 
also include those evicted from their homes, those made homeless by the closure 
of workers’ hostels, and young people embarking on their careers who have been 
in state foster homes.) The feature in these cases is that their lives can return 
to normal once their housing problems are solved, b) Those whose homelessness 
is situationally induced, in other words due to other factors besides finance, such 
as a crisis induced by illness, c) The chronic homeless, mainly single people, who 
are on the peripheries of society and incapable of integrating into it. Although 
the problem in Cases b) and c) cannot simply be reduced to housing, access to 
subsidized housing in the framework of social welfare programs must certainly be 
one of the factors in assisting them. The municipality of Budapest estimates the 
number of its homeless at about 10,000 of a population of 2 Million.
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Table 10
Government financial involvement in the housing sectors

Measures of 
involvement

United States Federal Republic 
of Germany

Housing subsidies 
as a  percent of 
government expenditures

1.0 l . i

Housing subsidies per 
capita, in US Dollars 33.0 58.0

Subsidized households as 
a percent of all 
households 5.1 25.2

Tax losses as a percent 
of government budgets

5.0 3.0

Tax losses per capita  
in US Dollars

143.0 120.0

Source: Stahl and Struyk (1985).
Noté: In the case of the United States, the government denotes the federal adm inistration, while 
for the Federal Republic of Germany, it denotes all levels of government.
A 1% share of budget spending in Germany may represent a far higher absolute subsidy, because  
the government operation/G D P ratio is far high than in the United States.
The two countries differ not only in the scale of subsidy and number of recipients, but in the 
method of subsidy. Germany spent substantially m ore of its resources on housing subsidies than  
the United States. Two separate m eans of intervention took place in both  countries—raising the 
purchasing power of households and reducing the price o f housing—but in different proportions. 
US housing subsidies went mainly to tenants of rental housing, while those building or purchasing 
their own homes received tax concessions. Both tenants o f rental housing and owner-occupiers in 
Germany received housing subsidies, while bigger tax  concessions were given for the construction  
of rental housing than for individual house purchase.

The two forms of subsidy

In line with the transitional objectives and the ultimate situation envisaged, 
a distinction must be drawn between two forms of subsidization: adaptation and 
social subsidies. The financial cover for these would come partly from the central 
budget and partly from local-government housing funds—sales of dwellings and 
building sites and profitable management of the housing stock.
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Adaptation subsidies are paid over a specific period and are phased out grad
ually. The period could be three to four years, since the process of economic and 
housing-market adaptation is slow. They serve the purpose of allowing the demand 
for housing to adjust to the actual income level without causing serious disruption 
for households. Those wishing to diminish the size of their housing consumption 
should have enough time to make the adjustment. Adaptation subsidy should be 
confined to households currently occupying rental housing and to young people 
wishing to set up a family and choosing the rented form of housing. According 
to the classification introduced in the previous section, Group One is the main 
recipient of adaptation subsidies.

Unlike subsidies for adaptation, social subsidies are not just needed for a tran
sitional period, and will have to continue later as well. Groups Two and Three are 
recipients of this type of assistance. Their purpose is to support or raise the hous
ing consumption of low-income and/or socially disadvantaged households. With 
careful social supervision, they can be given in various forms, of which I would like 
to mention just two. One is a direct, cash income supplement, wholly or partly 
“ear-m ark ed .T h e  other is an indirect subsidy in which a tenant receives “social” 
housing at less than a market rent. The housing-management company should still 
be expected to collect a market rent in the second case, the difference being that 
part of the rent is covered not by the tenant, but by the governmental budget. 
The need for local-government housing provided on social grounds will certainly 
persist. The demand for it should be met not only from the current housing stock, 
but by adding more in-expensively constructed housing of the required standard. 
Despite the limited funds available, social housing is needed not only to remedy 
the situation of already homeless people and fragmented families, but to prevent a 
future increase in homelessness.

Western experience shows that each solution (producer or consumer oriented, 
direct or indirect housing subsidies) has advantages and drawbacks/ The choice 
of the appropriate form must depend on the state of the local housing market, the 
quantity and mix of quality in the housing stock, and the specific conditions under 
which a family qualifies for a housing subsidy. The condition attached to social 
subsidies should be entitlement, not the property form of the housing occupied; in 
other words, social subsidies in cases of need should be available to households in 
both rental and owner-occupied housing.

To sum up, I recommend that the rental sector remain, with a steady rise 
in the proportion of rental buildings and dwellings in private (individual or in
stitutional) ownership. If some of the present rental housing in public ownership 
is sold at market prices, the potential purchasers should not be confined to the 
sitting tenants: there should be an incentive for institutions and individual en-

t  A noteworthy proposal is presented in Hegedűs, Struyk and Tosics (1990).
9The question is discussed in detail in Mayo and Barnbroek  (1980) and Dániel (1988b).
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trepreneurs to purchase and run blocks of several rental apartments. A segment 
of social rental housing should form within the rental sector. The rents of pub
lic (local-government) housing should rise gradually to the market-rent level, and 
rent controls should cease in the foreseeable future, so ending the differences in 
the operating and renting conditions under the various forms of ownership. That 
would leave the special treatment of social housing as the only exception. The sys
tem of housing subsidies should be transformed, with a distinction drawn between 
subsidies introduced for a transitional period and the forms of permanent social 
assistance. The transformation of the whole housing sector should be integrated 
into the overall process of humane transition to a market economy.

November, 1992.
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THE ASSOCIATION AGREEMENTS BETWEEN THE 
EC AND CENTRAL EUROPE: TRADE LIBERALIZATION VS 

CONSTITUTIONAL FAILURE?

P. A. MESSERLIN1

East European transition countries have liberalized their trade policy. The response of 
the European Community has been a soft support. The reason of this “softness” is that the 
Association Agreements are based on two different motives. On the one hand, they obey the 
motive of freer trade. On the other hand the Agreements m aterialize the EC com m itm ent to 
unify for 1993 the trade policies of the EC m ember states vis-à-vis the CEECs.

Introduction

Since 1989, the so-called “Partners in Transition” (hereafter PIT) countries— 
the Czech к  Slovak Federal Republic (hereafter CSFR), Hungary, and Poland— 
have unilaterally and dramatically liberalized their trade policy. The boldest trade 
liberalizations of the CSFR and Poland have led to three remarkable results: a 
border protection quasi-exclusively based on tariffs, low average tariffs ranging 
from 7 (the CSFR) to 14 percent (Poland), and the virtual absence of tariff peaks 
granting a non-discriminatory tariff liberalization to all OECD countries. As a 
result, border protection in the CSFR and Poland is now lower, more uniform 
and more transparent than that accorded to domestic producers in many OECD 
countries in the late 1980s.2

This paper examines how the trade policy of the European Community (here
after the EC) which is the most important trading partner of the three PIT coun
tries (in 1990, the EC has absorbed more than one-third of all the PIT exports) 
has reacted to these changes in the PIT trade policies.

Between 1989 and 1991, the EC (as all the OECD countries) has been slow to 
react and cautious—eliminating barriers on marginal exports from the PIT coun
tries but maintaining crucial restrictions on all their major exports. This attitude 
of “wait and see” may be understandable, but its costs have to be recognized. The 
PIT countries engaged in dramatic trade reforms have been left without strong

'I  would like to thank G. Abel, H. Ergas,  D. Henderson,  B. Kalinova,  J. Martin,  G. Pohl, 
R. Snape,  D. Tarr, J. P. Tuveri and the participants of the Conference on “Eastern European 
Trade Policy Issues” sponsored by the European Bank for Reconstruction and Developm ent (26-27  
March 1992) for very helpful comments or discussions on previous drafts

2 The EC ad valorem, equivalent rate of protection (including non-tariff barriers) against CEEC 
exports has been estim ated to roughly 14 percent (Aghion, Burgess, Fitoussi and Messerlin  1992).
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international support, more especially as GATT could not fully play its constitu
tional rôle because PIT countries are “imperfect” GATT Contracting Parties. As 
a result, the risks of “reversibility” of PIT trade policies have recently increased.3 
During 1991, they have materialized in the most protected sector of the OECD 
countries—agriculture—as best illustrated by the re-introduction of farm subsidies 
in the CSFR in mid-July.

The three recent Association Agreements signed in December 1991 by the EC 
and the three PIT countries (and enforced in March 1992) have often been seen as a 
dramatic improvement of the EC trade policy vis-à-vis the PIT countries. The wide 
coverage of the Agreements has induced many observers to present the Agreements 
as a big step to a “free trade area” between the EC and the PIT countries.

However, the detailed examination of the Agreements presented in this paper 
suggests a different view, based on the two opposite “faces” of the Agreements. In 
terms of trade liberalization, the Agreements ease access to EC markets for PIT 
exports, but largely by consolidating previous concessions. The major PIT indus
trial exports (apparel, steel, coal) will still face substantial EC tariffs and non-tariff 
barriers during the next five years and trade liberalization in agricultural goods— 
another crucial export sector for the PIT countries—is embryonic and uncertain. 
More importantly for the long run, the Agreements are loaded with provisions on 
rule-making—particularly, export quotas, safeguards and rules of origin—which 
foreshadow managed trade, undermine the announced liberalization, and underline 
the failure of the EC to act as the constitutional anchor for economically sound 
trade disciplines in Europe.

As the specific aim of this paper is to provide evidence supporting this view, 
the paper is organized as follows.4 The first section presents the recent history of 
the trade relations between the EC and the PIT countries and it provides evidence 
supporting the crucial role of trade agreements for the PIT export performance. 
The second and third sections examine the trade liberalization measures concern
ing agricultural and industrial goods, respectively. The fourth section analyzes the 
potential impact of the rule-making provisions contained by the Association Agree
ments. The conclusion of the paper looks at the reasons which could explain the 
absence of a strong EC support to more open PIT trade policies.

3It is important to underline that the costs of the EC (and other OECD countries) slow 
reaction do not correspond to a “reciprocity” issue— the PIT choice for freer trade is optimal for 
the (sm all) PIT countries, even if the O ECD countries do not grant concessions in exchange— but 
to a “reversibility” issue— helping the PIT countries to stick to the freer trade choice during the 
transition period.

4 Rollo (1991) provides an analysis o f the debates during the negotiation of the Association  
Agreements, noticing the first signs of the problems m entioned above. Winters  (1992) and Portes  
(1992) who adopt broader approaches express the same concerns than those of this paper.
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Section 1. The ЕС-PIT trade and trade agreements: a close relation

This section briefly presents the major aspects of the trade relations between 
the EC and the PIT countries since 1988, including the Association Agreements 
enforced in March 1992. Then, it provides two important preliminary observations. 
First, it clearly shows that trade agreements between the EC and PIT countries 
did matter in the recent past, independently from other economic forces (exchange 
rate fluctuations, proper functioning of PIT domestic markets, etc.). Lastly, the 
section describes the structure of the PIT exports in order to locate the EC trade 
barriers which count most for the PIT exporters.

1.1. A brief history of the ЕС-PIT trade relations (1988-1992)

The EC reacted to the dramatic changes in the PIT trade policies essentially 
by initiatives in terms of tariffs. In 1990, as the three PIT countries already bene
fited from the most-favoured nation (hereafter MFN) treatment by the EC, the EC 
added Hungary and Poland to the list of countries benefiting from the EC General
ized System of Preferences (hereafter GSP) for products eligible under this scheme 
and for a period of five years. In 1991, the CSFR was added to the list under the 
same conditions.

EC initiatives on “non-tariff barriers” (hereafter NTBs) have been much 
slower and more limited than initiatives on tariffs. A first initiative was embod
ied in the “Cooperation Agreements” signed between the EC and the PIT coun
tries (between November 1988 and September 1990) which stated that quantitative 
restrictions for specified goods were to be eliminated in two steps, with a first— 
small—list of goods to be liberalized one year after the signature of the agreement, 
and a second list to be liberalized three or four years after. In November and 
December 1989, a bolder EC initiative aimed at eliminating all EC import quan
titative restrictions which were specific to Hungarian and Polish exports and at 
suspending (on a renewable one-year basis) EC quantitative restrictions enforced 
against these two PIT countries as well as market economies. These measures were 
in force in 1990, extended (in October 1990) to the CSFR (and to Bulgaria and 
Romania) and renewed for 1991.

However, both the Cooperation Agreements and the following measures of 
elimination and suspension of quantitative restrictions explicitly excluded three 
PIT export sectors—agriculture, textiles and apparel, iron and steel. And they 
implicitly excluded a fourth PIT export sector—chemicals—by not changing the 
antidumping procedures (that is, by maintaining the special antidumping rules 
against non-market economies). As shown below, these four sectors are the major
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PIT export sectors, so that the EC trade liberalization in terms of quotas concerned 
marginal PIT exports.

Negotiations about the “Association Agreements” between the EC and the 
three PIT countries were held in 1990-1991. The Agreements were signed in De
cember 1991, and in order to avoid the delays due to parliamentary ratification, 
interim texts allow their enforcement since March 1st, 1992—as initially scheduled.

The Agreements have a wide coverage.5 They consist in 124 Articles dealing 
with political dialogue and general principles (Articles 1-6), movement of goods 
(Articles 7-36), movement of workers, establishment, and supply of services (Arti
cles 37-58), payments and capital, competition and approximation of laws (Articles 
59-69), economic, cultural and financial cooperations (Articles 70-103) and final 
provisions (Articles 104-124). Moreover, they are accompanied by 18 Annexes and 
7 Protocoles.

This paper focuses on the EC commitments and on the provisions aiming 
at liberalizing trade in goods—that is, Articles 7 to 36, their 14 Annexes and the 
four Protocols dealing with trade matters (textiles and clothing, steel, processed 
agricultural products, and rules of origin). These commitments are summarized in 
Table l . 6

1.2. The recent PIT export performance: trade agreements do matter

Graph 1 shows dramatic changes since 1989 in the shares of the PIT exports 
in total EC imports—in sharp contrast with their stability during the second half 
of the 1980s.7 One may argue that these changes have been predominantly related 
to domestic factors. Indeed, this conclusion fits well with the fact that Hungarian 
exports to the EC have increased only in 1990—revealing an apparent incapacity 
of Hungary to take advantage of the Cooperation Agreement (signed in November 
1988).

However, Graphs 2:1 to 2:3 which present the PIT export performance on a 
monthly basis clearly show that changes in the EC trade policy did matter. First, 
the dramatic changes in the CSFR and Polish export performance in the EC mar
kets coincide perfectly with the Cooperation Agreements and the EC decision to 
eliminate or suspend quotas. Second, to explain these changes by domestic factors

c'The Section describes the Agreements on the basis of the ЕС-Hungary text (EC Official 
Journal, 1992, L116). The Agreements w ith the CSFR and Poland (respectively, EC Official 
Journal, 1992, L115 and L114) are similar.

6 Winters (1992) analyzes the other aspects (services, factor movements, com petition law, and  
financial aspects) o f the Agreements.

7The four Graphs exam ined below are based on PIT exports measured by EC imports from  
the PITs (O ECD, Statis tics of Foreign Trade).
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------ CSFR + Hungary о Poland

Graph 1 PIT exports to the EC (in percent of extra-EC trade)

does not fit with the flat export performance of these two PIT countries in EFTA 
markets—a flatness consistent with the stability of the EFTA trade policy vis-à- 
vis these PIT countries.8 If dominant, domestic factors would have created the 
same turnpoints in the CSFR and Polish exports to the EC and EFTA countries. 
Indeed, the CSFR and Polish exports to EFTA markets increased during the sec
ond quarter of 1991—when it became clear that the EC-EFTA negotiations on 
the European Economic Space entered in their final phase, leading to a catching 
up of the EFTA trade policy (relative to the EC policy) towards the PIT coun
tries (that Hungarian exporters may have better understood this point may explain 
the shorter lag between Hungarian exports to the EC and EFTA markets). Third,

8 In June 1990, EFTA countries signed a Declaration of Cooperation with the three PIT coun
tries (the so-called Gothenburg Declarations). As EFTA-PIT trade was already relatively open 
(the only significant quotas concern textiles im ported into Norway), the Gothenburg Declaration  
did not change substantial aspects in term s of EFTA industrial trade barriers. The EFTA-PIT  
agreem ents signed (CSFR) or to be signed (Hungary and Poland) in 1992 deal w ith tarifls and 
the few NTBs.
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------- Exports to the ЕС + Exports to EFTA

Graph 2:1 CSFR exports to EC EFTA (percent o f extra-EC or extra-EFTA trade)

the Hungarian exporters have strongly reacted to the EC decision to eliminate or 
suspend quotas—showing that this decision was much more important than the 
Cooperation Agreements.

That trade agreements between the EC and PIT countries did matter so 
clearly is not astonishing. In 1990, PIT exports to the EC represented 32 (the 
CSFR) to 38 percent (Hungary) of the PIT total exports, that is, 7.5 (the CSFR) 
to 11.7 percent (Hungary) of the PIT GDP, and, in 1991, PIT exports to the EC 
would represent 13 (the CSFR) to 19 percent (Hungary)—all figures which strongly 
suggest that changes in the EC trade policy are likely to have a large impact on 
the PIT economies.9

Graphs 1 and 2 deserve a last observation. The large increases of the PIT 
exports shown by these graphs have sometimes been interpreted as a sign that EC

9G D P figures for 1991 «ire computed from the G DP figures for 1990 (International Monetary 
Fund, International Financial Sta t is tics , April 1992) and from the 1991/1990 annual changes 
in industrial production (UN Economic Commission for Europe, Economic Bulletin for Europe, 
volume 43, 1991).
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------  Exports to the ЕС + Exports to EFTA

Graph 2:2 Hungarian охр. to  ЕС & EFTA (percent of extra-EC or extra-EFTA trade)

trade barriers against PIT exports have a minor impact on PIT exports. Such a 
conclusion is incorrect. To say that EC trade barriers have a minor impact would 
require to compute the evolution of the PIT exports in the absence of all the EC 
barriers, to compare these “free trade” estimates to the actual increase of PIT 
exports to the EC, and to find no significant differences between the actual export 
performances and the estimates.

1.3. The major PIT export sectors

Table 2 shows that the PIT exports to the OECD are highly concentrated 
in a few sectors: energy (oil and coal), agriculture, textiles and apparel, iron and 
steel, and chemicals. Together, the four last sectors account for 36 (Poland) to 
51 percent (Hungary) of the PIT exports to the OECD countries.10 Moreover,

10There are no substantial differences between the structure of the PIT exports to the major 
OECD markets (EC, EFTA or more marginal m arkets, such as the U .S.).
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------  Exports to the ЕС + Exports to EFTA

Graph 2:3 Polish exports to EC fc EFTA (percent o f extra-EC or extra-EFTA trade)

these four sectors account for a large portion of the domestic value-added—from 
23 percent (Poland) to 34 percent (the CSFR) of the concerned GDP.11

Tabic 2 also reveals how large is the mismatch between PIT exports of some 
importance (more than 3 percent of all exports) to OECD countries and to the 
other Central and Eastern European Countries (hereafter CEECs).12 The magni
tude of this mismatch suggests that the PIT countries have been induced to produce 
and export to the other CEECs goods for which they had little or no comparative 
advantage with respect to market economies. Under СМЕЛ preferential market 
access rules, artificially cheap Soviet energy has inflated imports of Soviet energy

11 These figures are based on four industries defined in terms of the International Standard 
Industrial Classification (ISIC): food manufacturing (ISIC 311 ), textiles and apparel (ISIC 321 and  
322), chemicals (ISIC 351 and 352), and iron and steel (ISIC 371 ). D ata concern the manufacturing 
sector alone (for the year 1987), and they are from Industr ial and Development Report: Global 
Report  1989/90 (UNIDO, 1989).

12CEECs include the PIT countries, Bulgaria, Rom ania and the states of the former Soviet 
Union.
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by the other CEECs, and through the rigid system of bilateral balances, it has 
inflated exports from the CEECs to the USSR. Crude attempts to realize scale 
economies have led to excessive fragmentation of production between the CEECs, 
and again to inflated trade. Long-term forces of comparative advantage under world 
prices is thus likely to impose a contraction of intra-CEEC trade.13

Comparative advantages of the PIT countries in an open environment remain 
largely unknown: identifying them will be the major task of PIT firms and foreign 
investors in the PIT economies in the future.14 There are, nonetheless, three reasons 
for expecting these four sectors to remain central to PIT export growth over the 
medium to longer term. First, recent PIT exports reflect their existing industrial 
infrastructure, most of which will be still in place in the medium run, and will thus 
provide the bulk of the PIT export revenues for the first half of the 1990s. Second, 
these four sectors do have some—albeit limited because of generous export premium 
schemes—experience in exporting to OECD countries, having been present in these 
markets in the 1980s. Third, there are signs suggesting that the PIT countries 
are—in relative terms—rich in unskilled labour, raw materials, and in some types 
of skilled labour. As a result, their comparative advantage may be more robust for 
relatively labour-intensive products (such as subsectors of agriculture and apparel) 
and to a lesser extent for raw material-intensive products (such as subsectors of 
chemicals and to a lesser extent iron and steel) than for capital- (and skilled labor-) 
intensive goods (such as textiles and subsectors of agriculture and chemicals). As 
a result, the following sections of the paper focuses on these four sectors.

Section 2. EC trade barriers in agriculture

The PIT agricultural exports—85 percent of which are sold on EC and EFTA 
markets—are concentrated in three groups of products: live animals and meat 
(Poland and Hungary supply one fifth of the EC total imports of meat), dairy 
products (the PIT countries supply 10 percent of total EC imports of these prod
ucts) and fruits and vegetables (although the PIT countries are not among the 
major suppliers of the EC and EFTA markets for these goods). However, as the 
EC agricultural markets are highly protected, import shares are highly misleading. 
Shares in terms of EC domestic consumption provide a more accurate picture. For 
instance, the PIT exports of live animals and meat to the EC represent less than 
two percent of the EC domestic consumption.

13 In other words, the recent decline of the intra-CEEC trade is very likely to  be more than 
a mere consequence of macro-economic programs of lim ited duration, transitory collapse of the 
Soviet economy or once-for-all changes in CM EA trading rules.

14 For an economic analysis of this point, see Hamilton and Winters  (1992).
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The level of protection available for producers competing with PIT farm 
product exporters can be best estimated by looking at the “nominal assistance co
efficients” computed by the OECD Secretariat and which provide a rough estimate 
of the wedges—created by all forms of agricultural assistance—between domestic 
and world prices on the exports of each PIT country on EC markets.15 Table 3 
gives the OECD estimates for the EC, and it provides two crucial results. The level 
of protection faced by PIT exports is very high: in the most recent years, it exceeds 
100 percent for most of the products—a situation which explains why EC farm sup
port increasingly tends to be reinforced by quantitative measures. And, between 
1985 and 1989, there was a substantial increase of the EC level of protection.

EC concessions on agricultural products (defined as items pertaining to Chap
ters 1 to 24 of the EC Harmonized System and to Annex I to the provisions on 
industrial products) are embryonic and uncertain.

The embryonic aspect of the EC concessions flows from the fact that they 
are granted within the existing system of quotas or tariff ceilings which will not 
be completely removed. The abolition of the “specific” quantitative restrictions at 
date into entry in force essentially concerns old protection maintained by certain 
EC Member State and they are not of major interest. When granted, increases 
of quotas/ceilings amount to roughly 36 percent (over four years, according to 
slightly declining annual rates). Such increases do not represent large portions of 
PIT exports, and they represent a minute portion of the EC consumption—meaning 
that they are unlikely to have any impact on the EC prices (if prices were allowed 
to fluctuate).

The uncertain aspect of the EC concessions in agriculture flow from the fact 
that EC levies are not eliminated, but merely reduced by a pre-determined percent
age. That, does not guarantee any decline in the EC protection to PIT exporters 
because the level of levies is an endogeneous outcome of the Common Agricultural 
Policy and of the world markets (that is, the agricultural policies of major other 
OECD countries). For instance, if they were granted in 1986, the EC “concessions” 
would have implied an increasing EC level of protection for the PIT exporters of 
meat since, as shown by Table 3 , the 25 percent decline of levies would have been 
more than compensated by the observed increase of the EC nominal assistance co
efficients between 1986 and 1990. However, it may be added that the reduction of 
levies gives to the PIT countries a guarantee of preference vis-à-vis other exporters 
to the EC—if not vis-à-vis EC producers.

lb Nominal assistance coefficients (NAC) are defined as follows (OECD, 1991):

N  AC = ( RHP  +  P S E u ) / P S E u

where RBP are the reference border prices in national currency and PSEu the unit price subsidy 
equivalents which mirror the following measures: market price supports, levies on output, direct 
paym ents, other support and feed adjustm ent .
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In sum, small increases of the quotas/ceilings combined with merely possible 
decreases of the levies are unlikely to have any impact on EC markets. However, 
they are likely to represent transfers from the EC budget to PIT farmers—raising 
the question whether the Association Agreements in agriculture have opened the 
door to a genuine trade liberalization or to an extension of the CAP to the PIT 
countries, and giving a first illustration of a potential drift of the Agreements to
wards managed trade.

Section 3. EC tariffs and NTBs in manufacturing

The section presents an overview of the situation in terms of tariffs and it 
shows that the EC tariff liberalization during the transition period is slower, less 
automatic and more selective that it looks at a first glance. Then, it examines the 
non-tariff barriers in the three major industrial sectors for PIT exports: textiles and 
apparel, steel, and chemicals.16 The section focuses on trade barriers concerning 
the whole EC and all the PIT countries, and it leaves aside bilateral trade barriers 
between certain EC Member States and PIT countries which can be a source of 
trade conflicts, as best illustrated by coal where the opening of two major EC 
markets—Germany and Spain—to Polish exports is not scheduled before 1996.

3.1. EC tariffs on industrial products

Table J allows to compare the pre- and post-Association Agreement tariffs. 
The first four left columns provide the MFN tariffs and the average tariffs emerging 
from the combined enforcement of MFN and GSP schemes by industry before the 
Association Agreements.* 1' The other columns give the information necessary for 
assessing a few major effects of the Association Agreements in terms of tariffs. 
Table 4 gives four important results.

First, the Association Agreements deliver for a second time many zero tariffs 
previously granted under the EC GSP scheme—though they deliver them for ever. 
This situation is caused by the fact that tariff cuts scheduled by the Agreements are

16For details on the topics exam ined in this Section 3 ,  see Messerlin (1992).
1 ‘ Table 2 deserves four observations. Industries are classified according to the International 

Standard Industrial Classification (ISIC) at the three digit^level. Average tariffs are not weighted  
by im ports, in order to focus on potential (i.e., in case o f industrial diversification) barriers faced  
by CEEC exports. Combined M FN-G SP tariffs (G SP rates are GSP # 1  rates) are obtained by 
picking up GSP rates when they exist and by taking M FN rates for the products for which there 
is no GSP rate mentionned. Tariffs are not always available under the form of ad valorem rates, 
m ainly for agricultural products.
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based on MFN applied rates. This situation occurs for a vast majority of industrial 
goods (80 percent of the 7,500 industrial items) as well as all PIT exports to the 
former GDR which faced zero tariffs until December 1991 (for limited quantities).

Second, certain tariff cuts are granted according to a timetable. At a first 
glance, the coverage of this delayed tariff liberalization looks négligeable. Table 4 
shows that it concerns roughly 10 percent of the industrial items. However, a more 
detailed examination suggests that these delayed tariff cuts—once weighted by PIT 
potential exports—are likely to give a less favorable picture of the EC tariff cuts. 
As shown by Table 4, delayed tariff cuts are concentrated in a few industries, and 
they concern tariffs which—on average—are initially higher than all the tariffs on 
industrial goods.18

Third, the EC MFN pre-Association tariffs on the major PIT exports such 
as food products, textiles and apparel are high. In other words, the scheduled 
decreases of tariffs in these sectors (shown in Table 1 ) imply that tariff barriers 
will still be substantial during the next three to five years. For instance, many EC 
tariffs on PIT exports of apparel will still be higher than 5 percent until 1996.

Fourth, tariff reductions granted by the Association Agreements and tariffs 
concessions previously under the GSP scheme are in collision course. During the 
first years of the enforcement of the Agreements, certain tariffs under the Agree
ments will be higher than they were under the GSP scheme—again because tariff 
cuts scheduled by the Agreements are based on MFN applied rates. Poor data 
on GSP benefits do not allow to provide a precise magnitude of these cases. The 
EC has a complex GSP scheme which grants GSP zero tariff rates for most of the 
goods, but under strict conditions of quantities and origin. These conditions have 
limited the value of tariff cuts granted under the EC GSP scheme, in particular for 
the major PIT exports. Assessing the value of the concessions of under EC GSP 
would require the detailed knowledge of the magnitude of effective PIT exports 
which have met all GSP constraints. Aggregated data from the EC Commission 
suggest that tariff quotas or tariff ceilings and rules of origin have reduced by al
most two-third the benefits from GSP rates to the PIT exporters (Sapir and Presa, 
1991). Based on this information, Table 4 provides estimates of the EC combined 
MFN-GSP rates. If accurate, these estimates mean that PIT exporters will face 
until 1995 “reduced” MFN tariffs under the Association Agreements which will still 
be higher than the GSP tariffs they faced in 1991-1992 under the EC GSP scheme.

In sum, the EC tariff liberalization during the transition period is slower, less 
automatic and more selective that it looks at a first glance.

’"Two additional factors will determine the final impact of delays in tariff cuts; the capacity of 
the PIT exporters to fulfill quotas or ceilings (increased at an annual rate of 15 percent); and the  
EC policy (during the forthcoming years) which is not bound to apply the full duties in the case 
of the ceilings (the m ost frequent mecanism).
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3.2. EC quotas in textiles and apparel

Table 5:1 shows that in 1989, a large proportion of PIT exports of textiles 
and apparel to the EC were subject to quantitative restrictions specified in bilateral 
agreements within the framework of the Multi-Fibre Arrangement (hereafter MFA): 
trade coverage ratios range from 42 to 58 percent. The number of MFA “product 
categories”—the groups of products of textiles and apparel defined by the MFA—is 
another indicator of the protection faced by the PIT countries. In the EC case, 
between one third and a half of the categories covered by the MFA concern PIT 
exports, with a general decline of the number of categories in 1987—a sign of a less 
restrictive EC policy under the Fourth Application of the MFA.

The Association Agreements did not provide the final provisions for EC quo
tas in textiles and apparel because the Uruguay Round negotiations are not yet 
concluded. However, the Association Agreements specify that the period of liber
alization will be half the period determined by the Uruguay Round, but that it 
will not be less than five years (starting January 1st, 1993). The conditionality of 
the Uruguay Round raises an interesting point. As evoked by Cline (1991), certain 
formulas tabled at the Uruguay Round could increase protection during transitory 
years. Moreover, the existing Uruguay Round draft proposals of liberalization are 
based on all the imports of textiles and apparel—whether they are currently re
stricted or not—making thus possible a de facto postponement of any liberalization 
until December 1999 since at this date, the phasing out required by the existing 
Uruguay Round draft would be 33 percent of all EC imports of textiles and apparel. 
In both cases, it is not clear which solution will be chosen by the EC and the PIT 
countries; to follow the Round provisions or to adopt specific rules?

Without waiting for the Uruguay Round, the EC has taken interim mea
sures for increasing MFA quotas for 1992. Table 5:2 presents the increased quotas 
introduced by these interim measures in order to make comparisons with the pre- 
Association situation. This comparison leads to three conclusions.

First, the system of quotas on imports of textiles and apparel is maintained for 
the PIT countries. Indeed, the quota system has been even expanded in two ways— 
a point rarely mentioned. In 1992, the EC MFA quota system has been extended to 
new categories exported by the PIT countries, as best illustrated by flax products. 
Moreover, since 1991, quotas on PIT exports under the EC “outward-processing 
traffic” rules (hereafter OPT) have been imposed on ten (Poland) to 12 (the CSFR) 
product categories. OPT quotas regulate PIT exports made from inputs of textiles 
and apparel which have been previously imported from the EC. As a result, OPT 
quotas are PIT exports conditional to decisions by EC firms. As OPT quotas are 
granted to EC textile and apparel producers (they are not available to EC retailers 
or independant importers, except for few exceptions), they leave to PIT producers 
little initiative and no market power—a feature which makes the “OPT” quotas an 
instrument of managed trade. Table 5:2 shows that OPT quotas represent a large
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portion of the “total” quotas (the sum of the “OPT” and “import” quotas) for all 
the categories—and a huge proportion of the “total” quotas for the categories that 
the PIT countries have fulfilled between 1985 and 1989.

Second, that the system of import quotas has been maintained means that 
the removal of tariffs will be without any impact on the quantities exported by 
the PIT countries. As a result, this removal will essentially correspond to a shift 
from EC tariff revenues to private rents for exporters, importers or intermediaries. 
However, it seems unlikely that PIT exporters will benefit from these new quota 
rents, particularly in the “OPT” quotas.

Third, that the quota system has been maintained suggests that the future 
debates on trade in textiles and apparel between the EC and the PIT countries will 
still be dominated by utilization rates—the ratios of actual shipments to quotas 
for each category, in volume. Low utilization rates for a given exporter are often 
presented as an argument for not increasing the quotas allocated to this exporter, 
on the basis that quotas larger than the actual quantities imported do not constitute 
a “binding” NTB.

Table 5:2 provides evidence on utilization rates. Until 1989, the averages 
of the PIT utilization rates for all the categories range from 66-78 (Poland) to 
80-97 (the CSFR) percent (depending from the sources of data and the period 
considered).19 However, these averages cover a wide dispersion of the utilization 
rates by category (the rates serving as the basis for trade negotiations). For in
stance, CSFR and Hungarian exporters exhibit utilization rates higher than 90 
percent for only one-fourth of all the categories subject to EC quotas, and the 
corresponding proportion for Poland is one-fifth.20

There is evidence that casts serious doubts on the robust ness of low utilization 
rates as an argument for not increasing quotas. PIT countries have been granted 
either small or large shares of EC quotas, and small quotas correspond to large 
portions of the PIT shipments. Such a situation is likely to “mold" utilization rates. 
Large quota shares contain built-in incentives not to fill them in order to exploit the

^C om plications arising from the fact that utilization rates which partly depend on changes in 
the quotas them selves (a transitory decline of an utilization rate m ay m erely mirror an increase in 
the quota) are determined by com plex MFA rules trying to keep som e kind of flexibility through  
various m echanisms, such as “sw ings’*, “carry-forward,” and “carry-over” are ignored.

20 This is similar to what can be observed for the textile and apparel exporters of the rest of 
the world to  the EC. Since 1987, CEEC utilization rates by category are generally declining, an 
evolution which deserves two qualifications. On the one hand, a sim ilar (though less marked) 
decline of the utilization rates o f the other exporters o f apparel suggests a  relation between the  
evolution of the utilization rates and the relaxation of the A pplication of the MFA after 1987 
(under the Fourth Application, compared to the Third Application). On the other hand, the 
relative decline of CEEC utilization rates (compared to  the utilization rates of the other exporters 
of textiles and apparel) is more marked for the categories when CEEC prices have increased  
with respect to the prices of their com petitors, an evolution which m ay mirror changes in CEEC  
com petitiveness and/or changes in market behavior of CEEC firms.
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monopolistic power attached to the situation (including possible collusion with EC 
producers). Small quota shares are unlikely to create strong incentives to fill them 
either: transaction costs make their full utilization expensive, or more expensive 
than for large quotas. Indeed, it has been shown that the average utilization rates 
(for all PIT countries and product categories) are low for the product categories 
where the PIT countries have very small quota shares, increase for larger shares, 
and then decreases steadily for even larger shares (Messerlin, 1992).

As shown by Table 5:2, the EC has granted to the PIT countries a first round 
of increases of the MFA import quotas (as opposed to OPT quotas) in 1990-1991, 
and a second round in 1992. On average, the first, increases of the EC quotas have 
been moderate—between 10 to 15 percent, except for Poland—whereas the second 
increases of import quotas have been much larger.21 These increases lead to two 
questions.

First, do such large increases correspond to a de facto elimination of the 
quota system? Table 5:2 gives an answer for the 1990 round of increases—since 
trade data are still only available for 1990. It clearly suggests that the utilization 
rates of the PIT countries have been pretty stable (even for Poland, despite the 
large increase for 1990)—suggesting that the PIT countries have rapidly adjusted 
their export capacities to the expanded EC quotas.

Second, could this procedure of increasing quota shares create problems be
tween the EC and the PIT countries in the future? On the one hand, one could 
expect that larger quota shares increase the risk of lower utilization rates for the 
benefiting countries. On the other hand, larger quota shares are likely to reduce 
transaction costs for the quotas which were initially small hence generating higher 
utilization rates. If these two efTects do not occur simultaneously (one would expect 
the second effect to be slower than the first) the PIT countries could see their fu
ture negotiating position weakened by getting larger quota shares now. In sum, the 
“two-stage” approach taken by the Association Agreements (where there is a deci
sion phase between two periods of automatic liberalization) could generate the risk 
of creating a “stop-and-go" phenomenon which would unduly stop the liberalization 
process.

3.3. EC NTBs in iron and steel

In contrast to textiles and apparel, EC tariffs on steel products are modest 
roughly 4 to 6 percent (as in many OECD countries) and since 1977, the bulk

21 These averages cover wide differences in the dispersion of the quota increases by categories, 
as best illustrated by the different variances (241 for the CSFR, 6398 for Hungary, and 875 
for Poland). The dispersions for the second increases in EC quotas are 21221, 4004, and 2895, 
respectively).
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of protection of the EC steel industry against PIT steel exports is provided by 
NTBs—namely a quota system for the whole Community with bilateral quotas for 
five EC Member States (Germany, Italy, Belgium, Netherlands and Luxembourg). 
The late 1980s have witnessed the introduction of minimum price requirements and 
complex pricing rules, in addition to the quota system. Minimum prices and price 
differentials are an integral part of the “arrangements” between the EC and the 
PIT countries which constitute the framework of the annual steel “export programs” 
imposed by the EC to the PIT countries. Signing these arrangements has protected 
the PIT countries from potential antidumping actions by the EC steel industry.

Table 6 shows that all the PIT exports to the EC are subject to the EC 
NTBs. Moreover, protection by NTBs tends to be concentrated on steel products 
which have been granted the highest tariffs, and on the most sophisticated products 
(alloy iron and steel), making it difficult for PIT exporters to upgrade the type and 
quality of their exported steel products.

In 1991, the utilization rates for the whole EC (and for the largest market, 
Germany) are close to or higher than 100 percent for the EC as a whole and for the 
five most protected EC Member States—despite the increases of the EC quotas, 
in particular the large German increase related to the unification with Eastern 
Germany. Moreover, these high utilization rates have occurred despite the declines 
of the prices charged by the EC firms (quite substantial after the 1988 peaks). In 
other words, the protection which existed in early 1992 is likely to represent binding 
constraints (at constant EC market prices).

This result casts strong doubts about the real meaning of the removal of all 
the quotas announced by the Association Agreements. If it were enforced without 
other measures, such a removal is likely to create sharp price decreases in 1992—if 
one takes into account the slump in the EC markets and the huge excess capacities 
in the PIT countries (and the more modest excess capacities in the EC, at the 
current prices). The absence of sharp steel price movements since March 1992 
suggests that trade barriers are still in place.

These trade barriers left by the Association Agreements are likely to be price 
provisions which—in many ways—are related to the price provisions imposed by 
the “basic point” system introduced by the Treaty of Paris and closely monitored 
by the EC Member States. That the Association Agreements did not explicitely 
mention the removal of price provisions and that they give three years to the public 
authorities before beginning to enforce the EC competition rules (without explaning 
the reasons for such a delay) supports the hypothesis of a trade “liberalization” 
which could merely consist in shifting from quantitative NTBs (maximum export 
quotas) to price NTBs (minimum import prices).
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3-4- EC NTBs in chemicals

The main trade policy instruments affecting PIT (and the other CEECs) ex
ports of chemicals have been antidumping regulations. Actions against the CEECs 
have been brought under special procedures for non-market economies (based on 
Article VI of the GATT and on the “code” adopted during the Tokyo Round). 
These procedures allow the deliberating authority to disregard the prices actually 
charged in the CEEC market in determining the existence of dumping (or of sub
sidy). Rather, the decisive factor is a reference price constructed on the basis of the 
costs of a “surrogate” firm in a market economy and using a technology as close as 
possible to the CEEC technology for producing the “like-product” in question. This 
approach which has proved difficult to implement has a logical consequence: as
sessing on the basis of past antidumping cases whether state-trading countries have 
dumped or not is impossible for the mere reason that the antidumping procedures 
have never looked at the concerned firms and economies per se.

Table 7 presents the antidumping cases against the chemical exports of the 
PIT (and other CEEC) countries. It suggests that the CEEC share of the an
tidumping actions is much larger—two to four times—than the CEEC share of the 
EC industrial imports. The 105 cases initiated by the EC Commission during the 
period represent roughly 25 percent of all the EC antidumping actions, whereas 
during the same period, CEEC exports to the EC represent only 7 percent of the 
extra-EC imports." The chemical industry has been responsible for almost half of 
the cases, a situation related to the so-called “excess capacity” of the EC chemical 
industry during the late 1970s and early 1980s.

A large majority of cases has been terminated by measures of protection—71 
percent vs 67 percent for the antidumping cases initiated against market economies— 
and a vast majority of these causes under protectionist measures—roughly 82 per
cent—has ended with undertakings (price or quantity targets accepted by foreign 
exporters “in lieu” of duties), the corresponding figure for exporters of market 
economies being 53 percent. Lastly, some EC industries exhibit very high restric
tiveness ratios: 100 percent of the initiated cases in glass and almost 82 percent in 
basic chemicals are terminated by protectionist measures.22 23

An important aspect of the EC antidumping regime consists in the “reviews,” 
that is, in the possibility to reopen a case during the time-span of the measures and 
the obligation to re-examine a case after five years (the “sunset” clause). Reviews 
reveal even a stronger bias against exports from CEECs than initial cases (35

22 This result may seem closely related to the fact that the EC cases against CEEC exports 
have been concentrated at the beginning of the period. However, since 1985, antidum ping actions 
against CEECs have still represented 15 percent of all the EC antidumping cases, twice the import 
share of the CEECs in the EC trade.

23 Schuknecht (1991) provides similar results.
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percent of the total number of reviews initiated since 1980) so that the decline in 
initial cases observed since 1985 has been largely counterbalanced by the evolution 
in terms of reviews. The concentration of reviews by industry is higher than the 
concentration of initial cases: a handful of EC industries lodges the reviews. And, 
in terms of outcomes, the restrictiveness ratios approach the “perfect hit” (from the 
EC industries point of view), though missing information on a substantial number 
of reviews than on cases should impose caution.

Counting initial antidumping actions and reviews does not provide a good 
measure of the magnitude of the EC protection against CEEC exports. It is de
sirable to estimate the CEEC trade shares covered by EC antidumping cases. As 
such a trade share indicator suffers from obvious limits, it is useful to compute 
a lower and a higher bound. The trade share covered by the antidumping cases 
initiated between 1980 and 1987 (and based on the import flows observed during 
the initiation year) can be interpreted as the lower bound. Each year, roughly 2 
to 3 percent of additional CEEC industrial exports to the EC have been subject 
to antidumping actions, the former Soviet Union being—by far—the most hurt by 
antidumping actions, and Bulgaria the least. Taking into account all the imports 
under all the antidumping actions for a given year could be considered as providing 
a higher bound of estimates. Roughly 12 to 17 percent of the PIT industrial ex
ports to the EC were subject to antidumping cases in 1987 according to this second 
measure.24

Lastly, the high ad valorem equivalents of the EC antidumping measures— 
estimated on average to almost 20 percent, as shown by 7able 7—have left the 
CEEC exporters with no other reactions than to curb their exports to the EC—on 
average by 20 percent five years after the case initiations.25

24 This higher bound is still likely to underestim ate the trade coverage of antidumping actions. 
For instance, the EC-CEEC trade in steel is still included in the denom inator, though the “ar
rangements” have led to its de facto  elim ination from the scope of the EC antidumping actions. 
However, the most important source of bias is that antidumping actions are likely to curb im
ports. A sim ple way to take into account this fact is the cum ulation over the years of the trade 
shares observed in the new cases— hence assum ing that these shares would not have changed if 
the antidum ping cases would not have been initiated and if trade was going as usual.

25The average ad valorem equivalent of the antidum ping measures is the unweighted average of 
the ad valorem  antidumping duties, the margins of dum ping (for undertakings terminated on the 
basis that measures taken by the firms will elim inate the dumping) and the margins o f injury or 
the observed price undercuttings (for undertakings terminated on the basis that measures taken 
by the firms will eliminate the injury).
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Section 4. Rule-making: a constitutional failure?

The Association Agreements intend to support the transition of the PIT 
countries to a market economy. However, they contain certain aspects which are 
likely to undermine this objective, in particular, several instruments of managed 
trade, a rich collection of safeguard rules, a complex protocol on rules of origin, and 
a dispute settlement mechanism which is dominated by administrative procedures, 
not immune to non-transparency, and with no direct access for private firms or 
consumers.

All these aspect are in sharp contrast to the robust constitutional order im
posed by the Treaty of Rome, including the dispute settlement mechanism—the 
European Court of Justice has been the most crucial force in making competition 
the ultimate goal in the EC.

4-1- A potential drift to managed trade

The above sections have already shown that remaining trade barriers—such 
as the capture of the reduced variable agricultural levies by EC and PIT farmers, 
and the introduction of large OPT quotas in textiles and apparel in favor of EC 
firms—have a strong bias towards managed trade.

Another source of managed trade is provided by the annex of the Associa
tion Agreements devoted to trade in automobiles. Because former state-trading 
countries have been plagued by export controls (as binding as import controls) 
the Agreements contain provisions imposing the elimination of restrictions (taxes 
and quotas) on exports. However, this elimination has generated precedents of 
“voluntary import expansion” schemes in favor of the EC car industry. The best 
illustration is given by the Hungarian ceiling of 50,000 passenger cars originating 
from the EC (and Hungary has agreed to review this quantity by taking into ac
count changes of its internal consumption). Although the ЕС-Poland Agreement 
contains only duty-free quotas, the Polish government wanted to grant this pref
erence only to EC carmakers having invested in Poland—hence again establishing 
a link between PIT domestic variables and EC exports (The Financial Times, 26 
and 27 February 1992).

As often in such cases, elements of managed trade quickly contaminate other 
trade flows. Recently, Japan has requested information in the GATT forum on 
the future Hungarian tariff system which would create highly discriminatory duties 
between the EC and the rest of the world (respectively, 0 et 35 percent).
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4-2. Safeguard provisions

The Agreements contain eight, safeguard clauses. There are two “general” 
safeguards. Article 6:3 makes the jump to the second period of five years created 
by the Agreement conditional to a decision of the Association Council—a clause 
quite comparable to a provision of the Treaty of Rome. Another safeguard provi
sion which is relatively general—though specific to trade in goods—is provided by 
Article 30 which is likely to play the central rôle, as shown in detail below.

In addition to these two “general” safeguards, there are six safeguards specific 
to some goods or types of activities or countries. Article 21 is a special safeguard 
provision for agricultural goods—“given the particular sensitivity of the agricultural 
markets.” Meat (in the Annex X) and the processed agricultural products (in the 
Protocol 3) have also special safeguard provisions. The final Protocol on textiles 
and apparel is likely to have its own safeguard clause. Article 31 introduces a 
safeguard measure on exports aimed at limiting exports if necessary—an echo of 
the former CMEA rules where protection cover exports as well as imports. Lastly, 
Article 28 grants to the PIT countries the possibility to take “exceptional measures” 
of limited duration when “infant industries” are concerned or when “restructuring 
or facing serious difficulties, particularly where these difficulties produce important 
social problems.”

From the EC perspective, the central safeguard provision which is likely to 
supersede the other provisions is provided by Article 30.

It is useful to compare Article 30 with the safeguard provision of the Coop
eration Agreements which was considered dangerous for four reasons. It made no 
reference to the basic concept of “unforeseen developments” of GATT Article XIX. 
The condition of “increased quantities and conditions causing serious injury” usu
ally associated to the safeguard clause was considerably weakened by a shift from 
“and” to “or.” The measures available to the importing country explicitly refered 
to quantitative restrictions and minimum prices, another shift away from GATT 
disciplines. Last but not least, the actions were conceived in a purely bilateral 
context—making very likely a “selective” use of the safeguard provision.26 Article 
30 has inherited all but one of these biases: it contains no reference to unforeseen 
developments, all measures are possible under the enigmatic condition that “prior
ity must be given to those which least disturb the functioning of the Agreement”, 
and these measures are bilateral — hence selective. Moreover, the only improvement 
in Article 30—the elimination of the “or”—is more than counterbalanced by the 
introduction of the following alternative condition to the usual condition of serious 
injury for triggering safeguard: “...or serious disturbances in any sector of the econ
omy or difficulties which could bring about serious deterioration in the economic

26 These drifts which “understandably” existed  in the Cooperation Agreement signed in 1988 
with Hungary have been m aintained in the more recent agreements.
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situation of a region.” This condition represents a major drift, exacerbated by the 
fact that Article 30 refers to the procedure stated by Article 33—that is, an admin
istrative, bilateral, and non-transparent procedure.27 In fact, Article 30 reminds 
the way conflicts concerning the steel trade between the EC and the CEECs have 
been handled under the “arrangements” described above.

If the above reading of Article 30 is correct, antidumping provisions (Article 
29) are likely to be superseded by Article 30 provisions (for a somewhat different 
approach, see Hmdley 1992). In this respect, it is interesting to note that the 
Agreements do not grant the status of a “market economy” to the PIT countries. 
Article 1 mentions that an objective of the Association is “to support the conversion 
(of the PIT economy) into a market economy” (author’s emphasis). As a result, 
the Agreements leave open the question of whether antidumping procedures to be 
enforced in future cases of alleged dumping by PIT firms will be the procedures 
against non-market economies or against market economies. In any case, conditions 
imposed on antidumping procedures are likely to be more constraining and costly 
than a direct access to Article 30—even if procedures against non-market economies 
are applied. As a result, one would expect antidumping actions only for well-defined 
homogeneous goods—and essentially as a highly visible signal of commitment by 
the EC industries to defend their existing turfs.28

In sum, the safeguard provisions of the Agreements are powerful enough to 
reverse the trade liberalization aspect of the Agreements—and to set undesirable 
precedents for the GATT disciplines. The first years of enforcement of the Agree
ments will tell whether the safeguards play such a rôle. For instance, the steel 
industries of the EC and PIT countries have so many excess capacities of produc
tion that an effective liberalization should lead to severe price drops. It is thus 
likely that stable prices in the years to come will be the sign that Article 30 has 
been powerful enough to convey the message to the PIT producers that they should 
follow collusive pricing.

One could argue that this view does not fit with the provisions on competi
tion, such as Chapter 3 of the Protocol on coal and steel products which declares 
incompatible with the proper functioning of the Agreements “all agreements of co
operative (...) nature between undertakings which have as their object or effect 
the prevention, restriction or distortion of competition.” However, the Association 
Councils have three years for adopting the necessary rules for implementing this

2‘ Two conditions are imposed on the m easures. In the selection of the measures, priority must 
be given to those which least disturb the functioning  of the Agreement (not the econom ic im pact). 
In terms of tim ing, measures shall be subject to  periodic consultations, “particularly with a view 
to establishing a tim etable for their abolition as soon as circum stances perm it.”

28Such a conclusion seems to fit existing evidence. A few days before the signature of the As
sociation Agreements, there have been three antidum ping com plaints against PIT exports lodged 
by EC firms (steel tubes from CSFR, Hungary, Poland, in Decem ber 1991) and none since then 
(complaints against the USSR-C1S and other CEECs have been lodged).
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provision. As a result, competition cases in steel involving the PIT countries could 
only emerge in the short run from disputes between two EC firms which would 
indirectly imply PIT firms.

4-3. Trade-related restrictions: rules of origin and foreign direct investments

Given the small size of the PIT economies, foreign direct investment (hereafter 
FDI) in the traded goods sector is unlikely to occur on the basis of domestic market 
opportunities alone. Rather, OECD firms are most likely to be willing to invest in 
export-oriented activities, as already illustrated by major investments in the PIT 
automobile or electrical industries. Whether this will continue and expand will 
crucially depend on the trading environment.29 Two measures will be especially 
important in this respect: rules of origin and norms and standards.

Rules of origin are of special importance for the PIT countries for two reasons.30 
Since the PIT countries have relatively abundant supplies of labour, they may be 
attractive sites for both the production of labour-intensive parts and for the final 
assembly of products. The PIT countries lack the technical and managerial skills 
to produce complex products in a fully vertically integrated way. Thus, future pro
duction will depend on international flows of parts and services, especially within 
the production systems of multinational corporations.

The Protocol on rules of origin attached to the Agreements provides two sets 
of definitions of rules of origin. First, products originating in a PIT country are 
those wholly obtained in this country. This initial definition is accompanied by 
a list of products which shall be considered as wholly obtained and which mainly 
are mineral and agricultural products. An interesting example of the complexity 
of these rules is that fishes are considered as wholly obtained in a country only if 
they are taken by national vessels (opening a long list of constraints on ownership 
and nationality of the members of the boards of the firms and of the crew).

29 “There is no way in which rational investment can be readied within individual eastern 
European countries unless they know where they can export to and on what conditions. How 
can these small and open economies take their place in the international division of labour unless 
they are able to specialize in fields in which they enjoy a  comparative advantage? And how can 
Western corporations be encouraged to invest in countries whose internal m arkets are far too  
sm all to warrant any sizable investm ent, unless they see their investment as part of their own 
international deploym ent of production facilities?” (Bank of International Settlem ents, 1991).

30 Rules of origin define the origin country for goods and services which incorporate elements or 
com ponents produceri in a number of countries. These rules serve to determine the conditions— 
tariffs, NTBs and other trade measures— under which these com posite goods and services may be 
im ported. As econom ic integration proceeds at the world level, firms have increasingly sub-divided 
the production of goods between plants located in different countries in order to reap economies 
of scale at each site  while exploiting the com parative advantage of each site.
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Second, products originating in a PIT country can be those “obtained” in 
the PIT country in the manufacture of which products (not wholly obtained in the 
country and not obtained in the EC) are used, provided that the said products 
have undergone “sufficient working or processing.” For most of the products, the 
definition of these terms is subject to a strict clause of change in custom headings: 
a product is sufficiently worked or processed when it is classified in a heading (at 
the /oar-digit level) of the Harmonized System which is different from that in which 
all the non-originating materials are classified). However, for the rest of industrial 
products (for instance, those subject to the Annex II in the EC-CSFR Agreement) 
the rules of origin obey to a threshold expressed in terms of production of the PIT 
country: inputs imported from non-EC sources should not represent more than 40 
or 50 percent of the value of the production. In sum, the Association Agreements
(which devote 45 pages...that is, between one fifth and one fourth of the whole
documents—for describing these “exceptions”) impose a local content requirement 
of 60 percent.

To summarize, the rules of origin applied to the PIT countries represent 
a serious constraint. Assembly plants in the PIT countries other than based on 
bilateral trade between the EC and the PIT country are de facto excluded from the 
scope of the Agreements.31 The harm done to the PIT countries by these restrictive 
rules of origin will also hurt the EC because EC firms will not be able to invest in 
as well located (and maybe many) plants as would be optimal from an economic 
point of view, and because they would be forced to bear additional costs related to 
inefficient part-makers.

Related to rules of origin are norms and standards which generate marketwide 
agreements (mandatory in the crise of norms, voluntary in the case of standards) 
on technical requirements for traded goods and services.32 However, in the short 
and medium run, norms and standards are less likely to play a role in hindering 
access by PIT producers to OECD markets than rules of origin. The concentration 
of PIT exports on the EC and EFTA markets suggests that adopting EC norms 
and standards (through “mutual recognition”) is the sensible policy for the PIT 
countries—an approach which will be facilitated by (and which will facilitate) in
vestments from the EC and EFTA countries. It is only in a longer run that norms

31 T he only degree of freedom is a certain degree of “cum ulation” of origin betw een the three PIT  
countries. For instance, a product exported from Hungary to  Poland having undergone no working 
or processing in Poland or insufficient working or processing to be considered as originating in 
Poland will continue to keep its Hungarian origin for the EC customs.

32 Norms and standards are important in industries where consumer protection is an important 
policy concern—food manufacturing, electrical goods, and services—and in those subject to rapid 
technological change-—consumer electronics. They may concern the goods p e r  s e  or the production 
techniques. In both cases, they can restrict trade without the intent to do so, or they can be used  
as NTBs. There is evidence which does not allow to rule ou t their use as NT B s, though it cannot 
give any clue on the intent.
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and standards could endanger PIT exporters, if they are used as NTBs between 
OECD countries.

Conclusion: Why such a soft EC support?

The ambiguity of the Association Agreements reveals the absence of an EC 
strong support to the trade liberalization of the PIT countries. Why such a soft 
EC support?

One could explain this “softness” by a historical argument: the Association 
Agreements are based on two different motives. On the one hand, they reflect the 
EC reaction to the trade liberalization undertaken by the PIT countries, and in this 
respect, they obey the motive of freer trade. On the other hand, the Agreements 
materialize the EC commitment consistent with the Single Market Programme— 
thus, taken before the events in Eastern Europe—to unify for 1993 the trade policies 
of the EC Member States vis-à-vis the CEECs.33 This commitment was primarily 
based on a logic of harmonization which could lead to two opposite outcomes in 
terms of liberalization: quotas enforced by EC Member States could be removed 
or they could be replaced by EC-wide quotas. In other words, the Association 
Agreements may have aimed at unifying the EC trade policy vis-à-vis the PIT 
countries more than at opening EC markets to PIT exports.

This historical argument may shed some light on the difficult position of the 
Commission which was more free trade oriented than EC Member States but which 
was also more interested in unifying the EC trade regime with the PIT countries 
because a common regime means more powers to the Commission. However, the 
historical argument leaves intact the question: why the liberalization motive did 
not prevail?

A first, answer could be the economic costs of a strong support for the EC 
countries. As well shown by Blackhurst (1991), this answer is not plausible at 
the level of entire economies. The relative size of the economies is well illustrated 
by the fact that the PIT countries altogether—according to the GDP estimates 
provided by Keating and Hoffman (1990)—represent a GDP roughly equivalent to 
the Austrian GDP alone.

33 In the late 1980s, the EC Member S ta tes were still running their trade policies vis-à-vis 
state-trading countries in quite an independent fashion which was enshrined in EC Regulation  
3420/83 (for more details, see Netto 1990). T his situation was th e  consequence of two facts: the 
state-trading countries never took part of the exercises of quota elimination (w ithin the GATT 
and О ECET O ECD framework) and that political situation did not induce the EC M em ber States 
to unilaterally drop their protection. According to Langhammer  (1990) many of these  national 
quotas were not strongly enforced. The ЕС-H ungary Cooperation Agreement signed in 1988 
was the first illustration of this com m itm ent— and it was the blueprint of all the Cooperation  
Agreements.
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A second answer is to look at costs by sectors. Small costs for the entire EC 
economy may be concentrated on a few sectors which will be import-competing— 
and make them lobbying hard against a strong support. Rough estimates of the 
maximum costs of a full (tariffs and NTBs) EC total and unilateral liberalization 
(that is, much more than the Association Agreements) on the four EC sectors which 
will compete with the PIT exporters (agriculture, steel, textiles and chemicals) 
suggest maximum decreases of sectoral outputs from 2 to 4 percent, at most (and 
only in agriculture and apparel).34 The low costs explain why the negotiations of 
the Association Agreements have not been accompanied by large demonstrations 
against the PIT countries—except in agriculture (France) and steel (Germany), 
that is, in a context where trade issues with the PIT countries were an additional 
friction rather than the central issue.

The last answer could only come from the EC export side. If the activities of 
the import lobbies have been relatively moderate, the weakness of the EC support 
can only be explained by the absence of EC export lobbies. Indeed, comparing the 
negotiations of the Association Agreements and of the US-Mexico FTA shows no 
exporters’ coalitions in the EC similar to what can be observed in the U.S. Three 
reasons—all of them related to exporters—can be evoked.35

First, the small size of the PIT markets in the near future (compounded by 
the difficulties of the transition) may have left potential exporters with (properly 
discounted and risk-adjusted) low profits. The PIT economies are simply too small 
and too uncertain to make the EC rich. Over time, adequate PIT policies can 
change this attitude.

Second and this reason is more worrisome because it is there for a long 
time—certain rules of the Association Agreements are likely to have definitively 
lowered the expectations of EC exporters—such as the clause of the “infant in
dustry” at the disposal of the PIT countries—or to have definitively lowered the 
expectations of EC investors—such as the provision introducing EC technical as
sistance for the introduction of social security in the PIT countries.

Lastly, certain rules of the Association Agreements have offered better alter
natives to some EC exporters than to use these trade negotiations for their own 
interests, as best illustrated by the car case. Why should the EC carmakers—one 
of the EC sectors with the potentially largest export interests in the PIT countries 
in the short run—bother to push for opening up EC textiles or steel markets, once 
their market access to the PIT countries is secured in terms of domestic consump
tion of these countries?

Trade agreements do matter, as shown by Section 1. If the Association Agree
ments did not grant to the PIT countries more EC trade concessions than the

14 For details, see Aghion, Burgess, Fitoussi and M esserlin (1992).
Krueger  (1990) has revealed and analyzed the im portance of the asym m etries in policy be

tween exports and im port-com peting goods.
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previous ЕС-PIT trade agreements—as suggested by Sections 2 and 3—and if the 
additional EC concessions are undermined by loose rules—as shown by Section 
4—then the economic problems faced by the PIT countries will not be relieved by 
additional exports to the EC—as they were in 1990 and 1991—and the EC will 
have lost an unique opportunity to be a strong anchor in Europe.
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THE POLITICAL ECONOMY OF STATE-BUSINESS RELATIONS
IN TAIWAN1

H.-H. M. HSIAO

The economic development of Taiwan had  been characterized by low efficiency of the party- 
state sector and by serious failures in the econom ic policy of the sta te . Small business and its 
cooperation with the world econom y have becom e the real sources o f Taiw an’s success story.

Introduction: East Asian development reexamined

Towards the end of the 1980s, the study of East Asian development moved be
yond the paradigmatic debate between modernization theory and dependence/world 
system perspectives and began to look closely at those important contexts and 
agents that have contributed to the making of East Asian success, and also started 
to examine consequential development issues. Though the original theoretical for
mulations were consciously retained, empirical explanations were more carefully 
clarified and critically assessed in the context of East Asian reality (Hsiao 1992a). 
The specificity of individual society within the general framework of the East Asian 
NIEs (Newly Industrialized Economies) is now being given greater attention with re
gard to the way in which the broader global economic contexts interplayed with the 
domestic actors, such as state politics, the business sector, labour and other socio
cultural fabrics during the course of post-war development (Hsiao et al. 1989a; 
Amsden 1989; Wade 1990). Lessons, cautions, and warnings are also being drawn 
from the East Asian experience and applied to the rest of the developing world 
( Wmckler and Greenhalgh 1988; Deyo 1989; Bello and Rosenfeld 1989; Gereffi and 
Wyman 1990; Wade 1990). Much more concrete analysis of the transition of the 
authoritarian state, the class transformation, the emergence of the middle classes, 
and the rise of social movements has been added to the research agenda, and some 
very interesting works have appeared recently (Cheng and Haggrad 1992; Hsiao 
1991; 1992b; 1992c).

It is an encouraging direction for scholarship to go beyond the general portrait 
of what East Asia has accomplished, or praise of the East Asian model in order that 
it available uncritical emulation; research is now carrying out a more penetrating 
examination of what actually has been going on within and beneath the East Asian 
development drama as it has unfolded.

1 Paper presented at the Second East Asian an d  East-Central European Conference, B udapest, 
Hungary, April 22-29. 1992.
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In the 1980s, three major approaches emerged in literature dealing with East 
Asian development studies. Each of the three approaches centred its focus on one 
context or agent believed to have played a critical role in the development process 
of East Asia.

The first is the global political economy approach. This takes the world 
economy as the crucial external context which has incorporated East Asia into the 
global market and provided new opportunity structures of which East Asia has been 
able to take advantage. It is a sort of revised world system explanation, in that the 
dependency of a peripheral state on the core state within the world economy is not 
necessarily doomed to be underdeveloped. Rather the dependency can be managed 
so that it is beneficial to the ascent of a peripheral state or a peripheral region.

The second approach takes the state seriously in its role of steering and guid
ing state development strategies and policies such that they can meet the challenge 
from the global political economic system. The state is viewed as active and inter
ventionist in both external and internal economic activities. The following issues 
have been given much attention among scholars using this approach: the question of 
the relative autonomy of the state vis-à-vis the dominant local class when starting 
out on national development policies is the most discussed topic; the relationship 
between the state and market forces, and the question of whether the state has been 
the leader or been led in such relations are also much stressed. Finally, the debate 
concerning whether or not authoritarianism is a necessary evil for development in 
the case of East Asian NIEs is another unresolved issue that has occupied many 
scholars working along this line of analysis.

Compared with the previous two, the third approach is a rather new focus 
of East Asian development studies. The two former approaches have respectively 
asserted that 1. the unique world political economy in which East Asia was inte
grated in the post-war era has been conducive to the capitalist development in this 
region, and 2. the unique nature of the state in East Asia and the development 
strategies adopted all have been functional in the initiation and maintenance of 
successful development. However, the third approach calls our attention to another 
important agent of capitalist development—ie. the business sector, and the role it 
has played in the course of East Asian development.

It is quite convincing to argue for a new look at the business sector if the 
picture of East Asian development is to be complete in that this sector is the 
central actor in any capitalist development. It is known that favourable timing 
and external linkages with the global political economic contexts, and the fact 
that active developmental states responded positively and forcefully to the world 
system have been fundamental to the success story of East Asia. Yet the story is 
not complete if the business sector is not examined. The essence of this business 
approach lies in its emphasis on how the business sector responded to the state 
development initiatives and the world market, opportunities at the beginning and 
then, later, reshaped the course of capitalist development in East Asia.
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The purpose of this paper is to use this new approach to reexamine Taiwan’s 
post-war economic development experience. As suggested by this general analytical 
framework, three interrelated themes are to be explored here.

First, the relations bet ween the state and business, and the political economic 
contexts in which state forces have interacted with the different sectors of business 
in Taiwan.

Second, the mechanism that has been employed by the state to strengthen 
links with business, and the business response to these relations; and within this the 
way in which the two actors’ interactions have been institutionalized and stabilized 
in the course of Taiwan’s capitalist development.

Third, the change and transformation of state-business relations and the 
socio-political forces behind the changes, and the future prospects and implica
tions for Taiwan's further socio-political development.

The political economy of the state and private capital in Taiwan

For a long time now, Taiwan’s political economic structure has been charac
terized by a strong and authoritarian, yet developmental, state, a mass of politically 
weak, yet economically dynamic, small and medium business, and alongside these 
an ever growing powerful big business sector. This structure has been quite stable 
since the years when Taiwan began its export-oriented industrialization (EOl) in 
the 1960s.

The nature of Taiwan's Kuomintang (KMT) authoritarian developmental 
state has been established in different phases. The authoritarian corporatist. rule 
of the KMT state was already firmly rooted in Taiwan even before the state-led 
rapid industrialization that took shape in the 1960s. The export-oriented industrial 
development further-perpetuated the political authoritarianism over all aspects of 
civil society, including the business sector. In other words, unlike in Latin America, 
Taiwan’s bureaucratic authoritarianism was not deliberately established in order 
to enact state-led export promotion strategies, for it was a pre-existing structure. 
The dynamic and impressive industrial growth has had the effect of legitimizing the 
state’s powerful authoritarian rule, especially since the export-oriented industrial 
development phase.

On the other hand, the business sector as a whole was first nurtured and 
boosted in the (post-land reform) import substitution industrialization phase (ISI) 
and it has been more or less subjected to the state’s corporatist control since the 
1950s. The first generation of landlords-turned-capitalists was created in the 1950s 
and the first generation of export businessmen appeared in the 1960s. By the 
1970s, the big capitalists that dominated the domestic market, and a great many
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small and medium entrepreneurs who were concentrating on the foreign markets, 
constituted Taiwan’s business sector.

It is not exaggerating to say that both the big capitalists and the small and 
medium businessmen were in fact the products of the state’s leadership. It was the 
latter which implemented the consequential industrialization strategies in response 
to both internal and external political economic challenges. The land reform policy 
that produced the first generation of indigenous capitalists in Taiwan was forcefully 
implemented by the KMT regime from the Mainland to ensure its political control 
over the then agrarian Taiwan society. The first ISI strategy in the 1950s was 
adopted primarily to meet the domestic economic needs and to build local industrial 
capabilities. The main beneficiaries of such a strategy were the dominant state- 
owned enterprises, the industries owned by people on the Mainland, the emerging 
Taiwanese landlords-turned-capitalists, and a few local entrepreneurs who made a 
quick response to the state’s industrial initiatives.

The export-oriented industrialization (EOI) strategies that followed the first 
ISI phase then fostered an even larger number of local business establishments. 
It witnessed a significant rise in Taiwanese small and medium export-directed en
terprises. These existed side by side with the increasingly large business sector 
controlled by both Mainlanders and Taiwanese. The latter had originated in the 
previous ISI phase. The strategic shift from ISI to EOI, though not necessarily 
a clear cut one, was induced and pressed by both domestic market constraints, 
external US pressures, and then the foreseen expansion of the world market’s con
centration on the west. The global market provided new opportunities and the state 
responded in a way that turned out to be favourable to Taiwan's later development 
course. Namely, the result was the emergence of a large number of dynamic—yet 
small—export manufacturers. It is important to note that under ISI protectionist 
policy and the state’s political manoeuvre with business, the existing big business 
already enjoyed an oligopolistic position in the domestic market. Therefore, big 
business was not interested in expanding its activities to the uncontrollable and 
non-protected foreign markets. The rising small and medium business thus had the 
chance to fulfil the “call” from the state’s EOI initiatives.

The resulting large quantity of small and medium businesses aiming at the 
world market should not be interpreted as a conscious and intended policy that 
had been planned by the state. Rather it reflected the unequal division of labour in 
the unique political economy of Taiwan that was dominated by the KMT state and 
its protected big business and the state-owned enterprises in the domestic market. 
In other words, the newly emerging export market, with high competition and 
without the state’s direct sponsorship, was then left in the hands of those originally 
constrained small and medium businessmen who now saw the world market as the 
only channel to make gains and to move upward. The “dichotomous or dual market 
structure” has thus been rooted in Taiwan’s political economy since the late 1960s 
( Chou 1989).
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An other important external contextual factor that unintentionally produced 
this dual market (business) structure came from the core states, particularly the 
US. In the immediate post-war years, Third World countries and East Asia alike 
sought rapid industrialization using ISI strategies that aimed to spawn local in
dustries which would manufacture local substitutes for imports, while the US saw 
its interests being best served by global free trade. The US firms and US capital
ists could use their efficiency to drive out the competition in unprotected markets. 
With the aim of undermining the ISI model, the USAID, the World Bank began 
to formulate the strategy of EOI. This encouraged the Third World to employ its 
reserves of plentiful and cheap labour to produce low-tech manufactures such as 
textiles, garments and shoes, for export to advanced country markets where their 
low labour costs would give them a competitive advantage (Bello 1991). A series of 
policy recommendations were therefore urged by the World Bank and the US. Tai
wan, in this connection, was under direct pressure from the US aid instrument and 
began the process of “structural reform” by issuing the 19 point “financial reforms” 
in the late 1950s and the early 1960s. Included in the package were devaluation 
of the New Taiwan currency to make exports more competitive, the relaxation of 
control over foreign trade, the admission of foreign direct investment in setting up 
export manufacturing enterprises, and the initiation of the singular exchange rate 
alongside the elimination of import restrictions. In 1960 “The State for Encourage
ment of Investment” was also issued in order to offer greater tax-reducing incentives 
to stimulate private investment and exports. Moreover, the EOI strategy of Taiwan 
coincided with the needs of US multinational enterprises in the 1960s: namely, the 
latter seized the opportunity to move their operations to Taiwan in order to utilize 
local cheap labour to export back the manufactured products to the US and the 
world markets. Such “re-export” activities of the US firms had a dual purpose: to 
gain a higher return rate for their investments by lowering the labour costs and 
to compete with Japanese imports such as televisions, micro-chips, and computer 
goods in the US market (Bello 1991).

Foreign direct investments in Taiwan from the US and Japan induced a wide 
range of supporting small and medium enterprises and these took advantage of the 
newly emerging export promotion policies set up by the state. More importantly, 
the export market was not interested in the big business. One other arrangement 
that even helped accelerate the small and medium firms and manufacturers was 
the so called “OEM” (original equipment manufacturer) employed by the US in
vestors. With this, the local manufacturers were assigned to produce products later 
sold under US brand names. Taiwan has been a subcontracting centre since the 
1970s, and a sophisticated institutionalized arrangement was established during 
those years. In fact, dynamic export performance was largely attributed to those 
local OEM factories and firms that constituted the main body of Taiwan’s local 
small and medium enterprises (Hsieh 1989).
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The dual market structure, therefore, should be understood within the above- 
mentioned internal and external contexts, especially the nature of state-business 
relations, the pressure from the World Bank, the US government and the multina
tional corporations.

In the early 1970s, due to withdrawal from the UN and the oil crisis, Taiwan 
faced a serious setback in economic performance. The drop in business confidence 
and the outflow of capital brought about a temporary halt to export dynamism, 
and the diplomatic setback even led to the KMT state’s legitimacy crisis. The 
state then began the second ISI strategy to restructure the domestic industrial 
structures by developing energy-intensive and capital-intensive industries and large- 
scale infrastructural projects.

Under the second ISI initiatives, the state enterprises increased their signif
icance in leading the domestic investments, while the big businesses also received 
even greater boost from the state and turned into “business groups” , the Taiwanese 
version of a conglomerate. The small and medium businesses, on the other hand, 
survived from the world energy crisis and recession at the time and were reinvigo
rated for further growth and development that began in the late 1970s. Since the 
1980s, Taiwan’s political economic structure in relation to state and private capital 
has become even deeper, although it has also experienced transformations.

Without doubt, the state has exercised the dominant role in Taiwan’s econ
omy, and under the state’s effective political and policy mechanisms, both big 
business and small and medium enterprises were created. The domination of the 
economy by the KMT state did not only take the form of hands-on direction and 
guidance to the business sector, as weis the case in South Korea. Rather, in Taiwan, 
the state has physically owned massive segments of the economy by controlling sig
nificant numbers of state-owned and even party-owned business operations. Beside 
this is the fact that the state owns about 70 percent of the island’s land.

The following are further portraits of the relative weights of Taiwan’s three 
business sectors: the state/party enterprises, big business, and small and medium 
enterprises.

The state and party enterprises

The origin of Taiwan’s state-owned enterprises can be found with the tak
ing over of ex-Japanese Zaibatsu and Japanese colonial government after the war. 
Later, more new state enterprises were established. In 1952, state businesses ac
counted for as much as 57 percent of total industrial production, 43 percent of the 
domestic capital formation, and employed 17 percent of Taiwan’s civilian employ
ees. On the completion of the first IS1 in i960, public enterprises’ industrial output 
fell behind that of private business for the first time, and the figure dropped to 48
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percent, their share of the domestic capital formation was about 34 percent, and 
the state hired 11 percent of the employed labour force. In the mid-1970s when 
EOI was turning into the second ISI, the state enterprises once again received a big 
push from the state. Though t heir share of overall industrial production dropped 
steadily to 22 percent, they contributed a growing 43 percent of domestic capital 
formation, and employed 12 percent of Taiwan's total employees. In the late 1980s, 
the state enterprises accounted for below 20 percent of Taiwan’s industrial produc
tion, their average share of domestic capital formation was about 22 percent and 
they hired under 10 percent of Taiwan’s total workforce (Lee 1992).

It is true that the relative weight of state enterprises in Taiwan's economy has 
been declining over the past four decades, judged by the above figures. However, 
the state sector’s involvement in the economy remained significant. The heavy 
penetration of the state in such strategic and key sectors as petroleum, electric 
power, steel, gas, railways, shipbuilding, postal services and telecommunications, 
tabacco and spirits, banking and other financial segments has reached a monop
olistic level, and the nature of state and bureaucratic capitalism as reflected by 
such state dominance in those crucial sectors has therefore been examined by some 
experts (Amsden 1979; Kuo 1991; Chen et. al. 1991).

As late as 1990, ranked according to sales, four of the top ten businesses 
were state-owned, and the largest private firm, Nan-Ya Plastics was outstripped 
by three state enterprises (China Petroleum, Taiwan Tabacco and Wine Monopoly 
Bureau, and China Steel Corp). Again, among the top ten firms ranked according 
to assets in 1990, as many as six were state-owned (1990 Commonwealth Top 1,000 
Enterprises). Moreover, the state enterprises have also diverted their investments 
in 40 large private businesses and 7 foreign firms in Taiwan (Lee 1992). By doing 
so, the state sector has in fact been able to control the direction of the private firms 
in which it has investments.

In addition to the direct control of the state business sector, the KMT party 
also owned wholly or partly around 50 companies, mostly through the two pow
erful and privileged party-owned investment firms. These party-owned companies 
ranged from communication to petrochemical industries, to steel and electronics, 
and even to finance and security (Excellence Magazine, 1989; Chen et al. 1991). 
The later development of joint ventures involving the party investment firms, the 
state enterprises, and the big private companies has even further empowered the 
party's penetration in Taiwan’s private sector. What has emerged is a new kind of 
party-state-private capital bloc. Nevertheless, it is free from bureaucratic supervi
sion and has enjoyed a great deal of the state's special favourable privilege through 
political manipulation (Chu 1989). According to unofficial estimates, about half of 
the total assets of Taiwan’s corporations are controlled directly or indirectly by the 
state and the party (Asian Wall Street Journal Weekly, Oct. 9, 1989).
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The big business (Business groups)

As mentioned earlier, at the end of the first ISI, several big private enterprises 
emerged with direct state assistance. US aid was used to advance the interests of 
KMT-linked Mainland businesses of Shanghai and Shantung origins and a few lo
cal Taiwanese landlords-turned entrepreneurs. With profits guaranteed by a closed 
market and costs subsidized, Mainland-owned enterprises were the main beneficia
ries of the state’s ISI initiatives. They floated to the upper level of the business 
power structure in the period prior to 1960. Of the top 21 Mainland-controlled 
business groups, 15 were established long before 1960. Even in 1981, among the 
top ten private business groups, three were Mainland-owned (Far Eastern, Yue 
Loong, and Pacific Electric Wire).

The first generation of Taiwanese landlords-turncd-capitalists that forged po
litical ties to the KMT state were other business segments that benefited directly 
from the state's IS1 and EOI strategies in the 1950s and the 1960s. In most cases, 
the Taiwanese big groups were also formed in that periods under KMT patronage. 
Later they were joined by other Taiwanese industrialists like Formosa Plastics’ Y. C. 
Wang, who made quick response to opportunities presented by the state’s industrial 
priorities, which themselves were greatly assisted by the US aid in the early 1960s. 
The Taiwanese gradually superseded the Mainlanders to resume a dominant role 
in Taiwan’s big private business sector. Towards the end of the 1980s, among the 
97 private “business groups” (multi-company establishments) in Taiwan, 75 were 
Taiwanese owned, 13 were in the hands of the Mainlanders, and the remaining 9 
were jointly controlled by both Taiwanese and Mainlanders ( Peng 1989).

The KMT state has been constantly ambivalent towards the Taiwanese big 
business groups, and there has always been an ethnic tension-management between 
the Mainland state and Taiwanese business. There were fears on the part of the 
KMT state of the Taiwanese ambitions for self-determination and independence 
if they were excessively empowered both politically and economically. It was not 
simply speculation to say that in the second ISI phase in the 1970s, an ethnic power 
struggle between the state and Taiwanese economic interests was a consideration 
when the state enterprises were given a dominant role in leading major industrial 
projects. Though the rationale given by the state was that private capital did not 
have enough capability to make the huge investment needed to support accelerated 
industrial expansion in Taiwan, the unspoken reason was that the KMT wished 
to solve its legitimacy crisis and resume its economic domination by boosting the 
state-controlled sector. Behind such a move was the Mainlander state’s efforts to 
continue to exercise strategic direction of the island’s economy vis-à-vis the up- 
and-coming private capital controlled by the Taiwanese business class (Bello and 
Rosenfeld 1990).

An other political mechanism to keep the Taiwanese business class in check 
was through cooption: i.e. by recruiting many rising Taiwanese elites or their
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sons to run for political office. It was indeed a calculated effort in the late 1970s 
to cement the political links between the KMT state and the Taiwanese business 
class. It is highly likely that the political and economic interest will be strengthened 
between the state and the private capital, Mainlander and Taiwanese alike, in 
the 1990s. This is a sign that has been visible since the 1980s. The Taiwanese 
big businesses have been linked with their Mainland counterparts through joint 
investments and positions in the governing boards of trade associations and other 
business organizations (Namazakt 1986). The Taiwanese and Mainlander divide in 
the business circle will be eliminated and they will certainly merge into a powerful 
capitalist interest bloc.

In 1988, the top 100 business groups of Taiwan accounted for 34 percent of the 
total GNP, yet employed only 4.63 percent of Taiwan’s employed labour force, and 
comprised 700-800 firms (China Credit Institute, 1990-1991). The business groups 
have heavily concentrated their investments and business operations in capital and 
technology intensive industries, and they began to enter the financial sector like 
banking and security after the state permitted new banks to be established in 
1991. As in the 1980s when big industrial capitalists emerged in Taiwan’s private 
business sector, a new breed of big financial capitalists will soon be formed by the 
mid-1990s. It is important to point out that behind these new private banks are 
again those powerful interests from the big industrial capitalists who finally merged 
their industrial capital into this newly opened financial sector. In other words, what 
is to be seen is a rising joint economic force of the industrial and financial capitalists 
that will exert even more power and influence in Taiwan’s future political economic 
arena.

The small and medium enterprises

Outside the above powerful state-party-private capital core was the presence 
of a large number of small and medium entrepreneurs. In 1989 there were 773,511 
registered business enterprises in Taiwan, and 97.72 percent of these were considered 
small and medium business, with capital under NTS 40 million (USS 1.5 million) 
and the total assets below NTS 120 million (USS 4.8 million). To make the picture 
more dramatic, 99 percent of all enterprises in manufacturing sectors like food 
products, garments, non-metal furnitures, and printing, etc. were in the hands of 
those small and medium businessmen. They provided about 71 percent of Taiwan’s 
employment, and contributed around 46.3 percent of Taiwan's industrial production 
in value terms. However, they constituted only 26.11 percent of all business sales 
in Taiwan ( Wei 1991). According to the Industrial and Commercial Surveys from 
1966 to 1986, more than 95 percent of all manufacturing units hired less than 50 
employees, 80 percent less than 20, and 70 percent under 10 (Hsieh 1989).
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However, the small and medium enterprises have been the back-bone of Tai
wan’s trading economy, and accounted for more than 60 percent of total exports 
in the 1980s. Taking manufacturing exports alone, they contributed up to 65 per
cent of all these. In addition, more than 70 percent of Taiwan’s small and medium 
enterprises’ total business income was generated from exports.

All the above figures have characterized Taiwan’s small and medium business 
sector very well: they are not just relatively small compared to those big business; 
they are in absolute terms small both in capital, sales, production, and the labour 
employed in individual business units. Yet, as a whole, they provide many more 
jobs than the big businesses, and they are the primary source of dynamism of 
Taiwan’s export economy, the twelfth ranked trading power in the world in 1991. 
Moreover, the very existence of large numbers of small firms with significant capital 
decentralization should be appreciated as one of the major structural reasons behind 
the relatively equal income distribution, at least before 1980.

Obviously, the source of dynamism of small and medium business has been 
their links to the world market. Without this external market connection, the small 
and medium enterprises would not have grown at such a rapid rate, i.e. from 170,000 
in the early 1960s to more than 750,000 in the late 1980s. One of the key policy 
mechanisms provided by the state's EOl to promote the dynamism of Taiwan’s 
small and medium export business was the tariff and tax rebate system. Under that 
policy, the exporters were qualified to gain refunds on customs, duties and other 
taxes for the imports they required for export product ions. This policy mechanism 
also helped to encourage Taiwan's exporters to be internationally competitive.

However, by focusing on this policy mechanism alone, one can 1m; misled into 
believing that the small and medium enterprises have been given special attention 
by the state over the years. On the contrary, they have not been assisted financially 
in any other ways by the state, and they were left alone in their desperate efforts 
to be financed. For decades, the small and medium entrepreneurs had not been 
able to take advantage of the bank credit which went mainly to the state and big 
private enterprises. Only about 30 percent of the loans of Taiwan’s bank system 
went to the small and medium enterprises (Lin 1989). As a result, they were forced 
to be heavily dependent on the informal money market for financial needs. Thus 
the massive and widespread informal financial market was critical to the survival 
and growth of Taiwan’s small and medium enterprises, and provided more than 80 
percent of their financial requirements in the early 1970s (Bello and Rosenfeld 1990). 
Even in the 1980s, the small and medium enterprises still had to rely heavily on 
various informal and private financial sources, such as rotating credit associations. 
However, these had much higher interest rates than the secured bank loans to 
which they failed to get access. According to a study report on the problems 
of Taiwan’s small and medium enterprises, in 1991 more than 40 percent of this 
sector’s financing still came from the private loan market (China Time Evening 
Post, April 5, 1992).
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Clearly, the small and medium enterprises, in sharp contrast to the big busi
nesses, have been peripherialized in the domestic political market vis-à-vis the 
state, even though they have been very active in their pursuit of material gains in 
the world economic market.

The evolving mechanisms of state-business relations

In order to develop a broader yet penet rating analysis of state-business rela
tions in Taiwan's post-war era, one should first identify the relations of the KMT 
state to the market. Also, in understanding the state vs. market dynamics, the 
political nature of the state or regime should first be clarified.

As pointed out briefly in the previous section of this paper, the nature of 
the rule of the KMT regime on Taiwan since the war could best be character
ized as “authoritarian corporatism” . It is authoritarian because the party has 
dominated all political organs and rulers are selected without any due process in
fluenced by popular preference or sentiment . It is corporatist because the state has 
chartered limited, hierarchical and subordinated interest groups in the civil society, 
giving them a monopoly of representation of various occupational or civil interests. 
Therefore, the state has been able to maximize the compliance and obedience of 
civil society under its authoritarian political system.

Such authoritarian and corporatist political rule and control over civil society 
has indeed provided the basis for the KMT state to assume a position of preemi
nence in the economy. Without ignoring the very political arrangements identified 
above, Taiwan's KMT state, in interacting with the economy, has been more than 
a “rent seeking regime”. It did have a set of clear objectives for industrial de
velopment for different phases by employing relevant industrial strategies, such as 
the first ISI, HOI, and the second ISI. To make a more accurate characterization, 
Taiwan under the KMT can be qualified as an “authoritarian capitalist develop
mental state” in which the centralized state is equipped with not only corporatist 
arrangements but. also effective development policies that can secure various eco
nomic development objectives.

The concept of “the governed market” , as proposed by Wade (1990) after 
criticizing the neoclassical economic theorizing of the East Asian formula of the 
state and market relations, is useful and relevant to the Taiwan reality. Wade 
argued that the East Asian economic performance was due in large measure to 
a combination of: 1. very high levels of productive investment, making for fast 
transfer to new techniques in actual production; 2. more investment in certain key 
industries than would have occurred in the absence of government intervention; and
3. exposure of many industries to international competition in foreign markets. In 
this formulation the state- by using incentives, controls, and mechanisms—has
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been able to “guide” or even “govern” market processes of resource allocation so 
as to produce different production and investment outcomes than would have been 
achieved with either “free market" or “simulated free market" policies (Wade 1990). 
The emphasis on the dirigisme of the state in directing or influencing the market, 
however, should not be mistaken for a mere “market repressing intervention". As 
analyzed elsewhere, the most important aspect of such a model of dirigisme is not 
the authoritarian political control that has made Taiwan’s development remarkable, 
but in spite of that political control (Hsiao 1992). Such qualification on Taiwan’s 
state vs. market dynamics is crucial to the further understanding of the state and 
business relationship.

The bases of the KMT state's authoritarianism can be attributed to the 
following structural elements and control mechanisms (Chu 1989):

First, the KMT state has been tightly controlled by a highly coherent ruling 
coalition, with a hierarchy of small Mainlander power elites that rely on the Chiang- 
centered power bloc, and relied on a paternalistic patron-client network that was 
deeply rooted in the party-state structure until the death of the late president 
Chiang Ching-kuo in the late 1980s.

Second, ideological indoctrination has been great and effective and almost all 
cultural and educational media have been tightly controlled by the party state as 
the effective tools for such ideological domination both within the state apparatus 
and in civil society.

Third, the corporatist control employed by the party-state has been very 
widespread and powerful, occupying all organizational resources at different levels 
and realms of the society.

Fourth, the most physical and direct political control of the party-state has 
been the presence of a highly penetrating intelligence system in almost every gov
ernment, military, and social sector.

The above political mechanisms by which the KMT state has aspired to 
maintain and strengthen its rule in Taiwan have had direct and indirect impacts 
on the economy and business as well.

Partly due to its ideological inclination and partly due to practical consider
ations, the KMT has established a material base for its political authoritarianism 
by directly owning a strong state party sector. Over the years, the financial con
nection between the government, revenue and the party establishment has always 
been an open secret. With such material endowments, the state has enjoyed a 
more autonomous position vis-à-vis the private business sector. Moreover, t hrough 
the economic bureaucracy, the state enterprises and the party corporations, the 
KMT regime has effectively coopted and integrated private business elites based 
on very political and differential considerations. The KMT has had absolute power 
in distributing almost all economic resources and profits by means of its policies 
and measures. Since the 1960s, the KMT state has been able to develop a develop
mental coalition with the big private businesses—first of Mainlanders and later of

A cta  Oeconomica 43, 1993



Н.-Н. М. HSIAO: STATE-BUSINESS RELATIONS IN TAIWAN 157

Taiwanese. The exchange of political loyalty and economic benefits and privileges 
has been the principle that has consolidated the state and big business.

Therefore, it is not surprising to find out that almost all big private businesses 
and their founders have one way or another strong ties with the state or the party. 
If not necessarily all political ties, all big businesses have rendered their compliance 
and subordination to the authoritarian developmental state in order to maximize 
their business gains, primarily from the domestic market that was protected by 
the state’s industrial policies. That is why, over the past four decades under the 
authoritarian rule, no big business has ever challenged the state in any political way. 
As pointed out, ethnic tension existed between the Mainlander-controlled state and 
the local Taiwanese-concentrated big business, and for that reason the Taiwanese 
capitalists were even more cautious when expressing any political opinion. They 
were perfectly aware that as long as they did not go overboard to challenge the 
state on political grounds they would be well taken care of by the equally sensitive 
state.

This is not to suggest that the consensual relations between the state and big 
business were based on genuine trust and confidence. Rather the tension between 
the state and business, and within business, has been carefully managed in order to 
avoid any uncontrollable conflict. In addition, though the state’s official position 
was to protect the market for big business, the distribution of special privileges was 
in the hands of the state and the party bureaucrats. Under such a delicate situ
ation, personal connections and networks became very crucial and the cultivation 
of personal trust between business elites and the political elites was essential for 
individual businessmen. The personalized business and state relations have further 
smoothed the potential tensions that could be caused by the overt political control.

Peng’s study of the “quanxi” (relationship, connections, and networks) of 
Taiwan’s big businessmen also found that the personal “guanxi” between the busi
nessmen and the state elites or bureaucrats has been the base for the broadly 
defined political relations of the state with business. This was particularly evident 
among the first generation of big capitalists (Peng 1989). Nevertheless, the long 
lasting state and business relations are imbalanced, with the state in a preeminent 
position. To put it in a more accurate way, the state has exercised “paternalis
tic authority and dominance” over big business, and in this way the dirigisme or 
the resulting governed market was upheld and sustained until the recent political 
transition took place in the 1980s (cf. Cliang 1991).

The other important mechanism that has shaped the paternalistic authori
tarian state-business relations has been the state corporatist control at all levels of 
business associations. Such a corporatist control mechanism was effectively used by 
the party organs directly. Like in many other civil organizations, the party holds its 
respective organs from central to local levels to be responsible for supervision and 
surveillance. Within the private business sector, the national, provincial, and mu
nicipal trade associations were more or less the administrative or even party arms of
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the KMT state. The Department, of Social Affairs of the KMT party headquarters 
has long possessed the decisive power in determining the outcomes in elections for 
key positions in the national trade associations, such as the National Federation of 
Industries (NFI) and the National Federation of Commerce (NFC). Not coinciden
tally, since the establishment of these two trade associations the chairmen have all 
been party members and all have been awarded the post in the Standing Commit
tee of the KMT. Another cross-industrial and sectoral business association, The 
National Association of the Promotion of Industry and Commerce (NAPIC) has 
the same situation. This particular business association, organized in the 1950s, 
has been the forum for the big business elites and key state economic/financial 
officials in the form of monthly breakfast meetings. Again, it has also served the 
party’s political purposes.

The NFI and NFC were in the hands of the Mainland business elites before 
the 1970s, whereas the NAPIC had Taiwanese business leaders in its governing 
body in the early 1960s. In a sense, the NAPIC was considered to be a corporatist 
mechanism for the KMT to integrate Taiwanese business elites (Hsu 1991).

Up until the late 1980s, the three national business organizations have all 
been the effective structures for the state’s mobilization and control over Taiwan’s 
big business sector. The pattern of the state’s monitoring system over business was 
the same at the provincial and local levels. In addition, the tax and intelligence 
branches were the bureaucratic arms to keep business in check when needed.

At the local level, state-business relations added another political dimension, 
i.e. the local political factions. The KMT has employed several mechanisms to 
coopt or demobilize any existing local factions that might present threats to party- 
state rule in the localities. These means all share one common character: that is, 
the distribution of local economic resources and economic rents to the factions in 
a differential way (Chu 1989).

The first mechanism involved the use of arbitrary permission based on polit
ical considerations so that specific factions could dominate certain local economic 
activities like local bank branches, credit and cooperatives, producers’ cooperatives, 
credit departments of farmer and fishermen's associations, and local bus transporta
tion. A statistic has shown that among 89 county-based factions, 81 factions owned 
at least one of the above regional monopoly activities.

The second tool the state used was privilege loans granted by public banks. 
Almost all provincial assemblymen had access to such privilege with the party- 
state’s permission. The third mechanism involved the use of contracts for public 
construction at the local level, and with these the local factions could maximize 
their gains. 'The fourth means was to benefit particular factions with a windfall 
profit under the guise of legal or administrative procedures, such as city planning 
or public infrastructure projects. Many land speculation schemes were in fact the 
common practices by which the local factions and political entrepreneurs could 
engage in exchange with the local or even the central party state bureaucracy.
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The last scheme was one in which virtually illegal economic activities such as ille
gal gambling, dancing and prostitution establishments were protected by the local 
government and party.

One of the political consequences is that those local factions and political 
entrepreneurs at first grew bigger and stronger under the state’s patronage and 
then later became a direct threat to the state’s legitimate rule if the prices were 
not considered right by the factions. Towards the end of the 1980s, the growing 
tension between the state and the local factions and the local economic interests 
had become almost a constant problem for the party, meaning it had to negotiate 
and even comprise at every election. In other words, the clientelism that the KMT 
has relied on to deepen its domination at the level of local politics via economic 
rewards distribution was challenged by the empowered local political entrepreneurs 
when the overall authoritarianism was undergoing a transition to democracy at 
the national level. However, the tension was not necessarily driven by democracy. 
Rather, in most cases, it only reflected the ambition on the part of local factions 
to move for closer to the national political arena.

What happened to those small and medium enterprises that have been, for 
the most part, excluded from the political economic interest bloc that has protected 
the domestic market for big business and local political factions? As discussed in 
great length in the previous section, the small and medium entrepreneurs turned 
to the foreign markets for the economic opportunity and prosperity that existed 
in the world economy. The state policy provided incentives for boosting exports 
and the resulting gains for the export sector. However, it did not offer a delib
erately favourable political environment for any particular enterprise to receive 
special privileges, as it had done with big business. The state also did not develop 
any sophisticated mechanism to integrate the small and medium business into its 
corporatist structure, as it had done with big business. Furthermore, small export 
businesses were not assisted by the state and public banking system when the need 
for finance was great, and all risks in entering the unknown world market were their 
own.

Without any elaborate state support or political blessing, small and medium 
businesses then turned to the traditional networks that existed in families and 
in interpersonal relations in order to get help for their business endeavours. The 
widespread family enterprises within the small and medium business sector, though 
dynamic and flexible in their response to the changing world market situations, 
have been limited in terms of growth and expansion due to the hands-off attitude 
of the state. The results of the small and medium enterprises geared for foreign 
markets have been very impressive. However, this remarkable achievement should 
not be misconceived as proof of the state’s “correct” free market policy on Taiwan’s 
economy. As analyzed in detail above, the state is by no means a free market 
follower in its deliberate intention to govern Taiwan’s domestic market. It has also 
led to what Hamilton has praised—namely, the “strong society model” of Taiwan’s
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state-business relations. In these relations the state has been “letting the people 
prosper” (Hamilton 1988). What should be qualified about Hamilton’s assertion 
are the following:

First, under authoritarian corporatism, civil society in general and business 
in particular have never been strong vis-à-vis the state. Even though the dynamic 
small and medium enterprises later developed into a “strong” private sector and 
were relatively free from the state’s heavy control, this still cannot be taken as a 
supporting evident. It was an unintended result and not the state’s initial inten
tion. Furthermore, in the course of export development, the small and medium 
enterprises were in no way in a position to be termed “strong” in facing the state 
bureaucracy.

If the business enterprise model is used to amplify the “strong” traditional 
networks of family and “quanxi” ties, and to justify the functional aspects of such 
a social and cultural foundation, one still should recognize the fact that the author
itarian and yet paternalistic state-business relations have in fact perpetuated the 
enduring traditional business practice and culture. For both big and small business 
alike, the KMT state has not been notable for its hospitality to business enterprises 
and they have developed a well-justified wariness and a well-honed set of defensive 
weapons to ensure their business survival in an uncertain and unkind political world 
(Redding 1991). Under the political circumstances, the family and the close ties 
are the first and last, resorts, and to the small and medium businessmen the only 
resort for capital needs and management.

Second, the KMT state would let business prosper if the business rendered 
its political loyalty for economic gains. In big business, this is particularly evident. 
The state has let small business prosper from the world market rather than the 
domestic market, as the state has protected the latter for its big business client. 
This “letting small business prosper” in foreign markets is because the state has 
been preoccupied politically with the domestic market and left the door open for the 
politically weak small business to compete in the world economy without the state 
itself carrying the risks. Many small and medium enterprises have indeed prospered 
and made the Taiwan miracle possible, but it cannot be attributed solely to the 
state’s genuine pro-small business ideology or strategy.

The most striking factor in the relations between the state and small and 
medium enterprises has been the lack of political calculation in their interaction, 
unlike the state-big business relations. The small exports manufacturers and firms, 
in their contacts with the state, were more on the bureaucratic, level than on the 
political level, and they have very loose and indirect relations with the state. In the 
eyes of the KMT state, the scattered small scale businesses, oriented to economic 
opportunities outside of Taiwan, constituted very little if not a non-existent threat 
to the regime. Therefore, the state has not paid serious attention to the trade 
associations organized by small and medium entrepreneurs.
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Being alienated from state-political connections, the small and medium enter
prises, for their business survival and development, turned to the other two networks 
for necessary resources. This first is the family (kin) network and the other tie based 
on the “tung” (sameness) affinity, i.e. classmate, co-worker, provincial origin, the 
same local origins, and the same surnames, etc. The other kind of network involves 
marketing links with foreign corporations. The OEM arrangement based on sub
contracting at the local production units has been the most popular link with the 
world markets through US buyers like К mart, Sears, J.C. Penny, H.P, T.l, IBM, 
etc, and the Japanese multinational enterprises. The Japanese marketing firms 
have played crucial roles in arranging and controlling Taiwan’s exports, estimated 
between the range of one third to 50 percent (Lin 1989). The major Japanese trad
ing firms that have operated in Taiwan include Mitsubishi, Marubeni, Mitsui, and 
the Beisei. The profits of the US buyers and Japanese traders from Taiwan’s low 
export product prices have been significant, while the Taiwanese small producers 
have actually gained low profits and have been dependent on the foreign companies 
for world market links.

In other words, beneath the glorified picture of the dynamic small and medium 
export sector, that has been ignored by many official statements and economists’ 
accounts are the marginalized political role of this sector unsupported by state 
credit policy and exploited by multinationals, the self-perpetuation of traditional 
business practices, the dependence on a high-interest informal money market, and 
the self-exploitation of themselves and their families. In the final analysis, under 
the “dual market structure” lies a “dual power structure” in which small busi
ness has engaged in “mutual exploitation” with other disadvantaged groups such 
as farmers and workers. On the other hand, big business and local factions with 
strong economic interests have exerted more and more influence at various levels 
of the state’s decision-making bodies.

The transformation and the future prospects of state-business belations

After almost three decades of authoritarian, paternalistic yet protective state- 
big business relations, the “interests bloc” of the two important political economic 
sectors has been consolidated and deepened in Taiwan's social structures. Behind 
such consolidated state-big business relations were the growing political influences 
of the big business interests on the state’s decision-making processes through direct 
and indirect means. It has been becoming more evident since the 1980s when 
the political liberalization and organized social movements began to take shape. 
It should be added that the increasing pressures placed upon the state by big 
business would be felt anyway as the situation was derived from the spread effect of 
accumulated capital. However, as state authoritarianism has been greatly affected
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by the demands of political democratization that originated from the larger civil 
society, the growing political influences from big business have become much more 
visible and intensified (Hsiao 1992b). In other words, the consolidated state-big 
business relations in the 1980s also witnessed an unprecedented transformation.

The most noticeable indication of the increasing visibility of direct business 
participation in Taiwan’s politics can be found in the growing active involvement in 
national elections of the capitalist class since the 1980s. The increasing seats held 
by the business elites in Taiwan's law-making body, the Legislative Yuan, has been 
most significant. As Kuo (1991) has demonstrated, based on the calculation of the 
class origins of candidates and elected Legislative members from 1972 to 1989, in 
sharp contrast to the working class and the middle class, the capitalist class has 
occupied more and more seats over the past two-decade remained period. Though 
the percentages of candidates with chief employer backgrounds remained stable 
(21-25 percent) in that period, the percentages of elected seats controlled by them 
noticeably increased from 19.4 percent in 1972 to 30.6 percent in 1989. Kuo’s study 
further shows that if the chief employers, the proprietors and other big businessmen 
are grouped together as the capitalist class, then more than 45 percent of the current 
Legislative members represented capitalist interests in 1989. Moreover, there has 
been a great increase of commercial and financial capitalists holding seats in this 
law-making body, while the manufacturing industrialists have remained the same 
without much change. As discussed above, the empowerment of the Taiwanese 
business class has also been reflected in the changing ethnic composition of the 
Legislative members since the 1980s. Finally, the KMT was much more inclined 
to endorse capitalists and big businessmen as party candidates for various elected 
posts in the 1980s.

Moving from central level politics to the local political arena, according 
to Chen’s class analysis of the provincial assemblymen between 1968 and 1985, 
the capitalists and top executives from both private and public enterprises con
stituted as much as 75 percent of all the seats. This further demonstrates the 
over-representation of this class interest even in the provincial law-making process 
(Chen, M. T. 1990). Such observation can also be supported by another calcula
tion showing the occupational backgrounds of both provincial, county, and township 
councilmen who were elected in the 1970s and the 1980s (Chen, S. F. 1988).

Therefore, it is quite reasonable to conclude that under the authoritarian 
paternalistic state rules, Taiwan’s business class (especially the big ones) has been 
fostered greatly in numbers and has gradually been moving towards participation 
at all levels of politics. The big businessmen have concentrated their political in
fluences at the central level, while the local factions with strong business-economic 
links at the local level. As for the large number of small and medium entrepreneurs, 
over the years, they had virtually been excluded from the political process at the 
central level, though some did get involved in local politics. Compared to their
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big business counterparts, the small and medium businessmen were in a peripheral 
position, and t hus outside of Taiwan’s domestic polit ical mainst ream.

With more and more visible and stronger representations at the central level 
of the political decision-making process, big business interests have been further 
protected and even received furt her promotions at the expense of other social and 
public interests. Since the 1980s, a number of the state’s industrial and financial 
policies or laws have been made in favour of big business interests and some have 
even been blocked or deferred under the great influences of those legislative mem
bers working on behalf of the big businesses. The former cases include: the Ministry 
of Economic Affairs’ new policy change (1984) in the code of regulating the textile 
exports. At first this was resisted and later modified extensively in order to pro
tect the vested interests of big textile industrialists; there was also the Ministry of 
Finance’s decision (1989) to recollect the tax on stock exchange profits, which was 
strongly opposed by the “stock legislative members” . Finally the Ministry receded 
by reducing the tax rate from the originally planned 1.5 percent to only 0.6 percent, 
in order not to upset the ever-growing financial capitalists (cf. Kuo 1991).

Other cases include the strong resistance of capitalist interests in the Leg
islative body to the state's decision to enact the Consumer Protection Law, Envi
ronmental Protection Law, Fair Trade Law, and the Environmental Impact Assess
ment Act. Though the Fair Trade Law was finally passed in 1991 after more than 
a ten-year delay in the Legislative Yuan, the other three are still pending as they 
were perceived by many elected capitalists members to be threatening to business 
interests.

Even with the enacted Fair Trade Law, big business interest groups still take 
a wait-and-see att itude. The social-economic objectives of this law are to regulate 
big business practice and to avoid or minimize the social inequality caused by the 
overexpansion of business conglomerates. However, the big business elites believe 
the state companies and party enterprises with heavy state protection and special 
political privileges should be regulated in a more vigorous manner. In other words, 
a certain degree of resentment is shared by the business elites, towards the state’s 
apparent “anti-business" sentiment in enforcing this law. Certainly, such negative 
attitudes are not shared by the larger non-business population.

What has been observed is a seemingly weakened state making autonomous 
policy decisions vis-à-vis the big business interests, and the state has then been 
forced to compromise with pressures coming from the once subordinated business 
sector. The Legislative Yuan, the highest law-making body in Taiwan, has been 
increasingly controlled by many elected capitalist members in making decisions on 
economic and financial matters, due to the fact that the business and capitalist 
interests have almost dominated the Economic Committee and the Finance Com
mittee of this body.
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The liberalization of the authoritarian KMT state, as demanded by the po
litical opposition and social movements since the 1980s, has already transformed 
the state from hard authoritarianism to soft authoritarianism. In the process of 
adjustment of the proper role and function of the state bureaucracy, the old rules 
of the game are no longer useful for the state in trying to govern the civil society 
at large. When the state began to adjust itself to be more responsive rather than 
being domineering in facing various and often conflicting demands from civil soci
ety, the powerful interests groups could usually take more advantages of the state’s 
bemusement at the time. In fact, this has been the case with the transformed 
state-business relations since the 1980s.

To put it more critically, although it was the non-business sector of civil 
society and the opposition in political society that forced the authoritarian KMT 
to liberalize, it has been big business and capitalist interests that have benefited 
financially the most from the political liberalization. Big business was able to 
protect its gains in the domestic market under authoritarian rule; yet, during the 
liberalizing and democratizing episodes, the big business hats again been better 
equipped to exploit situations to either minimize its losses or maximize its possible 
gains. Sadly to say, under both the authoritarian and the democratizing regimes, 
it seems that big businesses could always come out on top.

However, the small and medium enterprises have not been so fortunate in the 
course of political transformation. In the 1980s, the export manufacturers faced 
many internal developmental problems, like labour shortage, rising labour costs, 
and escalating land prices. They also experienced external threats from Southeast 
Asian manufacturers, competition and protectionism from the west, and finally 
their competitiveness has been reduced in the world market further due to the 
valuation of Taiwan dollars since the mid-1980s. The official policies adopted by 
the state to deal with the development problems included industrial restructuring 
of labour-intensive and high-tech industries, diversification of trade in the world 
market, and the transfer of labour-intensive industries from Taiwan to the Southeast 
Asian region. However, these policies have not been able to solve the immediate and 
desperate problems that the small export producers and traders have confronted— 
that is, how their businesses can survive in the short-run. To the small export 
manufacturing firms, the pronounced state polices were at best a long-term solution 
to Taiwan's industrial development, but not a workable and effective remedy for 
their very survival difficulty. In other words, during the bad time since the 1980s 
for the small export manufacturing businesses, the state has not rendered much 
quick and substantial.ive help. They have had to, once again, rely on their own 
efforts to survive.

As they did in the 1960s and the 1970s, in order to take chances in the 
foreign markets for exports, so in the 1980s, they again took risks to explore the 
labour market in Southeast Asia and Mainland China so that they could strengthen 
the chances of their own survival by transferring or expanding their production
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operations there. In Southeast Asia, it is the traditional Chinese network and 
not state assistance that has helped them in their business ventures. In Mainland 
China such trade and investment by Taiwan’s businessmen was legally prohibited 
in the early 1980s. Thus small and medium entrepreneurs risked their property 
and the danger of punishment by the KMT state. They were the first group to 
engage in “unofficial” economic relations with the Mainland. The self-made spirit, 
quick response to new opportunities, and the daring to risk their own money and 
possessions have, once again, helped the small firms get into the “foreign” markets 
outside Taiwan.

In the late 1980s and the early 1990s, the KMT state endorsed—albeit 
reluctantly—a series of more open policies toward Taiwan’s trade and investment 
with Mainland China. The state finally recognized the reality of active Taiwanese 
trade and investment on the Mainland and further modified its mainland policy in a 
pragmatic direction. A cabinet level Mainland Affairs Council was established and 
a semi-governmental Straits Exchange Foundation was formed; both are responsi
ble for future policy-making and implementation at official and civilian levels. The 
Straits Foundation has been established by the KMT to be a mission with “front 
line” contact with PRC officials in dealing with civilian and business disputes that 
have occurred or might occur in the future.

In retrospect, behind the changed Mainland policy of the KMT state, one 
can find the large influence of the big capitalists' initiatives and pressures (Hsiao 
and So 1992). It was only after big business entered into Mainland investment and 
developed vested interests there, and only after they had begun to exert pressures 
on the state through various effective channels, that the state shifted its mainland 
policies to more pragmatic ones. President Lee Teng-Hui, unlike the late Chiang 
Ching-Kuo and his father Chiang Kai-Shek (who both had an anti-capitalist, anti
business ideology) is known for his favourable attitudes toward business and he has 
a list of close Taiwanese big business friends. He has often consulted with them 
on many economic issues, and trade and investment policies on Mainland China 
are certainly the main concerns at present. Beside these direct influences on the 
president from big business interests, the Legislative Yuan has also served as a 
source of pressure on state officials through those elected capitalist members who 
have demanded a more liberal and open system of trade policies towards the PRC. 
The close relationship between the KMT and big business on the Mainland issue 
was also revealed by the fact that many influential capitalists made donations to 
the Straits Exchange Foundation and served as board members.

The small and medium enterprises initially opened the Mainland market at 
their own political risks and made the profitable reality known to big business, and 
later big business followed with greater financial and political power. Under the 
more flexible Mainland policies, though the small manufacturers have also bene
fited, they now have to face competition from their fellow big businessmen on the 
Mainland for labour and raw materials. These can easily be taken away by the
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financially powerful big business operations. Furthermore, they are also worried 
that their existing privileges to do business on the Mainland by informal means, 
like many back door tactics, may disappear once the communication and relations 
between the two sides are officially institutionalized as having been actively pushed 
by big business interests.

It is someties heard that some Taiwanese manufacturing investors in southern 
China have either been killed or kidnapped for financial-related reasons and that 
what the state in Taiwan could do to help or to prevent such things was limited 
due to the unclear political relations between the two sides. So there are some 
“self-reliant mutual aid associations” organized by Taiwanese small and medium 
businessmen in different localities of southern China, where Taiwanese capital is 
concentrated (China Times Evening Post, March 17 1992). What has been seen 
about Taiwan’s small and medium entrepreneurs, is that the struggle for survival 
over the past three decades of exports drive has been constant and persistent. With
out any significant assistance or special privileges from the state, the Taiwanese 
small business have survived various crises, and they have done it by themselves. 
They could not, as the big businessmen have usually done, ask for help from the 
state authority. Constrained or inspired by the unfavourable state-small business 
relations, they had to be prepared for any possible crisis internally or externally. 
They were in no position to exert any substantiative pressure on the actions of the 
state, either on individual capacity or through collective action. By and large, for 
most small and medium enterprises, political liberalization has not so far improved 
their bargaining positions vis-à-vis the state power in any direct manner.

One should not, however, evaluate the overall impacts of Taiwan’s political 
transition from authoritarianism by looking at its repercussions on the state’s re
lations with business. The weakening autonomy of the state’s economic and social 
policy-making in facing strong and organized pressures from big business interests 
has caused some alarming signs. 'Го many concerned critics, the transformed state- 
big business relations favour the latter and, at the expense of the general public 
interest, these have indeed been the crucial factors in the worsening the social in
equality in Taiwan since the 1980s. This is not to suggest that the pre-liberalization 
state-business relationship was a better one. It simply points to the problem that 
the state has been trapped in the political-economic setting that it created itself in 
the past, and the costs incurred were then transferred to the society as a whole. The 
state, in its intention to bring back big business under its patron-client arrange
ments, has not only made concessions to big business interests in various policies, 
but has also engaged in a number of aggressive actions to win back the support 
and political loyalty of business.

Since General Hao Ber-Chung took the power as premier in the middle of 
1990, there has been a compromising political power distribution of the intra-party 
struggles between reforming and conservative factions and between Taiwanese and 
Mainlander ethnic lines. The state has started to take tougher positions in re
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sponding to the demands from social movements— such as the labour movement 
and environmental movement that have had threatened business interests. Crim
inal codes were applied to suppress the activism (brought about, by the mobilized 
civil society) expressed in the form of organized social protests.

Second, in order to win business confidence, the state insisted that it go ahead 
with the controversial industrial projects that have been objected to and effectively 
halted for some years by the opposing environmental groups and local residents. 
The typical examples are the questionable industrial zone in central Taiwan, the 
China Petroleum Company’s construction of the fifth Naptha Cracking Refinery 
in the South without having solved the serious pollution problems already caused 
in the local community, the Formosa Plastics Group’s planned new petrochemical 
refinery in the Southwest coastal area, and the most debated fourth nuclear power 
plan to be constructed by the Taiwan Power Company in Northern Taiwan. All 
these actions represent an attempt to strengthen state power and to develop a new 
developmental coalition with big business.

Third, in mid-1991, the ambitious Six Years National Construction Plan was 
launched by the premier with a total budget of NT 8 trillion dollars (about US$ 320 
billion dollars) with dual political-economic purposes— i.e. to strengthen Taiwan’s 
links with foreign capital and to further tighten up big business political connections 
with the state by sharing this newly created economic pie.

Fourth, in a politically more direct way, the party state began to search for 
a new coalition with the rising business elites who are either the successors of the 
well-established big business or the emerging successful entrepreneurs in various 
business sectors, including a few important electronic and computer manufacturers 
and exporters. The newly organized fourth cross-sectoral business association, the 
Association of Industrial and Commercial Development (A1CD) is a good case in 
point. The members were hand-picked participants in a KMT-sponsored business 
leaders training programme. The AICD is quickly emerging as an organized col
lective force on behalf of the rising business elites, in addition to NF'l, NFC, and 
NAPIC. The lat ter are st ill cont rolled by the elder generation of business leaders. In 
a sense, the A id )  can be viewed as an organized forum by the younger generation 
businessmen, enabling them to compete with the older ones for political influence. 
Since the AICD has many successful medium exports businessmen as members, 
it can also be seen as a move to cultivate the domestic political market that has 
long been dominated by the big business establishments. The party-state, on the 
other hand, certainly sees it as an opportunity to use it to check the over-powerful 
big business interests. It is therefore important to see how the AICD will interact 
with the state power and how it, would shape the future directions of the already 
changed state-business relations.

Fifth, beside the attempt to develop a new alliance with the new business 
elites, the state also tried to restrengthen its political control over business by 
expressing its disapproval towards some business support for the opposition Demo-
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cratic Progressive Party (DPP) and its activities. In a speech to a group of impor
tant business leaders in September 1991, Premier Hao warned his business audience 
in a rather coercive tone not to support the DPP-backed Taiwan Independence 
movement. Though such an overt political statement was later severely criticized 
by the DPP and public opinion, the intention behind such a political move cannot 
be ignored.

So far, the increasing political capital possessed by big business has helped 
it in its accumulation of economic capital during the course of political transition 
from authoritarianism to democracy. However, it has further weakened the KMT 
state’s relative autonomy vis-à-vis civil society. Yet the state, in responding to 
such an unprecedented challenge, has shown its biased attitudes by conceding to 
big business interests on the one hand, and by repressing the demands for further 
social and economic reforms made by the social movement sector in the civil society, 
on the other hand. It may be unfair to say that the liberalizing state has not 
relaxed its control over civil society. By lifting various bans on civil organization, 
the press, and specific religious organizations, the state has responded to demands 
for liberalization from society and has tried to be more responsive to the needs of 
various segments of the general public. However, what is at issue here is not the 
mere softening of the tight control on the society, rather it is whether or not the 
state has redirected the source of its political legitimacy to more broader and more 
democratic bases. Essentially, the transition to democracy requires a reorganization 
of the overall state-society relations in a more balanced and egalitarian direction.

In this sense, the liberalization of the authoritarian KMT state was exploited 
by the transformed state-business relations in order to expand the political and 
economic interests of big business and not for general well-being and social justice. 
The new kind of state-society relations have not yet been institutionalized and, 
unfortunately, the state has not shown any definite sign to move in this direction. 
Instead, the state took a different direction in still narrowing its political base in 
the business sector by either restrengthening its ties with big business or extending 
its coalition with the newly emerging business elites from the export sector. The 
even more crucial task and challenge to establish a genuine democracy in Taiwan 
by institutionalizing the broadened bases in the resurrected civil society certainly 
has not been met by the seemingly weakened state.

The emerging social movements, despite their primary objectives aimed at 
political liberalization, in calling for more social equality and economic justice, 
could serve to prevent the weakened state from being charged by the increasingly 
powerful big business interests. In other words, the emerging social movements not 
only just press the state to loosen its control over society, but also demand that the 
state redirect its class and sectoral coalitions. The state could, in a way, develop 
a social coalition with the social movements as a backing to reshape its distorted 
relations with big business interests.

Acta Occonomica ^5, 1993



Н .-Н . М . HSIAO: S T A T E -B U S IN E S S R E L A T IO N S IN T A IW A N 169

The crucial tasks before the KMT state at present are to learn immediately 
and thoroughly the new reality. To organize and accept the irreversible trend to
wards democracy should be a precondition to the reformers within the political 
centre in order to generate popular support and even to accelerate further democ
ratization. As for the future state-civil society relations, the state should identify 
the new social interest groups that have emerged in the different social movements, 
and readdress the existing corporatist structures that have long been the licensed 
representational monopoly within their respective social groups such as farmers, 
labourers, intellectuals, business and others. The existing limited number of hier
archical and subordinated corporatist structures inherited from the previous au
thoritarian rule have been more and more alienated from their constituencies and 
have even become a target of opposition. Recognizing the new elements and social 
forces in the different sectors of the mobilized civil society is to accommodate the 
demands from the social movements and to actively engage in a societal transition 
from “authoritarian corporatism” to “democratic corporatism” . In such a model 
of state-civil society relations, though the state does not assume a unified state 
direction and control, it can assume a more autonomous position without being 
manipulated by one particular dominant class or a powerful interest group.

This seems to be the most desirable prospect for the future model of Taiwan’s 
state-civil society relations, of which the state-business relationship is an integral 
part. To envision such a prospective model, new government agencies should be 
established, the old agencies should either be expanded or reorganized, and a new 
style of bureaucracy should also be fashioned. By so doing, the state can then 
effectively respond to the increasing social demands and interest articulation from 
the broader civil society and not just the big business class. Thus it can make it 
compatible with long-term political democracy and social justice for the society as 
a whole.

Only after this task or challenge is fulfilled and met by the state, can the 
internationally praised political liberalization be firmly guarded and lead to bona 
fide democracy in Taiwan.
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COMMENTS AND CRITICISM

THE POLITICS AND ECONOMICS OF REFORM 
REFLECTIONS ON JÁNOS KORNATS NEW BOOK

W .BRUS

1.

János Komat has a well established—front—place in the world of scholarly 
analysis of the communist economic system, and his latest book (Kornai 1992) 
adds considerably to this stature. It does so not merely by bringing together, 
refining and carefully structuring all what the author contributed to our knowledge 
of the anatomy and the physiology of the socialist economy in the past, but also by 
presenting important new insights into the operation of both the “classical” version 
and of the reformist attempts of “shifting from the classical system” . Foremost 
among these new insights is the inclusion of the political factor into the economics 
of socialism in a way that makes it a part and parcel of the economic analysis, 
reflecting the real role political power plays in real life of “real socialism”, i.e. in 
countries ruled by the Communist parties. In this respect the book lives up to its 
subtitle: it is a genuine political economy of Communism.

As the author tells us in the Preface, he began writing the book when “power 
in the countries of Eastern Europe was still in the exclusive hands of the Communist 
party” , and was ending it in the spring of 1991 when Eastern Europe was fully 
immersed in postsocialist transformation, while the mighty Soviet Union was soon 
to disintegrate. In other words, the book was written in the course of probably 
the deepest and swiftest metamorphosis of the systemic and international scene 
even our eventful century has seen. And yet Kornai—firm in his belief in the 
value of positive (as opposed to normative) approach to the analysis of economic 
systems—keeps his distance from the current problems of transformation: not only 
there are no “prescriptions" how best to guide the former communist economies 
into the unfamiliar world of the market and private property rights, but even the 
problems faced are pushed aside as a matter of principle, except very brief sections 
( “previews”) at the end of most of the chapters of Part Three (“Shifting from the 
classical system”) which register the legacy of the communist past and in this way 
map out some of the starting points of postsocialist transformation. This means 
that the dynamic aspect of the socialist system, its propensity to change or lack of 
it is discussed mainly within the confines of reform.

Kornai has displayed profound scepticism with regard to the ability of reform 
to produce an essential cure for the “classical" socialist system's ills in his previous
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writings, especially in the article about the reform process in Hungary (Kornai 
1986). In the present book the analysis of reform goes much further, both in 
width and in depth. As far as the width (scope) is concerned, it is not limited to 
Hungary (and implicitly, to the likes in Eastern Europe) alone, but covers the entire 
spectrum of “real socialism”, including the Soviet Union under Gorbachev, and— 
most significantly—China. As far as the depth is concerned, the reform is submitted 
here to the full Instrumentarium developed in the course of theoretical scrutiny 
of the “classical” system: the five blocks of its cardinal features (power, state 
ownership, bureaucratic coordination, soft budget constraint, shortage and closed 
economy), with the main line of causality running from the higher to the lower 
placed ones (in diagrammatic presentation—from left to right, see p. 361). Thus, 
block 1—“Undivided power of the Marxist-Leninist party; Dominant influence of 
the official ideology”—is decisive: “The prime factor that brings the other system- 
specific phenomena about is the undivided power of the Communist party imbued 
with its specific ideology” (p. 361). Kornai carefully distinguishes between reform 
and two different courses of action which are often presented under the same name: 
on the one hand, a reform (“genuine reform”, “true reform”) is more than merely 
attempt at “perfection” of control—trying to make the same mechanisms operate 
more efficiently, for instance by reorganization or computerization; on the other 
hand, reform, changing some essential features of the system, aims at preserving 
the fundamentals: “1 term a reform any change that permanently and essentially 
alters at least one basic attribute of at least one of blocks 1, 2, and 3 (political 
structure, property relations, and coordination mechanisms), but without taking 
the system out of the family of the socialist system... When the most radical change 
possible occurs in the deepest link in the causal chain, the political structure— 
when the Communist party’s monopoly of power is broken—the change “crosses 
the Rubicon”. It is not a reform any more, but a revolution” (p. 388).

Kornai's verdict on reform (in the strict sense) does not change after x-raying 
it thoroughly with all his theoretical instrumentarium. The concepts of a reformed 
socialist system, particularly “market socialism” which attempts to combine market 
coordination with dominance of state ownership, display a degree of incoherence 
which disqualify them not only as designs of “third road” systems (neither “classical 
socialism” nor capitalism) but even as a relatively stable and successful transitory 
stage: liberalization is not consistent and does not develop fully, revival of pri
vate sector takes place only in a narrow segment of the economy, the coordination 
mechanism changes from direct to indirect bureaucratic coordination and not to 
the market one, etc. The consequence of the reform process is actually an increase 
in macroeconomic tensions, if not immediately so after some time: “Sooner or later, 
even in the relatively most successful reforming countries, t he trend of improvement 
is broken, and in the less successful ones it never really develops” (p. 560). All in 
all, the results of the examination are taken as full corroboration of the proposition 
put forward at the very outset: “The book's ultimate conclusion on the reforms
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is a negative one: the system is incapable of stepping away from its own shadow. 
No partial alteration of the system can produce a lasting breakthrough. For that 
a change of system is required” (p. xxv) Moreover, the reformist experience up to 
now provides a practical test of soundness of the general theory of the socialist 
system, fis presented in the book, because it “confirms the theoretical statements 
made about the main line of causality” (p. 569).

2 .

The strength of Kornai’s reasoning and conclusions is undeniable. It has been 
acknowledged by most of the “naive reformers” , as Kornai called them in his 1986 
article cited above, this reviewer including (Brus 1989). In the European “people’s 
democracies” reforms have failed one after another, and the conclusive shift to a 
market economy began only after removing the Communist parties from power, 
i.e. after a political revolution. The most spectacular case of the same sequence 
turned out in the mother-country of Communism—in the Soviet Union—where the 
march towards the market economy started in earnest only after the failure of the 
August 1991 coup. So, it would seem there is nothing what a reviewer could do but 
to acclaim the conclusions, the underlying analysis and the theoretical apparatus 
used for this purpose. And yet I feel some degree of discomfort when trying to put at 
this point a full stop to my assessment of Kornai’s book. What bothers me are two 
interrelated problems: how sharp is in all cases the dividing line between economic 
reform and revolution, and how legitimate is the unlimited generalization of “the 
main line of causality” , particularly the proposition that any real shift away from 
the “classical” system must start with liberalization (reform) or complete overhaul 
(revolution) of the political structure? My impression is that the dividing line 
drawn as universal in the book is too sharp, and that the generalization concerning 
the role of the political factor should not go unqualified.

In both points the experience of China seems to me of particular significance, 
although the Hungarian pre-1989 reform process might also be regarded as bland- 
ing the division somewhat (Kornai acknowledges its role in preparing the ground 
for the resolute, revolutionary move to a market economy); if not for the tragic 
cast of its disintegration, Yugoslav reform in itself equally unsatisfactory as the 
Hungarian would have probably become a similarly positive preparatory stage. 
But the Chinese case clearly stands out.

Block 2 property—is of particular interest in this respect. The fact that the 
reform began with a fundamental change in property in agriculture—privatization 
in anything but name is well known, and its significance for the overall mar- 
ketization of the economy bearing in mind the weight of peasant agriculture in 
China is commonly acknowledged, particularly when it became soon accompanied
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by lifting most controls over prices, as well as over the structure of production and 
sales (gradual elimination of quotas). Perhaps less known, although awareness of it 
is growing rapidly, is the scale of development of non-state enterprise sector outside 
agriculture, particularly in the countryside and in small towns (township/village 
enterprises), but also increasingly in urban, including metropolitan, areas. These 
enterprises are mostly collectively owned, although there are among them also 
straightforward private enterprises, as well as mixed ones (the state as co-owner), 
and of course joint ventures with foreign capital. The size of this sector (mea
sured by output and employment) has grown over the period of reform (since 1979) 
much faster than the state sector’s, resulting in constant increase of its share in the 
national economy: in 1989 the share of the non-state sector in total employment 
outside agriculture weis estimated as 58%, and it accounted (1990) for 45% of total 
industrial output, and 60% of retail sales ( 1988).1 Since then the specific weight of 
the non-state sector outside agriculture grew further. This sector would probably 
be refused the name “private” by purists, but it behaves predominantly like private 
business, and it exerts an enormous “marketizing” influence on the economy as a 
whole. Taken together with the decisive change in agriculture, as well as with the 
ownership consequences of the “opening to the outside world” , can it really be still 
maintained that in this case of a reforming economy the “upheaval in ... property 
relations” takes place “only in a narrow segment” (p. 566)?

How does this affect Block 3 — p r i n c i p l e  of coordination, bureaucratic versus 
the market one? Kornai, rather curiously, confines the discussion of this point 
(including explicitly the Chinese case) “solely to the public sector" (p. 479). Indeed, 
the state sector in China has remained intact as far as the ownership question 
is concerned. No “privatization from above” (transfer of state enterprises into 
private hands) has occurred, so far, in China, and it does not even appear until 
now (end of 1992) on the official agenda of furt her reforms. Many of the familiar 
features of the situation of state enterprises under a command system are still 
present: job security (hence overemployment), responsibility for providing social 
services, numerous aspects of “soft budget constraint” (subsidization, bailing out 
of loss-making firms etc), prevalence of bureaucratic appointment of managers. 
All this obviously brings about the familiar headaches of low efficiency, pressure 
on the budget, bargaining for resources, and other negative phenomena. On the 
other hand, however, significant changes took place also here, reflecting the overall 
marketizing trend and contributing to its assertion. I have in mind in the first place 
the so called “dual track” system whereby target planning and state allocation of 
resources is preserved for a given limit of product ive capacity, while “above quota” 
output is freed wit h regard to the direction of sales, sources of supply, and—most 
importantly—pricing. It may be surprising for some what scale the proportion

1 Figures for the share in employment are from Wood (1991); for industrial output from McMil- 
land and Naughton (1992); for retail sa les from Lardy (1991).
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of the liberalized sphere of the state sector reached: by 1989 34% of output of 
finished steel, 49% of coal, 51% of trucks, 78% of metal-cutting tools, 88% of 
power-generating equipment, 61% of tractors (Wood 1991). Needless to say, the 
“dual track” policy has not eliminated the usual weaknesses of the state sector 
mentioned above, and has inevitably created new problems by opening the door 
to corrupt exploitation of the clash between two different principles of operation. 
Nevertheless, on balance it has fostered the cause of marketization: in the short 
term—because it injects some dose of business behaviour into the management of 
state enterprises without waiting for change in ownership structure and without 
threatening to produce major social tensions by abrupt cessation of all forms of 
“paternalism” which could inter alia lead to massive surge in unemployment; in the 
long term because it paves the way, both ideologically and practically, towards 
full subordination of the present state sector to market coordination.

Apart from the “dual track” , a major (some would say the major) role in 
marketizing the state sector is played by foreign economic relations (continuous 
extension of the right to trade directly, production joint ventures and financial 
partnerships), as well as gradual broadening of the sphere of enterprise investment 
activity (genuine—not formal), participation in the fledgling capital markets etc. 
The case of Shougang Corporation (large steel company at the outskirts of Beijing) 
is perhaps still unique (full autonomy not only over output, sales, prices etc. but 
also over investment, including foreign acquisitions—the company bought a 51% 
stake in a major Hong Kong steel distributor, as well as a converter steel making 
plant in California), (Financial Times 1992) but it shows the trend which brings 
full-fledged market mechanism into the hard core of the economy, and not merely 
to “special economic zones”.

In spite of all this, I would probably still hesitate to claim that the Chi
nese economy has already switched over from bureaucratic to market-coordination. 
But I would also (this time firmly) refuse to accept in this particular case Kor- 
nai’s generalization that a reform can achieve only a change from direct to indirect 
bureaucratic coordination. The author’s statement to this effect in the book re
viewed (p. 488) is consistently limited to the public sector, which may be formally 
correct even for the present-day China, but it seems hardly illuminating for an 
overall assessment of the reform process. In my view we face here a case in which 
the distinction between reform and revolution in the economic system becomes 
increasingly blurred.

Also in respect of the increase of macroeconomic tensions the Chinese reform 
process seems, so far not to corroborate Kornai’s predictions. Of course, they were 
up’s and down’s over the period in question, and from time to time the danger 
of overheating the economy became quite serious. But the destabilizing factors 
were not allowed to get out of control, the official inflation rate did not exceed 
18% for any one whole year since the beginning of the reform drive, and even al
lowing for the usual distortions, the “true” rate of inflation hardly ever climbed
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at its peak above the 25 30% per annum—a far cry from the Soviet and Euro
pean rates; the same can said about control over foreign indebtedness, and—most 
remarkable—about the ability to avoid “dollarization" of the money circulation, so 
typical for economic destabilization. At the same time all major indicators (growth 
of GDP, investment, foreign trade etc.) point—again, usual qualifications as to 
the reliability of the statistical data notwithstanding—invariably to strong, even 
exceptional dynamism, accompanied by unmistakable improvement in living stan
dards of the population. Admittedly, one can never be sure of the future, but by 
now—after almost a decade and a half since the start of the process—there are no 
signs of the economy exhausting the initial boost to performance and entering the 
downwards stage; if anything—the opposite seem to happen, the deepening of the 
systemic changes and improvement of economic performance fuelling each other. 
1 am aware that some special factors may be at play in the Chinese case, but (i) 
special, country-specific, factors operate everywhere, and (ii) the intention of my 
remarks is not to deny the validity of the book’s conclusions on the matter of reform 
and revolution, but to open to question their universality.

3.

The same applies to the second point of my discussion: the proposition that 
real changes in the economic system are pre-conditioned by political liberalization. 
I must stress here that by challenging the universal validity of this proposition 1 take 
issue not only with János bornai, but with myself as well: in numerous writings 
I argued (along with most other East European reformers) that no meaningful 
change can occur in the socialist economic system without political pluralization,
i.e. breaking up the power-monopoly of the Communist party (Brus 1980). As 
mentioned already at the beginning of the preceding section, the events of 1989/91 
in Eastern Europe and in the former Soviet Union appear to have fully vindicated 
this argument. And yet, not all seems quiet on this front ...

Problems mount with particular intensity when one compares the develop
ment of reform in the Soviet Union (it existed then, so the adjective “former" can 
be dropped) under the Gorbachevian “perestroika” with that in China, bornai 
seems to neglect the differences between the two, or at least to regard them as 
not significant enough to merit emphasis and special scrutiny: “Just as the so
cialism of Stalin, Mao Zedong, and Rákosi is existing classical socialism, so the 
reform socialism of Tito, Kádár, Deng Xiaoping, Gorbachev and Rakowski is exist
ing market socialism” (p. J80). According to argument above, “market socialism” 
of Gorbachev clearly differed from that of Deng Xiaoping in terms of economic ef
fects, the former corroborating to the maximum bornai’s expectations of increased 
macroeconomic tensions, the latter foiling them perhaps with equal strength, so far.
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But the most telling, and from some point of view -the most disturbing aspect 
of the differences in depth, consistency and effects of the reform process in the two 
economies is that they were inversely correlated with the postulated changes in 
the power-block 1: “Perestroika” , after some initial hesitancy in the first year of 
Gorbachev’s general secretarship, actually started from the political liberalization 
end, and made real progress mostly in this very sphere, while marketization and 
privatization of the economy remained largely on paper or in the state of grow
ing confusion. In contrast, the Chinese political system remained basically intact 
throughout the reform period, sometimes even reversing the expected direction of 
change while the economy was being pushed further along the reform track (cases 
in point include the dismantling of the “Democracy Wall” in 1979, the campaign 
against “spiritual pollution” in 1983, as well as the intensification of the market re
form after the 1989 Tiananmen-square massacre). It looks therefore that, at least 
on the basis of the evidence available so far, the proposition of incompatibility 
of economic system reform with political totalitarianism in which the Communist 
party leadership remains the sole repositary of ultimate power, cannot be taken 
for granted. I don’t think it appropriate in the format of a review article to con
sider a stronger point of the “perestroika”- Chinese reform comparison, namely the 
possibility of the Communist power monopoly ( “mono-archy”) making a positive 
contribution to marketization; it is a complex issue, but the different degree of 
ability to cope with similar kind of macroeconomic tensions in the Gorbachevian 
Soviet Union on the one hand, and in the reforming China on the other may make 
the revision of the conventional wisdom here quite plausible.

Once again the reservations related to special circumstances should be kept 
in mind, particularly in this instance the enormous gap in the developmental levels 
between the Soviet Union and China at the start of the reform process. However, 
apart from the usual difficulties to reconcile the specific and the general already 
mentioned, it is worth stressing that the Soviet Union China comparison should 
not be regarded, in my view, as just ordinary cases on a par with all the other ones. 
We deal here with t wo giants of communism—of great weight on a world scale not 
only because of their size and power, but also because the communist revolution 
there could claim strong endogenous roots, unlike Eastern Europe where it was 
basically—perhaps with partial exception of Yugoslavia—imposed from outside. 
That is why the interaction between economics and politics of reform in these two 
countries seems to have much greater relevance for establishing (or not) regularities 
of the move away from the “classical system” than elsewhere.

One crucial point must be clarified at this stage of our discussion of some of 
Kornai’s propositions concerning the relationship between politics and economics 
of reform: what is actually the deepest layer of causality, the ultimate core of 
block 1 which supplies the “genetic program” for bringing the socialist system into 
being, and whose modification is indispensable for deep, radical and persistent 
change in the whole organism (pp. 568-69)? In the general theoretical presentation
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(chapter 15) and throughout almost the entire hook the two components of block 
1—undivided power of the Communist party and the dominant influence of the 
official ideology -appear jointly, inseparably like Siamese twins, and the reader is 
given a firm impression that the official ideology is that of construction and later 
at least preservation of the “classical system". But in chapter 24 (concluding re
marks on reforms) a possibility of some kind of separation seems to enter the scene: 
“So long as the Communist party is in power, the system can move away from the 
classical system if the party makes the alteration itself, or at least tolerates it. It 
then co-opts the change into the system’s official ideology, or makes an ideological 
concession and ignores the phenomena that conflict with its ideas” (p. 565). A few 
pages later: “A considerable change must take place in the thinking of the Com
munist party leadership before it can bring itself to make an appreciable departure 
from the classical system, or at least resign itself to such a departure taking place” 
(p. 570). Should such separation be incorporated into the “causal chain” , our entire 
topic of dispute would simply disappear because the possibility of real change in the 
economic system would depend not on the change in the political structure (liber
alization, democratization, pluralization—whatever term looks more appropriate) 
but on the change in the Communist party's ideology or strategic thinking. Thus, 
if—as it seems to be the case—the Chinese Communist party became persuaded 
(or cajoled) by Deng Xiaoping and his associates that in order to preserve the 
“undivided power of the Communist party" it has to embark upon another “long 
march” , this time towards a fully fledged market, perhaps even capitalist economy, 
only verbally veiled by the slogan “socialism with Chinese characteristics”—little, 
if anything, is left of the “undivided power of the Communist party” as an unsur- 
mountable obstacle to profound change in the economic system.

Of course, a powerful line of defence still remains: can the relatively successful 
marketization under a totalitarian polity be extrapolated into a longer term future? 
A number of reasons for doubts may be advanced here: Will the party-state recon
cile itself to continuous shrinking of its authority over the economy? Will the rule 
of law (Rechtsstaat), indispensable inter alia for establishment of property rights, 
be compatible with the “leading role of the party”? Will the social consequences 
of cont inuing marketization not force ultimately a pluralistic transformation of the 
political system? These, and similar ones, are legitimate questions, but they go 
beyond the framework of the positive theory developed in János Kornai's book.

Oxford, November 1992
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REVIEWS

FOREIGN ECONOiMIC LIBERALIZATION IN EAST-CENTRAL 
EUROPE: THE EXPERIENCES OF POLAND AND THE CZECH 

AND SLOVAK FEDERAL REPUBLIC*

L. G. TÓTH

In the programmes of economic transformation in the post-communist coun
tries, liberalization of foreign trade plays a major role. In this respect, as well 
as in other aspects of systemic changes, the three East-Central European coun
tries (Hungary, Poland and the Czech and Slovak Federal Republic) have made the 
greatest progress.* 1 In the following study I intend to review the most important 
issues related to economic opening in Poland and the CSFR, as derived from the 
experiences of the past 2 -3 years. Lessons to be learned from such experiences will 
be analyzed. Furthermore, I shall attempt to interpret the differences among the 
Polish, Czechoslovak and Hungarian experiences, and draw conclusions which are 
relevant for Hungarian economic and foreign trade policies.

Foreign economic liberalization in Poland and the CSFR show many similar
ities with regard to the basic philosophy—and the character—of applied measures 
as well as the dynamism and fluctuations of liberalizing and protectionist endeav
ours. Nevertheless, considerable differences can also be found in the liberalization 
practices they have applied. The reasons for this can in part be traced back to 
the differences which characterized the macroeconomic position and internal and 
external balance relations of the two countries when liberalization measures were 
first implemented.

Another key difference was that the Polish programme of high-speed, dra
matic, “shock therapy” was unprecedented in the economies in transition. Thus, 
economic policymakers in the CSFR had the opportunity to learn from the Polish 
experience (in addition to experiences of other countries).

*1 am indebted to Bart W. E dts  and Gábor Oblath for helpful com m ents on an earlier draft. 
All responsibility for remaining errors is mine.

1 Excluding the ex-GDR. For brevity’s sake, the Czech and Slovak Federal Republic is referred 
to as the CSFR throughout this study. Antecedents and major problems of foreign trade liberal
ization in Hungary are discussed in detail by, e .g ., Gars  (1991); O blath (1991); Édes (1992).
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Poland 1990 1992

The Polish economic policy reform programme was spelled out in autumn 
1989, after the ambiguous change in the political system. The programme was 
crafted with the collaboration of western economic experts (e.g., J. Sachs2) and 
of international organizations (such as the IMF). The economic programme con
sisted of two parts: macroeconomic stabilization, and a reform package intended 
to develop the institutional system and the legal and organizational framework of 
a market economy. One key aspect of the latter part of the programme was the 
liberalization of the domestic economy and foreign trade.

The elaboration and implementation of the programme early in 1990 took 
place in the midst of extraordinary internal and external disequilibria. The slow 
economic decay of the previous several years dramatically accelerated in 1989. Hy
perinflation erupted (prices increased by 636 percent between December 1988 and 
December 1989); the national currency (zloty) became completely worthless and 
was forced out of circulation; commodity shortages spread rapidly; and growth of 
black markets accelerated unchecked. All of this threatened the '‘official” economy 
with complete collapse. The country, practically a decade since the first reschedul
ing, paid only a portion of its debts, and was unable to obtain loans on the inter
national money market. New credits were only extended by western governments 
and international financial organizations to whom 70 percent of the earlier debts 
were owed. Gross debts amounted to 40 billion dollars at the end of 1989.

The available instruments of short-term economic stabilization are well-known 
as they had been tested in practice by several hyperinflation-stricken countries. 
(Corieelli and Roclia 1991; Halpcrn 1991) In Poland, these included: a sharp de
valuation of the currency; fixing of the exchange rate; curtailment of money supply; 
and a sharp reduction of budgetary expenditures.

Parallel with the introduction of stabilization measures, large-scale and rapid 
economic liberalizat ion also took place. This liberalization, virtually unprecedented 
on an international scale, included the following steps:

— introduction of internal convertibility of the zloty;
— establishing foreign-trade and other commercial activities as a legal right;
— considerably narrowing the scope—and, in the case of imports, practically 

eliminating the applicability—of foreign trade licensing (import liberalization);
withdrawing the vast majority of export and production subsidies;

— (as a result of the foregoing) applying import customs duties as the main 
instrument of market protection.3

2See, e.g., Li-pton and Sacks (1990).
3In addition to custom s duties, im ports also faced a non value-added type turnover tax applied 

in Poland. However, since this was im posed also on dom estic products, it cannot be considered a 
market protecting measure aimed at imports.
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Foreign trade liberalization was accomplished by the radical liberalization 
of domestic prices, ending certain subsidies, etc. The whole economic package 
enjoyed the support of the IMF and of western governments. The former extended 
a 700 million dollar loan for building up the foreign exchange reserves, and thus to 
mitigate the expected pressure on the balance of payments. The latter created a one 
billion dollar stabilization fund to support convertibility of the zloty. In addition, 
western governments granting credits to Poland (i.e., members of the Paris Club) 
agreed to reschedule the principal and interest payments due up to March 1991 on 
Poland’s 28 billion dollar outstanding debt.

It was expected that the measures of economic liberalization would stabilize 
the macroeconomic situation and in the process encourage market-oriented adjust
ment by enterprises. In this context, liberalization of foreign trade—linked to the 
introduction of convertibility—was destined to elicit changes in the behaviour of 
enterprises by the reduction of costs, manifested in the broadened purchasing pos
sibilities. Liberalization also was expected to increase competition on the domestic 
market, and in the process force companies to become more efficient.

One of the characteristics of Polish economic opening to the world was that 
termination of the vast majority of quantitative restrictions (QRs) was not con
nected with a clearly sensible (transitory) raising of customs duties.4 High (40 
percent) duties were imposed on only a few durable consumption goods, based on 
fiscal considerations. The average level of tariff protection weis 10.9 percent. The 
reason for not raising the average tariff protection might have been that the ex
traordinary sharp devaluation of the zloty in early 1990 to 9,500 zloty/1 USD (six 
times the 1989 exchange rate) was intended both to keep the balance of trade in 
check and to protect the domestic market as minor tariff adjustments were made. 
Polish officials wanted to fix the (nominal) exchange rate for a period of a few 
months to serve as nominal anchor and provide a stationary reference point for 
economic agents who were trying to adjust to shocks in t he rapidly changing eco
nomic environment. As a result of t he setting free of domestic prices, the exchange 
rate was expected to suffer from strong pressure, and thus it seemed important to 
officials to build some “reserve" into the initial exchange rate. Looking back, the 
extent of devaluation was probably exaggerated and very likely became in itself an 
inflation-inducing factor (Bruno 1992).

Regardless of the parameters of the initial exchange rate, it is obvious that in 
the first half of 1990, devaluation restricted imports and prompted exports to such

4 International experience with foreign trade liberalization shows that the first liberalizing mea- 
sure is usually the conversion of QRs into tariffs (which by and large am ounts to the sam e level 
of protection). It is obvious that in most cases QRs distort resource allocation more than the 
custom s duties which offer a similar degree of protect ion ( McKinnon  1991). In addition, in (post- 
Jcommunist countries the former QRs were applied in an implicit way (G ács 1991). M aking the 
protection transparent by converting QRs into tariffs in itself can just ify the fundamental changes 
in import regulation [this issue is expounded upon in detail by Nagy  (1991) and Oblath (1991)].
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an extent that the balance of convertible trade (and payments) fared much better 
than was expected. (For main economic developments in East-Central Europe see 
Table 1.) Simultaneously, however, the fall in production exceeded even the most 
pessimistic forecasts.

Table 1
Selected economic trends in East-Central Europe, 1990-1992

(the same period of the previous year= 100.0)

1990
Hungary

1991
I

1992
IIQ4

1990
Poland

1991 1992 
I IIQ4

1990
CSPR
1991 1992 

I-IIQ 4

G DP 96.7 89.8 92.0 88.4 90.2 — 97.0 84.1 87.0
Industrial output 
Unem ploym ent1

90.8 78.7 83.4 75.8 88.1 97.0 96.3 88.8 79.8

(end of period) 1.6 8.3 10.1 6.1 11.5 12.6 1.0 6.6 5.6
Inflation (CPI) 128.9 135.0 124.0 685.8 170.0 141.0 110.0 158.0 112.0
Balance of trade2 +957 -1 ,4 6 4 - 4 0 +2,065 - 2 9 +946 - 7 8 5 +609 + 360
Current account2 
Bídance

+  127 + 267 + 657 +668 - 1 ,3 5 9 + - 1 ,1 0 0 +357 + 900

of the budget3 0 .0 - 4 .7 - + 0 .5 - 3 .5 - + 0 .7 - 1 .8 -

1 as a percent o f labour force
2 trade and other transactions in convertible currencies in million dollars 
3as a percent of G D P
4 partly estim ates
Source: UN ECE, national statistics, press reports

These developments rendered it possible -indeed, to some extent served as a 
basis from which—to try to stimulate the flagging domestic economy by reducing 
the level of duties. In summer 1990, duty collection on 1800 products was suspended 
(among them, those on raw and basic materials). In the case of certain other 
product groups (such as products of the building material industry, machines and 
equipment used by small-scale producers, etc.) the tariffs were lowered (Bak 1992). 
The average duty level which was 10.9 percent in the first half of the year, fell to 
8.1 percent in the third quarter, and declined by 2.9 percent during the rest of the 
year (Jasinski 1992). Hence, for the whole of 1990, the average tarifT was about 7.7 
percent. At the beginning of 1991, the reduced tariffs and those for which collection 
had been suspended amounted to 80 percent of all tariffs.

In the domestic market, increasingly exposed by continually declining tariffs 
and in real terms appreciating currency, the above-mentioned processes could not be 
maintained for long. In spring 1991, the government was compelled to devalue the 
zloty by 17 percent, the first devaluation since the end of 1989. At the same time,
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the government gave up import regulation using permanently decreasing tariffs. 
The latter step was stimulated not only by imports increasing at a rate exceeding 
the growth rate of exports, but also by pressure of domestic producer groups who 
increasingly felt the effects of growing import competition. Inherent in the decision 
one also could find an intent to increase budgetary revenues, spurred by the threat 
of a large deficit. In May 1991, only the agricultural products could assert their 
protectionist endeavours in customs policy, but by August of the same year a new 
customs regime was introduced which resulted in both the increase of the average 
customs level and the restructuring of customs duties. Following the increase in 
tariffs and restoration of previously suspended connection of duties, the average 
tariff level had, by the third quarter of the year, exceeded the starting level of 1990 
(12.5 vs. 10.9 percent). In the fourth quarter, this figure reached 13.5 percent. In 
the course of restructuring the tariff system, the duty levels established were roughly 
proport ional to the protected product's stage of processing. This meant that the 
level of “effective tariff protection" developed evenly, thus providing protection 
first to the domestic manufacturing industries. In addition, the agrarian sector 
also gained enhanced protection through the new tariff system. Tariffs imposed 
on the products of the two broad sectors fluctuated between 10 and 20 percent. 
Following the changes enacted in August 1991, the dominant tariff was 15 percent. 
In the early days of 1992, further changes were made to the customs system. These 
probably were spurred, again, by budgetary considerations. The customs duties 
on certain food products, household electronic goods and durable consumer goods 
were raised considerably, while the 5 percent duty previously applicable to the 
crude oil and natural gas imports was cancelled. On the whole, the average level 
of protection by customs duties increased further.

While increasing duty-related protectionism could be observed from the mid
dle of 1991, significant changes in exchange rate policy, the other primary regulator 
of foreign trade flows, were simultaneously underway. In autumn 1991, the gov
ernment abandoned the exchange rate policy of making periodic adjustments, only 
one of which was made since the implement ation of shock t herapy. In its place, a 
kind of crawling peg mechanism was int roduced. Through t his system, the zloty is 
devalued monthly by 1.8 percent against the basket of the most important western 
currencies. Considering that inflation was still 70 percent in 1991, these adjust
ments could not stop but. at most only slow down—the real appreciation of Polish 
currency. In light, of the balance of trade, but especially that, of the current account , 
which worsened significantly in 1991, it is no surprise that in February 1992 the 
government, resorted to a severe 12 percent devaluation of the zloty.

Viewing simultaneously the changes in the level of customs protection and in 
exchange rate policy, it seems that a strengthening protectionism has been evolv
ing. This stands in sharp contrast to the first, one-and-a-half years of shock therapy 
which resulted in a rapid opening of the domestic market. This assessment, is rein
forced by the fact that, beginning in 1992, restrictions and/or obligatory licensing
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of certain imports again were included among the arsenal of tools used to regulate 
Polish foreign trade. At the moment, the list of products includes only energy 
resources and fuels, food articles and passenger cars, but it still represents a regres
sion compared to the earlier system of import regulation (Bak 1992). In the wake 
of the domestic economy’s protracted recession, some policymakers and economic 
advisers advocate selective measures of export stimulation in an effort to launch an 
economic upswing. Supporters of such action expect the same result from further 
protection of the domestic market, by using not only tariffs and QRs, but other 
economic tools as well. All this is, of course, dependent on the perceived failure (or 
incomplete success) of the shock therapy, on delayed economic stabilization and on 
the unexpected longevity of the recession.

Regardless of how Polish foreign trade liberalization develops (as the outcome 
of actual foreign trade performance; fluctuating power relations among domestic 
pressure groups, associations of economic interests; and various tendencies in eco
nomic policy), it is interesting to examine to what extent the ideas linked to the 
expected effects of market opening on economic behaviour proved true. Due in 
part to the short period of time which has transpired, only a few analyses have 
appeared which have examined the issue empirically. There are certain signs in
dicating that competition on the domestic market, sharpened in the wake of the 
market opening, exercised a favourable effect and a power of discipline even on 
the rather concentrated Polish state-owned enterprise sector. In this sector, exten
sive privatization and the arrival of foreign direct investment have yet to be seen. 
According to certain analysts, "the anti-monopoly office, which began to work in 
1990, never presented as severe a 'danger' to domestic monopolies, as imported 
goods did” (Jasinski 1992. p. 9). Initially, domestic market competition became 
especially lively in the market for consumer articles and investment goods, follow
ing import liberalization. It. is a separate question whether the transition from 
a rather autarkic domestic price structure to one approaching the relative world 
market prices brought about a more effective allocation of resources. Although it 
still cannot be statistically proved that liberalized trade brought. Polish production 
costs nearer to those in the world market, some Polish economists think it probable 
that a “convergence of costs” did begin (Jasinski 1992).

The Czech and Slovak Federal Republic (CSFR), 1991-1992

In the CSFR, practically up to the political turnabout in autumn 1989, a 
very rigid and traditional socialist economic mechanism prevailed. The same can 
be said about the country's foreign economic regulatory system, which maintained 
and reinforced the closed character of the economy; its orientation toward eastern 
(mainly Soviet) selling and purchasing markets; and central control of foreign trade
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flows. The first fissures in this system appeared in the second half of the 1980s. 
During these years, retention quotas were introduced; the monopoly position of the 
large state-owned foreign-trade enterprises was somewhat weakened; etc.

However, potent and systematic changes came to pass only beginning with 
1990. These changes fit within the conception of the transformation of the eco
nomic system, and took place mainly in 1991. The explanation of this delay is 
that, on the one hand, development of the reform-scenario for the shift to a market 
economy was completed only in the second half of 1990, and, on the other hand, 
the reform-scenario itself also reckoned with a transitional period prior to the in
troduction of radical foreign and domestic economic liberalization measures. These 
measures were envisioned as the first phase of reform. Consequently, in 1990 the 
implementation of a two-tier banking system, crafted during the former regime, 
was carried out; the monopoly of foreign trade was further loosened; and attempts 
were made (through price increases, curtailment of subsidies, and devaluation of 
the currency) to preserve the macroeconomic equilibrium which was traditionally 
stable in the count ry. Parallel with these steps, the elaboration of the legal frame
work conditions for large-scale reform measures planned for 1991 began. Most 
of the measures implemented in the course of 1990, while practically leaving the 
core of the centrally planned economy (central allocation of resources, plan tar
gets) intact, ( llrnctr 1991) aimed at prevent ing hyperinflation in the initial state of 
transition. Policymakers intended to introduce institutional and structural reforms 
under relatively stable economic conditions (in contrast to the Polish and Yugoslav- 
transit ions). Economic development, in 1990 indicates that they achieved success in 
this regard. The rate of inflation jumped “only" to 10 percent, from the 1.4 percent 
stated for 1989. The GDP and industrial output decreased moderately, and the 
rate of unemployment was just one percent at the end of 1990. The state budget 
closed with a slight surplus, and the ratio of both budgetary expenditures and sub
sidies to GDP diminished. It was solely the foreign economy where disequilibrium 
surfaced. Although at the beginning of 1990, and repeatedly throughout the year, 
the crown was considerably devalued in relation to the convertible currencies, the 
balance of trade accounted in convertible currencies closed with a large deficit . In 
addition, current account deficit rose to more than one billion dollars. Financing 
the deficit was at the expense of reserves, which declined sharply in 1990. At the 
end of the year, they were enough to cover imports for just 1.4 months. (In 1989 
they covered 3.8 months worth of imports.) The CSFR’s gross debt amounted to 
8.1 billion dollars at the end of 1990.

Implementation of comprehensive reform measures started early in 1991 un
der these macroeconomic and institutional conditions. The most important objec
tive of the reforms was a rapid and fundamental change in the routine behaviour and 
reactions of economic agents ( Urncir and Klacck 1991 ). One of the key points in the 
reform package that may be considered a “minimum shock therapy” ( Williamson 
1991a; Köves 1992) was the rapid internal and external liberalization. In the
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framework of the latter, the comprehensive system of import licensing was termi
nated, and the administrative regulation of imports was replaced by customs and 
custom-like instruments. Exchange rate became also considered as an effective in
strument to influence trade flows, but only in the last resort. Maintenance of the 
opening to the world economy was also supported by international financial and 
other organizations. In January 1991, the IMF approved a 1.8 billion dollar stand
by credit for the CSFR; the EC granted some 670 million; and the World Bank 
approved 500 million dollars in loans. In the background of the rapid opening up 
of the economy and the narrowing of the scope of import licensing, a 2.5 billion 
dollar deficit on the current account was forecast.

By the so-called internal or limited convertibility of the crown, a convert
ibility category unknown in advanced market economies was adopted. Internal 
convertibility in the context of the CSFR means that the companies listed in the 
trade register and considered domestic entities under the Foreign Exchange Act 
(including private entrepreneurs) may purchase, without limitation and licensing, 
convertible currency for business transactions related to major items of the current 
account. Foreign currencies can be purchased from commercial banks entitled to 
pursue financial transactions linked to foreign trade, at the official exchange rate 
currently in force. Exporters are obliged to sell the convertible currency receipts of 
their exports to the above-mentioned banks, at the official exchange rate. Private 
persons are not affected by these prescriptions and possibilities. They, in accor
dance with the earlier practice, may open interest-bearing foreign exchange bank 
accounts for their own use. In addition, they were entitled to purchase, again at the 
official exchange rate, around 180 dollars in convertible currency (in 1991). Dur
ing 1992, this amount was raised to approximately 270 dollars. The similarity of 
CS F R-style internal convertibility and Hungarian import liberalization is striking. 
In both cases, business organizations with domestic currency may buy the foreign 
currency needed for current transactions at the official exchange rate, without any 
special licence. At t he same time, they are obliged to convert their foreign currency 
receipts from exports into domestic currency. A further similarity is that in both 
countries the vast majority of foreign trade turnover is free from QRs and other 
administrative limitations.5

In addition to the shared practices concerning how domestic currency may 
be used for foreign economic (business) transactions, the two countries maintain 
virtually the same policies with regard to who may not benefit from convertibil
ity/liberalizál ion and under what conditions. However, Poland’s practices related 
to convertibility differ markedly from those of both the CSFR and Hungary. In 
Poland, for example, private persons are permitted to buy unlimited quantities of

'In particular, this in one of the preconditions of a  serious internal convertibility [for details 
see W illiamson (1991b)].
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convertible currency at the official exchange rate, a right not accorded in the other 
two countries.

The arguments made in the CSFR on behalf of introducing internal con
vertibility and radical import liberalization were the same used in the Polish case, 
namely:

-  the measures taken were expected to increase competition from imported 
foreign products, thus creating a “disciplining" power over manufact uring and trad
ing companies, many of which enjoyed a monopoly position;

— the “importable” relative prices would allow for rational and efficient price 
calculations and economic decision-making for domestic economic agents;

as the result of the above, a more efficient allocation of resources appro
priate to a modern open economy would evolve (for more details see Hrncir and 
Klacek 1991).

As mentioned, the introduction of internal convertibility in the CSFR was 
preceded by a series of currency devaluations. On the whole, at the beginning of 
1991 when economic liberalization began, the crown/dollar rate was almost 100 
percent higher (28 crown/USD) than one year before. The thoughts behind this 
extensive devaluation were similar to the ones held in Poland. Though the (nomi
nal) exchange rate was not declared to be fixed for a longer period (the exchange 
rate was not declared as nominal anchor), in fact, economic policy-makers intended 
to maintain it.* 1 *' Thus, the starting exchange-rate level contained a certain “real 
appreciation reserve" in the CSFR too. This was so, because, as a result of price 
liberalization and further subsidy withdrawals, a steep rise in the price level was 
expected in the early months of 1991.7

In contrast to Polish import liberalization, however, QRs were converted into 
tariffs in the CSFR. By early 1991, individual import licensing applied to just 10 
percent of imports. QRs survived in just five product groups (arms and other mili
tary products: crude oil and natural gas; narcotics and dangerous chemicals; jewels, 
and precious metals). Along with the elimination of the vast majority of restric
tions, however, a 20 percent import surcharge was introduced. Since the country 
had been a member of the CATT since 1947, the overwhelming majority (90.7 per
cent) of tariffs were bound and could be modified only in agreement with CATT 
contracting partners. The level of customs protection was, even by international 
comparison, extraordinary low. The average, import-weighted tariff was 5 percent 
in 1988, and 5.3 percent at the outset of the liberalization programme.

Previously, under the centrally planned economy, customs protection held 
little significance for both economic policy-makers and companies. After the liq

6 “The government and central bank declared their intention to m aintain the exchange rate, 
while not com m itting themselves to any specific period nor excluding the possibility o f adjustm ent” 
(Hrncir and Klacek 1991, p. 34).

1 At the beginning, the government reckoned that as a result of the reform measures, the annual
inflation rate would increase to  30 percent in 1991.
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uidation of the comprehensive system of import licensing, however, the exchange 
rate policy and duty-like instruments became the main regulators of imports. This 
is why the import surcharge was introduced—originally envisaged for the period of 
one year and with approval of the GATT.

At the beginning, with the exception of raw materials, every import item was 
subject to the 20 percent surcharge. The effect of this was to increase the average 
level of tariff protection from 5.3 percent to 12.1 percent ( Havrylyshyn et al. 1991).

In the first half of 1991 it seemed that with the gradual phase-out of the 
transitory import limitations, the process of foreign economic opening which began 
early in the year would continue. In April the rate of the import surcharge was 
lowered to 18 percent and in June to 15 percent . Semifinished products became 
exempt from it. Furthermore, the payment-related limitations, enforced in a rather 
informal way, on purchases made abroad were abolished (OECD 1991). However, 
the summer of 1991 witnessed a turn in foreign trade regulation. In September 
nine agricultural product groups again were made subject to QRs. In addition, in 
the case of the majority of these commodities, the annual quotas were established 
in such a way that they were practically filled up. This effectively means that a 
ban on imports was ordered for the rest of the year.

At the end of 1991, a reorganized tariff system—approved by GATT—was 
adopted. It resulted in significant changes in the order of customs duties and a 
modest rise in the tariff incidence. The import surcharge promulgated the year 
before was not terminated, despite the recommendations of experts (Havrylyshyn 
et al. 1991). However, it was reduced to 10 percent. Early in 1992, the range 
of product groups subject to import licensing was broadened considerably: coal 
products, waste materials and some products of the textile and garment industries 
were added to the list. With respect to food and agricultural goods, as well as to 
certain steel products, a monitoring system was introduced. This system provides 
current information on market developments and enables regulatory bodies to take 
action to restore equilibrium where imbalance arises. In January 1992, the system 
of countervailing duties was put into force. This simultaneously increased the prices 
of imports and subsidized the exports of agricultural products.

Despite the fact that market opening was less radical and contained more 
“transitional" protection mechanisms, the CSFR’s course of foreign economic lib
eralization in 1991 began to resemble Poland’s. Liberalization came to a halt, and 
in certain areas definite signs of retrogression could be seen. Like in Poland, behind 
the reconstruction of protective walls, changes could be detected, often resulting 
in protection for the same (producer) interest groups. The heightened level of pro
tection, following temporary liberalization, is noteworthy, as are special interests, 
sectoral lobbies and pressure seeking for higher tariffs. The changes in the CSFR 
resulted in a redrawing of the profile of market protection. In one area, the CSFR 
has not followed the Polish example. Specifically, it did not resort to the global 
increase of import costs (and export stimulation) through devaluation of the cur-
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rency. The reason for this is probably related to the shorter interval needed for 
restoring the macroeconomic (external and internal financial) stability.“ In par
ticular, in the CSFR, inflation is basically under control. Since the second half of 
1991, the rate of monthly price increase has been below two percent, and between 
February and August, 1992 it did not even reach one percent. On the basis of 
present financial processes and a determined economic policy, long-term survival 
of the present exchange rate (even for some- years) is likely. A key caveat is that 
inflation could rise if last ing uncert ainty is created as the consequence of the split 
in the federal state.

An international comparison of the liberalization processes of the CSFR and
Poland

The presentation of the foreign economic regulations of the two East-Central 
European countries examined in this study, and the analysis of the far-reaching 
changes, which have emerged in the surveyed years, can be instructive in two ways. 
One way concerns the theories presenting and analysing large numbers of experi
ences of foreign trade liberalization around the world, and the political recommen
dations which can be formulated on the basis of them (Köves and Marer 1991).

The majority of experiences linked to economic liberalizat ion come from de
veloping countries working on the basis of more-or-less established market econ
omy mechanisms. One of the t raits of the East-Central European foreign economic 
opening is perhaps precisely that it is not “simply” connected with macroeconomic 
stabilization programmes. Liberalization cum stabilization programmes can be 
found in many developing countries. Liberalization in East-Central Europe, how
ever, also constitutes a part of the much more complex task of transforming the 
whole economic system.

The authors of a World Hank report thoroughly analyzing liberalization pro
grammes in developing countries summarized the conditions needed for a successful 
liberalization programme in this way: “The program must be bold and it should 
start with a bang. If quantitative restrict ions are in pace, they should be rapidly 
dismantled. Where appropriate, the program should begin with a substantial de
preciation of the currency. And a stable macroeconomic environment is a sine qua 
non. Almost every program that followed these four simple rules has succeeded” 
(Choksi, Mtchady and Papageorgiou 1991, p. 70).

Comparison of the economic structure and institut ional system of the coun
tries which have accumulated the most experience regarding attempts at liber-

KWhich, on the other hand, is. of course the result of the m ore favourable situation at the
outset.
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alization with those of the economies in transition, usually leads to a general 
conclusion. In the case of the economies in transition, it seems as expedient to 
implement liberalization measures within a shorter time, applying them in larger 
doses (Havrylyshyn and Tarr 1991; Nagy 1991). When beginning the reform, the 
CSFR liberalization programme generally conformed to the above criteria, while 
the Polish situation was rather unfavourable, owing to macroeconomic disequilib
rium and the consequently high “cost" of creating relative stability. Independent 
of the differences in the starting conditions, towards the end of the first year of 
the programme, both countries took steps in the direction of protectionism. In 
certain areas, the signs of regression have also appeared in the case of Hungarian 
import liberalization which started on the basis of different antecedents, under more 
favourable conditions, and evolved more gradually. (Nevertheless, by international 
comparison Hungarian liberalization has also been radical. See, e.g. Oblath 1992).

Notwithstanding the above, it is necessary to call attention to two facts. One 
of them is that the East-Central European economies, despite the recent reversions 
to protectionism, are by international standards very open. In addition, they have 
opened their markets even wider to products of West European countries, follow
ing implementation in March 1992 of the commercial provisions of the association 
agreements concluded with the EC. Poland and t he CSFR concluded similar agree
ments with EFTA countries, and Hungary is expected to follow suit . In the wake 
of the radical rearrangement of regional structures of foreign trade, the majority of 
foreign trade turnover in all three countries is with the advanced market economies, 
it is hard to overestimate the significance of this fact.

Another noteworthy point is linked to trade patterns. Namely, in the fore
going nothing was said of the dramat ic changes in the East-Central European coun
tries’ traditional commercial relations, i.e., trade with former CMEA countries, and 
of the collapse of CMEA markets. This development, however, came about during 
the period of liberalizing foreign trade in convertible currencies. It is enough to 
note that in 1991, in all three countries, the volume of exports to the (post-)CMEA 
area fell by about 40 percent as compared to 1990. This external, and to this degree 
unforeseen shock made the bad recession worse. In such an environment, the need 
for economic recovery or at least stabilization quite naturally increases the pressure 
for taking protectionist measures.

Those who advocate a more gradual foreign economic opening, through the 
use of transitory measures of protection, argue against shock-like import liber
alization in two ways. They point out that an initial “over-opening” sooner or 
later becomes unsustainable, thus giving way to protectionist endeavours and the 
strengthening of market protection. They also call attention to the fact that rapid 
liberalization cannot be implemented without a significant degree of devaluation. 
But, beside its inflation-inducing effect, an extensive devaluation leads to stagfla
tion, and in itself contributes to the protraction and deepening of the recession. 
(See e.g. Oblath 1991: Köves 1992.)
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Based on the experiences to date of foreign economic liberalization of the 
East-Central European countries, it is too early to give a final answer to the ques
tions raised. The construction of the foreign economic regulation system in each 
of the three countries is still in progress. Hence, we cannot be sure what level of 
market protection and opening will result. Looking back, it is unclear whether a 
gradual liberalization could have led to the present level of foreign economic opening 
(or whether it would have gotten stuck already earlier).9

Although it can be argued that rapid import liberalization necessitated a 
greater devaluation than would have been justified in the case of a more gradual 
opening, it is not clear whal degree of devaluation would have been reasonable in the 
latter case. Here, the fact must be emphasized that the exchange rate has, in fact, 
served as a nominal anchor in the two countries examined. Further, it must be taken 
into account that from the perspective of t he foreign trade balance and the balance 
of payments, the type of foreign economic regulation, the level of liberalization, and 
the degree of opening, all are of secondary importance in relation to the exchange 
rate.10 In other words, from the viewpoint of the development of export-import 
flows, a certain degree of devaluation cannot be automatically replaced by a definite 
measure of enhancing protection via customs duties or other methods. Finally, it 
must be repeatedly stated that in the East-Central European countries, the foreign 
economic opening represents only a part of t he wider programmes of transforming 
the economic system and stabilizing the economy. The successes or failures achieved 
in certain elements of these programmes necessarily influence t he results of measures 
taken in other fields.

Experiences of liberalization in the t wo countries can be summed up in an
other way, i.e.. by looking at Hungarian trade policy. Here it is worth calling 
attention to three points:

'I'he economies in transition can, with suitable arguments and by proper 
presentation, obtain the approval of international organizations ((JATT, EC) to in
troducing significant market protecting measures, especially if they are tools found 
and widely applied in advanced market economies.

— The implementat ion of the commercial provisions of the association agree
ments with the EC, the negotiations conducted with EFTA, and the ongoing round 
of the GATT have not hindered the transformation of the tariff system (the in
crease of tariff protection) in the two countries examined. What is more, it may be 
presumed that one of the objective of restructuring the tariff system was the over- 
average increase in tariffs of the “sensitive sectors”, in anticipation of concessions 
to be made to the EC during association agreement negotiations.

’ Slower and more gradual measures may entail I lie danger that the liberalization programme 
will fail in its initial stage, owing to the resistance of interest groups adverse to it.

10For a more detailed explanation see Hodrik (1!W2).
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— While the spectacular increase in duties attracts considerable attention, in 
both countries a less conspicuous building up of non-tariff protection is in progress. 
The reaction to this movement (e.g., urging a cessation to the trend) may constitute 
an important task of foreign economic diplomacy of partner countries, including 
Hungary.
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MORE DISCIPLINED BUDGET—ADAPTING EDUCATION

J. VARGA

In this paper I want to demonstrate the changes in expenditure on Hungarian 
education between 1970 and 1990 with the aid of data from the Central Statistical 
Office, the Ministry of Education, the Ministry of Finance, and adjusted data that 
rely on the data stock of the former National Planning Office.1 I will examine how 
far and in what respect these changes differ from the trends in Western Europe 
or overseas, and in what way they may be considered typical. Finally, I analyse 
how education adapted itself to budgetary restrictions in Hungary and in what 
respect adaptation was similar to, or different from, that experienced in the market 
economies.

The published data on education expenditure does not make it possible to 
obtain a realistic picture of what has happened to education in recent years. The 
majority of the aggregate numbers are not comparable in terms of time, the units 
of observation have changed in the meantime and, in addition, there were even 
certain items that were registered as being educational, although they can hardly 
be listed among the costs of education.2 Hence, owing to the deficiencies of the 
published data, it seemed right to rectify them.3 (All the data figuring in the paper 
concerning Hungary are calculated data, based on the sources marked at the given 
points.)

1 Detailed description of the utilized data  and corrections can be found in the study that has 
served as the basis of this paper ( Varga 1991)

2 For a certain time the expenses of Highway Code courses or those of the “Balaton Pioneer- 
C ity” between 1988 and 1990 etc. were also included in the expenditures on education.

3 A rather flagrant “m isrepresentation” is worth mentioning. The published d a ta  bear relation 
to the expenditures of educational institutions. The sources are, however, usually not indicated. 
The expenditures of the institutions are, in turn, calculated as a percentage of the budget. In this 
way the relative extent o f the budgetary expenditure on education is dem onstrated. Yet, as can 
be seen, the source of the institutions’ expenditure is not only the budget— w hat is more, they  
are using other sources to  an increasing exten t.
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Development «f expenditure

In Hungary the proportion of expenditure on education in relation to GDP 
(and within the budged) increased constantly between 1970 and 1990- albeit at a 
lower rate than that indicated by published statistics. In contrast, from the late 
1970s and early 1980s. in t he advanced countries a decreasing share of GDP and/or 
budgetary expenditures was spent on education (see Tables / and 2). With regard 
to the developing countries, it was first, of all the strongly indebted Latin American 
countries that curbed education expenditure.

Table 1
The frequency of growing and declining slimes of education 

within the budget (1972-1982)

Country group Growth Decline

Countries with a low income 1 6
Countries with a m edium  income 6 17
Advanced countries 1 9
Total 8 32

Source: К. .VI. Levin: Education in austerity.  UNESCO , 1987.

In general, the decrease in education expenditure came simultaneously in 
developing and advanced countries, although the causes were different. In both 
country groups the. endeavours at restricting the budgetary expenditures played a 
significant role. However, in the case of the advanced countries it was customary 
to explain the diminishing ratio of the' costs of education by referring to a changing 
order of priorities and to demographic factors. The generally accepted explanation 
with regard to developing countries was that expenditure on education reacted 
rather sensitively to budgetary restrictions.

The philosophy behind expenditure reduction and the techniques used to 
bring about restrictions were similar in both groups:

In order to reduce budgetary expenditure, tin' individual was expected 
to bear a greater proportion of the burdens in education. In most countries this 
concerned exclusively higher education, where attempts were made at transforming 
the earlier students subsidizing systems, for it was considered that they had been 
too generous.

The explanation for the unavoidability of increased individual contributions 
to the burdens of education can, in a broad out line, be summarized in t he following. 
The significant expansion of education came into being in the form of a strongly 
subsidized free education. The strongly subsidized expansion of education was sup
ported by the theory of human capital. 'I bis was built upon ideas concerning the
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Tabló 2
The proportion of education expenditure to the GDP

Continent (country group) 
country 1975 1986

Africa 4.6 5.9
America 5.9 6.3
Asia 4.3 4.6
Europe 5.7 5.4
Advanced countries 6.0 5.8
Developing countries 3.6 4.0
Argentina 2.5 1.8
Brasil 3.0 3 .3“
Costa Rica 6.8 5.2
United Kingdom 6.7 5.26
Israel 6.7 10.2b
Japan 5.5 5.1“
Canada 7.6 7.4
Hungary 3.6 4.5
Mexico 3.8 2.6“
West Germany 5.1 4.6“
Norway 7.1 6.9
Peru 3.4 1.72

Source: UNESCO statis tical yearbook, 1988.
Hungary: com puted data  

Note: “ D ata of 1985 
f'data of 1984

role education could play in economic growth.
Owing to considerable subsidies, the personal profit of education increased; 

therefore the inclination to participate in education grew permanently, and hence 
the overdemand for education increased. However, the further increase of expen
diture on education came up against budgetary limitations. At the same time, a 
system of free education could not be built on personal contributions.

The reduction of educational expenditure, almost in all countries, first of all 
affected investments. In the wake of the reduction the share of current expenditure— 
in relation to investment—increased.

— Within the framework of current expenditure, the share of wages in
creased. This meant that material expenditures were reduced.

Owing to the extreme labour-intensity of the educational sector, a signifi
cant cost reduction could ordy be brought about with wage reductions and, in fact, 
a certain effort was made to reduce the wage costs. The most frequently applied 
technique used to achieve t his was the reduct ion of the number of pedagogues, and
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a shorter working time for the employed teachers. Thus teachers were cheaper to 
employ and, in some cases, the number of pupils or students per teacher increased.

Though, as we have seen, in Hungary the proportion of the educational ex
pense relative to GDP, and within the budget, not decreased but grew. Yet the 
growing share, calculated at constant prices, meant an input of decreasing value. 
Thus, budgetary restrictions, even here, also affected education, and applied cost- 
reducing solutions. However, to a certain extent these differed from the interna
tional praxis described so far.

The growth of personal responsibility for costs

Up until recently there was no private schooling in Hungary, and education 
was in theory free; seemingly the problem of the individual carrying the burdens of 
education did not emerge at all. There were even political and ideological limits to 
the bearing of burdens by the individual. In contrast to this, however, in reality, 
efforts to involve private resources in the financing of education began to appear 
from the mid-1980s on. As part of this process, in the late 1980s—prior to the 
elections a debate started on w hether the “basic tasks” of educational institutes 
should be separated. In other words, should the range of educational services to 
be guaranteed by the state be defined more exactly? The results of the discussion 
were inconclusive, and it was not clear in which sphere personal resources would 
also be involved into financing. However, the data show that a slow rearrangement 
had started and an increase of the share of non-public sources actually started from 
the mid-1980s on (see Table ,3).

Table 3
The division of current costs of education by sources

Year Public sources Other sources

1975 92.5 7.5
1980 88.3 11.7
1985 85.9 14.1
1989 83.7 16.3

Source: Computations of th e  Central S ta tistica l Office for UN ESCO  statistics.

The ratio of non-budgetary sources between 1971 and 1989 increased from 
7.9 to 16.3 percent. In this period of time, the increase was first of all due to the 
fact that within education expenditure the share of welfare costs (daytime homes, 
students’ catering, scholarships, hostels etc.) had increased. Since these expenses 
depend part ly on contributions, increase of their proportion also shifted the division 
of sources in favour of non-public sources, (se»' Tabic f).
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Table 4
I he proportion of we If an costs within (duration < rjiciiditure , according to education

levels (in pi recul)

Year Primary
schools

Secondary
schools

Higher
education

Education
total*

1975 30.9 27.6 7.6 22.6
1980 34.6 28.9 11.2 26.1
1981 34.2 27.9 11.4 26.1
1983 34.4 31.2 27.7 30.9
1984 35.1 30.7 28.0 30.7
1985 34.4 30.1 27.4 30.4
1990 28.5 20.8 23.1 29.6

Source: Calculated data
'Including the data of kindergartens, vocational training and 

other educational institutes.

Within the total expenditure on education the amounts spent on welfare 
services increased between 1975 and 1989 from 22.G to 30.4 percent. In other 
words, the growth of educational expenditure in the 1980s was caused by rising 
welfare costs, while the expenditure on strictly educational purposes increased at 
a lesser rate.

Between 1971 and 1988, all levels of education showed a growth of welfare 
costs that was greater than that of educat ion costs. However, the growt h of costs 
per student with respect to the welfare costs, was greatest in higher education.

In secondary education from 1989, and in primary education from 1990 on, 
expenditure on welfare purposes increased at a lesser rate than that on st rictly edu
cational purposes; in high education, however, the welfare expenditure grew faster, 
and has continued to do so. The growth was partly due to the extension of the 
sphere of students supported. Namely, the sphere of those obtaining financial sub
sidies grew from 80 percent to 98.9 by 1990, i.e. the support became all-embracing. 
If we also take into account that in the same period the share of students com
ing from non-intellectual families somewhat declined (from 35 to 33 percent), we 
might at least suspect that some middle-class families were successful in fighting 
for increasing support for their own consumption costs, via the costs of education.

This process was diametrically opposed to what was happening in Western 
Europe and overseas. There, in the majority of the countries it was earlier not 
obligatory to pay tuition fees. In cases where tuition fees were charged, the students 
received significant budgetary subsidies in order to be able to pay the obligatory 
tuition fees, and to cover their costs of living. Thus, a reduction in the costs of 
higher education was achieved by cutting students’ subsidies so that the subsidies 
could be concentrated on students who are really in need of the.

Acta Oeconomxca ^5, 1993



202 REVIEWS

Table 5
"Welfare"- and education expenditure per pupil (student) according 

to education levels (1971-1990)
At current prices, in mill. Ft

Year Primary
level

Secondary
level

Higher
level

W elfare expenditure

1971 1009 1678 2294
1972 1637 2844 2315
1980 2862 4463 6058
1985 4459 6509 20226
1988 6481 7810 26226
1989 8900 8129 34104

E ducation expenditure

1971 2436 4704 26744
1975 3662 7461 31738
1980 5411 10980 47096
1985 9504 15188 53592
1988 13161 18847 76123
1989 20958 27412 111380
1990 28276 39203 156008

19 71 =  100

P rimary Secondary Higher
level level level

wel- educ- wel- educ- wel- educ-
fare at ion fare ation fare ation

1975 162 150 169 139 101 119
1980 28-1 222 266 233 264 176
1985 442 390 388 323 882 200
1988 642 540 465 401 1143 285
1989 882 860 484 583 1486 416
1990 1118 1116 617 833 2053 584

The Thatcher government, for instance, set it as a long-term goal to entirely 
stop the subsidizing of tuition fees. Though it could not fully reach this aim, the 
subsidy per student was considerably reduced (between 1981 and 1983 from 900 to 
480 pounds). Meanwhile the share of tuition fees within the universities' income 
grew threefold, (Policies for ..., 1983) and the minimum grant available to all 
undergraduate's was terminated. In Germany the former subsidizing system was 
replaced in 1983 by the students' loan system; the loan system is selective and is
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primarily aimed at those in need of it; also, the amount of credit which can be 
drawn varies according to parents' income. (Hanning in ..., 1986). In the United 
States the ratio of tuition fees within the total of sources for higher educational 
institutes increased between 1974/1975 and 1985/1984 from 12.8 to 23.4 percent. 
In private institutions the growth was less: from 35.6 to 38.8 percent. (Cohn and 
Gcslfce 1990). Also, in Latin American countries the earlier systems of support were 
replaced by widespread student loan systems.

The relation between capital and current spending

In Hungary the share of educational investments within the total expenditure 
on education in the 1980s was much higher than it was in the advanced countries. 
Only in the second half of the eighties did it decline (by about 10 percent), which 
means that it was not investments that were initially affected by the restrictions.

Table 6
The share of educational investments within education expenditure, 

given as a percentage

Year proportion of investm ents

1970 10.1
1975 18.8
1980 19.2
1985 13.0
1989 12.4

S o u r c e :  Com puted d ata

There are many reasons for this. One of the less important of those is that 
the investments and current expenditure on education were financed separately. 
Thus the possibility of direct regrouping was lower, and regrouping came about at 
a slower rate.

However, a more important reason was that the ever-prevailing growth rate 
of investments was dependent on the development of the number of pupils, and it 
was precisely in the late 1970s and early 1980s that the demographic wave reached 
its peak in primary schools.

Over the past forty years the development of educational investments has 
been significantly influenced by the number of pupils in primary schools. The ex
planation for this is that, in primary schools, the shortage of classrooms has been 
extremely intense from 1950 right up to present . The possibility of adapting to the 
shortages -other than by investments--is very limited, since, owing to compulsory
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school attendance, educational management cannot “adapt itself’ by postpone
ment or by reference to the lack of classroom space. In addition, other adaptation 
opportunities have become increasingly impossible—e.g. the possibility of teaching 
in two shifts declined with the extension of daytime homes.

The shortage of buildings and classrooms has been characteristic of every level 
of public education. In turn, however, the growth rate of the total of educational 
investments has been solely influenced by the growth in the number of primary- 
school pupils, and by the increasing intensity of the shortage in primary schools 
(Varga 1989). In periods when the number of primary school pupils was growing, 
increasing the investments seemed unavoidable, and, during the bargaining for the 
investments, the shortage of classroom space was regarded as a really “irrefutable” 
argument.

Thus, this is the circumstance which explains why the effects of restrictions 
only made themselves felt in educational investments in Hungary in the second half 
of the eighties.

Demographic pressure inevitably weighs heavily on education because in Hun
gary, over recent decades, the educational network has not been developed by a 
specific one-and-for-all expenditure campaign. In the advanced countries, simulta
neously with the extension of education, over a period of 5 to 10 years, a large-scale 
educational accumulation was carried out, and educational investments grew con
siderably for a number of years (see Table 7).

Table 7
The share of educational investments within the total of education expenditure 

(average of the given periixl, in percent)

1961-1965 1966-1970 1971-1975 1976-1980 1981-1985

Denmark 13.4 21.9 18.7 12.8 10.2
United Kingdom 23.2 23.2 10.3 7.3 4.2
Netherlands 21.8 20.8 19.5 15.0
Canada 22.4 18.4 10.1 7.5 7.4
Norway 28.1 27.3 19.1 17.8 15.2
GFR 29.4 23.4 25.2 1.3.7 10.0
USA 24.1 19.2 16.8 10.9 7.2

Hungary 13.6 15.5 17.3 19.3 15.3

Source: UNESCO statistical yearbook 
Hungary: Calculated data

In Hungary, however, this educational accumulation (i.e. the building up of 
an adequate network of schools), failed to come about. Apart from that, it seems 
that even in the near future there will be no possibility to rectify this deficit.
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Development of wage costs

Wage costs represent 50 percent of education expenditure, and this may be 
considered low in international comparison. However, from the eighties on, even in 
Hungary a slight rise of the proportion of wage costs within current expenditure 
can be observed: between 1980 and 1990 in primary education the ratio of wage 
costs increased from 42 to 19 percent, in secondary education from 47 to 51 percent, 
while in higher education it declined (from 47 to 40 percent). The internationally 
low share of wage costs can also be explained by the high proportion of welfare 
spending within the total of educational expenditure (namely, the wage costs of 
this form of education expenditure are relatively low).

In Hungary the budgetary pressure of restriction has not resulted in increasing 
teacher/student ratios, and also an increase in the proportion of low-wage teachers 
undergoing a short period of training has not come about. In fact, the opposite 
has happened (see Tables 8 and 9).

The number of teachers employed has increased constantly on almost all 
education levels. Only in the primary education institutions has a small decline 
appeared since 1989. The students/teacher ratio has diminished considerably.

Hence, in Hungary the number of students per one teacher in recent decades 
has, regularly, been much loirrr than it was in the market economies. For instance, 
in the United States in 1970 in primary schools there were 24.4 pupils per teacher; 
in 1980 the figure stood at. 19. The same indicator in secondary schools was 20.5 
in 1970 and 17.1 in 1980. Since that time these ratios have stabilized, or have 
somewhat increased ( Hanushck 1986), while in Hungary the decrease has continued.

Table 8
The student/teacher ratio by education levels

Years Primary
schools

Secondary
schools

Higher
education

1970 17.6 17.3 6.7
1975 15.7 14.7 6.1
1980 15.4 13.1 5.2
1985 14.7 13.1 4.8
1990 12.4 12.7 4.7

Especially noteworthy is the changing composit ion of the employed teachers 
according to the time they have been practising as teachers. An ever increasing 
share is represented by those who have a longer time in full service, while that of 
the beginner teachers (as well as their numbers) has considerably decreased over 
the past few years. The most important aim of those already working was job 
stability.
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Table 9
Distribution of teachers employed in primary and secondary schools 

according to length of service (percent)

Year 1984 1987 1989 1990

1. Leading teacher 0.6 1.9 2.5 2.6
2. Teacher 2 0 - 30.0 31.6 32.2 32.5
3. Teacher 15-20 12.8 14.3 15.8 16.5
4. Teacher 8-15 23.5 25.1 24.8 24.9
5. Teacher 3 -8 17.6 16.8 15.6 15.8
6. Teacher 0- 3 15.5 10.3 9.1 7.7

S o u r c e : 1984-1989, M inistry of Finance

Accordingly, the schools were least sensitive to the development of the teach
ers’ wage costs. Employing “cheap” teachers with little experience was not urged. 
What is more, the earnings of teachers of the highest and lowest rank order shifted 
in favour of the former (see Table 10). In this table I have pointed out what ratios 
were characteristic in some countries in 1987. As can be seen, in Hungary in 1987 
the earnings’ differences of the widest separated teacher groups were greater than 
elsewhere, and until 1990 the differences continued to increase.

Table 10
The average earnings of primary and secondary school teachers in the lowest 

and highe st rank order, presented as a ratio

1984 1987 1990

Hungary 1:2.1 1:2.2
USA 1:2.0
Canada 1:2.8
Italy 1:1.6
Netherlands 1:1.5
Scotland 1:1.6
Switzerland 1:1.5

Source: J. Guthrire, W. I. Garnis and L. C. Pierce. 1988. School finance and education policy. 
Prentice Hall p. 271; separate calculation for Hungary.

Parallel with preserving job stability, within the growing number of teachers 
the share of the relatively more “expensive" teachers increased, while the current 
budgetary expenditures were cut slightly by restrictions. At the same time the 
real wages of teachers declined and their relative position compared to that of 
other occupational groups also became worse (see Table 11). However, as we have
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mentioned, teachers tried to slow down this process behind the “earthwork” of a 
salary system that was adjusted to service time. Thus the earnings of teachers 
of a higher rank (generally having longer times of service and greater ability to 
assert their interests) increased considerably faster than those of the younger ones. 
In addition, and partly as a result of this, the composition of teaching staffs has 
shifted towards a situation in which the majority have served for longer periods of 
time. In the meantime the change in the teacher/student ratio presumably indicates 
the success of endeavours at reducing the performance, and also signifies a reaction 
to the worsening position of earnings.

Table 11
Earnings of intellectual workers belonging to material sectors, related to the earning.* of 

primary and secondary school teachers (teachers’ earnings — 100)

1975 1984 1987

Industry 108.5 108.3 123.8
Construction 120.1 114.1 131.5
Trade 98.4 99.7 113.5
Material sectors total 108.0 102.4 120.2

Source: Calculated data

Thus, the data show: the fact that in Hungary, in the 1980s, the educational 
expenditure could preserve its weight in relation to the GDP and its proportion 
within the budget. In practice, the main role was played by the welfare- and 
employment-political objectives. In other words, in the 1970s and 1980s, within 
the framework of educational affairs-- while certain aims of a non-educational type 
were successfully achieved the chances of developing an up-to-date, effectively 
working education system, in many respects, worsened.
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FLEMM ING, J.-ROLLO, J. M. C. (eds): T r a d e ,  
p a y m e n t s ,  a n d  a d j u s t m e n t  i n  C e n t r a l  a n d  E a s t 
e r n  E u r o p e .  Collected papers presented at 
an EBRD-sponsored conference held in Lon
don on 26—27th March, 1992. London: EBRD - 
Royal Institute for International Affairs. 1992. 
242 p.

The authors of the book investigate the 
economic perspectives o f the central and eastern 
European region in the light of foreign trade ac
tivity, working with the assumption that ex
ternal trade is considered to be at the core 
of the renewal of these economies. The pa
pers deal with three main areas:

International trade and payments sys
tems required to sustain intra-regional trade in 
the eastern bloc;

EC trade policy towards central and  
eastern Europe; and

Trade policy and long term adjustm ent 
in the region.

I n tr a -r e g io u a l  t r a d e  in  C e n tr a l a n d  
E a s t e r n  E u r o p e

The field of greatest cont roversy am ong  
speakers at the conference was the intra-regional 
trade in Central and Eastern Europe. There 
was no doubt that the first and best so lu
tion to the problem would be convertibility 
and free trade; however, the immediate adop
tion of convertibility could cause unnecessary 
harm and aggravate the prevalent crisis in sev
eral countries. The most serious problem is 
the lack of foreign exchange. For instance, 
if the CIS was to adopt a convertible cur
rency, this would cause a fivefold increase in 
the republics aggregate demand for foreign ex 
change ( B o f i n g e r  a n d  G r o s ) .  Due to the ex 
treme division of labour within the СМЕЛ the  
collapse of intra-regional trade would acceler
ate the harmful activities o f the recession; nev
ertheless, this would be economically sound  
in the long run. Given the degree o f spe
cialization and the irrational geographic loca
tion of industry, several authors support a pay
ment union as a second best solution (B ofin

ger and Gros; H a v r y l y s h y n ) .  In the short run 
it could su sta in  trade at a higher level, avoid
ing the dram atic fall in ou tp ut and employ
ment. Disregarding the technical details of 
its operation, the main argum ents in favour of 
a payment union can be sum m arized as fol
lows (Havrylyshyn):

—- It saves on foreign exchange and 
therefore encourages sustained trade activity in 
the short run;

—  It adds more credibility to trade op
erations which are not currently available, given 
the problems o f the rouble as a  un it of exchange. 
The trade union would not be able to han
dle the serious problem of trade account dis- 
equilibria. Therefore, to avoid large and per
sistent structural deficits a credit mechanism  
should be se t up, with self-restrictions and tight 
credit ceilings.

—  It reduces the num ber of financial 
operations needed across new borders by new 
and underdeveloped banking system s;

—  It may, if well designed, encour
age quicker elimination of sta te  trading proce
dures and t hereby encourage a quicker transi
tion to com m ercial trade relations. Long run 
goals must be borne in m ind, and arrange
ments for th e  payment union must incorpo
rate a tim e schedule for sw itching to convert
ibility and liberal trade policy. Havrylyshyn be
lieves the m edium  term (3 -5  years) should be 
long enough to achieve these objectives.

The cent ral European authors argue that 
rebuilding intra-CMEA trade by creating pay
ments preferences would be a mistake. They 
consider it necessary to contract from an artifi
cially high level of trade to a norm al, sustain
able level, involving an adjustm ent to an eco
nomically w ise trade pattem . Results of the  
gravity m odel o f trade presented by R o s a t i  sup
port the b e lie f that level of trade flows are not 
lower that can  be considered viable. Factor en
dowments and  their com plem ents do not im
ply expansion of intra-regional trade. ( C s a b a )  
The problem s that appear during the transition 
and rebuilding of intra-CMEA trade can never 
be seen as a  remedy; in fact, they  only prolong 
the agony. Collapse of eastern trade was the 
last factor contributing to the ruin of the firms
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threatened by structural, organizational and fi
nancial difficulties (Csaba). Rosati stresses that 
these countries are facing two problems of a 
different nature and thus they require differ
ent solutions. The first one is the foreign ex 
change liquidity crisis—especially in the for
mer Soviet republics— which may elim inate v i
able trade flows. The second is the need for 
com petitive restructuring of production and  
trade. T he appropriate cure for the first prob
lem cannot eliminate or slow down the re
sults of the second. Possible solutions are pay
ments arrangements that economize on cur
rency use, bilateral or preferably multilateral 
clearing, and barter. Л growing share of in 
termediate trade and joint ventures could con
tribute to the maintenance of trade flows. How
ever, in the former Soviet republics the liquid
ity crisis cannot be overcome without exter
nal financial assistance.

T r a d e  p o l i c y  o f  t h e  E C  to w a r d s  
C e n t r a l  a n d  E a s t e r n  E u r o p e

In 1990 the share of the EC in the to
tal export o f the three countries referred to as 
Partners in Transition (P IT ), achieved 30 per
cent; thus the EC becam e their most im 
portant trading partner. Western trade ex
pansion has played a salient role in avoid
ing econom ic and social crisis despite the col
lapse of eastern trade and contraction of do
mestic dem and. Extensive capital im ports 
have been indispensable for bringing about eco
nomic growth. Because of insufficient for
eign direct investment, only exports can gen
erate the necessary foreign exchange for the im 
port needs. This justifies the importance of for
eign trade and EC trade policy in the prospects 
of the region. Messcrlin  and Hindley are 
concerned about the protectionist trafic barri
ers that im pede exports from the PIT coun
tries, and they review the recent trade liber
alization process. The most important step  
in this process is the settlem ent of Associa
tion Agreements. This eases access to EC mar
kets for a large number of item s exported from 
the PIT, although its main effect is to con 
solidate previous concessions (i.e. the Gener
alized System  of Preferences). Significant tar
iff reductions are limited to a marginal segment 
of exports. The main exports comprise sensi

tive products, and these will still face substan
tial tariff and non-tariff barriers. Trade liber
alization in agricultural products is embryonic 
and uncertain, and chemicals are treated quite 
severely by anti-dum ping regulations. These 
four neglected sectors account for 51 percent 
of Hungarian exports to the O EC D  markets. 
In spite of th is, the Agreements contributed 
to the export expansion of the PIT  coun
tries. The est im ated direct im pact o f the Agree
ment in 1991, given a comparison of the in
dexes of export growth to EC and EFTA mar
kets, is 41 percent and 29 percent , respectively. 
In the long run it is more im portant that ex
port quotas, rules o f origin, and safeguard pro
visions annexed to  the Agreement d o  not under
mine the positive effects by reversing the trade 
liberalization and introducing safeguard mea
sures on exports in a wide range of ‘unex
pected* situations. A considerable risk accom
panying the rules of origin is that they may 
draw back foreign direct investm ent. Given the 
small size o f the PIT econom ies, foreign di
rect investm ent is likely to occur in export- 
oriented activ ities. The relative abundance in 
labour may be attractive for both  the pro
duction of labour intensive parts and assem
bly work. One consequence of the high propor
tion of im ported components in th e  final prod
ucts is that they  cannot be sufficiently ail- 
justed and processed, and they are not sub
ject to the preferential regulation o f  the Agree
ments.

R e s u l t s  o f  s t r u c tu r a l  a d j u s t m e n t

Hughes and Hart and Aghion et al in
vestigate the future possibilities o f western ex
port expansion in the context o f com petitive
ness and the long run prospects o f the in
dustrial sectors. The setting up  o f the free 
trade area will create new trade flows but di
vert others. Removal of trade restrictions im
plies a restructuring of trade flows and pro
duction. T he cost of this necessary adjust
ment will be concentrated in eastern  Europe 
in the form o f a deep recession, fast disper
sal and dim inution of capital and high unem
ployment rate. At the same tim e the costs 
to western Europe are expected to  be negligi
ble, and will concern only a lim ited  number 
of sec tors. Recognizing the asym m etry of ad-
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justm ent costs Aghion et al suggest a sched
ule for gradual implementation of trade liber
alization and the minimization of damage. In 
the long run all restrictions would be disman
tled. However, in the first stage the coun
tries furthest back in the reform process would 
be allowed a degree of protection against all 
other members of the custom union in or
der to give them time to adjust viable branches. 
Those ahead of them in the process would of
fer open access to those behind, while maintain
ing protection against those ahead. The EC and 
EFTA at the top would offer free access for ev
ery member country. Vet although this proposal 
may be cost-m inim izing at the edge of the scale, 
it would unquestionably be very cost ly for the 
central European countries. In the EC coun
tries the share of eastern imports in their to
tal import figures is almost negligible. How
ever, the opening up of trade for the east
ern products would result in severe import 
com petition in the PIT countries, due to the 
similar structure of production and the same 
main export sectors in these countries. Fol
lowing Aghion’s plan, central European coun
tries would be worse off t han t hey would be with 
the Association Agreements.

Hughes and Hare focus their attention  
on the im pact of the settlem ent of free trade 
on the structure of production, identifying the 
com petitive advantages of the central Euro
pean economies. They try to separate the 
viable and the hopeless sectors in an open 
environment. To assess the com petitiveness 
of brandies they calculate the domestic re
source cost of the sector’s production. It rep
resents the sector’s contribution to G DP mea
sured by world prices. In the light of com 
petitiveness they analyze the processes that 
have taken place over the last three years of 
transition. In spite of doubts about reliabil
ity of the data and appropriateness of t he met h
ods, the results seem to be robust, and benefi
cial in analyzing recent developm ents in Hun
garian export expansion. The m ost impor
tant conclusions are the following: the falls 
in manufacturing output experienced over the 
past 2 -3  years have not shifted production in 
favour of the more com petitive sectors of the 
economies in transition. A shift from dom estic

to  export markets has not in general led to 
a shift towards the more com petitive indus
tries. This was especially  true for exports to 
the European Com m unity, which were typi
cally drawn from sect ors that were less com peti
tive than the average. The exports drawn from 
the most com petitive sectors went to  less de
veloped countries. T h is  may indicate th at cen
tral and eastern E uropean economies have dif
ficulty in meeting the quality standards o f high 
incom e markets. According to the results, re
orientation of foreign trade succeeded, but no 
steps have been m ade in the direction of re
st nurturing. Assum ing that the more com pet
itive sectors will expand in the long run we 
have to reckon with the fact that m ost progres
sive branches tend to  be relatively labour in
tensive. Results from the simulation presented  
by Hughes and Hare support the opinion of 
several other authors (Aghion et al; Messer
lin): they expect to  see a fast decrease of ex
isting capital and therefore they consider for
eign direct investm ents to be at the heart of 
the recovery. The comparative advantages of 
the CEEC lie in th e  relative abundance of un
skilled and specially skilled labour, and the 
gradual expansion o f  raw material supplies can 
be expected. The prime condition for real
izing potential advantages is fast adaptabil
ity  of the labour force to  western working m eth
ods and management.

The picture sketched out by these au
thors blows away our illusions about the eco
nomic prospects for Hungary. Some events con
firm this. Foreign direct investments favour 
phases of production that are labour inten
sive and at a low technological level. Fast ex
pansion of assembly work in light industry sup
ports this opinion as well. The crucial point 
here is the technological adaptability o f tra
ditional export sectors, like metallurgy, chem
istry and agricultural products. Fast reorien
tation of trafic w ith the west after the col
lapse of eastern trade is promising, but as we 
know' from M esserlin and Hindley these sec
tors are facing the m ost restrictive trade bar
riers on the western markets.

Á. CSERMELY
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ECONOMIC POLICY IN CRISIS

В. KÁDÁR

T he present sta te  o f the Hungarian economy reflects the elements o f three overlapping 
processes, namely, a structural crisis gradually evolving since the turn of the 20th century, an 
institutional crisis resulting from the distortions of an institutional system forced upon the country 
after W orld War II, and, thirdly, those of a  transition process started four years ago in the East- 
Central European region without adequate strategy and external support.

The action programme of a m odernisation strategy su itab le for the whole nation  urges the  
widespread acceptance of the following equation: no national security can be safeguarded without 
political stability; political stability cannot be reached w ithout social stability; social stability is 
not feasible without adequate levels of employment; the adequate level of em ploym ent requires 
economic growth, and, finally, economic growth in the given situation of the Hungarian economy 
relies alm ost exclusively upon the strong promotion of the growth of exports.

The morphology of recession

Reasonable economic policy should start out with realistic and feasible objec
tives. We have no examples of bad judgments of an existing situation resulting in 
successful economic policy. In recent years Hungarian and foreign theoretical and 
practical concerns have centered upon the institutional structure of political and 
economic systemic change. Far less attention has been given to actual economic 
processes (real sphere), even though it cannot be denied that—once the totalitar
ian constrains on organic development have been eliminated—it is in this area that 
success of transformation will be decided.

The stagnation of the Hungarian economy in the 1980s and recession since 
autumn of 1989 have together caused an almost 20% decrease of GDP, a 35% 
decrease in investment, a more than 60% decrease in expenditure on R+D, and a 
13% loss of jobs. The long duration and severity of t he process has induced many 
people to speak about a crisis situation and seek a corresponding cure. Economic 
theory and practice are rich in advice about how to treat crisis phenomena issuing 
from the business cycle. However, the four-year long Hungarian recession cannot 
be characterized as a classical crisis. The present state of the actual Hungarian 
economy reflects three interdependent historical processes: the structural crisis, 
which has gradually deepened since the turn of the century and the disintegration 
of the Monarchy; the institutional crisis, which was caused by the distortions of the 
institutional system forced upon the country after World War II; and the process of 
transformation, which began in the area without a suitable strategy and without 
outside assistance.

1 Akadémiai K iadó , Budapest

MAGYAR
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The dynamic phase of Hungarian economic growth prior to World War I 
lasted for more than half a century and involved a process of catching-up which 
was based on the large agricultural, food and engineering markets of the Austro- 
Hungarian Monarchy. The collapse of these markets, as well as the agricultural 
and food industry competition from overseas and the subsequent higher level of 
agricultural self-sufficiency in Europe exhausted the dynamic of this half-century 
long period progress. The response to this should have been the establishment of a 
new growth path and specialization at that time (i.e. seventy years ago). However, 
its absence has brought about a persistent structural crisis, involving a persistent 
deterioration of the terms of trade, a loss of income and economic progress, and re
sulted first in lagging behind then being “squeezed out” of the group of countries on 
a medium level of development. The downward process was aggravated by a totali
tarian social-economic model forced on the country after World War II. This model 
had features of an Asian formation and a distorted path of modernisation which 
was not harmonised with potential growth endowments. The drawbacks of that sys
tem can be listed precisely: inward-looking growth; isolation from the main trends 
of international development and from commodity and capital markets; inefficient 
collective forms of ownership; an egalitarian income policy which stifled personal 
initiative and involvement; and an inefficient but universal system of social services 
that was established alongside a low level of economic development. The weak
nesses of the personal, conceptional, organizational and instrumental components 
of a decision-making and control all contributed to, at first, the disequilibrium, 
and then the growth and modernisation crisis of the economy, despite reform steps 
aimed at cushioning its impact. It is undeniable that, with the “small reforms” 
of the sixties (a somewhat belated inheritance of 1956), Hungary was the country 
in the CMEA which went furthest in disentangling itself from the inheritance and 
distortions of the Stalinist post-Stalinist model. Of all the CMEA countries, it was 
in Hungary that the legal-institutional framework for a market economy and the 
institutions of civil society were the strongest. At the same time it was in Hungary 
that the psychological obstacles to a market economy and a competitive society 
were the weakest. It is a fact, however, that even the most “marketized” version of 
real socialism could not adjust successfully to the requirements of global develop
ment, scientific-technical revolution, and modernisation of post-industrial society. 
Systemic change was initiated in Hungary under the curse of a comprehensive cri
sis. (Kádár 1990) “Transformation within crisis” was a particular challenge both 
from the point of view of economic policy and management.

The East European experiences of the last three years have enriched both 
economic theory and economic policy with new phenomena. Transformation, which 
started in a crisis situation, brought to light a new phenomenon: “the crisis of 
transformation”. At present it is still in the sphere of forecasting and logical analysis 
whether the collapse of the empire and the conflict between the goals of transition to 
market economy and political pluralism will result in a return to the old system and
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a special new kind of destabilisation due to the crisis of transformation. The 30-40% 
decrease in production, the fall in standards of living and the rise of unemployment, 
alongside the dragging on of the recession could lead to these gloomy scenarios.

Due to historical causes, the most eminent schools of economics were created 
in the most developed countries. As a result the most developed forms of the 
theory of crisis deal with phenomena of the business cycle. The problematic of 
structural crisis was developed by those dealing with developing countries and their 
modernisation and the process of their catching up. As a result, this area of study 
has only recently, and with weak ties, become attached to mainstream economics. 
Over the last quarter of a century the transformation of industrial economies into 
service, information and technology societies has resulted in the disappearance of 
traditional industrial activities, the rapid cyclical changes of skills, and the changing 
international position of individual countries. Yet, over the past fifteen years the 
attention of economists in those developed market economies has turned to the 
problems of structural change and structural policy. The crisis of real socialism was 
conceived first of all as an ideological-political problem, and interestingly enough 
it was dealt with—during the period of detente (i.e. before its collapse) as an 
alternative model of development. Looking at this case-history it is no wonder that 
neither theory nor the practice of economic policy was able to control strategically 
this transformation amidst crisis, nor was it able to handle the new crisis phenomena 
which emerged in the meantime. Some fifty years ago—i.e. during and after World 
War II—both economic theorists and practitioners thought that the transformation 
of the German and Japanese economies would result in much deeper recession and 
would require much more time for recovery than actually turned out to be the case. 
Rapid systemic change and reconstruction in the German and Japanese economies 
as well as the presumed growth in the equally rapidly implemented Stalinist models 
in Eastern-Central-Europe caused a real shock among expert economists. As a 
result of this and the smoothness of South-European systemic changes, the time, 
cost and pitfalls of the new systemic changes in 1989-90 were given less attention. 
The euphoria attached to the transition to market economy caused a situation in 
which the warnings about possible problems were held to be destructive. However, 
with the appearance of recession phenomena in the process of transition many 
specialists were suddenly converted to a different approach. For many it became a 
theorem that recession is unavoidable during transition, and even came to believe 
that its depth is a signal of the force and success of the process of transition. Seeing 
the difficulties, those commentators who found themselves in a helpless situation 
repeated cliches such as: it is easier to make fish soup from an aquarium or omelette 
from eggs than vice versa.

Such statements did not—and do not—help much. Also, their validity is 
restricted, since the People’s Republic of China has produced a very dynamic change 
of economic system without changing the political system.

1 A d a  Oeconomica 4$, 1993



220 В. KÁDÁR: ECONOMIC POLICY IN CRISIS

It is worthwhile to look at the past efforts of Hungarian transformation in 
order to reveal the extent and the nature of the crisis phenomena. Unfortunately 
we have no reliable statistical data on the extent of the recession. The most signifi
cant successes of Hungarian transition have been taking place in the deep layers not 
assessed by statistics and economic policy: namely, in the still rising shadow econ
omy and in small ventures outside the compass of official statistics. From among 
all the Eastern and Eastern-Central-European countries it was Hungary where the 
share of the shadow economy was largest in 1989 (18% of GDP). The sector has 
grown dynamically ever since, and it is very likely that it has counterbalanced the 
extent of the recession in the statistically assessed, official sector. A part of the 
GDP where a decrease has occurred involves non-viable activities; these do not 
produce, but they do consume national income, where the value of inputs is larger 
than that of outputs. Neverthess, in this area the decrease of production has not 
caused a loss of income. In fact, the income-reducing effect of the GDP decrease 
over the years 1989-92 is probably no more than 10-12%. Yet this is still a reces
sion unheard of since World War II. Its dimensions, however, have not yet reached 
those of a general crisis. It is not general since it does not embrace small ventures 
or the service sector. The value of exports is also higher than in 1989, despite the 
decrease during the first four months of 1993 (a phenomenon unparalleled in the 
area).

In the case of Hungary one cannot speak about the crisis of transformation. 
The process of transformation has always been going ahead, even if its speed is 
uneven. We have to take into account that, between the first quarter of 1989 
and 1993: the contribution of the private sector to GDP grew from 18% to 45%; 
the number of self-employed rose from 161 thousand to 630 thousand; the share 
of liberalized imports increased from 35% to 93%; the share of OECD countries 
in total exports went up from 38% to 70%; and the ratio of state subsidies to 
GDP decreased from 19% to 4%. Given these facts we can see the speed and the 
continuity of economic systemic change. We can say that in Hungary—unlike in 
other countries—transformation has reached the “point of no return” , and social 
and economic automatism make transformation irreversible.

As a result of the time lags that exist within economic processes the growth 
performance of 1990 and 1991 reflects basically the inheritance of the institutional 
and structural crises of past decades. The collapse of the Soviet Union and CMEA 
and the limited solvency of most Eastern European countries has reduced Hun
garian exports to the area by almost 5 billion USD. The total cost to Hungary of 
the collapse of Yugoslavia is more than half a billion USD. There is a strong con
nection between the income reduction of the years 1989-91 and the consequences 
of the crisis of the former system. On top of this foreign trade reorientation, the 
speed of modernisation was also slowed down by the Iraqui crisis and the recession 
in the world economy. These factors diverted resources needed for supporting the 
transition and had an unfavourable influence on the absorption capacity of foreign

A cta  Oeconomica 4$> 1993



В. KÁDÁR: ECONOMIC POLICY IN CRISIS 221

markets. The outside environment facing the Eastern European transformations 
has been much less favourable than that which faced German and Japanese re
construction, or the modernisation programme and systemic change of Southern 
Europe in the sixties and seventies. It should also be noted that to transform a 
totalitarian social-economic system into a market economy under democracy is a 
much larger step than to transform market economies under totalitarian rule into 
democracies. The majority of transformation problems experienced by the Hun
garian economy have been due to exogenous factors. The unavoidable deterioration 
of the crisis of the former system was endogenised by an economic policy which, 
rather than concentrating on the ways to counteract the deterioration of the out
side environment, paid most attention to changing the institutional system. Thus 
the transformation of the institutional system was financed to a large extent from 
resources intended for the future, and at the expense of the accumulation of human 
and physical capital necessary for exploiting the source of world market competi
tiveness. The deterioration in Hungary’s economic performance, and the slow pace 
and intensity of changes in the Hungarian production, utilization and foreign trade 
structures show that the successful achievement of the process of transition, and 
the elimination of obstructions and constraints preventing Hungary catching up 
with Europe, depend to a large extent on the ability to surmount the inheritance 
of decades of structural crisis. This has to be achieved if a new growth path is to 
be started.

Value and goal orientation, sequencing

Neglect of the deeper lying structural and foreign economy causes of the 
present social-economic tensions has brought the Hungarian economy and society 
to a crossroads, despite the undeniable successes of the process of transforma
tion. Although the source of the tensions is definitely the crisis of transformation 
and not a large-scale classical production crisis, its branch-level repercussions (e.g. 
agriculture, defence industry, engineering) are often critical and concentrated in 
particular regions. (Kádár 1991) In a shrinking, struggling economy with a gloomy 
future privatisation is easily halted. Unlike transnational firms the Hungarian pri
vate entrepreneur, who does not have a long-term perspective and has no resources 
to weather short-term difficulties, cannot shoulder large risks and invest, especially 
if recession or stagnation are likely. The consequences of recession, coupled with 
the bankruptcy law enacted in 1992, had by 1993 reached even the successful units 
of the Hungarian private sector. Recession touched not only the less competi
tive government sector, but the more dynamic private sector too. A cumulative 
consequence of this could be that efficient privatisation and changes in the own
ership structure will be halted. Similar considerations pertain to a large part of
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foreign investors too. Stagnation, bad foreign trade performance, and an uncertain 
future will imperil the continuity of capital imports; also, the world economy up
swing expected in 1994, coupled with dynamic modernisation in certain countries, 
might divert the flow of capital away from Hungary. The perpetuation of gloomy 
economic perspective in politically sensitive periods might reinforce disintegration 
phenomena in Hungarian parties, local governments, and pressure groups. This 
could prompt them to oppose the activity and momentum so vital for successful 
modernisation.

It goes without saying that systemic change in itself cannot influence struc
tural processes and the business cycle—particularly in the short and medium run. 
As an example, let us mention that in the opinion of the West the crisis of Soviet 
society was caused by excessive and pervasive state control. At the same time if 
the rapid winding up of state control is not accompained by other suitable steps 
there will be no improvement of macroeconomic processes. In difficult situations 
it is very important to reveal driving forces, impact mechanisms, and the sequenc
ing of macroeconomic processes. The high social cost of Eastern European and 
Hungarian transformation has been caused to a large extent by the inverted logic 
of sequencing. Any population which has possibilities of asserting its own inter
ests wants not simply change in the institutional system and a systemic change, 
but improvement in its own situation in the foreseeable future. The efficiency of 
the use of capital cannot be improved merely by distributing state property. Pri
vatisation has to occur in an environment favourable for ventures. Convertibility 
or an overvalued currency is not the cause but the consequence of healthy eco
nomic development. The adaptation of the Hungarian economy to a continuously 
changing world and European economic space is an indispensable precondition for 
systemic change which will be appreciated internationally, and rapid modernisation 
and catching up which will be appreciated domestically.

In the 1930s the theory and practice of macroeconomic control formulated 
the tools necessary for discarding functional troubles and crises of an industrial 
society. It is certainly no wonder that Keynes and the New Deal in the English 
world, Schacht in Germany, and Takahashi in Japan simultaneously applied the 
revolutionary theses of business cycle policy for the industrial world. The textbook 
of Keynesian principles most familiar to the Hungarian reader (that of Samuelson 
and Nordhaus) formulates this as follows: “Keynes proclaimed that unemployment
could be a persistent feature of an industrial economy....  Through monetary and
fiscal policies government can stimulate the economy back toward high employment, 
for example, if the government were to increase its purchases, aggregate demand 
would be increased. In short, by appropriate use of economic policy, government 
can help to ensure that the economy will move toward a desirable level of output 
and employment. This theory and the means determined by it may be used in 
spite of the fact that economists who tend toward the classical view will often be 
sceptical about the need for government to take steps to stabilize business cycles.”
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(Samuelson and Nordhaus 1989) Although Keynesian economics is not intended for 
underdevelopment and structural modernisation but for the business cycle policy of 
a nearly ripe industrial society, its relevance for the dynamisation of the real sphere 
in today’s Central European countries that are on a medium level of development, 
is much stronger than that of the monetarist stance which relies on mechanism of 
post-industrial society.

Within the Hungarian economic policy toolkit of the last half decade (i.e. 
in the period preceding systemic changes) an overwhelming preference has been 
for tools with a short run impact. In the race between short run and long run 
requirements, the short run has won. It is interesting to note that from among the 
“short term tools” of economic policy, automatic stabilizers such as unemployment 
benefits and other welfare transfers were preponderant in 1992-93. Public works, 
state employment programmes pertaining to so-called discretionary fiscal policy, 
and changes in tax rates were not instituted. The importance of this problem 
is particularly significant if we consider that the deficit of the Hungarian budget 
(which has existed for several decades) is not transitory but structural, i.e. it orig
inates from the weak income-producing capabilities, being a structural and not 
conjunctural crisis phenomena. In such a situation it is a basic requirement that 
the income generating capacity of the economy should be enhanced through invest
ment, technology development, specialization, exports, and rationalization of the 
state budget. If the structural crisis cannot be eradicated, it is no wonder that a 
structural budget deficit arises. With a weak or deteriorating income-producing 
capacity, a budget that leans against the trend of the real sphere of the economy 
means that an increase in the deficit cannot be avoided. The tensions of transfor
mation, the increasing ex-post deficit and the business cycle reflect the neglect of 
forces operating in the real economy and the consequences of a balanced 1990 bud
get. The problem of the budget deficit is not independent from the goal hierarchy 
of economic policy. The taming of inflation is in the centre of Hungarian economic 
policy. Taking and overview of the period 1920-1990 in Hungary, inflation is now 
the highest since World War II, and the third highest since World War I. Thus the 
taming of inflation is higher on the list of objectives than in countries with a luckier 
monetary history. At the same time, in presenting inflation as public enemy num
ber one the psychological state of the financial leadership was more crucial than 
that of the population. After the collapse of the systems of planned and also of so
cialist market economies in the second half of the eighties a strong “demonstration 
effect,” (i.e. copying) has prevailed in economic policy. Since World War II leading 
market economies have not experienced deep crisis. The economics literature has 
paid little attention to non-existent problems and has been busy with disequilibria 
and inflation. Despite the different state and policy objectives of the Hungarian 
economy, among economists who are less experienced with growth problems the 
policy priorities of the post-industrial model have had a strong echo. Thus it has 
not been stressed enough that the growing disequilibria of the Hungarian economy
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were caused not by oversized demand but by undersized supply; the latter cannot 
be cured by demand constraints and the lessons of the Phillips curve.

In the calmer atmosphere of future times one can hopefully analyse in detail 
to what extent it is rational to reinforce the demand shock generated by the crisis 
of the socialist system, the collapse of Eastern markets, systemic change, the sup
ply shock generated by the opening to the world market, and import liberalisation 
(i.e. different exogenous impacts caused by business cycle shocks due to neoclassical 
fiscal and restrictive monetary policies). Synergic effects might be superimposed 
in a negative sense too. Introducing an economic policy instrument in itself can be 
right, for instance, opening to the world economy, liberalization are both inevitable 
requirements of systemic change. In order to redress the upset of the macroe
conomic balance that was experienced in Spring of 1990, it was necessary to use 
restrictive measures in monetary policy too. Restrictions implemented during three 
years of transformation were visibly eased in 1992 relative to the former period, but 
credit offered to the enterprise sphere grew much less than the rate of inflation and 
the increased credit needs of an economy in transition. Instead of keeping pace 
with inflation, exchange rate policy has got a re-valuing character, outstanding in 
international comparison. Monetary restrictions in a shrinking economy aggravate 
recession and hinder new investments necessary for structural change, profitability 
and increase of exports. In all countries in which modernisation is slow there is 
a danger of copying. This danger can only be reduced if we know the state and 
the special development characteristics of the individual national economies. It is 
undeniable that the main source of tension in the economy is not overheating of 
the cycle but a structural crisis and the multilayered process of contraction.

In search of creative economics and a suitable economic policy

Although the principles of transition economies were already outlined three 
years ago, based upon several decades of experience, perceptions and conjectures of 
Hungarian economics, the last three years have strongly been dominated by copy
ing theories developed in countries with totally different development levels and 
problems. To put it in another way: although in the 1990 elections the majority of 
voters opted for parties brandishing the slogan of “social market economy” (i.e. a 
mixture of efficiency and social progress), real social and economic processes have 
in fact shifted towards a 19th century type of liberal market economy. Among 
the countries of the transforming Eastern and Eastern-Central-European area, the 
objective of social market economy was formulated and aimed at only in Hun
gary. It is perhaps not by chance that the costs of transformation have up to now 
been smallest precisely in Hungary. Economics and economic policy cannot escape 
the fact that the belated modernisation that took place after World War II never 
combined the objectives of liberal market economy and political pluralism.
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The pursuit of the process of transition and the easing of social-economic 
tensions both require certain conceptional corrections. We have to accept that 
the process of transition has different rationalities and truths. Goal conflicts do 
arise between the rationality of the economy and that of politics. Within the 
magic square of economic policy the truth of the financial sphere requires financial 
stability and equilibrium; that of the trade unions requires employment; that of the 
creditors requires a balanced current account; and that of modernisation requires 
growth. The opposite of truth is not an untruth—as many think—but another 
truth. The science and art of economic policy lie precisely in the harmonisation of 
these different requirements and truths—namely, in the proper acknowledgment of 
the prime requirement of the historical moment. Growth may be pursued at the 
expense of financial equilibrium, in the same way as financial equilibrium can be 
pursued at the expense of social and political equilibrium.

Proper value orientation in economic policy can be assisted by taking into 
account different elements of the actual situation. Past Hungarian and foreign expe
riences of the region show that in a shrinking economy budgetary deficit, structural 
arrears and intensifying social tensions are unavoidable. From an international and 
European point of view the security and stability of the country have a high value. 
This requires growth and employment. Both national and international interests 
are therefore attached to a growth-oriented economic policy.

Is Hungarian economic growth a mirage or a real possibility? It might be 
worthwhile to draw attention to the fact that it is the first time since the “inter
est rate explosion” that international economic policy has put so much stress on 
the requirement of growth. The economic policy of the Clinton administration, 
the Japanese expansionary package announced in April, and certain signs coming 
from the EC all point towards a turnaround in the international environment. The 
requirement of economic growth is unequivocal from the point of view of the pro
cess of transition and modernisation. The picture is not unfavourable with regard 
to the sources of growth either. With unused production capacities and 13% un
employment the inflationary effect of growth is restricted. Savings at a level of a 
thousand billion forints, the more than USD 4.5 billion foreign exchange reserve, 
and foreign capital investment (which is sizable despite threatening forecasts) con
stitute a sound basis on the part of financial resources and one that has never 
experienced over recent decades. The main constraints on growth are nowadays 
macroeconomic regulation, organisation, the social-psychological environment and 
political support.

“What kind of growth is desirable?”—the question cannot be answered with
out considering restrictive conditions. Growth and an expansionary cycle were not 
appropriate in the past nor are they now, a year before the elections (because it 
would smack of a political opportunist business cycle). This fact might in itself 
reduce the anti-growth attitude adopted by certain circles, due to domestic policy 
considerations which herald growth only after 1994—possibly under a new gov-
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eminent. We need a type of growth rooted not in the business cycle, but one 
which deals with the several decades long structural crisis, world market adjust
ment, and Hungary’s catching up with other countries. For those that recognize 
this it should be plain that Hungarian economic growth depends not on domestic 
demand, and particularly not on domestic consumer demand. Equally it is not in 
line with the adjustment requirements of an increasingly globalized world economy, 
nor is it in the national interests, to engineer growth that relies on a protected 
domestic market. For more than two decades Hungarian economics has been based 
on the requirements and objectives of a form of national modernisation that cen
tres upon the characteristics of the country, on boosting supply, and on bringing 
about structural change; all this has taken place in parallel with the objective of 
worldwide globalisation and structural adaptation. Despite the strategic lag of 
two decades, the requirements and objectives are still the same, although the tools 
and the sequencing of implementation, and techniques used have changed. From 
the supply side there has been an improvement over the last three years in the 
choice of foreign capital, technologies, goods and institutional solutions; yet at the 
same time the supply of domestic investment, R+D expenditure, infrastructure, 
social-psychological factors and export goods have deteriorated.

The aim of the above train of thought is not a detailed presentation of a 
modernisation strategy—rather, it hints at some elements of the creative economic 
ideas that could be relied upon. The current realities of the domestic and foreign 
situations point to the following: there is no security without political stability, no 
political stability without social stability, no social stability without an acceptable 
level of employment, no employment without growth and—in Hungary’s case—no 
growth without exports. The internationally acceptable solution to the Hungar
ian development equation therefore depends upon export-oriented growth and the 
general improvement of Hungary’s ability to compete on the world market.

The solution to the equation might be assisted by eliminating the existing 
obstacles. Most of the institutional factors that contributed to more than four 
decades of general deterioration (i.e. it cannot be singled down to any particular 
area of the economy) of Hungarian competitiveness have already disappeared. The 
loss of momentum of the successful 1992 export breakthrough might be explained 
by the lack of goods, the low level of liquidity, the deterioration of profitability and 
the adverse environment. With a sound diagnosis the therapy is easier to outline.

The severity of the lack of goods is demonstrated by the fact that if the mar
kets created by economic diplomacy had been penetrated more thoroughly, and the 
export dynamic of the first semester of 1992 maintained, the value of Hungarian 
exports would have grown by USD one billion, and employment by 100 thousand. 
Although the lack of goods reflects the impact of other bottlenecks too, its immedi
ate cause is the decline of investment, which first became evident in 1979 and which 
has gained momentum since 1989. The decline of R+D expenditure has hindered 
the improvement of the product structure, and the development of high value and
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high price goods. Lack of goods might be overcome by livelier investment activity. 
In a country like Hungary, which relies on export-oriented foreign trade, this cannot 
be an isolated measure, for it requires the boosting of both foreign and domestic 
investment and the continuous development of technology. Structural modernisa
tion cannot be a spontaneous process. Due to the fact that growth faces strong 
imbalances, the tools of the government cannot include an out-of-equilibrium in
crease of the money supply. The cure has to be based on tax credits. In this case 
a choice has to be made between the increase of the budgetary deficit and indirect 
reinforcement of inflation. Its techniques are well-known: tax reimbursement, recy
cling of income from privatization, a more flexible amortisation system, government 
orders, favourable investment financing through special financial institutions, and 
incentives to foreign capital investment. We have to take into account, however, 
that a coordinated investment policy will only have an impact on export supply in 
the medium term (i.e. it is not an immediate panacea).

There are general tensions in financing: e.g. low and insufficient financing of 
exports and export-related guarantees, and the lack of an institution like EXIM- 
BANK which would couple export credit with export guarantees. These tensions 
hinder Hungarian exports in finance-intensive goods and relations. This fact is 
reflected by a strong decrease of Hungarian engineering exports to, and main con
tractor activities in, developing and Eastern European countries. Its size was USD 
500 million in 1992 and USD 300 million in 1993. This has resulted in the dis
appearance of important capacities and technologies. The low competitiveness of 
Hungarian exports is due to insufficient guarantees of financing, but this could be 
improved within a short period by export-promoting credit lines, guarantees and 
insurance, and also by institutions for bringing these about.

It is an international phenomenon that entrepreneurs go abroad only if prof
itability on exacting foreign markets is higher than at home. The profitability of 
exports has contracted over the last three years to one quarter of the original figure. 
In certain sectors profitability has turned into loss, and most sectors in 1992 had, 
with regard to profitability, gone beyond the point of inflexion. The 25% overvalu
ation of the forint has had the effect of decreasing profitability over the last three 
years, and this could not be countervailed with a similar improvement in competi
tiveness. The exchange rate is a forceful tool of economic policy, for it is viable in 
the short run and does not contradict international agreements; also, it can boost 
exports and hold back imports. The effect of exchange rate policy on different ac
tors of the economy is itself differentiated within a heterogenous environment and at 
the various development levels. Overvaluation has a healthy impact on the national 
economy with regard to financial stability, sectoral import trade, and production 
and consumption areas (e.g. energy sector) that rely to a large extent on imports. 
However, it results in wage-intensive and low import content areas in a decrease 
of exports and loss of markets. In this case our value orientation has to choose 
between financial performance and growth—employment—export performance.
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The adverse impact of the economic environment on competitiveness has mul
tiple effects. A strict implementation of the bankruptcy law, which was worked out 
during a different phase of development and under a different economic environ
ment, has driven a large number of otherwise viable entrepreneurs into crisis; their 
difficulties have been caused by the bankruptcy of their partners. Suitable selec
tion of partners could bring about improvements even in the short run. For dealing 
with those exporting firms which face bankruptcy due to the lack of payments from 
debtors, suitable financial constructions should be introduced, and credit consolida
tion coupled with reorganisation of banks and regional investment activity should 
be speeded up. Budgetary policy has been shaped in the past such that short-term 
constraints were placed alongside it. It is undeniable that without fiscal measures 
that can assist longer term processes in the real sphere of the economy a growth 
environment cannot be created. In particular, it is the infrastructure and food 
economy which require schemes of financing and guarantee that are adapted to 
new European structures. The competitiveness of the economy might be improved 
by suitable regulatory techniques. Flexibility of procedures, sticking to timetables 
(rapid transfers within the banking and the tax system, increased reliance on tar
iff disbursement etc.) might improve the efficiency of the economy even in the 
short run. Over the last three years budgetary constraints have restricted the pos
sibilities of collective export incentives, development of trade infrastructure, and 
consequently of growth. In the well-functioning Austrian market economy 0.3% 
of foreign trade receipts are spent on collective export incentives. In the Hungar
ian market economy, considering exogenous and endogenous policy shocks and the 
need for exporters to gain access to markets, much higher export incentives are 
needed. In reality, however, the share of export incentives within foreign trade 
receipts decreased between 1990 and 1993 from 0.5% to 0.15%—i.e. by one third. 
Trade agencies and corporate offices that have been closed or down-graded due to 
financial problems have, up to the present, resulted in the loss of exports to the 
value of some USD 100 million. This is because a private small entrepreneur cannot 
enter faraway markets on his own, and the regaining of lost markets is a very costly 
operation.

We have no example in economic history of such an accumulation of struc
tural, institutional and business cycle problems as those that exist at present. There 
is no ready solution to be copied, although the danger of copying is high. The sci
ence of economic policy is thus confronted with a unique professional challenge. 
The answer should include transformation within the framework of a social mar
ket economy, adherence to national characteristics, and adaptation to the world 
market. The success of economic policy depends on social-political support—i.e. 
it should be seen to have official backing. Whatever the case, the economics pro
fession should have a creative answer to the challenging problems, independent of 
the vagaries of politics. The future of the country depends on the quality of, and 
creativity applied to this answer.
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INSTITUTIONS AND THEIR RESISTANCE TO TRANSITION

A. NAGY

The Central and East-European societies inherited an institutional system  characterised 
by a nearly com plete m onopolization of the market, to ta l protectionism in foreign trade and a  ne
glect of consumers’ interests. One-party rule, state ownership, over-politidzation, and suprem acy 
of military consideration in decision-making were dom inant factors. Econom ic agents were not 
interested in the increase. but in the decrease of efficiency.

The slowness and inadequacy of structural changes are greatly due to  institutional rigidity  
and resilience. They resist com petition, opening and the increase of efficiency, authorities resist 
the diminishing of state intervention. The weakness and instability of political institutions hinder 
the introduction of radical measures, even when they  are recognized necessary.

At the end of 1989 the whole world was surprised at how quickly mass demon
strations, revolts and revolutions caused the collapse of communist one-party rule 
and the disintegration of the non-competitive, planned economic system in Cen
tral and Eastern Europe. There was a widespread feeling of liberation, happiness 
and euphoria linked to great expectations of political democracy, pluralism and the 
introduction of an efficient market economy.

However, most observers now agree that over the past two to three years the 
mood of the population has, equally unexpectedly, deteriorated significantly. A gen
eral disillusionment can be observed, and this is because many of the expectations 
have not been realized. The resistance to change is much stronger than expected, 
and economic conditions have deteriorated considerably. At the same time disgust 
with political petty quarrelling has spread rapidly among the populations of these 
countries.

In both cases, the unexpected nature of the developments was closely related 
to the lack of understanding of the resilience of institutions; the latter have resisted 
fundamental change and have made only superficial adaptations in response to 
attempts at systemic change. The study of the institutional aspects of the transition 
to a market economy in Central and Eastern Europe has been a very much neglected 
area in economic theory and in the practice of economic policy. This is the reason 
why it seems very important to concentrate our attention on such question as: 
How and why institutions are (were) created? What are their interests and how 
do they express them? What really motivates institutions? Why are they adaptive 
but, at the same time, very conservative? Why are they so evidently resilient 
in changing circumstances? Answers to these and similar questions are obviously 
very important for the success of transition, but so far they have been inadequate. 
Western economic theories are very instructive in this respect, especially social 
or collective choice theory and institutional economics. However, due to the fact
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that Eastern Europe’s situation and its history are so different from that of the 
West, adaptation and application of these theories has to take into account these 
differences.

Although the collapse of the communist regimes w e is  sudden, there was a long 
period of decline leading to the widespread and deep social and economic crisis. 
All the “Kremlinologists” , East European experts and comparative economists— 
without exception—made a great error of judgment: they confused stability with 
immobility. The immobility of the Soviet-type societies, stubbornly resisting re
forms, was regarded by many as stability, when in fact it was a source of self
destructive instability. The more immobile these societies were, the more unstable 
they became. Symptoms of the growing crisis were well observed by many: misallo- 
cation and misuse of resources, low efficiency, lack of competitiveness, slow adapt
ability, stagnation, deterioration of the living conditions (especially with regard to 
the environment), shortages of all kinds in parallel with wastefulness and squander
ing, and a deterioration of worker morale. These symptoms were well recognized 
not only by outside observers, but within these countries also. Nevertheless, most 
reform efforts failed, leading to the conspicuous failure of the system.

The resistance to radical, fundamental change meant that immobility, was 
conserved, and this point is closely related to the institutional structure of commu
nist parties and states in general. The structure of the former “existing socialism” 
evolved and changed considerably over a period of forty years, but much of this 
change—in many cases against the wishes of the reformers and planners—went in 
the wrong direction: instead of curing the sickness of the system, they aggravated 
them.

One can find a striking contrast, for example, between the first and last decade 
of the post-war East European economies. The first period was characterized by 
sudden and extreme nationalizations, rapid industrialization, the expropriation of 
peasant farmers, and the creation of great estates (the so-called cooperatives). 
These were followed by relatively feist adaptation to the new conditions. In the 
last decade, however, rigidity, conservatism, and'stubborn resistance to change and 
adaptation were prevalent. The best example of this was the failure to implement 
economic reforms, although these were recognized as necessary twenty years before 
the collapse.

The past: from all-encompassing organisations to special-interest organisations

Following the methods of analysis of M. Olson (1965, 1982), this pattern 
can be explained in terms of the theory of interest groups (see: Nagy 1989; 1991). 
The Second World War ended with the destruction of anti-democratic, semi-fascist 
political structures and eliminated most special-interest organizations and other
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“distributional coalitions” which existed before and during the war. This made 
possible the coalition of liberal, peasant, social-democratic and communist parties 
in the semi-democratic conditions of the time. As a consequence the new organiza
tions and institutions which developed shortly after the end of the war had a strong 
and all-encompassing character, representing not a narrow but a large segment of 
society.

Time was not enough for the re-emergence of the old interest groups, nor, for 
the organization of new ones. This was because the communist parties—with Soviet 
support—soon gained complete control of the East European states. Consequently, 
the weak or non-existent interest organizations could not resist the introduction of 
radical structural changes in the society and economy. As time went on a grad
ual transition could be observed. This was especially noticeable after the popular 
uprisings and revolts of the mid-fifties during which these regimes preserved their 
stability in a ruthless manner. Economic and political organizations, state and local 
bureaucracies and the communist parties themselves evolved into special-interest 
organizations and collusions; thus they lost their all-encompassing character. Mo
nopolies were created in a historically unprecedented dimension in industry and in 
services. Through mergers of agricultural cooperatives, large estates came into ex
istence. These were aimed at the elimination of competition, and in this they were 
successful. A strongly protectionist, autarkic trade policy subsidized both import 
substitution and exports. Elimination of competition was of course consistent with 
the interests of industrial, agricultural and service enterprises, as evidenced by the 
absence of effective resistance to these measures.

These special-interest organizations became powerful lobbies, which did not 
simply obey central plan directives, but more and more influenced and shaped them. 
As the various industrial, agricultural and regional lobbies became more numerous 
and powerful, all of the negative effects so well described by Olson occured. As 
the distributional struggle among the lobbies increased, more attention was paid to 
grabbing a larger slice of the pie produced by the society, than making the pie larger. 
This process involved fighting for funds for unprofitable investments, unjustified 
military expenditures, lobbying for subsidies, favourable prices, high wages, large 
bonuses for managers and big Soviet contracts for outdated, low-quality products. 
The result was that the lobbies not only obtained a larger slice, but in fact reduced 
the pie—i.e. the GDP—itself.

One of the most influential lobbies that emerged in the Cold War period 
was the military. Creating war hysteria by constantly referring to the danger of 
Western aggression, it wasted enormous amounts of resources and was successful 
in obtaining a large share of the national product and creating a huge privileged 
sector of the economy, where economic efficiency could be completely neglected.

As the original hierarchical structure of the socialist economies evolved into 
this complex network of interest groups (a coalition of fighting “feudal” or “war 
lords”—as some called them), the task of the central authorities became more
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and more to reach compromises among the representatives of squabbling regional 
and branch lobbies. The result of this distributional struggle showed their relative 
power: the well-organized military lobby usually received first priority on resources; 
mining and heavy industry came second; and a certain pecking order ran through 
the other sectors. In this struggle education, health care and environmental con
cerns got what was left by the others.

The inherited institutional system

The Central and East European societies have inherited an institutional sys
tem which merits review:

1. There was an almost complete monopolization of the market and total 
protectionism in foreign trade. In state socialism the political monopoly of the 
communist party eliminated all competitors from political, economic, social and 
cultural power, and no institutions could exist which were not dominated by the 
party. Competition was excluded not only in such natural monopolies as oil or alu
minium production, but in potentially competitive markets as well. Even butchers’ 
shops and confectionery stores belonged to trusts that monopolized these markets. 
Foreign trade was completely under state monopoly, and quantitative restrictions, 
through the licensing system, had effective control over all imports. The aim of 
monopolization and protectionism was the complete elimination of competition, as 
it was regarded not only as harmful for planning, but also wasteful. The cultural 
monopoly of Marxism created an economic culture hostile to liberal economics. 
Practice proved the opposite of Marxist theory: the elimination of competition 
served only the interests of inefficient producers, and made them inefficient if they 
had not been so before.

2. Consumers’ interests were neglected. Without competition, the producer 
may completely disregard the demands of the consumer. Under the conditions of 
an economy of shortage (Kornai 1980), a sellers’ market prevails, which further 
strengthens the position of the producer. The symptoms are well known: queues, 
poor quality, little variety in goods, and empty shelves. Consumers had no influ
ential organizations to defend their interests against producers, and had very little 
impact on legislation and on other regulations. The producer’s lobbies had such 
an overwhelming superiority that the conflicts of interests were always solved at 
the expense of the consumers. Consumers look for good quality products in great 
variety and at low prices; however, producers’ interests are just the opposite: high 
prices, if possible low quality and a small variety of products. When free markets 
are eliminated the conflict between consumers’ and producers’ interests is resolved 
by politics. In this conflict the more easily organized producers have the upper 
hand, as recognized by collective choice theory.
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3. One-party rule, state ownership, over-politicuation (of civil society), and 
supremacy of military consideration in decision-making were dominant factors. An 
overwhelming majority of all property belonged to the state: natural resources, cap
ital, land, schools, theatres, hospitals—everything! There is much discussion in the 
literature concerning the actual meaning of state ownership: was the state a real 
owner? What kind of an owner was it? One can say that the state was a bad and 
a good owner of capital at the same time. It was a bad owner because most of 
its possessions were misallocated, misused, and insufficiently safeguarded. On the 
other hand, it was a good owner because it protected the interests of its enterprises 
in a very effective way: by the elimination of both domestic and international com
petition. This feature of state ownership was obviously harmful for the consumers, 
for growth, and for modernization, but it amply served the short-term interests of 
the producers’ lobbies. The consequence of one-party rule, Soviet dominance, over
politicization and over-militarization was that political and security considerations 
dominated all decisions. Politicians, the military and the secret police were above 
the law. Arbitrariness ruled, and criticism was silenced.

4. Inefficiency was a strong pressure. One of the most harmful features of 
the inherited institutional structure was that the great majority of the economic 
agents and organizations were not interested in the increase, but in the decrease of 
efficiency. As this was recognized, a reform activity developed with the major— 
and in many cases naive—aim of increasing efficiency. It was evident that for this 
purpose decentralization was necessary. However, with the growing influence of 
the special-interest organizations economic reforms became in a sense a liberation 
movement of the enterprises from the tutelage of the central authorities. However, 
their demands were rather ambiguous: they wanted to have as much independence 
as possible, but at the same time they did not want to lose their monopolistic 
position and their protection from foreign competition. As a result, the half-hearted 
reform measures that were enacted did not increase growth and efficiency, nor did 
they improve living conditions; thus they weakened the popularity of the reformers. 
One should not forget that a certain kind of efficiency pressure existed in the 
hierarchical planning system: the central authorities demanded larger outputs and 
offered lower inputs than the enterprises respectively offered and demanded. If 
the pressure and discipline of the plan targets had been eliminated, as the large 
enterprises desired, the result would have been even lower efficiency, unless the 
stronger pressures of competitive markets are introduced. The optimal solution 
for monopolies can be the worst solution for consumers and for economic growth, 
as was shown by the stagnation of Eastern Europe in the last period before the 
collapse.
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Resistance to change

The remarkable slowness and inadequacy of structural changes in Central 
and Eastern Europe are not only the consequences of the failures and inexperiences 
of the new governments’ economic policies, for they are also in great part due to 
the rigidity and resilience of institutions. The fact that they have been able to 
resist change to such an extent is largely due to the relatively smooth, peaceful, 
non-revolutionary character of the changes. One of the consequences of this is that 
most special-interest organizations and their distributional coalitions have not been 
eliminated. However, they have become weaker and more hesitant in their lobbying 
activity.

Yet the new situation has not stopped them building up a strong resistance 
to change. The main fields of this resistance are the following:

a) Resistance to competition and to openness. It was relatively easy to elim
inate competition and to create monopolies, but it is extremely difficult to break 
them up and to “create” competition. Even if they are broken up administratively, 
the firms that previously comprised the monopoly can still engage easily in collu
sion, which is difficult to control and stop. Foreign direct investments have not been 
helpful in many instances, as investment in these monopolies is often considered 
more profitable than establishing new competing firms. Fortunately, due to inter
national agreements and obligations, it is difficult for the new governments formally 
to resist explicit trade liberalization. However, with the support of the big lobbies 
behind them they learn how to build non-tariff barriers and how to keep tariff levels 
high. Another cause of resistance to openness comes from the fact that the desire 
for increased inflow of foreign capital through the so-called “selling out” of national 
property conflicts with the aim of “creating” a new national middle class through 
distributing (or selling at discount prices) shares of state-owned enterprises to the 
public.

b) Resistance to diminished state intervention. Even at the time of the early 
reforms of the sixties in Eastern Europe it was recognized that the reduction of 
state interference in economic decisions was a priority—hence the efforts to decen
tralize. It was widely expected that with the introduction of a market economy 
and a democratic system interventions and regulations by government in economic 
matters would be strongly reduced and rapid decentralization and privatization 
would ensue. Here again, actual changes have been contrary to expectations: there 
has been no significant decrease in the budget share of the GDP, the extremely 
heavy tax burden has not diminished, and the budget deficit has reached unheard- 
of proportions. Even though there is general agreement that bureaucratization in 
the socialist system reached incredible proportions, since the introduction of the 
new order state offices have not closed but have merely changed names, and while 
the unemployment-rate is high, there is none among civil servants.
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Contrary to expectations, privatization has increased the power and prestige 
of the state authorities: they decide what assets to sell, at what prices and con
ditions, and to whom. They “create” the new bourgeoisie, which provides great 
opportunities for political discrimination and for corruption. The structural change 
in production, the reorientation of trade (especially because of the collapse of East 
Bloc trade), the unbalanced budget, the enormous debt burden, inflation—all call 
for central regulation and intervention, which instead of diminishing, has in many 
cases increased. Moreover, the “dirigiste” ideas of state socialism have not disap
peared and the belief that only a strategic state development (or industrial) policy 
can orientate investments in the right directions is still popular in government of
fices.

There is a strong resistance to demilitarization and to the abolition of the 
secret police. An unexpectedly strong nationalistic hostility has broken out in 
nearly all these countries since the collapse of the old regime. Chauvinistic jingoism 
seems to be the last refuge of the extreme left, joining the extreme right. In the 
power vacuum created by the collapse of the previous security system, the military 
and police lobby have succeeded in influencing government policies by creating and 
augmenting the instability of the region. Secret services were not dissolved, and 
their archives were neither disclosed, nor abolished. On whose behalf the secret 
services will use their “skill” and documents remains an open question.

c) Resistance to efficiency pressures. Those with an interest in improving 
efficiency are weak and unorganized, while forces with vested interests in resisting 
any efficiency improvement are relatively strong and well-organized. It is a hard 
task both for the managers and for the workers to change the production struc
ture, technological processes, product quality, or orientation toward markets. It 
is especially hard to raise productivity, to decrease “featherbedding” , and to re
educate the personnel—this is true despite the fact that the trade unions and other 
professional organizations have articulated interests rather weakly. The reduction 
or abolition of subsidies and other forms of protection from foreign competition 
is very uncomfortable, especially if a firm benefitted from them for decades. All 
these hardships could be overcome if the interest groups supporting improvement 
of efficiency and adaptation were sufficiently strong and organized. The problem 
is that this is unfortunately not the case. Privatization, which is proceeding very 
slowly, has not yet created enough pressure to reduce inefficiencies within firms. 
The moral, rational, or theoretical arguments for efficiency-enhancing measures are 
not sufficient to prevail against the power of the strong interests opposing them.

d) The weakness and instability of political institutions. A fourth factor hin
dering change is not a resistance to it, but involves the weakness and instability 
of political institutions, which prevents the introduction of radical measures, even 
when they are recognized as necessary. The political situation in all the East Eu
ropean countries is still unstable and the power struggle is undecided. The conflict 
between the nationalistic right-wing and the liberal democratic parties is strong,

Acta Oeconomica ^5, 1993



and ex-communists have conserved important political and economic positions in 
several East European countries. The democratic institutions are new and in po
litical practice there are no generally accepted “rules of the game”. While the 
politicians squabble and jockey for power, the fundamental problems of economic 
transformation are being neglected. Popular support for the new political parties 
is weak and volatile, hence election results are misleading. The growing disap
pointment leads to discontent, alienation, and disgust with politics. These feelings 
are exacerbated by the lack of economic improvement, which further reduces the 
feasibility of radical measures.

Another consequence of the political instability is that individual rights, in
cluding property rights, are not secure. Economic agents cannot be sure that their 
assets are safe, and it cannot be guaranteed that the contracts they have with 
other agents will be impartially enforced. The legal framework of limited liabil
ity corporations, of borrowing and lending, of patents and copyrights are new and 
deficient, and there is little experience in their functioning. In such insecure con
ditions maffia-like organizations grow easily, increasing the instability, and limiting 
the incentives to save and to invest, and thus limiting economic growth.
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Concluding remarks

The Central and East European countries are paying a high price for the 
non-violent democratic character of the transition process. As there has been little 
change in the institutional structure and in the network of organizations, their 
systems can be changed only gradually and with great difficulty, because they have 
preserved a strong capacity to resist fundamental changes. Olson (1982, p. 75) 
explained the “economic miracles” of Japan and West Germany with the argument 
that “countries whose distributional coalitions have been emasculated or abolished 
by a totalitarian government or foreign occupation should grow relatively quickly 
after a free and stable legal order is established”. If Olson is correct it is no 
wonder that without the emasculation of the special-interest organizations and their 
institutional system, in a free, but unstable order, rapid growth is not occurring in 
Central and Eastern Europe.

It is evident, as argued above, that large-scale and radical changes are needed 
in all spheres of society to abolish the old institutional structure and to restrict the 
influence of lobbies and other special-interest groups. However, it is not evident 
where and how to find the necessary social and political forces needed to implement 
such changes. Experience to date, although sparse, seems to suggest that neither 
political pluralism and conflicting parties (as in Hungary), nor a dominating party 
(as in Rumania and at the beginning in Poland and in Czechoslovakia) can solve
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this problem. It is not sure either that “great coalitions” , advised by some experts, 
can do this job.

As the opportunity to emasculate many special-interest organizations and 
their coalitions was missed, there is likely to be a relatively long period of coex
istence with the old institutions and change will be guarded. It can be expected 
that liberalization of trade and capital movements, deregulation, privatization, and 
the establishment of new small and medium-scale enterprises will, step-by-step, 
change the economic environment, and the institutions will have to adapt to it. 
A crucial factor in this development is how far state intervention in economic life 
can be limited; in other words, to what extent and how quickly the authorities will 
understand that allocative efficiency is not their business. Instead of supporting 
inefficient monopolies and conserving privileges, they have a lot to do to defend the 
consumers, prohibit limitations on competition, facilitate entry of new firms into 
the market, to secure property rights, and to enforce contracts.

It is too early perhaps for social scientists to evaluate the results of the dif
ferent approaches economic policy-makers have chosen in the different Central and 
East European countries. Future development will depend, to a great extent, on 
how their privatization processes will be linked to the destruction of monopolis
tic organizations, to the establishment of competitive markets, and the emergence 
of new efficient business organizations. This development cannot be judged by 
the ambitions and declarations of decision-makers, but only by the results of their 
decisions, which remain to be seen.
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THE SOFT BUDGET CONSTRAINT IN THE TRANSITION 
ECONOMY AND THE PROSPECT OF PRIVATIZATION

K. STAEHR

The planned economies of Eastern Europe were characterized by a lack of market discipline 
in that firms were able to extract various k inds of subsidization in order to produce according 
to the plan. In this paper it is argued that th is phenomenon is likely to be carried into the 
transition economy. The paper sets up a sim ple one-period m odel in which a firm sets wages and 
employment and the government pays subsidies. T he possibility appears that the government must 
pay excessive subsidies without being able to  influence the em ploym ent significantly. One way 
to limit the payment of subsidies might be privatization of the state-owned enterprises; however, 
this carries the risk that the government’s ab ility  to stabilize em ploym ent might be reduced.

1. Introduction

The countries of East and Central Europe have undertaken remarkable re
forms over the past three years. These transition economies are attempting to 
reform their planned “socialist” economies in the direction of mixed capitalist 
economies, cf. Blanchard et al. (1991).

The East European countries have freed the price setting, and internal and 
external trade have been liberalized. In most of the countries small privatization has 
taken place, implying the sale of small retail outlets and service sector enterprises 
to private owners. The large privatization—of large manufacturing firms—has had 
problems in taking off. It is difficult to estimate the value of firms and a quick 
sale of a firm favours the wrong people. Thus, there are technical and ethical 
problems associated with a fast privatization of the large state-owned industries. 
These problems lead to a consideration of whether it is appropriate to keep the large 
manufacturing firms state-owned for a prolonged period of time. The answer to this 
question is likely to depend on the government’s ability to restrain the payment of 
subsidies and the provision of cheap credit to troubled firms.

To large parts of the manufacturing sector “state-ownership” implies that the 
government must subsidize firms in various ways in order to keep them producing. 
If firms know that they will be bailed out they have little incentive to restrain wage 
growth and other expenditures. Thus, the government risks excessive subsidization 
and this might eventually constitute a burden hampering the growth perspectives 
of the transition economies.

These problems of excessive subsidization of the state-owned enterprises have 
led to a renewed interest in the emergence of the soft budget constraint: see Tirolé
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(1991), Berg and Blanchard (1992) and Blanchard (1992). This paper seeks the 
simplest possible modelling of a soft budget constraint in a transition economy.

Section 2 is used for a short discussion of the concept of a soft budget con
straint. In Section 3 a model for the firm in the transition economy is proposed. 
We set up a one-period game between a firm and the government in Section J, 
and find the discretionary equilibrium in Section 5. Section 6 examines whether 
a government can improve its situation if it announces a credible subsidy policy. 
Section 7 discusses the possible implications if a firm is privatized and Section 8 
gives conclusions.

2. The soft budget constraint

The market economy

In a market economy the private firm operates subject to a hard budget con
straint. This implies that the managers of private enterprises seek to maximize 
profits or, at least, avoid losses. There are several mechanisms supporting the 
endorsement of the hard budget constraint; cf. Tirolé (1991):

— The managers might be paid performance-based incentives.
—  The performance of the firm might be compared to the results of similar 

firms and, hence, the managers are continuously informed of the need for restruc
turing.

— The firm might be taken over, and the managers will be replaced if their 
performance is considered unsatisfactory.

— The managers are concerned about their careers. Good results make it 
easier to climb the corporate ladder in the future.

— The most important mechanism, however, enforcing the hard budget con
straint is the exit constraint. The loss making firm cannot exist for a prolonged 
period of time. If the economy of the private firm deteriorates, the owners (the 
share holders) will intervene and require restructuring and cost-saving measures. If 
this does not suffice the firm will eventually be declared bankrupt and closed; the 
exit constraint forces unprofitable firms to close.

The planned economy

In the planned economy the micro foundation of a firm is different from that 
of a private firm in a capitalist economy. The planner sets quantitative targets for 
the production and it is practically impossible to declare a firm bankrupt. Deficits 
will be covered to avoid shortfalls in plan targets and the sacking of workers. When
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the firm is unprofitable it is frequently possible to extract some kind of subsidy; 
the firm faces a soft budget constraint. (Kornai 1979; 1989) It can appear in many 
ways:

— The output prices are increased or the input prices are lowered.
—  The firm postpones or abolishes the payment of taxes.
— The firm receives soft credit (from other firms or state-owned banks).
— The government pays subsidies directly to the firm.
Naturally, the soft budget constraint implies incentive problems as the man

agement and the workers have little incentive to work efficiently. They know that 
the firm is always bailed out. This inappropriate incentive structure has been a 
problem in most socialist economies, and the planners have tried many productivity 
improving schemes.1 The soft budget constraint might also lead the firm to use 
other inputs inefficiently,2 not just the labour input.

The transition economy

The majority of the firms in the transition economy are still state-owned but 
it is a nominal ownership, and the management of the firm is effectively undertaken 
by the employees. The workers typically elect the management of the firm, and it 
must be assumed that the management will be sacked if it makes decisions that are 
against the interests of the workers. This type of ownership is labelled by Tirolé 
(1991) “employee management under absentee state ownership”.

As the firms in the transition economy are state-owned it might still be possi
ble to extract subsidies from the government. Prices are determined by the market 
but it might still be possible to receive cheap credit, tax credits or direct subsidies. 
Thus, the possibility of a soft budget constraint in the transition economy exists.

One argument for supporting the state-owned firms in the transition period is 
the concern over employment levels. Tirolé (1991) points out that the government 
has an incentive to bail out ailing firms and banks in order to maintain employment 
levels and writes further (p. 237): “...there is an important risk that the government 
be captured by the firms’ employees. Labor hoarding is likely to remain, and wages 
to be way above market wages”.

This concern seems to be well-founded. Most of the transition economies in 
Eastern Europe seem to have experienced the emergence of a soft budget constraint. 
The experience of Poland in 1991 is well documented. The Polish firms only received

1 Examples that can be m entioned are: excessive use of piece-rate system s, bonuses, grants for 
hard work, or even designation as a “Stakhanov worker”; for exam ples from the former USSR, 
see K i r s c h  (1972).

2 G o m u l k a  (1986) argues that the soft budget constraint m ight induce inefficiencies in the 
socialist economies but will not lead to a breakdown of the production.
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small direct subsidies from the government but built up significant arrays of taxes 
that should have been paid during the year but remained unpaid. Likewise, the 
provision of cheap credit made it possible for the firms to pay higher wages than 
would otherwise have been possible: see Berg and Blanchard (1992), Blanchard 
(1992), Pinto et al. (1992), The Economist (1992). More recently, the problems of 
the former Soviet Union seem to be linked to the provision of cheap credits to the 
state-owned enterprises.

In the remainder of this paper we shall model a simple game for the transition 
economy in which the soft budget constraint emerges as a result of the government’s 
concern for the employment situation.

3. The firm in the transition economy

A model for the “typical” firm in the transition economy is set up as a mi
crofoundation. This is because the firm is developed with stress being put on 
the incentive structure that is part of the ownership organization in the transition 
economy (cf. the final subsection of Section 2).

The firm is nominally owned by the government but it is effectively managed 
by the workers’ council (henceforth often called “the union”). The workers are free 
to carry out all major decisions, including the determination of prices, wages and 
employment. Therefore, in many ways the firm in the transition economy resembles 
a labour-managed firm in a capitalist economy. This modelling of the firm in the 
transition economy relies on the literature regarding labour managed firms, as well 
as on models for wage setting in unionized firms.

For the purpose of this paper it is assumed that the union sets wages so as 
to maximize the utility of the collective work force, whereas the management is 
reduced to a body which sets prices and employment so that the budget constraint 
of the firm can be satisfied. This follows the modelling of the labour managed firm, 
in which the workers maximize a common utility function subject to a zero profit 
constraint: see e.g. Meade (1972). The firm’s budget constraint denotes the trade
off between employment and wages. The workers face this trade-off and maximize 
the utility of employment and wages subject to this. In this sense the modelling of 
the firm in the transition economy resembles the idea behind the “monopoly union 
model” : see e.g. Oswald (1985).

The modelling of the firm in the transition economy differs from the firm* 
in the “market socialist” economy as the price and wage setting in the transition 
economy is, in reality as well as in principle, left to the firm’s discretion. Further
more, it differs from a firm in a capitalist economy due to the fact that no profit 
maximization takes place.
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The firm produces one output, У > 0, using only labour, L > 0, as its input. 
The production function is simple; there are constant returns to scale:

Y  = L (1)

A large proportion of the firms in the socialist economy were monopolists. 
Therefore, its is assumed that the firm in the transition economy is a monopolistic 
supplier of output У, and it faces a linear, decreasing demand curve:

P =  2 -  У + t (2)

e is an exogenous demand shock. The economic environment of the transition 
economy is very noisy because of the fundamental change of the microeconomic 
and macroeconomic structure of the economy. Thus the individual firm faces very 
uncertain demand in the transition period. It is assumed that the expectation of e 
is zero, E[e\ = 0, and the variance a2 is constant and finite.

The profit of the firm, П, is:

П = P Y — WL (3)

where W  is the wage paid to the workers. (3) can be rewritten as:

П = (2 -  L + e ) L - W L  (4)

Following the literature for the labour managed firm, in the following it is 
assumed that the union maximizes its expected utility subject to the condition that 
the firm does not yield profit. When the profit is zero, (4) takes the form:

( 2 - L  + e ) L -  WL = 0 (5)

(5) is the firm’s zero-profit (ZP) constraint and denotes (the boundary of) the com
binations of wages and employment that can be attained by the workers. Hence, 
besides being the firm’s ZP-constraint, (5) functions effectively as the labour de
mand of the firm.

Now, consider the objective of the firm. Traditionally, the literature regard
ing the labour managed firm has assumed that the remuneration to the individual 
worker is maximized, subject to a zero-profit constraint. This approach does not 
take into account the fact that the workers might be concerned about the employ
ment consequences of their wage policy. Instead we assume that the union cares 
about wages and employment and that the utility is a positive function of both. To
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ease the calculations a specific utility function for the union is applied; the union’s 
utility equals the wage-bill:3

U = WL  (6)

It is assumed that the union cannot observe the stock when it moves, although 
it knows the statistical properties of the shock. The union’s problem is to pick the 
wage which maximizes its expected utility, subject to the fact that the employment 
is given by the ZP-constraint (5):

Max E[WL]

s.t. (2 — L + e)L — W L = 0 

The solution to this problem is:

(7)

W  =  1 (8)

' = 1 + € (9)
The wage is independent of the shock. This is a result of the imposed infor

mational asymmetry; the union cannot observe the shock when it sets wages. Thus, 
employment fully absorbs the fluctuations in demand. The expected employment 
is E[L] — 1 and, henceforth, it is labelled “natural employment” .

4. The interaction between the firm and the government

This section deals with the interaction between the two players, viz. the union 
facing the ZP-constraint from Section 3, and the government.4 It is assumed that 
the government pays subsidies to the firm in order to bail it out and, eventually, 
to maintain high employment. In “real life” the government can bail out ailing 
firms in many ways, e.g. direct payment of subsidies, provision of soft credit, or 
acceptance of delayed tax payments from the firms. In the model it is assumed that

3This utility function for a labour m anaged firm is also proposed in Kreps  (1990), section 19.2. 
Frydmann and Wellisz  (1991) exam ined a  number of Polish firms during 1990 and concluded that 
the firms m axim ized revenue. M aximizing the wage-bill subject to a ZP-constraint has the effect 
o f m axim izing total revenue. Also, Berg and Blanchard (1992) conclude th a t the state-owned  
Polish firms m axim ize revenue.

4This game is a modified version of the game in Com mander et al. (1991). The game was 
also inspired by Driffill  (1985), as well as the “standard” monetary policy gam es such as the one 
in  Barro and Gordon  (1983). See Schaffer  (1989) for a  game-theoretic analysis of the incentive 
problems associated with the soft budget constraint in the socialist economy.
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the softness emerges as payment of subsidies. The important assumption is that 
the government dislikes the softness because it moves resources away from other 
activities in the economy.

The game possesses “extrinsic uncertainty” because the information is incom
plete. The union does not observe the realization of the shock when it moves. The 
government, however, observes the shock and subsidizes the firm that has to take 
into account the realization of the shock.

The validity of this assumption with respect to informational asymmetry can 
be questioned. The basic argument is that the wages of the transition firm are 
fixed prior to the realization of the shock, whereas the government reacts when 
the shock has occurred. The government might have better information on the 
macroeconomic condition of the economy and it is most likely that it has better 
information on its future monetary and fiscal policies. The information assumption 
is necessary in order for the government to be able to carry out stabilization policies.

Only one-shot games are considered. The general argument is that the play
ers are myopic and, hence, do not take into account the future consequences of 
their current play. The transition economy is a very uncertain environment and, 
therefore, the time horizons of the players tend to shorten. This assumption seems 
to be broadly in line with the findings for Poland: see Blanchard (1992) and Pinto 
et al. (1992).

The union

The government subsidizes the firm by paying direct subsidies, S, to the firm. 
The problem of the union differs from the one in section 3 as the ZP-constraint 
now includes the possibility of the government paying subsidies to the firm. The 
subsidies paid come to the total S, so the firm’s ZP-constraint can be written as:

(2 — Z, + e)L — WL + 5  = 0 (10)

The trade-off between wages and employment is embodied in (10). Employ
ment as a function of wages can be found from (10):

2 + e — W + \/(2 + с -  W Ÿ  + 45 
L = ---------------- -------------------------- (И)

To ease the calculations the expression for employment is linearized around 
the natural employment. A first order Taylor expansion yields:

L = 2 - W  + e + S  (12)
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(12) has the same qualitative properties as (11). Employment decreases beside 
wages, increases beside subsidies and fluctuates with e. We refer to (12) as the 
firm’s zero-profit constraint. Naturally, if the union’s maximization problem in (7) 
is carried out using (12) as a constraint (with 5 = 0), the result is the one given 
by (8) and (9).

The problem of the union is to pick the wage W  which maximizes the expected 
utility, subject to the constraint (12). If the expected subsidy 5[5] is taken as given, 
we have:

W =  1 + \ e [S\ (13)

(13) denotes the optimal wage setting, given that the expectation to the subsidy is 
5[5], i.e. (13) is the union’s reaction function. Wages show a linear increase beside 
the expected subsidy E’fSj. If E[S] = 0, the wage is W  =  1, as found in (8).

The government

The government has an employment target for the firm and a target for 
the subsidy. This can be expressed by the following utility function V for the 
government:

V = —a(L  — 2)2 — 5 2 (14)

If L < 2 the government obtains higher utility because employment increases; 
L — 2 is the government’s employment target. Thus, the government’s employment 
target is higher than the “natural employment” E[L\ =  1, as shown in (9).5 The 
utility decreases when the subsidy differs from 0 because the government is con
cerned about the balance of the budget.6 a > 0 denotes the government’s relative 
stress on the employment target; the higher a is, the more the government empha
sizes the employment target.

5The government’s employment target is chosen such that it yields as simple solutions to the 
game as possible. In the absence of shocks, if L — 2 the output price is P  =  0, which is unrealistic. 
On the other hand, the expected output never reaches this level.

6The m odel could be extended to include the possibility of the subsidy being negative, in which 
case the subsidy would amount to a tax. The utility  function of the government would then have 
to be changed so that it included a tax target. If the tax target is labelled Г <  0, the governm ent’s 
utility function takes the form:

V  =  —a ( L  — 2)2 — (5  — Г)2

See also footnote 7.
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Let us consider the problem that the government faces. The government 
observes the shock prior to its setting of the subsidy. If the government takes the 
union’s wage setting, W , as given, the problem is to choose the subsidy, 5, so that 
the utility is maximized given the ZP-constraint (12):

Max -  a(L  -  2)2 -  S 2 

s.t. L = 2 — W + e + S
(15)

The first order condition implies that the government’s best response to the 
union’s wage setting W  is:

5 = 1 +  a W
1 -t- a

(16)

(16) is the equation for the government’s reaction curve. If a > 0, the sub
sidy increases when the wage increases (to limit the employment consequences of 
the wage increase). The subsidy moves counter-cyclically; a (numerically) large 
negative shock is accompanied by large subsidies.

5. The discretionary equilibrium in the one-period game

In this section we consider a one-period non-cooperative game in which the 
union moves before the government: the solution to this game is labelled the discre
tionary equilibrium. In section 6 the sequencing of the players’ moves are altered 
as the government implements its subsidy policy be ore the union moves.

For the discretionary equilibrium the following sequencing of the game is 
assumed:

— The union sets wages, W.
— Nature selects the shock, e.
— The government sets the subsidy.
— The managers set employment, L.
The union sets wages prior to the government’s setting of the subsidy. Thus 

the union takes into account the government’s likely subsidy when it sets wages. 
This resembles the case in which the government is “captured” by the union, as 
seems a quite likely event in the transition economy (cf. section 2). The union 
sets wages initially; afterwards the government must bail out the firm in order to 
maintain the employment.

The discretionary equilibrium is found when the union maximizes its ex
pected utility with respect to the wage, subject to the ZP-constraint (12) and the 
government’s reaction curve (16):
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Max E[WL\

s.t. L = 2 — W + e + S

S = a
1 +  a

The solution to this problem is:

-W ■ a
1 + a

( 17)

W  =  1 + a (18)

1 = 1  + 1 + a
(19)

S = a  —1 + a ( 20)

If a  = 0 the subsidy is S  = 0. The wage is W  = 1 and, likewise, the 
employment equals natural employment, a = 0 resembles a situation in which 
there is no government (cf. section 3).

Now, assume that a > 0 and consider the deterministic version of the model, 
i.e. e = 0. It this case W  = 1 +  a, the employment equals the natural employment 
L — 1, and S = a. The wage is above the wage found in (8).- The more the 
government stresses the employment target, the higher the equilibrium wage is. 
The firm knows that it will be bailed out by the government and therefore sets 
wages above the “natural rate” . The subsidy S  — a is exclusively carried into 
higher wages and has no effect on employment. The union has “captured the 
government” and “wages are way above market wages” .

Finally, consider the results for the model with stochastic shocks. When 
a > 0 employment varies less than in the case in which there is no government, i.e. 
the government’s counter-cyclical subsidies reduce the employment variation. The 
higher a  is, the more the government stabilizes. Average employment, however, 
equals natural employment.

We conclude that when the government pursues a stabilization policy through 
discretion, employment is stabilized. However, there is a cost as the subsidy is 
partially carried into higher wages without there being any effect on employment.7

7If we had included a target for the subsidies different from  0, as suggested in  footnote 6, the  
subsidy in the discretionary equilibrium would have been:

S  = a — - r + i ^ F
l + o  2 1 + 0

The expected subsidy is negative (a “ta x ” ) if  Г is a sufficiently large negative number.
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For later use we calculate the government’s expected utility when it plays 
according to a state-contingent discretionary rule, E[VD]:

E[Vd ] = - a ( l  + a) -  - ^ - a 2 (21)

The discretionary equilibrium illustrates the emergence of a soft budget con
straint in the transition economy. The government likes employment and pays 
subsidies to increase employment levels. This is anticipated by the union which 
sets high wages without taking into account the profitability of the firm; the union 
knows that the government will bail out the firm. Average employment is not 
influenced by the payment of subsidies.

It must be emphasized, however, that the non-cooperative equilibrium arrived 
at in this section is not the only possible outcome of the game. The discretionary 
equilibrium—a Nash equilibrium—only ensures that each player’s move is optimal, 
given the other player’s move and the sequencing of the game. Other solutions 
to the model in Section 5 are possible if the players can communicate during the 
game. In this case the union and the government could bargain and might reach a 
cooperative agreement which would benefit the union as well as the government.8

We will now proceed by discussing the government’s possibilities for restrain
ing the payment of subsidies. Section 6 considers the outcome of one-period games 
in which the government can commit itself. In Section 7 the consequences of pri
vatization are discussed.

6. The commitment equilibria in the one-period game

We shall consider the situation in which the government can commit itself 
to a pre-announced subsidization policy. This implies that, prior to the move of 
the union, the government fixes its policy rule, i.e. the following sequencing of the 
game occurs:

— The government sets the policy rule for subsidization.
— Nature selects the shock, e.
— The union sets wages, W.
— The managers set employment, L.
The government’s policy rule can be state-contingent or independent of the 

shock. Both cases are analyzed below.

8For example, see Driffill (1985). Alternatively, we could have considered a repeated version of 
the game in which the union and the government m ove simultaneously. A wide range of equilibria 
can be supported in the infinitely repeated version, including some which make the government 
better off; e.g. see Ptrsson  and Tabellini (1990). As argued earlier, however, it is m ost likely 
that the agents in the transition economy have a short time horizon. T his makes it reasonable to 
concentrate on the one-shot Nash equilibrium.
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Commitment to a state-contingent rule

The government commits itself to a state-contingent policy rule, i.e. the gov
ernment announces a credible rule for subsidization contingent upon the shock. As 
the government has a quadratic utility function only linear state-contingent policy 
rules are considered:

5  =  7 +  76 (22)

The government’s problem is to choose the optimal parameters of the policy 
rule (22), knowing that the union will react optimally to the government’s subsi
dies. Hence, the problem is to pick the y and у  which maximize the government’s 
expected utility, subject to the rule (22), the ZP-constraint (12), and the union’s 
reaction curve (13):

Max — a(L — 2)2 — S 2

s.t. S — у + ye 

L = 2 - W  + e + S
(23)

W = 1 + ±£[S]

The solution to the problem in (23) is:

W  = 1 + a
4 +  a

(24)

1 = 1  +
a

4 +  a 1 +  a
(25)

5  =
2a

4 +  a
a

1 +  a
(26)

If a  > 0, the expected subsidy is S  = 2a/(4 +  a), the wages are W  = l + a/(4  + a), 
and the expected employment is E[L] = 1 + a /(4  + a). It can be seen that—for 
the same a —the expected subsidy is lower in the state-contingent commitment 
equilibrium than in the discretionary equilibrium. The wages are lower and the 
average employment is higher. The degree of employment stabilization is the same 
in the two equilibria (cf. the coefficient to e). Also, the soft budget constraint 
emerges in the commitment equilibrium; the government pays subsidies in order 
to increase employment. Notice, however, that in the commitment equilibrium the 
government actually obtains higher expected employment in “exchange” for the 
subsidy. This was not the case with the discretionary equilibrium.
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Now, let us compare the outcome of the games when the government cannot 
commit itself and when it has the ability to commit itself to a state-contingent rule. 
The reaction to the shock is the same in both cases, but in the discretionary equi
librium the employment is lower and the subsidy higher than in the commitment 
equilibrium. Thus, it follows that—if a > 0—the government is better oif in the 
commitment equilibrium than in the discretionary equilibrium.

Commitment to a simple rule

A more realistic case might be the situation in which the government commits 
itself to a policy rule independent of the exogenous shock, i.e. a simple rule. In this 
equilibrium the government does not require any informational advantage—but the 
government has to set its subsidies before the wages are set.

The government’s policy rule is the same as the one in (22), but 7  = 0. The 
government’s maximization problem yields the following results:

W = 1 + a
4 + a

(27)

L — 1 + j — I- c (28)4 +  a

4 + a
The wage is the same as in the case in which there is a state-contingent com

mitment rule. The exogenous shocks are carried fully into employment fluctuations 
because the subsidy does not depend on the shocks. The expected employment 
is the same as for the state-contingent rule and higher than in the discretionary 
equilibrium.

The state-contingent commitment rule is clearly better for the government 
than the simple rule. (This follows from the fact that 7  ^  0 in the state-contingent 
commitment equilibrium). When is the simple rule better than discretionary poli
cies for the government? For that purpose we have to calculate the government’s 
expected utility when it commits itself to a simple rule:

£[У 5] = -
4 a

4 +  a
— a  cr2 (30)

Now, the government is better off committing itself to a simple rule than by 
playing discretionary policies if f?[I/s] > E \V D\, i.e.: 2

2 < (1 + q )(5 + q) 
4 +  a (31)
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If the variance is sufficiently small, the simple commitment policy is better 
than discretion. The intuition behind this result is the following: if the govern
ment commits itself to a simple rule it does not suffer a loss by paying subsidies 
that have no employment effect; on the other hand, it loses its ability to stabilize 
employment. If the shocks are sufficiently small, the expected utility gain from the 
reduced subsidy payments will dominate the expected utility loss from the increased 
employment fluctuations.

This section has shown that the government is always better off if it can com
mit itself to a state-contingent subsidy policy; also, a simple rule is beneficial if the 
shocks are expected to be small. Both commitment rules require that the govern
ment announces a credible rule for subsidization before the union moves. Whether 
this is possible for the government is uncertain. Tirolé (1991) points out that pres
sure from abroad might be one way to harden the soft budget constraint and thus 
lend credibility to the government’s announcement. For example, the pressure could 
stem from international lenders and financial institutions that make their lending 
contingent on the government’s ability to restrain the payment of subsidies. This 
would make it costly for the government to renege on its announcement.

7. The prospect of privatization

In most of the transition economies the final goal is to create market economies 
with private ownership. The process of privatization has, however, been compli
cated by the large number of state-owned firms and undeveloped capital markets.

Various privatization schemes for the East European economies have been 
suggested—for example, Borensztein and Kumar (1991).9 The proposals can broad
ly be divided into two categories:

— Proposals in which ownership is transferred to a limited number of priva
tization companies or financial intermediaries. These holding companies are then 
owned either by the state, by the citizen, or some combination of these. The hold
ing companies supervise the management of the firms, and they might be assisted 
by banks and foreign consultants.

— Proposals in which the firms are sold to private domestic or foreign own
ers. The owners can either be shareholders who hire the managers, or owners who 
implement direct hands-on management.

The approaches of the two categories are not mutually exclusive. First, as 
argued in the introduction, it ható become evident that the individual sale of firms to 
private owners is a slow way of privatization and might have adverse distributional 
consequences. Second, the ownership structures can coexist. Third, it is likely that

9The standard reference concerning privatization is Vickers and Yarrow  (1988).
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in the long run the holding companies will be dissolved when they sell their firms 
to private owners.

The model in this paper is too simple to illustrate the host of issues concerning 
the privatization of the state-owned firms. The most important point is that the 
model does not concern itself with the productive efficiency associated with various 
ownership structures. The model, however, illustrates the occurrence of a soft 
budget constraint, and from this viewpoint the model is used to discuss whether 
privatization of state-owned firms can benefit the government.

A holding company which does not care about employment

Let us initially consider an extreme case of “privatization in holding compani
es”—namely the case in which the government transfers the ownership of the firm 
to a holding company which does not care about employment. In the short run the 
microfoundation of the firm does not change, i.e. the firm is still labour managed 
and faces a ZP-constraint.10 Furthermore, it is assumed that the firm has no 
economic relationship with the government any more and consequently the firm 
considers the holding company to be its only source of subsidies.11

Here we will consider a holding company that has the same utility function 
as the government, i.e. (14), but the holding company’s stress on the employment 
is labelled ß  (instead of a). The holding company does not care about employment 
at all—i.e. ß  =  0—so the holding company has a dominant strategy in this case, 
namely 5 = 0; the holding company refuses to pay subsidies to the firm irrespective 
of the union’s wage setting or the realization of the demand shock. The employment 
becomes L = 1 + e (cf. Section 5).

Also, the government pays no subsidies when the firm is privatized. Thus, the 
government’s expected utility when the firm is transferred to a holding company 
is:

E[V°] = - а (1  + <т2) (32)

The government’s expected utility if it does not privatize depends on the 
government’s ability to commit itself. Therefore, the desirability of privatization 
depends on the equilibrium if the government does not privatize.12

10 In the long run the microfoundation will change because the holding companies will seek to  
maximize the profits from its firms. However, th e  restructuring will take time. Thus in the short 
run it is unlikely that the objectives of the firms ow ned by the holding company will change much.

11 This is, of course, a simplification. The firm m ust still pay taxes and it is influenced by the 
government’s overall credit policy.

12The same conclusion is reached by Schmidt  (1991) using a  som ewhat different approach: 
the budget constraint is harder if a firm is privatized, rather than being state-owned because of
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If the government plays a discretionary policy its expected utility is given by 
(21) in Section 5. E[V°] > E[VD] if:

er2 < 1 + a (33)

If (33) is satisfied, the government can be expected to be better off by trans
ferring the firm to a holding company with ß — 0, than by playing discretionary 
policies. Hence, if the shocks are not too large the government’s expected utility 
increases if the firm is privatized. The intuition behind this result is the same as for 
the equilibrium with a simple commitment rule. When the government transfers 
the firm it avoids paying subsidies but it also loses ability to stabilize employment. 
If the variance of the shocks is sufficiently small, the expected utility gain from the 
reduced subsidy payments dominates the expected utility loss from the increased 
employment fluctuations.* 13

If the government can commit itself, it is better off if it keeps the firm as 
a state-owned firm, rather than transferring it to a holding company with ß =  0. 
This follows from the fact that the government could choose to play an expected 
5 = 0 in the commitment equilibrium with a state-contingent or a simple rule, but 
chooses to play i?[5] > 0. The reason for this result is that the government in 
the commitment equilibrium is able to raise employment above the natural level 
by paying subsidies. Hence, if the government can commit itself it never pays to 
privatize a firm by handing it over to a holding company which does not care about 
employment.

A “conservative” holding company

The assumption in the last subsection—i.e. that the firm cannot attract any 
subsidies from the holding company—might be unrealistic. The holding company 
might be interested in production and, hence, in the employment of the firm. Fur
thermore, it might be able to subsidize the firm for limited periods of time or—more 
realistically—the holding company might eventually be bailed out by the govern
ment if it has to support its firms.

We consider again a situation in which the ownership of the previously state- 
owned firm is transferred to a holding company and the firm is still labour managed. 
The holding company is partly dependent on the government in the sense that the

informational asymmetry. Hence, the governm ent’s threat to  stop paying subsidies is more credible 
when the firm is privatized, because in this case the government has no reliable information about 
the costs and profits of the firm.

13 In this case the threshold value of <72 is lower than the one found for the sim ple com m itm ent 
rule (31), i.e. the simple com mitm ent rule is favourable for an interval of shocks rather than for 
the transfer of a firm to a holding com pany with /3 =  0.
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government pays if the holding company bails out firms by subsidizing them.14 (In 
practice it is probably more conceivable that the government will have to bail out 
the holding company if too many of its firms are in the red).

Given that the relationship between the holding company and the firm is the 
same as in the discretionary equilibrium, what are the optimal preferences of the 
holding company from the viewpoint of the government?15 The holding company 
has the same utility function as the government, i.e. (14), where ß  denotes the hold
ing company’s stress on the employment target. The outcome of the discretionary 
equilibrium would be the same as in (18) through to (20) with ß  inserted instead 
of a. Now, the government’s problem is to pick the ß  that will solve the following 
programme:

Max -  a(L  — 2)2 — S2

s.t. S =  ß  + ß

l + ß '

L = 1 +
l + ß

The first order condition to this problem is:

(34)

a — ß
a 2 -  ß =  0 (35)

It follows from (35) that 0 < ß  < a, i.e. the holding company must stress 
the employment target less than the government. The firm takes into account the 
holding company’s lower emphasis on employment and reduces its wage demands 
accordingly. The government prefers a holding company which places only a light 
emphasis on the employment target, for it is the latter that is carried into the 
expectations of the union. On the other hand it does not want a holding company 
which does not stress the employment target at all (/? > 0), for this would create 
employment fluctuations that would be too high. The holding company has to be 
“conservative” but not too “conservative” .

This might provide a good argument for the immediate transfer of state- 
owned firms to holding companies, even if the government has to subsidize the 
holding companies. If the firms perceive that they are playing against a tougher 
player, the budget constraint is hardened and the government is better off.

14The German “Treuhandanstalt” is an exam ple of such a construction.
15 The idea behind this m odelling of privatization in holding companies is derived from the 

literature on monetary policy gam es. Rogoff (1985) suggests that monetary policy be delegated  
to a “conservative central banker” who stresses an employment target lower than that of the 
government. This makes the government better off.
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Sale to private owners

Finally, let us consider the sale of the firm to private owners. This is mod
elled by the assumption that the microfoundation changes so that the (new) private 
owner maximizes profits. Besides this it is assumed that the firm receives no sub
sidies from the government.

Assume that the owner maximizes the expected profit in (5) taking the wages 
as a given parametric. In this case the expected employment equals:

E[L] = \ - X- W  (36)

The expected employment is below “natural employment” that is equal to 1, 
as can be found in Section 3.

The union knows the private owner’s (expected) labour demand but does not 
observe the exogenous shock. Assume that the union still sets wages in order to 
maximize the expectation with utility (6), subject to the labour demand schedule. 
This yields the following wages and employment:

W  =  1 (37)

L = \  + e (38)

The wages are seen to be the same as when the firm was state-owned but 
labour managed. The employment level, however, is lower in the privately owned 
firm (compare with (8) and (9)). The private owner exploits the monopoly by 
reducing production and hence employment. This might be an unwanted side effect 
of selling to private owners; it is a side effect which can be avoided most effectively 
by reducing the monopoly power of the firms prior to privatization.16 This concern * 2

16The conclusion above does not hold, however, if the private owner does not consider the wage 
as a given parametric. If the union m axim izes its utility function (6) its first order condition is:

dL
L  +  W -----  =  0dW

where, for sim plicity, the exogenous shock is ignored. T he private owner’s problem  is to maximize 
profits so as to yield this first order condition:

(  d W  \

2 ~ 2 L ~  { ~ d L L + W )  =  °

If the private owner takes into account the union’s wage setting change in  relation to the  
employment, the owner will employ L  =  1 (in the absence of exogenous shocks). This is a case 
in which the m onopoly union model im plies higher em ploym ent than m arket-determined wages. 
The reason is that the union is willing to accept lower wages in order to get higher employment, 
and this leads the private m onopolist to increase production.
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for employment consequences in connection with privatization is briefly pointed out 
in Pinto et al. (1992).

To summarize, privatization in holding companies is a way to harden the 
firm’s (and the government’s) budget constraint. The government will prefer a 
“conservative” holding company but that company must not be too conservative. 
However, even a holding company which does not care about employment might 
be favourable to the government. Otherwise, if the government has to rely on 
discretionary policies, such a privatization seems favourable in economies in which 
the shocks are not too large. Finally, the sale of the firm to a private owner might 
be another way of hardening the budget constraint; the risk is reduced employment 
if the owner is able to exercise monopoly power on the goods market.17

8. Final comments

This paper has emphasized that it is possible for the soft budget constraint 
of the socialist economy to be carried into the transition economy. One of the 
reasons for the emergence of a soft budget constraint in the transition economy is 
the government’s concern for employment; the government is willing to subsidize 
the firms in order to increase employment. When this is understood by the unions 
in the state-owned firms, there is an incentive to press for excessively high wages; 
the unions know that the government will bail out the firms.

Two ways to remedy the problems of the soft budget constraint have been 
proposed. The government might be able to commit its subsidy policy to a rule. In 
this case the government will still pay subsidies, but it will also manage to increase 
average employment. This kind of commitment might require some kind of external 
pressure for it to be credible.

Another option was to proceed with the privatization of the firms. Two 
categories of privatization scheme were identified. One approach was to transfer 
the ownership of the state-owned firms to some kind of holding company; in this 
case the incentive structure of the firm might be unchanged in the short run, but 
the government might still be able to limit its payment of subsidies. The other 
approach was to sell the firms to capitalists, thus introducing a completely new 
economic framework for the functioning of the firm. The latter approach might 
have the short run consequence of reduced employment within the firm.

Naturally, the analysis in this paper of the problems related to the soft budget 
constraint does not encompass the wide range of problems concerning privatization 
of state-owned enterprises in the transition economy. There are many forms of

17 It might still be possible for the government to  subsidize the firm even if it is transferred to a 
holding company or sold to a private owner. A breakup of the formal link between the government 
and the firm m ight, however, be a step towards lim iting the tem ptation to subsidize the firm.
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ownership, each of these implying a specific underlying incentive structure. This 
paper, however, isolates one of the obstacles to (and necessities for) reform in the 
former socialist economies arising from the ownership structure, as well as the 
interaction between enterprises and the government in the transition economy.
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List of symbols

i?[^S] = the government’s expected utility when it commits itself to a simple 
rule

E[Vd ] = the government’s expected utility when it plays discretionary 
E[V°] = the government’s expected utility when a firm is owned by a holding 

company which does not care about employment 
L = employment
P = price
U = the union’s utility
V = the government’s utility
W — nominal wage
S = subsidy
Y  = (real) production
a = the government’s stress on the employment target
ß = the holding company’s stress on the employment target 
7  = constant in the government’s commitment rule
7  = state-contingent term in the government’s commitment rule
Г = the government’s tax target
c ■— exogenous demand shock
П — profit
<t2 = variance of the exogenous demand shock
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LEGAL REFORM FOR HUNGARY’S PRIVATE SECTOR

C. W. GRAY— R. J. HANSON—M. HELLER

Hungary has been on the forefront o f  CEE countries in reforming its legal framework to 
promote private sector development. D esp ite its achievements, however, numerous legal and in
stitutional challenges remain in such areas as real property, bankruptcy, and com petition law. 
Furthermore, the challenge of im plem enting new legislation is daunting, particularly given the 
country’s lim ited experience with market principles and institutions. Both specialized institu
tions and regular courts are overwhelmed w ith  the burgeoning caseload. In addition to substantive 
review, training, and technical assistance, Hungary should work to provide widespread dissemi
nation of both court and regulatory rulings, both  to educate the public and to prom ote public 
accountability and oversight.1

Hungarian legal reform for the private sector

Hungary is in the midst of a fundamental transformation towards a market 
economy. Although it has long been in the forefront of efforts to reform socialism 
itself, after 1989 the goals of reform changed from market socialism, and the idea of 
widespread private ownership gained acceptance. The legal framework—the “rules 
of the game” is now being geared towards encouraging, protecting, and rewarding 
entrepreneurs in the private sector.

This paper describes the evolving legal framework in Hungary in several 
areas—including constitutional, real property, intellectual property, company, for
eign investment, bankruptcy, contract, and antimonopoly law.2 These areas of law 
serve to define (i) property rights, (ii) the means to exchange them, and (iii) the 
rules for competitive market behaviour.3 The paper also addresses the capacity of 
Hungary’s legal institutions to implement the new legal reforms. As in the other

1 The authors would like to thank Izak A tiyas  (IENIN) for extensive contributions in the 
area of bankruptcy law; Richard Hirschler (CECSE) for updates of the material; and the US 
Agency for International Development for supporting the work of Michael Heller through the 
Joint B ank/A .I.D . Urban Action Plan for Hungary.

2This paper is part of a larger research project sponsored by CECSE and LEGEC to study 
evolving legal frameworks in Eastern Europe. Other studies include Gray et.al., The legal frame
work fo r  ;private sector development in a transitional economy: the case of Poland ( “Poland” ), 
Gray et.al., R om ania’s evolving legal fram ework for private sector development ( “Romania” ), 
Gray and Stiblar, The evolving legal fram ework for  private sector development in Slovenia , and 
Gray and Ianachkov, Bulgaria’s evolving legal framework for private  sector development.

3This paper does not discuss certain other areas of law that are also important to  the private 
sector, including privatization, banking, taxation , and labor law. Although a critical area of 
reform, privatization is a transitional issue, whereas the paper seeks to address the longer-term  
legal structure.
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countries of Central and Eastern Europe (CEE), defining real property rights and 
creating the conditions for free and fair competition are perhaps the most con
tentious and confused areas in the current legal landscape.

Constitutional law

No written constitution existed in Hungary before 1949. Rather, constitu
tional principles were derived from various pieces of legislation, similar to the tra
dition of England. In Act XX of 1949, the People’s Republic of Hungary adopted a 
Constitution based on the Soviet model. Under this Constitution the economy was 
based on the concept of “social ownership of the means of production” (Section 
6(1)), a vague notion akin but not identical to state ownership. This Constitution 
also established the primacy of the national economic plan in guiding the economy 
(Section 7).

In 1972, this Constitution underwent extensive amendment in order to ac
commodate the New Economic Mechanism of 1968.4 For example, for the first 
time it recognized and protected personal property and the economic activities of 
small-scale private producers of commodities (Sections 11 and 12).

On October 18, 1989, Parliament passed the most significant constitutional 
revisions to date. This amendment is often referred to as the “new” Hungarian Con
stitution, as approximately 80 percent of the 1949 version was abrogated. Drafted 
on the threshold of Hungary’s democratic and economic reforms, the amendment 
was a political compromise between the old school communists and the new gen
eration of politicians gradually replacing them. The new version was subsequently 
amended several more times in 1990. It is unclear how long this version of the Con
stitution will remain in force. Its preamble envisions it as a transition document, 
but no further fundamental revision is expected in the near future.

Rights and duties of citizens

Much of the amended Constitution deals with rights and duties of citizens. 
Chapter I deems Hungary a democratic constitutional state and asserts its com-

4 The New Economic Mechanism was H ungary’s first m ajor attem pt at econom ic reform. It 
maintained national planning but ended the practice o f im posing production targets on state- 
owned enterprises. Rather, a system  of econom ic regulations and incentives (e .g . taxes, prices, 
and credit policy) was designed to induce firms to meet national planning targets. Most of the 
lessons of that period were, however, negative, as decentralization led to overinvestment and lack of 
fiscal discipline exacerbated macroeconomic imbalances w ithout significantly increasing efficiency. 
See Kornai  1986; Gelb and Gray 1991; Sajó  1990.
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mitment to a market economy and its encouragement of entrepreneurship and com
petition. It establishes protection of private property, including compensation in 
the event of expropriation, and general rights to freedom of association. Most of 
the fundamental rights and duties of citizens are contained in Chapter XII. These 
include rights to liberty, personal safety, and freedom from torture. Democratic 
rights, such as freedom of thought, speech, the press, and religion, are also guar
anteed. These latter rights, as well as the right to compensation in the event of 
expropriation, were also guaranteed by Hungary’s socialist constitution, but were 
always subject to the higher “interests of socialism”.

Other sections of the Constitution promise certain economic rights. Labor is 
guaranteed “the right to work, to freely choose [a] job and occupation” and “to have 
an income [commensurate] with the quantity and quality of the work performed by 
him/her” (Section 70/B). Every woman is guaranteed pre- and post-natal care 
(Section 66), and children are guaranteed “all the protection and care required for 
proper physical, mental and moral development” (Section 67).

Structure of government

Section 2 declares Hungary a democratic constitutional state based on the 
separation of powers among Parliament, the Council of Ministers, and the Judi
ciary. The unicameral Parliament has 386 members5 elected for four year terms. 
Its primary legislative duty is to pass laws and constitutional amendments. Any 
legislation affecting the fundamental rights of citizens must take the form of a 
Parliamentary Act.

Parliament elects Hungary’s highest ranking officials, including the President, 
the Council of Ministers, the Parliamentary Commissioners of Citizens’ Rights, 
the President and Vice-Presidents of the State Audit Office, the President of the 
Supreme Court, and the Chief Public Prosecutor (Section 19). A member of Par
liament, the President, or the Council of Ministers may introduce legislation. After 
proposals are passed by Parliament, they must be signed by the President to become 
law. The President may refuse to sign an Act of Parliament by passing questions 
about the Act to the Constitutional Court. The precise boundaries of presiden
tial power to veto executive decisions of the government remain unclear,6 but in

''The current Parliament was elected in 1990 based on the negotiations em bodied in Act XX XIV  
of 1989 on the Election of MPs. Rules governing MP status, including im m unities, are governed  
by Act IV of 1990 on the Legal Status of MPs.

6See, e.g., “Court vague on G öncz-A ntall m edia debate” , Budapest Week , June 11-17, 1992, 
at 3 (Constitutional Court decision on “the country’s hottest political debate since the elections, 
pitting the [President and Prime Minister] against each other, [concerning] their respective rights 
to hire and fire people in key positions”.).
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general the President has much less power than the President of either Poland or 
Czechoslovakia.

The Constitutional Court

The Constitution also introduces Hungary’s first Constitutional Court.7 This 
court is composed of 15 judges elected by Parliament. Each sits for a nine year term, 
which may be renewed once. These judges are prohibited from political activity 
and party membership, a restriction that applies to local and county judges as well. 
The Court’s purpose is to interpret the constitutionality of legal rules, including 
international agreements, and to annul parliamentary acts and other regulations it 
finds unconstitutional.8 It may also review draft laws before they are voted upon in 
Parliament, although in reviewing draft laws, the court has sometimes been accused 
by members of Parliament of impinging on legislative authority.

The Hungarian Constitutional Court has extremely broad jurisdiction, per
haps the broadest of any constitutional court in the world. Valid complaints are 
not limited to contesting the constitutionality of existing laws and administrative 
regulations, but they extend even to allegations of “negligence” against the legisla
ture for not having passed a law, if such law’s absence creates an unconstitutional 
situation.9 If the court agrees that lawmakers should have passed such a law, Par
liament is given a limited period of time in which to pass the missing legislation, 
although the procedure for enforcing this time limit is unclear. (Pataki 1991, p. 7)

Not only does the Court have broad jurisdiction, but it also allows extremely 
broad access. Under the court’s rules any citizen is entitled to present a complaint 
to the court. The rules of open access and permissible claims have led to a virtual

7Act I of 1989 establishes the Court. Its purposes are detailed in  Act XXXI of 1989, and 
detailed regulations on structures and procedures are set out in Act XXXII of 1989.

8The power autom atically to annul laws and regulations is strong relative to the powers of 
other constitutional courts in the region. For exam ple, the decisions o f Romania’s and P oland’s 
Constitutional Courts can be overturned by a tw o-thirds’ vote of their respective Parliaments. See 
Gray, et al, Poland  and R om ania , supra note 2. In Hungary, the Parliam ent may not overrule 
a Constitutional Court decision except by changing the Constitution. For example, in a case 
concerning the voting rights of expatriate Hungarians, the Parliament passed an Act, the Court 
struck it down, and the Parliament then im plem ented the Act by am ending the Constitution.

At present, regular courts, including the Supreme Court, are not allowed to declare an Act^ or 
regulation unconstitutional, although they may stay a  case and refer the m atter to the C onstitu 
tional Court. There are discussions to amend this procedure so that regular courts can also rule 
on the constitutionality of laws and regulations, w ith appeal to the Constitutional Court.

9 See Pataki  1991. The Court has interpreted its jurisdiction to hear such omission cases to  be 
lim ited to those situations where the missing regulation is affirmatively required by a higher Act 
or Decree, or where the omission violates basic rights.
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flood of cases.10 11 About 1500 cases were filed and 235 cases decided in 1990. In 
1991, 2200 cases were filed, of which about 400 were accepted for review (the 
balance being dismissed as moot, repetitive, or otherwise technically flawed) and 
about 250 were decided. Of these decisions, about 50 resulted in annulment of laws 
or regulations.

Rights to real property

Defining basic ownership rights

Redefining ownership rights,n  Hungary has gone far over the past years in 
redefining property rights and removing the stigma and legal impediments attached 
to private12 ownership. The Constitution and Civil Code have been amended, and 
many other laws affecting rights in real property have been adopted (as discussed 
below). Section 9(1) of the newly amended Constitution abolishes the preferential 
treatment of socialist property by granting private property equal rights and pro
tection. In support of this right, Sections 13 and 14 of the Constitution guarantee 
compensation in the event of expropriation of property. The Civil Code (Para. 
177) also guarantees “adequate compensation’’ for property expropriated for the 
public interest.

As with the Constitution, the most important provisions on property in the 
Civil Code have been amended. Private ownership is now fully accepted in Hungary, 
and the privatization program is attempting to transfer the bulk of state assets 
into private hands. (Hanson 1992) Law XIV of 1991 abolished all forms of socialist 
ownership, abrogated privileges of state and cooperative ownership as related to 
private ownership, reviewed the range of exclusive state property and inalienable 
assets, and empowered the state to cede certain property, such as forests and land, 
to private owners. Remnants of the prior system in related Code sections are no 
longer enforced and should be interpreted in the spirit of the recent amendments, a 
necessary process pending a thorough overhaul of the Civil Code. Although these 
prejudicial provisions of the Civil Code could perhaps be eliminated with a quick 
amendment as was done in Poland,13 the Hungarians have opted to undertake a

10 Plans to  limit this access by requiring the litigant to have a direct interest are under active 
consideration. Other countries often restrict access to constitutional courts. For exam ple, in the 
United States one can present a constitutional issue to the Supreme Court only if one has been 
directly affected by the issue, and the Supreme Court has discretion whether to consider the case.

11 A. Nem eth, personal interview, June 5, 1992; see also Oltay  1991.
12 Hereinafter “private” property refers to  any individually-owned property, rather than the 

narrower socialist usage of the term.
13See Gray et al, Poland,  supra note 2.
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more systematic revision to the Code over the next several years under the auspices 
of a special codification committee appointed by the Ministry of Justice. (Sárközy 
1990)

In the area of real estate, Act I of 1987 on Land14 (as amended through 1991) 
has been instrumental in freeing up the private market for real estate. This Act, 
which covers not only land but also buildings and other constructions, defines the 
rights of owners and users and clarifies conditions for the purchase and sale of real 
estate. Although somewhat unstable in its specifics due to continual amendment, 
(Sárközy 1990, ch. Ill, p. 3.) this Act has served the important function of removing 
the administrative barriers to private acquisition of real estate. For example, it 
eliminated the “trustee-management” form of land-holding common during socialist 
times, and it lifted the former 50 hectare maximum on private land ownership. Now 
a private Hungarian person (either natural or legal) may acquire real estate without 
any legal limitation. However, other practical impediments discussed below, such 
as ambiguity to title and access to credit, continue to retard the development of a 
real estate market.

Foreign ownership. Under Act I of 1987 on Land, foreigners are prohibited 
from owning agricultural land (unless allowed by another law). Foreigners may, 
however, own non-agricultural land and immovable real property after receiving 
permission from the Ministry of Finance.15 This permission is guided by the dis
cretionary standard that the purchase may not “harm the Hungarian State or its 
autonomy, does not harm local governments,16 nor cultural and touristic interests” . 
Apparently, Hungarian expatriates whose property was expropriated can secure this 
permission easily; similarly, foreigners who buy out their partners in a joint venture 
also tend to obtain permission.

In contrast, Hungarian corporate entities that are either partly or even wholly 
foreign owned are entitled to own real property under the Foreign Investment Act 
of 1988, discussed below. The only limitation on this ownership is that, under 
Section 19, the property must be related to the company’s objectives. The original 
purpose of this limitation was to prevent proper business purpose.

14 T he Act of Land in uniform pattern w ith  Decree 26 /1987  (VII.30) MT by the Council of 
M inisters and Decree 8 /1 9 8 7  ( IX .1. ) MEM by the Minister o f Agriculture, translated in Hungarian 
Rules o f Law in Force I ./N r. 10, Budapest, 1990, June 1.

15Section 38(1). Foreigners are defined as natural persons who are not Hungarian citizens, 
Hungarian citizens dom iciled abroad, and business organizations not created under Hungarian law. 
An exception for Hungarians domiciled abroad allows them  to  own property through inheritance.

16Local governments have the power to v e to  a sale. See Invest in Hungary, 1991/6  at 29.
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Assigning and securing title

Once basic rights to private property have been defined, the next step is 
linking those rights with specific owners. This is the most controversial aspect of 
reform, as it raises the possibility of a redistribution of assets that could decidedly 
influence the pattern of wealth for the foreseeable future.

Clarification of state property ownership. The need to define owners applies 
to both public and private sectors. On the public side, assigning specific ownership 
rights to state-owned property (including property of state enterprises, public office 
buildings, and public housing) to various levels of government is proving problem
atic in Hungary, as in several other CEE countries.17

Two recent laws address this thorny question. First, Act LXV of 1990 on Lo
cal Government transferred control over all state enterprise property to the State 
Property Agency responsible for privatizations. (Sárközy 1990, ch. Ill, p. 6.) Un
der this law, disputes still persist among the municipalities, the districts, and the 
State Property Agency as to ownership of enterprise specific property. Second, 
Act XXXI11 of 1991 on the Transfer of State Property to Local Authorities18 
transferred to local governments ownership rights in most other state-owned real 
property-including apartments, non-residential units such as small shops, and nu
merous other state-owned buildings.19 The Ministry of the Interior is charged with 
implementing this Act by setting up district and county level committees to review 
each land parcel transfer.

Claims of former owners. Title to both publicly and privately held real 
estate is not likely to be complicated by restitution (or “reprivatization”) in Hun
gary as it is in Poland, Romania, East Germany, Czechoslovakia, or Slovenia.20 
Hungary’s solution to the perceived injustices caused by socialist expropriations is 
Law XXC, the Compensation Act of 1991. This law partially compensates both 
Hungarians and foreigners whose property was expropriated through regulations 
enacted after 1939. Compensation takes the form of lump sum payments in the 
form of coupons, the amount of which is determined by the value of the national
ized property. Damages measuring up to HUF 200,000 will be compensated 100%;

1 ' The problem is particularly acute in Poland, where the move to decentralize government has 
been very strong. See Gray et al, Poland,  supra note 2.

18Magyar Közlöny, Aug. 2, 1991, 87. szám, Paras 1 -2 . This act also transfers historical 
architecture (para. 3), undeveloped land not covered by the Transformation Act XIII of 1989 
(para. 9), public utilities exclusively serving that com munity (para. 11), public transportation  
(para. 14), and certain parks (para. 25).

19Conflicting claims now exist between the two levels of local government, the municipalities 
and the districts. Buildings on plots of land larger than 1000 square m eters are transferred to the  
State Property Agency, and the lesser are transferred to  the Hungarian Treasury Trust under the 
Ministry of Finance.

20See various country studies cited in note 2.
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from HUF 200,001-300,000, 50%; from HUF 300,001-500,000, 30%; and over HUF 
500,001, 10%. The maximum payment will be HUF 5 million.21

The coupons function as transferable bearer securities and pay interest (75% 
of the basic interest rate of the central bank) until the summer of 1994. Compensa
tion coupons may be used as full or partial payment for property sold by the state, 
including apartments, shares in privatized state-owned industries, and farmland.22 
A separate law is planned to enable the coupons to be transformed into life annu
ities to provide social insurance for their holders. It also seems possible to pledge 
the coupons as collateral for loans.23

Only former land owners may use their coupons to purchase farmland. Such 
land will be auctioned and sold to the highest bidder.24 In theory, former land 
owners may repurchase their original land, if they prove to be the highest bidder 
and if their particular parcel is auctioned off. However, the land that will be 
auctioned is not likely to be the most fertile; the best land is currently held by 
cooperatives, which are expected to retain possession of their land under the new 
law on cooperatives (Law I of 1992 on Cooperatives; see also Law II of 1992 on 
Rules of Transition). Cooperatives are setting aside 2.4 million hectares and state 
farms about 4 million hectares for compensation auctions.

During the window for submitting claims (August-October 1991), 805,000 
individuals submitted 3.3 million claims worth about HUF 60 billion. About 3 
million claims refer to confiscated land. Another HLIF 20-30 billion in claims are 
expected from the extension of the Act to cover claims during the 1939-49 period 
by Jews and Germans; and a final HUF 20 billion from a proposed extension to 
cover those politically persecuted. In total, it is estimated that the government 
will pay out a total of about HUF 100 billion (approximately $1.3 billion). It is 
expected that about half the vouchers will be used to purchase land and the other 
half split among apartments, shares in privatized enterprises, rental rights to small 
shops, and annuities. The distribution of vouchers began March 31, 1992 and is 
expected to take up to 2 years.

Although Hungary’s solution to the restitution problem avoids much of the 
inequity and inefficiency created by other countries’ schemes, some doubt its plan 
will achieve its restitutionary goals. For example, in light of the shortage of at
tractive privatized assets, vouchers (and shares bought with them) may in fact be 
worth only 30% of their face value. Furthermore, alternative investment options 
(e.g. life annuities) will probably yield insignificant regular payments.

21 Com pensation Act, Para. 4.
22Id., Para. 7-8 .
23Id., Para. 7.
24The original draft Compensation Act o f April, 1990, allowed former farmland owners to 

exchange their compensation coupons for their original land. The C onstitutional Court declared 
this unconstitutional, as it discriminated against former owners of urban and industrial property, 
who were given coupons but not the possibility of in-kind restitution.
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Land registration. Developing an adequate registry to determine legitimate 
title for privately-owned property is less controversial than allocating property, 
but it is no less fundamental. As noted earlier, most housing remained in private 
hands throughout the socialist period. Buyers have always had an incentive to 
register their purchases in the property registry, because under the Civil Code title 
passes only when it is recorded in the registry, (Para. 117) and registered owners 
have priority over other claimants (i.e. unrecorded transaction are not enforceable 
against third parties). Thus, the existing property registry, which is based on the 
German model, provides adequate proof of private title in many cases, including 
private houses and apartments.

This is not to say, however, that the land registry is an accurate portrayal 
of current ownership in the economy. Some private buyers avoided registration 
during the socialist period if their individual holdings exceeded permissible levels. 
Furthermore, nationalizations by the state and transfers among public owners— 
particularly of trustee rights sold by state enterprises since the late 1970s—were 
not typically recorded in the land registry; nor were individual flats registered in 
many large state housing developments. Agricultural land records are in the poor
est condition because of extensive nationalizations and regrouping of cooperatives. 
Finally, missing records, inadequate staff, and lengthy delays in the land registra
tion process—six months being the current norm—add to uncertainty in real estate 
transactions.

Financing the acquisition of property

Commercial property. On the commercial side, mortgages of real property 
have long been legally possible. The Civil Code provides for the use of real estate 
(usually the piece of property being financed) as collateral. (Paras. 265-269) 
However, such mortgages have been rare, primarily because commercial ventures 
have been rare. Local financing of commercial property has become more available, 
at least for property being privatized by the government. The National Bank of 
Hungary refinances credits extended by commercia banks to private Hungarian 
citizens for purchasing state assets (including real estate) sold by the State Property 
Agency (“SPA”).25 Despite this availability of financing, as well as the growing 
need for commercial mortgages, real estate lenders may be discouraged by the 
new Bankruptcy Law (discussed below), which grants priority to wages, including 
severance payments, and tax claims over registered mortgage liens. Direct foreign

25 This credit may also be used for purchasing shares in companies being privatized at a pref
erential rate of 75% of the NBH refinancing rate. This scheme is lim ited to support of the 
privatization process and is not available to individuals purchasing previously privately-owned or 
privatized property.
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financing of commercial property development is not possible in practice, as foreign 
banks are prohibited from registering mortgage liens on Hungarian real estate.

Private real estate developers argue that the main constraints are not regula
tory—compared with western regulatory hurdles—but are the unrealistically high 
prices asked by local governments. In addition, local government and SPA require
ments for public tenders have tended to stifle deals.

Residential property. As with commercial property, mortgages on residential 
real estate have long been legally permissable yet little used in practice. Lenders 
have been discouraged from making substantial mortgages because of the lack of 
effective legal mechanisms to repossess the collateral in case of default. Tenant 
protection laws, grounded in the still-applicable 1971 Housing Act, make foreclosure 
and eviction a cumbersome and futile endeavour. Under this law, those seeking 
to carry out evictions must provide alternative living quarters—a difficult process 
giving the shortage of available housing. Because evictions can take up to five years 
to clear all procedural hurdles, there are few, if any, cases of foreclosure resulting 
in eviction. Wage garnishment and third party wage guarantees have typically 
been used as alternatives to secure mortgages, but these alternatives are limited by 
priorities given to tax, alimony, and other possible claims.

Housing reforms in 1983 allowed captive household deposits to be used as 
mortgage collateral in lieu of the actual property (Sagan and Chiquier 1992) and 
established a housing finance system of subsidized interest rates. This scheme 
resulted in a stock of housing loans with market value significantly below its book 
value—a stock noted as the single most important factor leading to the technical 
insolvency of Hungary’s portfolio-holding institutions. (Sagari and Chiquier 1992) 
In mid 1991, this old portfolio was cleaned up. The loans were taken away from the 
banks, borrowers were offered substantial loan forgiveness in exchange for accepting 
new terms, and the remaining portfolio was returned to the banks as market rate 
loans with an explicit budget allocation to cover the loan forgiveness.26 27

By 1989 interest rate subsidies were eliminated so that current loans, when 
they are issued, carry market interest rates—now about 35% for 15 year fixed rate 
loans.2’ While interest rate subsidies were eliminated, numerous other up-front

26 After being rejected on procedural grounds in 1990 by the Constitutional Court, the law 
was correctly passed in mid-1991. The law gave borrowers three options: (1) to  have the loan  
converted to a 15% fixed rate loan with the possibility o f having the rate adjusted from year to  
year; or to have half the loan forgiven— that is, bought out by the government— and the other 
half (2) repaid in full by the borrower or (3) converted to a market rate loan. To the government’s 
surprise, over 40% paid back the loan, an indication of the monetary overhang in  the economy; 
about 40% converted to market rate loan and the balance took the 15% loan. See Hegedűs and 
Tosics 1991. The Polish Parliament sim ilarly responded to their credit crisis by rewriting existing  
housing loans to elim inate unsustainable subsidies. Id. p. 2.

27See Hungarian-American Enterprise Fund study on the “Creation of a computerized land  
registry” , 21 (1991) quoting rates of 40-50%  for terms betw een 2 and 15 years. The primary 
m ortgage lenders are the National Savings Bank and the Cooperative Savings Bank. Under
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subsidies remain, for example, based on the number of children or the purpose of 
the loan. Because Hungarian banks are inexperienced in underwriting techniques 
and because fixed rate mortgages are risky in the presence of significant inflation, 
few mortgages are being written. In practice, banks will make small loans only 
up to the amount of subsidies covered by the government. Most transactions are 
conducted in cash.

A final area of concern in financing real property is the legal status of multi
family dwellings, because the availability of clear title to individual units is im
portant if such units are to serve as mortgage collateral. Law Decree 11 of 1977 
on Condominiums updates the 1920s condominium law and places Hungary well 
ahead of many CEE countries. However, inadequacies in the law, particularly in 
the procedures to secure voting majorities for major decisions, threaten to paralyze 
the process of renovation and rehabilitation of the Hungarian housing stock.

Regulatory issues

The rental sector. A large and healthy rental sector is one of the best in
dicators of a well-functioning real estate market, allowing wide household choice 
and facilitating labor mobility.28 Hungary’s restrictive eviction procedures are the 
key bottleneck to a fluid rental market. As in the case of mortgage foreclosure, 
landlords seeking to evict tenants who have defaulted on their rent are obliged first 
to find an alternative unit for the tenants before evicting them.29 Unlike the case 
of mortgage default, renters who default on their rent payments are not subject 
to garnishment of wages. However, an expedited lease termination procedure is 
available for certain types of public landlords.30

their policy loan maximums are set such that households pay no more than one third of verified 
household net income.

28 Labor mobility is particularly critical during this transition period, as many old enterprises 
are forced into major restructuring or liquidation and newly emerging private firms expand em 
ployment opportunities.

29The draft Rental Housing Bill currently being discussed would begin the process of rem oving 
some of the worst constraints on eviction, particularly by eliminating the requirement that an 
alternative unit be provided.

30 The Court Enforcement Office sits at the center of the debt collection and eviction process in 
Hungary. In 1992, the Budapest Office received about 3 ,000-4 ,000 new claim s each month for dÆ t 
collection and had only 16 enforcement officers for the whole city. The Office has not been active  
in mortgage foreclosures and has rarely pursued evictions in the case of non-paym ent of rent by  
renters of privately-owned apartments (of which around 100 private cases were submitted m onthly  
to the Budapest office.) Although courts have rendered thousands of verdicts for eviction, the  
Office carries out only about 10-30 evictions per year from  private rental un its , after an average 
eviction process of 4 -5  years.
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Rent control for publicly-owned residential property is one of the most polit
ically difficult issues on the current policy agenda. Current rent levels do not allow 
local governments to recover even operating costs for housing stock, much less cap
ital costs—a condition which has contributed to chronic under-maintenance and 
the increasingly dilapidated condition of much of the housing stock. According to 
most observers, central government regulations still determine rent levels for the 
public housing stock, although some argue that this power has been devolved to 
local governments. Rents in these units probably will not be raised without clear 
central government action.

In a second group of quasi-public units, the central government eliminated 
rent control on “forced tenancies” in January 1992. These 100,000 private units 
were forcibly created during the period of mass expropriations and allocated ac
cording to state rules. Tenants generally now view these units as public housing and 
have resisted owners’ attempts to raise rents since January, usually by successful 
appeals to local district councils.

In the slowly emerging purely private stock, there are no rent controls. Rental 
agreements are set by lease and are usually for a fixed term. Disputes between 
landlords and tenants in private housing are typically handled directly by self-help 
measures because of cumbersome enforcement procedures and the overburdened 
judicial system.

Zoning and construction standards. Zoning is another area in need of clari
fication as being a very diffuse and inefficient pattern of land use. Currently, the 
land use system is in limbo. Old regulations are not necessarily being followed, 
no general land use framework has been set, and authority to regulate has not 
been vested fully in local governments. Although questions of title are being ad
dressed, authority over zoning and building regulations has yet to be distributed 
among local actors. Currently this authority may be exercised by district or county 
governments, city planning departments, public utility authorities, county commis
sioners, or a number of central Ministries. Because owners are unsure from whom 
to seek necessary permits, they often attempt to secure permission from everyone— 
both those who currently appear to exercise authority and those who formerly did 
so.

Furthermore, not only is there a surfeit of potential regulatory authority in 
some areas, but there is a problematic lack of it in others. For example, some 
regulations needed by private real estate developers—such as regulations governing 
commercial scale residential, commercial, or industrial subdivision of undeveloped 
land—still do not exist. Nor is there an appropriate regulatory framework governing 
infrastructure needs and financing for private land development—for example, a 
framework that would permit exactions, special assessments or land readjustment. 
A 1991 modification of the Building Law does permit conversion to industrial uses of 
agricultural land at the urban fringe (usually the most dynamic area for commercial 
land development) upon payment of a transfer fine to a land protection fund, but

A d a  Oeconomica 45, 1993



G R A Y  ET  AL.: L E G A L  R E F O R M  F O R  H U N G A R Y 275

the actual impact of such regulation needs to be tested. Rules for real estate 
brokers and for resolving property valuation disputes are not in place. Finally, 
building standards are governed by the 1990 National Building Code and the old 
1986 Budapest city planning rules. A new Construction Law has yet to be written 
with affordable building standards for the types of buildings market systems are 
likely to demand.

In summary, a modern land use planning system with clearly defined proce
dures is required, one that offers wide discretion to the market, provides a dispute 
resolution mechanism that fairly balances interests of neighbors, developers, and 
city government, and forces development to internalize its environmental costs.

Rights to intellectual property

The legal framework for intellectual property protection in Hungary has gen
erally been considered better than that available in other CEE countries. However, 
inadequate means for investigation and enforcement remain a problem, resulting in 
widespread piracy, mainly of software, music, and pharmaceuticals.

Patents

Hungary’s current domestic legislation is the Patents Act No. II of 1969, 
Decree-Law No. 5 of 1983 on Patents, and Decree No. 28 of 1978 on the Protection 
of Industrial Designs. As with many western laws, these laws give an inventor exclu
sive rights over an invention31 for 20 years from the date of application. Hungarian 
patent law prohibits certain inventions from being patented, including medicines 
and chemically fabricated products, food products, and “immoral” or illegal items. 
The Patent Office is planning to propose an amendment to the Patent Act to delete 
article 6(3) (excluding pharmaceuticals and chemicals from patentability) in order 
to harmonize the Act with the European norm and allow Hungary to apply for 
associate membership in the European Patent System. A complete revision of the 
Patent Act is expected to be presented by 1994.

The law also provides for “compulsory licences”, by which the state can grant 
use rights to third parties if an invention has not been sufficiently utilized within 
three years of its being patented.32 In this situation, parties may negotiate the

31 Patentable inventions must be novel, meaning that the public must not have access to the  
design through the print media or com mon knowledge or practice.

32 Compulsory licensing provisions are well-known throughout the world and are permitted under 
the Paris Convention, to which Hungary is a signatory party.
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proper licensing fee, but if a fee cannot be agreed upon by the patentee and the 
license, it will be fixed by the court. Practically speaking, however, the compulsory 
licensing power is unlikely to be used much in practice, as compulsory licenses are 
often ineffective due to the user’s likely need for the patent holder’s technological 
expertise and cooperation.

Hungary has been a signatory to the Paris Convention for the Protection 
of Industrial Property (1883) since 1967. This is the major international treaty 
protecting patents and trademarks. The two most important rights granted by 
the treaty are national treatment of foreigners and right of priority in registration. 
The right to national treatment obligates countries to treat foreigners as they would 
their own nationals under their own laws. The right of priority gives the holder of a 
patent one year to file in other member countries without losing priority rights over 
other potential claimants to the invention. However, the criteria for patentability 
is still a question of domestic law. Thus, the Paris Convention would do little to 
protect patents without a Hungarian law that provided reliable substantive patent 
rights.

All patent applications are submitted to the National Patent Office, which 
conducts a formal examination of the application. The process takes approximately 
18 months, normal by western standards. The application fee itself is nominal (HUF 
1000-2000), as is the annual fee (HUF 6000) for the first five years. Thereafter, the 
fee grows incrementally, reaching HUF 24,000 in the 20th year. Decisions of the 
Patent Office may be appealed to the Metropolitan or Regional Court, and from 
there to the Supreme Court.

Trademarks

Trademarks in Hungary are protected by Act No. IX of 1969.33 This law 
grants exclusive rights of use and transfer of registered trademarks for an initial 
period of 10 years, renewable for 10 year periods thereafter. Like patents, trade
marks are to be registered at the Patent Office. Fees are HUF 3000 for the first ten 
years plus and additional HUF 1000 for international registration.

As a signatory to the Paris Convention, Hungary grants national treatment 
and right of priority to foreign trademark owners. Right of priority lasts six months 
for trademarks, as opposed to one year for patents. The Paris Convention does, 
however, provide a bit more substantive protection for trademarks than for patents 
by automatically protecting well-known marks, apparently without requiring that 
the mark be registered in other member countries.

33 Effective as o f July 1, 1970.
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Hungary is also signatory to the most current text of the Madrid Agreement 
Concerning the International Registration of Marks (Stockholm, 1967). The Madrid 
Agreement protects both trademarks and service marks by allowing members of 
signatory countries to register their trademarks with the International Bureau of the 
World Intellectual Property Organization (WIPO) in Geneva. The mark must first 
be registered in the country of origin, whose administration applies for registration 
with WIPO. Registering with WIPO protects a mark in all signatory countries. 
Upon notification of WIPO registration, however, national administrations may 
still be authorized by national law to declare that certain trademark protection 
cannot be granted in that territory. Thus, like the Paris Convention, the Madrid 
Agreement depends ultimately on domestic law to protect substantive rights.

Copyright

The current Hungarian law providing copyright protection is the Hungarian 
Copyright Act No. III of 1969 (as amended in 1978, implemented by Decree No. 9 
of July 12, 1983). This law is considered to be the most advanced of all CEE 
copyright laws, mainly because it contains some protection for computer programs 
(since 1983) and is generally consistent with European norms. In keeping with the 
commonly accepted language of copyright protection, this law protects “literary, 
scientific and artistic creations” .34 While such language in other countries is often 
interpreted not to include computer software, the implementing decree of July 12, 
1983 explicitly includes “computer programs and the related documentation” ,35

Sound recordings are protected under Decree No. 19 of 1975 on the Protection 
of Producers of Phonograms. This protection grants producers the exclusive right 
to reproduce, distribute, or publicly perform the work in question but neglects 
the more important economic rights to commercial renting and lending. (Schwartz 
1991) Furthermore, no criminal sanctions protect the rights that are granted in the 
decree.

Registration of copyrighted work is not required under Hungarian law. Upon 
creation works are protected. Generally, works are protected for 50 years after the 
death of the author.36 Sound recordings, however, are protected for only 20 years.37

34 Copyright Statute of 1979, as amended up to  1978, Chapter I, A rticle 1. A non-exhaustive  
list of protected works, similar to Art. 2(1) of the Berne Convention, appears in the Decree of the 
Minister of Culture of December 29, 1969 (as am ended through August 24, 1988).

35Decree Concerning the Im plem entation of the Copyright Act No. I l l  of 1969, Decree No. 9 
of December 29, 1969, as am ended up to July 12, 1983, Article 1. A related advance in this 
field is the recent Act on the Protection of the Topography of the M icroelectronic Sem iconductor 
Products.

36Act No. III of 1969, Art. 15.
3| Decree Law of 1975, Art. 1. The international norm for such protection is 50 years.
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Chapter V of the Copyright Act lays out certain restrictions on contracting 
with Hungarian authors or users. Such contracts must be made through intermedi
ary agencies listed in Section 20 of the Implementation Decree.38 One such agency 
is ARTISJUS, a governmental agency functioning as a performing rights society, 
a copyright licensing agency, and a copyright spokesman for the government. In 
addition, most copyright disputes are mediated by ARTISJUS, although they may 
be brought before the Metropolitan Court.

In cases of copyright infringement, civil remedies include injunctions, dam
ages, fines, and possibly destruction of the offending material (Copyright Act, Chap
ter XIII, Arts 52-53). Under the Penal Code, infringements of Hungarian copyright 
law qualify as misdemeanors. Some observers advocate additional criminal sanc
tions in cases of willful infringement, as exist in most European countries. Such 
sanctions are expected to be included in an upcoming amendment to the Penal 
Code.39

Hungary has been a signatory to the Berne Convention, which protects liter
ary, scientific, and artistic works, since 1922. It adheres to the most recent revision 
of the Berne Convention, the Paris text of 1971, which extends the period of pro
tection from 25 to 50 years. Under Berne, no formalities are required to protect 
a work in other member countries. Whereas in the country of origin protection 
may depend on registration, no central registration exists for international protec
tion; upon creation, works are protected. Hungary has also been a signatory to the 
Universal Copyright Convention since January 1971 (including the Paris Act, July 
1974) and the Geneva Phonograms Convention since 1975.

Company law

Company law plays a central role in. market economies. It sets guidelines for 
the internal organization of companies and for systems of corporate governance. 
Together with securities legislation, it tries to protect outside investors and the 
public by specifying minimum requirements for capital and for the publication of 
information about the company. It also tries to encourage entrepreneurship by 
setting limits to the liability of investors.

The idea of firm-level independence and autonomy is not an entirely new con
cept in Hungary. From 1875-1948, Hungary’s company law had been developing in 
tandem with those of its western neighbors. For two decades after 1948 Hungary 
followed the classical model of centrally planned socialism. Then, in an attempt

38Decree No. 9 o f 1969, as am ended up to July 12, 1983, Article 1.
39Hungarian Economic Review , O ctober 1991, A ppendix p. 24. The International Intellectual 

Property Alliance reports that as o f Nov. 1990, crim inal incarceration of up to three years is 
available for plagiarism  causing m aterial loss to the author. (IIPA 1990)
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to move away from classical socialism toward a socialist market economy, Hungary 
adopted the New Economic Mechanism in 1968. As discussed earlier, the NEM del
egated more decision-making to the enterprise level. Enterprises were still expected 
to meet their production targets under the state economic plan, but they were freer 
to make their own decisions regarding the means (including labor and investment 
needs) to meet those ends. Enterprise autonomy was first legally recognized in Act 
No. VI of 1977 on State-Owned Enterprises. The true landmark of enterprise man
agement reform, however, appeared with the 1984 amendment to this act, Decree 
No. 22. The amended act introduced the concept of the self-managed enterprise, 
whose management could take one of two forms: the enterprise council (a repre
sentative body of employees) or the general assembly of employees. As a result of 
this law, approximately 80% of Hungary’s enterprises became self-managed, while 
the remainder stayed under central state administrative control. (Bokros 1990)

In the late 1980s Hungary made a series of reforms designed to further its 
transformation to a market economy. Unlike Poland, it did not revive its prewar 
company law. Rather, Hungary used the opportunity to draft an entirely new 
code, the Act on Business Organizations, based upon German and Swiss models. 
As in other CEE countries, Hungarian company law serves companies being newly 
established as well as the “corporatization” of formerly state-owned enterprises.40 
The law recognizes a number of business forms of organization, including the joint 
stock company, the limited liability company,41 and both ordinary and limited 
partnerships.

The joint stock company

In Hungary the joint stock company is often referred to as the “company 
limited by shares” or “corporation”. It resembles the French société anonyme 
(S.A.), the German Aktiengesellschaft (A.G.), and the American corporation. It 
is designated by the letters “Rt.” in its name. This form is most appropriate for 
companies seeking a large number of shareholders and is the most conductive to 
public offerings.

Capitalization and disclosure requirements A joint stock company may be 
founded by one or more persons. Minimum capital is: HUF 10 million (approxi
mately $130,000), of which at least 30% must be paid in upon registration. Each

40 Corporatization refers to the legal transformation o f state owned enterprises into corporate  
forms set out in the Act on Business Organizations. T he process by which this is accomplished is 
dictated by the Transformation Act (A ct XIII of 1989 on the Conversion of Business Organizations 
now incorporated into the Company Law).

41 The lim ited liability form had been available for use since 1930 but th is was restricted to  joint 
ventures with foreign participation. Decree of M inister o f Finance 28 of 1972.
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share must have a par value and the registered capital should be divisible by 10,000. 
The total amount of the par value of all shares constitutes the company’s regis
tered capital. The value of non-cash contributions may be included in the registered 
capital, if checked by an auditor and accepted and disclosed by the founders in a 
written declaration.

This form of company provides the most freely transferable vehicle for invest
ment. Bearer shares are freely transferable,42 as are registered shares (Sec. 240).43 
The form also offers the greatest flexibility in obtaining capital, although many of 
the financial instruments envisioned in the Company Act (as discussed below) are 
not yet used in practice, due in large part to a lack of familiarity by Hungarian 
investors.

A wide variety of classes of shares is authorized by the Company Act, al
though shares within the same class must have identical par value. Voting rights 
of different classes of shares may differ without limit, if so specified in the com
pany’s articles. While voting rights are generally proportional to share value, the 
articles may limit those rights.44 Preferred shares may be issued that entitle the 
owner to priority in the distribution of dividends, although the total value of pre
ferred shares may not exceed 50% of the company’s registered capital (Sec. 242). 
Such preferred shares may carry limited or zero voting rights if so detailed in the 
company statute.45 Companies may also issue interest-bearing shares (Sec. 245). 
This share is a modern hybrid, possessing characteristics of both debt and equity 
financing. Like debt, interest-bearing shares earn a rate of interest, as determined 
by the company articles, regardless of whether the company has shown a profit that 
year. Like equity, such shares may also be entitled to receive dividends. In light 
of the demands such financing may put on a company, these shares may total only 
10% of the company’s share capital. While this class of share has not been used 
much yet in practice, owners of interest-bearing shares are entitled to “the other 
rights attaching to the share (including the right to a dividend)” (Sec. 245), includ
ing voting rights. It would also be possible to structure preferred shares without 
voting rights to resemble interest-bearing shares.

Varied instruments of debt financing, including convertible and preference 
bonds, are also possible under the Company Act (Sec. 246), although the value 
of convertible bonds may not exceed 50% of the company’s registered capital. A 
convertible bond entitles its holder to convert the bond into equity shares on terms

42Foreigners m ay posses only registered shares.
43 Transfers o f registered shares are governed by the rules regulating b ills of exchange, D ecree of 

the M inister o f Justice No. 1 /1965  (1.24.) on the Publication of the R egulations Concerning Bills 
of Exchange Law, Hungarian R ules o f Law in Force, No. 19-20, p. 1142, Budapest.

44 Compare the Polish company law, which places a  maximum of 5 votes on any one share. See 
Gray et. al., P o la n d , supra note 2.

45 If dividends due on preferred non-voting shares are not paid for two consecutive years, those  
shareholders are entitled to voting rights until those dividends are distributed.
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detailed in the bond itself, which is favourable to the holder when dividends exceed 
the bond’s interest payments. A preference bond entitles its holder to the option of 
buying a proportional number of new shares, should the company decide to issue 
them. Apparently such a bond may be exchanged for the new shares, but the rate 
of conversion is an open question.

Finally, workers’ shares are envisioned by the Company Act (Sec. 244). These 
may be distributed to current employees free of charge or at a rate lower than the 
issuing or market price. Their total may not exceed 10% of the company’s registered 
capital. The shares may be transferred to other workers and pensioners.

Rights and duties of shareholders. Shareholders are entitled to dividends in 
proportion to their share value, and, in the event of liquidation, to a proportional 
share of the company assets. The distribution of dividends is at the discretion of 
the directors, but dividends may not debit the registered capital. All shareholders 
may attend the general meetings, and those holding voting shares may vote in 
person or by proxy. A simple majority is needed to elect and recall members of 
the Board of Directors and the Supervisory Board, to approve the balance sheet 
and profit distribution, to permit the issuance of convertible or preference bonds. 
A three-fourths majority is needed to amend the Articles of Association, modify 
rights attached to a particular type of share, and merge, dissolve, or convert the 
company to another form. Because this three-fourths majority is required to make 
many key business decisions, in practice investors have generally sought this level 
of control when buying companies privatized through the State Property Agency.

The company law protects the rights of minority shareholders, defined as 
representing 10% of the shares (or a smaller percentage) if included in the company’s 
articles. The minority rights protected include the right to call a general meeting, 
to place a specific item on the meeting’s agenda,46 47 and to request the supervisory 
board to examine management’s activity. (Sections 273-275) Any shareholder, 
member of management, or member of the supervisory board may appeal to the 
Court any decision of the general assembly thought to infringe the Company Law, 
the articles of association, or any other law.4'

Corporate governance. All joint stock companies in Hungary must have the 
Board of Directors for management, and the Supervisory Board for controlling the 
management. In addition, an outside auditor is always required. Executive officers 
are employees who may be appointed for a definite or ndefinite period by the Board 
of Directors. The members of the Board of Directors are elected and dismissed by 
the shareholders and are held to a general duty of care defined by the Civil Code, 
principles of officer and director liability are not yet well-developed.

46These shareholders must hold voting shares. Also, if  these two requests are not honored, the 
Court o f Registration has the authority to enforce the requests.

47Section 276. The shareholder may not have voted for that decision. E xceptions to this are 
error, fraud, or threat.
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The Board of Directors must consist of between 3 and 11 members. Conflict 
of interest provisions attempt to prevent members of the Board from concluding in 
their own names transactions similar to that of the company, being a partner with 
unlimited liability in any company similar to this company, and being a leading 
official in similar companies. (Section 280)

The Supervisory Board is charged with overseeing the activity of the Board 
of Directors. It must consist minimum 3 members, who may be elected from either 
among the shareholders or from outside. If the company employs on annual average 
200 employees, one-third of the supervisory board must be elected by the employees.

The limited liability company

The limited liability company form resembles the German GmbH and the 
French s.a.r.l. It is identified by the letters “Kft.” or “Ltd.” appearing after its 
name. As in other CEE countries, this form of company is more popular than the 
joint stock company among Hungarian investors because of its simpler structure and 
lower capital requirements. Many larger foreign investors, in contrast, choose the 
joint stock form because of the greater ability to tailor share structure and voting 
and other rules to their particular needs. The limited liability company is primarily 
intended as an investment vehicle for a relatively small group of investors who know 
and deal with each other on a regular basis. During the first quarter of 1992, 2507 
limited liability companies registered in the Budapest Court of Registration.

Capitalization. A limited liability company may be founded by one or more 
persons, apparently with no maximum limit.48 Its minimum capital must be HUF 
one million (approximately $13,000). This capital is divided into quotas of a prede
termined amount. Each quota must be at least HUF 100,000 and exactly divisible 
by 10,000 (Section 159). Parties holding a quota in the company are referred to as 
members. One quota may be held by several individuals, who together are deemed 
to be one member, who exercise their rights through a common representative, and 
who are jointly liable for the obligations of the members. Each member may hold 
no more than one quota but the value of that quota may increase (or decrease) in 
proportion to his or her contribution (Section 169). Contributions may be either 
cash or in-kind. Upon foundation of the company, at least 30% of the initial cap
ital (but not be less than HUF 500,000) and at least 50% of each quota must be 
paid in, (Section 160) the rest payable within 1 year. Members’ quotas are freely 
transferable to any other member of the LLC, but before being sold to outsiders

48Some other European countries impose a m axim um  limit (such as 50) on the number of 
partners in this form of company in order to differentiate it more clearly from the joint stock form 
and force conversion to the latter form (with its stricter capital and information requirements) as 
the com pany grows in size.
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they must be offered to other members, the company, or someone chosen by the 
membership.49 These requirements are absolute, and the contract of association 
may not stipulate more favorable terms. Unlike the joint stock company, the lim
ited liability company may not recruit members through public solicitation (Section 
156).

Rights and duties of members. Members are entitled to dividends and, in 
the event of liquidation, assets in proportion to the size of their quota. Voting 
rights are determined by the size of each quota; each HUF 10,000 unit entitles its 
holder to one vote. Thus, each member has at least 10 votes, but variations above 
this minimum may be determined by the contract of association. Apart from the 
obligation to pay in one’s primary quota members bear no liability for the LLC’s 
debts.

Members must hold meetings at least once a year. Decisions are passed by 
simple majority unless otherwise stipulated in the contract of association. However, 
members may pass decisions by mail without holding a meeting, subject to the 
normal requirements for voting majorities, unless any member requests a meeting 
be convened to discuss the decision. Minority members (i.e. members representing 
at least 10% of the current registered capital) may call a meeting of all members. 
(Section 190) As with the joint stock company, any amendment to the company’s 
contract of association requires a three-fourths vote.

Company governance. The LLC may be managed by one or more directors or 
managers, elected by members representing a majority of the company’s assigned 
votes to serve for terms of 5 years, renewable. A Supervisory Board with at least 3 
members is mandatory for the LLC only if its capital exceeds HUF 20 million, the 
members exceed 25, or the annual average number of employees exceeds 200. In the 
latter case, one-third of the members of the supervisory board must be elected by 
the employees as with the joint stock company. (Section 13(1-2)) An independent 
auditor is required if the company’s initial capital is greater than HUF 50 million, 
or if the company is held by one person.

Partnership forms

Two common forms of partnership are included in the Company Act, the 
ordinary partnership and the limited partnership. In the ordinary partnership, all 
partners are jointly and severally liable for the partnership’s liabilities. (Section 
55) The limited partnership consists of limited partners, whose liability is limited 
to their contribution to the partnership, and at least one general partner, who is

— Section 171. This is different from the stricter rule found in some other European countries 
that a stake cannot be sold to outsiders without the express and unanimous perm ission of insiders. 
W hat constitutes a valid offer in the LLC case is based on the contract of association of the LLC.
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responsible for actively managing the company and whose liability is unlimited.50 
Both forms are quite flexible, as partners are able to negotiate their own arrange
ments concerning capital contributions, distribution of profits and losses, and allo
cation of voting and managerial rights. As is common in CEE countries (with the 
exception of Polahd), Hungarian partnerships are not pass-through entities and are 
thus subject to tax at the entity level.

Procedures for setting up a company

The first step in setting up either a joint stock company or a limited liability 
company is drafting the Articles of Association or Contract of Association, which 
must be signed by all the founding members and an attorney (Section 19). Although 
the Articles must be notarized, this procedure is not so expensive or time-consuming 
as in some other CEE countries,51 because the job of notaries is not to approve the 
form of the documents, but merely to certify that the signatures are authentic.

Within 30 days of the Articles being adopted, the company must apply to 
the Court of Registration to register the company (Section 23). Included in its 
application must be a registration fee equalling 2% of the company’s initial capital 
and a-certification from the bank that the necessary part of the initial capital is on 
deposit. This step is known to be slow—taking on average about 6 months—and 
cumbersome, although the Court of Registration is now fully computerized. The 
delay is caused by the enormous backlog of applications, mistakes generated by 
the relative inexperience of lawyers filing registrations, and careful court scrutiny 
of each application for conformity to Company Act requirements. If some provi
sions do not comply with the Act’s formal requirements, the Court may return the 
Articles for changes.

The company attains legal personality upon its registration in the Trade 
Register (Section 24). It may then access its bank deposit and formally begin its 
activities. In addition, it may then ratify any actions taken by the founders between 
the period the articles were adopted and the company registered.

50 In an apparent effort to protect creditors, the Company Act lim its natural persons to m em 
bership in one business organization in which he or she carries unlim ited liability. Section 6.

51 See, for exam ple, Gray et. al., Poland,  supra note  2.
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Foreign investment law

Since Hungary opened its doors to foreign investment in 1988, the country 
has enjoyed a level of foreign investment unmatched by any other CEE country.52 
This was initially due to Hungary’s original foreign investment law, Act XXIV of 
1988, which was the most liberal investment law in the region at that time. The 
law has been modified periodically since then, but it still retains the basic features 
that are attractive to foreign investors.

Ownership and forms of investment

The law allows foreign individuals and entities to own up to 100% of a Hungar
ian investment, including the real property associated with it. The forms for such 
investment are governed by the Law on Business Organisations discussed above and 
include both incorporated firms and branches. No special permission is needed.53 
In the event of expropriation, the law guarantees foreign investors full compensation 
in the currency of the original investment, at market conditions.

Profit repatriation

While the Hungarian forint is not yet formally convertible, the foreign in
vestment law does allow foreign investors to repatriate their forint profits54 in the 
currency of the original investment (at the official exchange rate55), “provided the 
company has the equivalent amount in forint on reserve” .56

52 As of late May, 1991, Hungary had $1.2 billion in foreign capital (over half the total foreign 
capital in all of Eastern Europe) invested in 5000 joint ventures. Germany and Austria are partners 
in approximately 2000 of these ventures, and approximately 40% of this $1.2 billion com es from 
U.S. investm ent (fewer in number but typically larger in size). Most joint ventures are small 
service and/or trade operations, employing only one or two people. Around one half o f all joint 
ventures consist of $160,000 or less. (Okolicsanyi 1991)

53 A previous requirement that the Minister o f Finance and the Minister of Commerce approve 
foreign ownership exceeding 50% was repealed in 1990. Act XCVIII of 1990, S ec .l.

54 The foreign investor is also entitled to this repatriation right if the company is liquidated or 
the foreign investor sells his interest. Additionally. 50% of the taxed personal incom e of foreign 
managerial employees may be fully repatriated.

55 Details regarding foreign exchange rights are covered under the Planned Foreign Exchange  
Policy, Law-decree No. 1 of 1974 concerning planned foreign exchange policy (as am ended through 
7/2 /1990); translated in Hungarian Rules of Law in Force I./N r. 12.

56 Act XXIV of 1988 on Foreign Investment, para. 32(1); see also Company Act para. 9(1).
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Foreign individuals and companies with foreign participation are permitted 
to maintain hard currency accounts in any Hungarian commercial bank. Hungarian 
companies receiving capital contributions from foreigners in hard currency may also 
deposit them in such accounts.57

Tax and customs incentives

Hungary’s corporate tax rate is currently 40%, but the foreign investment 
law offers generous tax incentives to foreign investors forming joint ventures until 
31 December, 1993. These incentives are industry specific and depend upon the 
amount of foreign investment.58 An annex to the Foreign Investment Law identifies 
areas of particular importance to the Hungarian economy.59 If more than 50% 
of a company’s sales revenue is derived from these activities, the founding capital 
exceeds 50 million forints, and the foreign contribution is at least 30%, the company 
receives a 100% tax holiday for the first five years, followed by a 60% holiday for 
the second five years. Other sectors receive smaller tax benefits. For example, 
companies building or operating a new hotel60 with founding capital above 50 
million forint and with at least 30% foreign contribution receive a 60% tax holiday 
for the first five years and a 40% holiday for the second five years. In addition, 
taxes are rebated on profits reinvested by the foreign partner in Hungary.

On the customs side, foreign investors importing capital equipment will not 
be charged customs duties if 1) the equipment is part of the foreign investor’s 
contribution i.e. the registered capital of the company, or 2) it is paid for out of the 
company’s hard currency account. If, however, during the subsequent three years 
the company sells or leases that equipment, then the company must pay the customs 
duty applicable at the time of importation. Customs free zones for foreign investors 
are also envisioned by the act. Companies incorporated in these zones will be 
exempt from Hungarian customs, excise, and exchange control regulations, as well 
as price controls and state supervisory regulations. They may maintain accounting 
systems in fully convertible currencies. Companies seeking to incorporate in such 
zones must obtain approval of the Ministry of Finance. Customs free companies 
have already been established in certain industries, with special rules on how the

57Act  XXIV of 1988 on Foreign Investment, para. 32(1); see also Company Act para. 9(1).
58 Earlier version of this law granted an autom atic 20% tax cut for companies w ith either foreign 

equity of at least 20% or HUF 5 m illion.
59These include electronics, car parts, machinery, engineering units, pharmaceuticals, packaging 

technology, agricultural and food technology, energy conservation, telecom m unications, tourism, 
and public transport at ion.

60 The hotels covered by this section include not only those constructed by the company in 
question (Para. 15 (2)(a)), but also renovations that classify a building as a hotel or that upgrade 
a  preexisting hotel to a higher classification (Para. 15 (3)(b)).
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plant is built and operated—requiring security fences, guards, and documents—to 
segregate customs-free goods.

The generous tax incentives offered to foreign investors in Hungary have been 
widely criticized by economists and tax policy experts. Not only do they discrimi
nate against domestic investment, but tax incentives—holidays, in particular—can 
cause tremendous revenue loss and severely complicate tax administration. Recog
nizing these problems, Hungary has moved recently to eliminate these special tax 
incentives for foreign investments. They are to last for a maximum of 10 years and 
be available only to companies that are substantially in production before the end 
of 1993.

Dispute resolution

The Hungarian foreign investment regime gives substantial freedom to private 
investors to choose the mode and venue for purposes of dispute resolution using 
arbitration. At present approximately half of all disputes are arbitrated through 
the Hungarian Chamber of Commerce, and about half in other international forums. 
Apart from the Articles of Association, which must be governed by Hungarian law, 
any other agreement related to the setting up or operation of a joint venture may 
be governed by foreign law if the parties so choose.61

Hungary has been a signatory to the International Convention for Settlement 
of Investment Disputes since October 1986. This Convention guarantees a forum 
in which private citizens of signatory states may arbitrate against governments of 
other signatory states.

Contract law

The ability to contract freely with others and the assurance that contracts 
will be enforced are among the most basic requirements of the Hungarian Civil 
Code.

Contracts under socialist law

Contract law in Hungary, as in all of its European neighbors, has been broadly 
governed since 1959 by the Civil Code and more specifically by companion laws 
and implementing regulations and decrees. Two distinct spheres of contractual

61 For example, Swiss law is commonly chosen to govern shareholders’ agreements.
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relations existed during the socialist period: the private and the commercial or 
“economic” . The private sphere consisted mainly of personal agreements among 
individuals, usually for small monetary amounts or equivalents. For these contracts, 
Civil Code was and still is adequate to set a framework for bargaining and to resolve 
any disputes that may arise. Contracts between citizens, or between citizens and 
economic organizations, did not differ essentially from similar contracts in western 
market economies, although their scope was influenced by the economic policies of 
the state—most importantly the restrictions on ownership of private property and 
the means of production.

More significant for Hungary’s economy the “economic” contracts. These 
refer to contracts between state enterprises that were instruments of the state eco
nomic plan. Because state-owned enterprises were expected to fulfill their produc
tion quotas under the state plan, and because the socialist industrial base existed 
primarily of monopolistic suppliers, state-owned enterprises had little choice re
garding with whom and to what extent they contracted. Thus, inter-enterprise 
agreements were in essence translations of plan targets into contractual form.

The primacy of the plan led to certain aspects of contract law unique to 
socialist systems. For example, there arose a “duty to contract”. Although this 
duty originally applied to specific plan targets, it seemed to develop into a general 
duty to conclude economic contracts, even when the contract was not part of the 
plan. This duty was actionable, meaning that anyone who breached it could be 
formally challenged in a “precontractual arbitration” . (Para. 208)

Like Poland, but unlike Romania,62 Hungary did specifically incorporate so
cialist principles into its Civil Code. Thus, the civil code allowed for mandatory 
conclusions of contracts by statute or ministerial decree (Para. 198); nullification 
of contracts injurious to socialist norms (Para. 200); modification and conclusion 
of contracts by the courts to further national economic interests (Para. 206); and 
definition of the contents of contracts (such as prices) by legal rule (as determined 
by state arbitration), regardless of the wishes of the parties (Para. 226).

Until the 1970s, disputes resulting from socialist contracts were usually with
drawn from the jurisdiction of the courts and relegated to so-called “economic 
arbitration tribunals” which functioned more as administrators of the state plan 
than impartial jurists.63 Because contracts were designed to implement the cen
tral plan and because of the scarcity and monopolization of most resources, the 
preferred form of remedy in case of breach was specific performance. In contrast,

62See Gray et al, Poland, and Romania,  supra note 2. Poland’s Civil Code was drafted in 1964, 
during the socialist period, while R om ania’s Code dates from prewar tim es and was never amended  
during the socialist period. The same socialist contract rules existed in Romania, however, but 
with a different legal base.

63G ovem m ent Decree No. 51 of 1955 (V III.19). This mechanism was abolished in the early 
1970s, after which inter-enterprise disputes were heard by the county courts (discussed below 
under Judiciary).
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monetary damages tend to be the preferred remedy in a market economy, where 
the damaged party can typically reenter the market and negotiate another contract 
for those goods or services.64 In socialist economies there was often no other sup
plier or purchaser to which the injured party could turn. Furthermore, determining 
the proper level of damages would not be as straightforward given the absence of 
market signals.

Compared to other CEE countries, Hungary’s industrial sector is generally 
thought to have enjoyed relatively greater freedom of contract during the socialist 
period. Much of this was due to management reform under the New Economic 
Mechanism of 1968, which shifted more decision-making power from the Minis
terial level to the enterprises. Act IV of 1977 significantly modified Hungary’s 
contract law by reintroducing the concept of freedom of contract into the commer
cial sphere. While management did enjoy greater independence after the reforms 
of the late 1960s and 1970s, enterprise output was still expected to meet the goals 
set by the national economic plan. Moreover, freedom of contract continued to 
be limited by the scarcity of both economic resources and credits. Thus, freedom 
of contract was substantially increased but still did not approach that found in 
western market economies. To this day, many transactions remain governed by 
the Contract for Delivery of Merchandise (Paras. 379-386) which include many 
obsolete administrative requirements and restrictions.65

Current status

Commercial transactions in the economy are increasingly being conducted 
according to the sections of the Civil Code originally designed for small, noncom
mercial private transactions. These sections embody standard western contract 
concepts. They incorporate basic principles of offer, acceptance, and performance. 
They provide standard terms for about 25 types of transactions, such as sales con
tracts and real estate leases. (Ostas 1992) They also provide legal doctrine to 
govern usurious interest rates, bad faith dealing, illegal contracts, mistake, decep
tion, duress, capacity, and impossibility of performance.

Court interpretations and decisions over the coming years will determine the 
true substance of contract law in Hungary and just how far “freedom of contract” 
extends, particularly when it collides with other social concerns.

64 In the interests of efficiency, western contract law allows parties to breach contracts when 
that will prove to  be in their economic interest.

e5Govemment Decree No. 7 of 1978 (IL1).
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Bankruptcy66

Bankruptcy law serves several related functions in a market economy. First, 
it provides a mechanism to liquidate inviable enterprises and repay creditor’s claims 
according to some pre-established rules of priority. Second, in cases of default in 
which some or all of the operations of the debtor are potentially viable, it pro
vides a legal framework through which creditors and debtors can negotiate binding 
agreements to undertake financial and real reorganization. In most cases such reor
ganization includes partial liquidation—i.e. the sale of some of the debtors’ assets. 
Third, the threat of bankruptcy imposes greater financial discipline on enterprise 
managers. Hence, bankruptcy laws are important promoters of industrial restruc
turing.

It is important to distinguish between two different sets of potential “users” 
of bankruptcy procedures. The first is the large group of state-owned enterprises 
that are inefficient and in need of restructuring or liquidation. For these state- 
owned firms, bankruptcy procedures and the threat of liquidation67 are thought to 
provide the motivation to restructure that might not otherwise exist, in part due 
to the pro-labor incentives caused by extensive worker self-management.68 The 
second group is the newly emerging private sector, whether enterprises or banks. 
For this group, bankruptcy law is part of a wider set of legal rules—which also 
includes provisions defining legally-enforceable security interests and methods of 
foreclosure—that increases the potential for debt collection and thus facilitates the 
flow of private credit in an economy. Such credit is essential for the success of new 
private business.

Thus serving two “masters”, bankruptcy law is seriously overburdened in 
Hungary and other CEE countries. The reorganization and liquidation procedures 
are to play a major role in the solution of the systemic problems of enterprises and

66T he authors are heavily indebted to Izak A tiyas  for his extensive substantive input into this 
section.

67 Creditor passivity in initiating bankruptcy cases has been common in CEE countries, in part 
because state-owned banks them selves faced “soft budget contraints” and could in essence count 
on bail-outs from the government if enterprise debts were in arrears. To counter creditor passivity, 
the Hungarian government m obilized the tax and social security authorities to initiate liquidation  
proceedings against enterprises which were in arrears in their tax or social security paym ents. The 
effect of this initiative was lim ited, because enterprises started to pay their tax and social security  
obligations to avoid liquidation. W ith a similar purpose, the liquidation law was am ended to 
require enterprise management to file for liquidation whenever a situation of default persisted for 
a certain period of tim e, a measure that has been dubbed self-bankruptcy.

68Many Hungarian state  enterprises are “self-m anaged”, i.e. managed by enterprise councils (if 
employment is over 500) or by enterprise assem blies (if employment is less than 500). In those 
enterprises, restructuring or liquidation can take place only with the consent of enterprise councils 
or assem blies. Even though there are exceptions, the managements of these enterprises are widely 
believed to be unwilling to adopt restructuring policies that may result in unemployment or indeed 
loss of control.

Acta Oeconomica \5 , 1993



GRAY ET AL.: LEGAL REFORM FOR HUNGARY 291

banks carried over from socialism. This may be more than can be asked of a judicial 
procedure; these systemic problems may instead require systemic solutions outside 
of bankruptcy proper. In most market economies, in contrast, the bankruptcy 
process works at the margin for the relatively few firms that cannot make it in an 
otherwise healthy economy. Such a role is important to the second “audience” in 
the CEE countries—the newly emerging private sector.

The new bankruptcy law

The Law on Bankruptcy Procedures, Liquidation Procedures and Final Set
tlement was passed by Parliament in September, 1991. It provides two alternative 
avenues for defaulting debtors—reorganization and liquidation. The first avenue, 
reorganization (or “bankruptcy” in the official Hungarian translation), did not exist 
under previous law and is similar in purpose to Chapter 11 of the U.S. Bankruptcy 
Code. It is a workout-oriented procedure designed to allow the debtor to achieve 
a settlement with creditors and continue in operation. The debtor may file for 
reorganization if it expects that it will otherwise be forced to default on its debts 
within a year, or if it is already insolvent but its creditors have not yet initiated 
liquidation. The debtor is indeed obligated under the new law to file for bankruptcy 
(i.e., reorganization or liquidation) if it is more than 90 days in default.

During reorganization, the current management remains in control of the 
debtor’s assets. After the announcement of the bankruptcy procedure, the debtor 
is entitled to a 90-day moratorium on monetary claims (other than wages) that 
have become due. Within 60 days it must prepare a proposal for reorganization 
to restore solvency, which must then be approved by all creditors present at the 
hearing called for such purpose.69 70 If the proposal is approved, the court declares 
the bankruptcy procedure concluded within 15 days.

The second procedure, liquidation, can be initiated by the debtor itself or 
by a creditor.'0 In addition, a reorganization procedure automatically becomes a 
liquidation one if the debtor and the creditors fail to reach agreement within 90 
days. During liquidation, the debtor’s assets are managed by a trustee, who is 
charged with liquidating the debtor’s assets and repaying creditors. However, the 
debtor may still try to reach a settlement with its creditors during liquidation. If 
such a settlement is reached, the liquidation procedure is suspended. A settlement 
is approved only if accepted by half of the creditors entitled to vote in each class of

69 Bankruptcy laws in most countries do not seek unanimous agreement for the approval o f an 
agreement. In that respect, the Hungarian law is stricter.

70This includes banks, suppliers, and the social security fund. Until 1991, suppliers were the 
most active in petitioning for relief against debtors; o f 528 petitions in that year, only 8 were from 
banks and 5 from the social security fund.
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creditors, and by creditors representing at least two-thirds of the total claims. The 
law also contains a “simplified” liquidation procedure for cases where the value of 
the debtor’s assets are insufficient to cover even the costs of liquidation proceedings. 
In such case assets themselves may be distributed to the creditors.

The new law is different from the previous one in several important respects. 
First, it establishes time limits on the different stages of the bankruptcy and liquida
tion process in order to speed up the process. For example, following a petition, the 
court is required to determine whether to initiate a bankruptcy procedure within 15 
days (Section 12), an action that under the old system took up to several months. 
In the case of petitions for liquidation, the court has to establish the presence or 
absence of a default within 90 days (Section 27). As noted earlier, there are strict 
time limits on the preparation and negotiation of a reorganization agreement. The 
new law also imposes a maximum of two years for the competition of liquidation.

Second, the law tries carefully to balance the distribution of control over 
assets and of bargaining power between debtor and creditors. As indicated above, 
the management of the debtor enterprise effectively retains control and therefore 
has significant bargaining power during negotiations for a settlement. However, 
two provisions are introduced to protect creditors. First, creditors may request 
the court to appoint a “property supervisor” , who has no management powers but 
nevertheless oversees the financial situation and asset management of the company 
to protect creditors’ rights. Second, the automatic transformation of reorganization 
into liquidation (Art. 21) in case a settlement is not reached inhibits the debtor’s 
managers from delaying the process or adopting an unduly tough position during 
negotiations.

Third, the new law encourages reorganization in lieu of liquidation when 
feasible, and it tries to encourage real as well as financial restructuring to make 
surviving firms more competitive in the longer-run. The restructuring agreement 
is required to contain “measures likely to result in the increase of incomes” (Art. 
18,l.a). Moreover, the law explicitly mentions that “within the framework of the 
agreement...creditors or third parties may secure ownership rights in the property 
of the debtor” (Art. 17). Both provisions increase the likelihood that agreements 
address not only financial but also real restructuring. The creditors are also al
lowed to designate persons to monitor the debtor’s compliance with the agreement. 
The ability to monitor increases creditors’ confidence in agreements and therefore 
encourages reorganization.

Despite these positive aspects, however, there are a few where the current 
law may benefit from further improvements. An important drawback of the law 
has to do with the priority among claims upon liquidation. Specifically, the claims 
of creditors secured by liens on assets have lower priority than claims for wages and 
severance payments, which are considered to be liquidation costs. This provision— 
a political compromise and a deviation from the international norm although a 
development concerning the old law—is likely to dampen the incentives of secured
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creditors to initiate bankruptcy, to reduce the role of banks in enterprise restructur
ing, and to constrain the development of secured credit as a financial instrument.

In addition, the rights of dissenting secured creditors in a settlement arranged 
between creditors and the debtor during the process of liquidation need to be further 
clarified.71 In particular, it is not clear whether a dissenting secured creditor retains 
the right to exercise its security or whether an agreement can reduce its claims 
without its prior consent.72

The law in practice

The number of bankruptcy filings has skyrocketed under the new law. The 
number of filings increased from 528 in 199173 74 to 14,300 (4,400 as reorganizations 
and 9900 as liquidations) in 1992. '4 Because the law came into effect January 1, 
1992 and requires reporting after. 90 days in default, there was a particular surge 
of 3540 filings in April—including 2259 reorganization filings and 1281 liquidation 
filings.

The strong pace of filings is expected to continue for several reasons. First, 
new banking and accounting laws are expected to put pressure on the banking sys
tem and make banks more vigilant on debt collection. Second, the new law is likely 
to make creditors more willing to initiate bankruptcy, both because liquidations 
should be faster and because the new law is more protective of creditors’ rights. 
Third, enterprise managers are more likely to initiate bankruptcy under the new 
regime, because they are subject to penal sanctions if they willingly fail to do so 
when the enterprise is insolvent. Furthermore, they may be more willing to initiate

71 This problem would not arise for settlem ents reached during reorganization because these 
agreements require the unanim ous consent of all creditors. Therefore, any dissenting creditor 
would be able to block a proposed settlem ent.

72 For example, consider a secured creditor whose claim  is reduced in a proposed agreement 
and who does not consent to the settlem ent. Does that creditor retain the right to execute the 
security? Can a settlem ent remove a security without the consent of the creditor? T he law 
does not provide clear answers to these questions. Different countries have resolved this issue in 
different ways. In some countries (such as Germany) the claims of secured creditors cannot be 
reduced in  a settlem ent. In the U .S., a settlem ent can be approved despite dissenting creditors 
if the court decides that the dissenting creditors are treated “fairly and equitably”, which for 
secured creditors means that they keep their liens on assets and they get periodic cash paym ents 
equal to the value of their claims. In the U .K ., a settlem ent cannot be approved if it affects the 
rights of a secured creditor to enforce the security.

73These are filings for liquidations under the old law. (Mizsei 1992)
74 Although the number of filings is m onitored, data are not system atically kept on the nature 

and size o f companies that enter reorganization or liquidation, or on the duration or ultim ate  
disposition of the proceedings.
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bankruptcy because of the possibility of reorganization (and retention of their jobs) 
in lieu of liquidation.

This surge in cases demonstrates the difficulty of applying the traditional 
solution—judicial bankruptcy proceedings—to the systemic problems of enterprise 
insolvency in CEE countries. It is highly improbable that any judicial system— 
much less one with relatively little exposure to economic matters—could handle 
such a surge in caseload efficiently and effectively. As noted earlier, the judicial 
route works best at the margin, but other means may be needed to handle the 
large systemic problems, which could affect 30-50 percent of the economy.'5 Not 
only are experienced judges in short supply, but so are qualified trustees. Especially 
in cases that involve large enterprises, liquidators have to..act as corporate man
agers and financial managers in order to preserve the assets of the enterprise and, 
whenever viable, to encourage settlements between creditors and debtors. They 
also need to have legal expertise.75 76 The Ministry of Finance has recently increased 
the pool of liquidators by establishing objective criteria for eligibility and selecting 
90 additional liquidators from among numerous applicants. That is, however, still 
a small number for the thousands of cases now being filed.

Competition law

The structure and dominance of the public sector throughout Central and 
Eastern Europe is now proving to be an obstacle not only for the development of 
the private sector, but also for the improvement of the performance of the public 
sector itself. Large state-owned monopolies are able to impose unfair conditions on 
private firms, smaller public firms, and consumers. In essence, private firms are free 
to thrive primarily in niches not dominated by the state sector. Because of their 
power over output and jobs, large state firms act as a powerful lobby to influence 
government decision making in fiscal, monetary, trade, and other areas. For this 
reason the breakup and privatization of state monopolies is essential not only to 
the growth of a private sector but more generally to the development of a stable 
market economy. Competition law can be an important tool to encourage such 
breakup and to prevent abusive monopolistic behaviour. However, Hungary should

75For example, integrated programs of bank restructuring, enterprise restructuring, privatiza
tion , and liquidation of insolvent state-ow ned firms— primarily using non-judicial m eans—are now 
under discussion, for exam ple, in Poland and Slovenia.

76 The government is authorized to establish a list o f liquidators. U ntil recently the supply  
o f liquidators was provided by six institutions, most o f them  consulting firms. However, under 
Government Decree No 165/1991, individuals can also be included in the list of liquidators. Such 
individuals need to have a degree in  econom ics, finance or law. Organizations that employ such 
individuals may also be enlisted. Applications are judged by a com m ittee appointed by the  
M inister of Finance and Minister o f Justice.
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move very carefully in applying its competition law in order to avoid overzealous 
enforcement and resulting bureaucratic dampening of healthy competition.

Hungary’s new competition law is Act LXXXVI of 1990 on the Prohibition 
of Unfair Market Practices,7' which took effect on January 1, 1991. The law deals 
with the traditional areas of antimonopoly enforcement, including horizontal and 
vertical agreements among firms, abuse by a single firm of a dominant position, 
and merger control, and it sets up a specialized antimonopoly office, the Office of 
Economic Competition, to enforce these provisions (subject to review upon appeal 
by the Budapest district court).'8 The law also covers unfair competition and 
prohibits such activities as misleading advertising or “unfair” acquisition and use 
of business secrets.

On the topic of horizontal agreements, the law explicitly forbids agreements 
among competitors concerning such things as price, market division, technologi
cal development, or exclusion of certain consumers or input suppliers (Para. 14). 
However, the approach is a “rule of reason” one rather than the “per se” ban 
on horizontal cartel arrangements,* 78 79 as there are numerous exceptions to the pro- 
hibiton, both specific (such as agreements between parties with less than 10 percent 
of the market) and general (for example, if such agreements are “aimed at stopping 
abuses of economic superiority” or if “the advantages exceed the disadvantages”) 
(Paras. 15-17). Thus the law provides a relatively weak restriction and gives the 
antimonopoly office and the courts wide discretion in reviewing cases. While this 
discretion might help the authorities concentrate scarce administrative resources 
on certain cases, it weakens the general deterrence power of the law and could 
lead to long drawn-out arguments on what is or is not a limitation of competition. 
Hungary might want to consider strengthening the prohibition of horizontal cartel 
agreements by adopting a “per se” approach.80

In the area of vertical agreements, a separate section of the law forbids abuse 
of a “dominant”81 position (Para. 20) and includes certain restrictions on vertical 
agreements. Para. 9 prohibits vertical tying arrangements regardless of the size of 
the firms involved. It is wise of Hungary to limit its scrutiny of vertical restrictions

7' Hungary’s concern with rules of com petition actually began in the late 1960s, with its moves 
toward decentralized market socialism. As part o f the reforms instituted under the New Economic 
Mechanism (1968), Hungary revitalized its original Act on Unfair Economic Com petition (Act 
No. V on the Prohibition of Unfair Com petition of 1923) through numerous governmental decrees. 
These rules were updated in 1984 with the adoption of Act No. IV on the Prohibition of Unfair 
Business Activities.

78Claims concerning unfair com petition can be brought only to the court, while those concerning 
freedom and fairness of com petition or consumer fraud can be brought to either the court or the 
Office of Com petition.

79The m erits of each case are considered on an individual basis under a “rule of reason” ap
proach, while a “per se” approach forbids a particular practice under any circumstances.

80 The same is argued in Pittm an  (1991).
81 A dominant firm is defined as one having over 30 percent market share.
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to those involving dominant firms, and the same rule should probably apply to tying 
arrangements. Economic analysis in the U.S. and Europe shows that many vertical 
restraints (such as resale price maintenance, refusals to deal, discriminatory pricing, 
and tying of sales) may enhance efficiency under certain circumstances—typically 
when market structure is competitive and the firms imposing the restraints are not 
in a dominant position.82

Also included in the section on dominant firms is any behaviour that limits 
access to the market to new entrants. (Article 20) This is extremely important 
in the Hungarian context if new private firms are to gain access to inputs and 
distribution networks. However, the Hungarians must be careful not to interpret 
reasonable market behaviour—such as buying in bulk, requiring up-front deposits 
from purchasers, or raising or lowering prices to consumers—as anticompetitive. In 
general enforcers should refrain from imposing direct price conditions, concentrating 
more on conditions of access to the market.

With regard to market structure, the Hungarian law empowers the anti- 
monopoly office to review proposed mergers of large firms83 and block any that 
are deemed anticompetitive. (Article 24) As with horizontal agreements, there are 
exceptions to the rule; mergers need not be blocked, for example, if the advantages 
to competition exceed the disadvantages, or if the merger promotes penetration 
into foreign markets. Again, the agency is given almost unlimited discretion.

One important element missing from the law is authority of the antimonopoly 
office to order the break-up of large monopolistic firms. Such authority should 
exist, particularly in the case of state-owned enterprises being privatized. Such 
a link between antimonopoly policy and privatization exists in both Poland and 
Czechoslovakia and is a useful tool to inhibit the privatization of public monopolies 
into private ones (which are certainly much harder to control or break-up once in 
private hands).

Interpreting and applying the new Hungarian law effectively is an enormous 
challenge, particularly given the discretion granted enforcement authorities in the 
law itself and the broader set of problems with antimonopoly legislation in general. 
The enforcement office will need to tread lightly at first. As well as handling indi
vidual complaints, it should concentrate on its other important missions: educating 
the public about the distortions caused by monopoly behaviour and lobbying the

82As a  result of th is economic analysis, enforcement of U.S. antitrust law has softened in the  
1980s, and the department of Justice refuses to prosecute many cases it would have brought in  
earlier tim es. The OECD is also recommending that European jurisdictions relax their laws to 
look at each case of vertical restraint on a rule of reason rather than a per se basis. Opponents 
of the rule o f reason approach argue that business need certainty above all, and that the rule 
of reason approach leaves too much uncertainty as to what is perm itted and what is not, and  
therefore inhibits business activity.

83 Firms must prenotify the office if they jointly have 30 percent market share or if their joint 
turnover in  the previous year exceeded HUF 10 billion. Article 23.
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government and Parliament to minimize barriers to international trade—the most 
powerful antimonopoly force of all.

Judicial institutions

Court structure

There are three levels of ordinary courts in the Hungarian judicial system: the 
Supreme Court, county courts, local courts, and the special courts.84 Nationwide 
there are about 2000 judges, with about 200 unfilled positions. Most cases are 
brought initially in the local courts, of which there are 102. They are courts of 
general jurisdiction and hear criminal, civil, and commercial cases. Hungary has 
a fairly unified court system with few separate specialized courts, except for the 
Labor Court, the Court of Registration and the Military Court. The Court of 
Arbitration attached to the Hungarian Chamber of Commerce is not part of the 
court system.

Appeals from the local courts are to the county courts. There are nineteen 
county courts in Hungary, as well as the municipal court, which serves the Budapest 
metropolitan area. This level is divided into three branches: civil, commercial, and 
criminal. The Budapest municipal court has a separate labor chamber. A county 
court may act as the court of first instance when the amount in controversy exceeds 
HUF 3 million—typically disputes between state-owned enterprises85—or in claims 
related to intellectual property, libel, slander, damages caused by state officials, 
and certain other matters. In such cases, appeal may be made to the Supreme 
Court. The Supreme Court also guides lower courts by issuing advisory opinions. 
This judicial guidance role is stipulated in the Constitution. (Ch. I, sec. 47)

84 The structure of the judiciary is defined by the current Constitution; Act IV of 1972 on the  
judiciary; Act LXXX of 1990 on the Establishment of Local Courts; Act XXXII of 1989 on the 
Establishment of the Constitutional Court; Act III of 1952 on the Code of Civil Procedure; and  
Act I of 1973 on Criminal Procedure, as am ended. Law Decree 23 of 1989 and Executive Decree 
of the Minister of Justice govern courts of registration and registration of companies. The 1989 
amendment to the Constitution introduced into th is system  a Constitutional Court (as discussed  
above), but it is not formally part o f the judicial structure.

85Until 1972, all inter-enterprise disputes were heard by “economic arbitration tribunals” , which  
settled  supply and delivery agreements according to the state  plan. These tribunals were abolished  
in the 1970s, and inter-enterprise disputes have since been heard by the commercial chambers of 
the county courts.
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Changes in court organization began in 1989.86 In 1990 a new law on the 
promotion and compensation of judges came into effect. Self-governing Judicial 
Councils were established to appoint court officials and to handle internal disci
plinary cases. The latest amendment, Act LXVII of 1991, increases the role of 
Judicial Councils in court financial decisions and in selection and appointment of 
judges. The amendment also separates budget and administration of the Supreme 
Court from the Ministry of Justice, unlike local and county courts which remain 
subordinated to the Ministry.

The Hungarian judicial system suffers from a shortage of well-qualified judges, 
particularly in newly-emerging commercial areas. Judges are appointed for life by 
the Hungarian President and may be removed only for cause. (Ch. X, sec. 48) 
They do not enjoy particularly high status or pay, and over half work on a part- 
time basis. (Ostas 1992) Over the past few years their workload has more than 
doubled, due to the registration of new private companies, the rapid rise in the 
number of commercial disputes, the rash of new compensation claims, and growing 
criminal activity. In order to alleviate the judiciary of this increased work load, the 
Ministry of Justice sought unsuccessfully to reestablish the administrative courts— 
which had been abolished under the socialist regime—in order to adjudicate alleged 
violations of citizens’ rights by the state.

An area needing particular attention is debt collection. Of the total number 
of 700,000 law suits filed nationwide last year (a 60 percent increase from the 
previous year), two-thirds of those cases involved uncollectable debts. Streamlining 
debt collection, perhaps by allowing private debt collection in uncontested cases 
or reducing procedural requirements in judicial cases, could relieve much of the 
current strain on the courts.

Arbitration could be a useful alternative to court procedures as a means to 
resolve commercial disputes among private parties. As in other CEE countries, 
the Hungarian Chamber of Commerce has an arbitration chamber that specialized 
during the socialist period in the settlement of international trade disputes. The 
1988 Act on Business Organization gives this court jurisdiction for disputes arising 
out of a company’s articles if the parties agree. A broader mandate and proper 
technical support could help this body develop into a viable alternative means for 
dispute resolution. A new draft arbitration law now under consideration would give 
access to the Chamber’s arbitration to anyone doing business in Hungary.

86 One area under active discussion involves overhaul of the court structure: whether a four 
level court system  should be introduced or a m odification of the current system  is adequate, and  
whether the Ministry of Justice or the self-governing Judicial Councils should be the guarantor of 
the lawfulness of court procedures.
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The legal profession

Law-Decree 4 of 1983 on the Legal Profession broke the close ranks of the 
“legal working groups” and allowed company attorneys to compete in dealing with 
economic organizations. Act XXIII of 1991 amended the 1983 law to give Hun
garian attorneys the right to establish law offices (with two attorney minimums) 
or individual practices. Attorney working groups have to transform themselves 
to Law Offices. Admission to the Bar requires a law degree, professional exam, 
Hungarian citizenship, permanent domicile in Hungary, a clean record and liability 
insurance. Practicing attorneys may not take up other employment, except ed
ucational (teaching) or scientific/doing research. Currently there are about 1200 
practicing lawyers in Budapest. Foreign lawyers can open representative offices and 
provide legal assistance on foreign legal matters, but may not practice Hungarian 
law.

Conclusion

Hungary has been on the forefront of CEE countries in reforming its legal 
framework to promote private sector development. It was among the first to make 
major changes in its Constitution and Civil Code to promote free enterprise and 
put private property on the same legal footing as state-owned property. It moved 
quickly to establish a Constitutional Court to protect these legal rights; its Court 
has extremely broad jurisdiction, and has proven very active in reviewing economic 
as well as social legislation. With regard to formerly nationalized property, it is 
the only CEE country to eschew widespread restitution in-kind, opting instead for 
a coupon scheme that is likely to cause significantly less uncertainty and disrup
tion in property markets. It has basic legislation in place to protect intellectual 
property and to provide a clear and flexible framework for the setting up of domes
tic or foreign-owned firms. Finally new and relatively modern antimonopoly and 
bankruptcy laws went into effect at the beginning of 1991 and 1992, respectively.

Despite these achievements, however, numerous legal and institutional chal
lenges remain. The most difficult area (apart from company privatization, which 
is not discussed here) remains real property. The development of efficient land 
markets continues to suffer from an inaccurate land registry, an underdeveloped 
legal and institutional framework for collateral, the near impossibility of eviction 
in cases of nonpayment of mortgage loans or rent, and an outdated and incomplete 
zoning and regulatory structure. Further substantive scrutiny is also called for in 
other areas of law, most notably in the areas of bankruptcy and competition.

Finally, the challenge of implementing all of this new legislation is daunting, 
particularly given the country’s limited experience with market principles and insti-
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tutions. Both the specialized institutions (such as those charged with implementing 
intellectual property and antimonopoly laws and with registering companies) and 
the regular courts are in danger of being overwhelmed with the burgeoning caseload. 
A prime example is bankruptcy, where over 14,000 new cases were filed in 1992 
alone. Another is antimonopoly law, where the broad legislative mandate and the 
relative inexperience of the regulators could create the potential for counterproduc
tive results. In addition to training and technical assistance, Hungary should work 
to provide widespread dissemination of the rulings of the Office of Competition 
and the courts more generally, both to educate the public and to promote public 
accountability and oversight.
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VARIATIONS ON THE THEME OF SELF-PRIVATIZATION

É. VOSZKA

This analysis is built on corporate case studies and presents the practice of decentralized, 
market-conforming privatization using examples o f firms that have already been sold under the  
programme. The paper shows the m ain characteristics of the firms sold, analyzes the bargaining 
with consulting firms, the ownership structure, financial conditions and the consequences o f the 
buy-out process. Some of the experiences can be generalized to all employee buy-outs, privatiza
tion leasing and capital-saving or free distribution of assets. Therefore this study can be regarded 
as a starting point for the evaluation of the likely effects of these privatization m ethods, suggested  
by the government.

The essence of self-privatization is that transformation and privatization of 
firms concerned occurs “without direct participation of the State Property Agency”1. 
A large proportion of proprietory (asset-managing and selling) rights of the SPA 
has been transferred to the consulting firm, the latter being recognized by the 
SPA—through tender—as reliable and knowledgeable. Firms singled out for 
sale have been able to choose freely their own consulting firm from those on the 
list.

The Financial Research Ltd. has started an empirical research on the practi
cal functioning of the new method by carrying out case studies.2 The analysis below 
summarizes the experience of firms sold up until the fall of 1992,3 representing a 
small proportion of more than four hundred firms assigned to the self-privatization 
programme. Although up to the end of 1992 85 percent of them had a contract 
with a consulting firm (i.e. they had started transformation) and 53 percent had 
been transformed into company form, the privatization process had been completed 
with only 20 percent of them. At the time of the investigation in mid-1992 there 
were only 20 firms eligible for our research.

The six cases do not represent, in a statistical sense, the whole sphere of self- 
privatization. Nevertheless, they do show the characteristic types of firms privatized 
in the early stages of the process, and thus also the pitfalls and tricks used. Four of 
the firms investigated became the property of domestic investors and two were sold

1 Enabling contract between the State Property Agency and consulting firms, September 1891.
2 The present article is based on a summary study of empirical experiences. It will appear soon  

in the series “Jelentések az alagútból” (Reports from the tunnel).
3The case studies summarized here were w ritten by Péter Karli ,  K álm án Kőhegyi , Ferenc 

L éva i , Sándor Molnár,  László Neumann  and Eva Voszka. We are thankful to officials of the 
State Property Agency, specialists o f Pri-man Ltd. and managers and em ployees of the firms and  
consultants concerned.

Akadémiai Kiadó, Budapest
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to foreigners. This is in line with the shares of ownership calculated according to the 
income of the SPA.4 Four of the six firms are engaged in industry and construction, 
two in services. That means that the latter have a smaller share in the sample than 
in the original set.

One of the firms selected was included into the privatization list by mistake, 
although it had not taken part in self-privatization: its sale was carried out before 
the start of the programme. This firm, referred to as the “first swallow” , was also 
included into our sample in order to compare the different privatization procedures. 
With self-privatization the “doubled” firm accomplished a transformation process 
that had been started earlier. The label “successful privatization—bankrupt firms” 
was given to two firms bought by foreigners. The case referred to as “forced pri
vatization” deals with a firm which the employees did not want to buy. Finally, 
“simple” employee buy-out is a reference case for comparison.

Preconditions: autonomy and relative stability

Looking at the starting position of sample firms that were sold first it is 
striking that—with the exception of the “doubled” firm—all parted from a larger 
firm in the eighties or in 1990-91 when units within large firms could relatively 
easily initiate their organizational autonomy. This is understandable considering 
the over-representation of industry in our sample; without splitting up such firms 
could not enter the club of the 300.5

It is partly due to their large firm origin that privatized firms were character
ized by relatively stable financial and market positions. Those units that were most 
eager to separate were ones which could confidently assume that autonomy would 
be favourable for them. Ministries that made decisions in cases of organisational 
change ensured that only “feasible” firms (i.e. firms not threatened by bankruptcy) 
could obtain a licence.

It is not certain that the logical chain: “gaining independence—good eco
nomic results—rapid privatization” is also the causation. Perhaps there is one 
common cause behind all these phenomena: namely, a strong, entrepreneurial man
agement which is able to produce both acceptable economic results, and organisa
tional and proprietory changes. When evaluating results we should mention that 
the most important performance indicators (sales, profit and number of employed)

4 At the end of 1992, the incom e of the SPA from self-privatization was more than HUF 3 
billion, one third of this hard currency. According to the data of Pri-m an Ltd. the other two 
thirds were distributed equally between “em ployee” and “other dom estic” buy-outs. However, 
our case studies show that the borderline betw een the latter two categories is blurred.

5 In the first phase of self-privatization the SPA included firms w ith assets and yearly turnover 
(according to  1990 balance data) less than HUF 300 million, and with less than 300 em ployees.
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have in the past one or two years deteriorated with almost all the firms in the 
sample.

Autonomy that has been gained in the recent past explains not only a rela
tively good financial-market position but also stronger activity. Autonomy gained 
in fierce battle had to be preceded by reconsideration of perspectives, close cooper
ation between managers and employees. The latter required a mature relationship 
between the two sides.6

The seed of self-privatization fell on fertile land in the cases of five firms. 
More precisely, the “first swallow” started privatization itself in the summer of 
1990, long before the start of the programme. It was already clear at that time 
that employees of the firm would like to buy the firm, and after a short period of 
wrangling with the SPA their conception prevailed.

An argument put forward by the initiating firm’s management referred to 
the deteriorating market environment and the need to strengthen the proprietory 
attitude of workers. The data of the firm, however, did not show that the firm 
itself was in recession. The real motives might be found with two emphasized 
factors. On the one hand, in August of 1990 the managers of the firm feared that 
their best employees would depart in order to start their own business. This would 
have weakened the remaining part of the firm and at the same time it would have 
created competitors. The management opted for an “offensive” escape: it initiated 
an employee buy-out as an alternative to increasing the number of market actors, 
strengthening competition, and bringing about a kind of decentralisation.

The “first swallow” was also threatened by another type of decentralisation. 
This was because—beyond its service plant—it also possessed a retail outlet, that 
was regarded as an important source of income. Primarily, it provided the cash 
which was so important for overcoming daily financial problems. Administrative in
terference could be avoided by shunning the small privatization programme. These 
motives reveal that the plan for changing the proprietor was meant to mitigate 
competition, to maintain the market, and to preserve the integrity of the enter
prise.

The avoidance of decentralisation was also a strong motive behind “simple” 
employee buy-out. Two outlets of the retail network had fallen victim to small 
privatization at an earlier date. To keep the firm together was in the interests not

6 In most cases investigated for this study this was the case but there were exceptions too. W ith  
the “first swallow” and the “sim ple” employee bu y-out, splitting away occurred several years before 
privatization; with the “forcefully privatized” firm nobody wanted to sp lit away. In these cases 
there is no direct connection between organizational and property changes. Internal coalition is 
not always durable. In one of the “bankrupt firms” , after splitting up the workers and unions 
reinstalled the CEO (chief executive officer) who had been sacked by the large-firm headquarter. 
This was because of his efforts to m aintain autonomy. Having returned to his previous position  
he soon found him self face to face w ith collègues who were for an employee buy-out, whereas he 
was for foreign investors.
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only of high level managers and the corporate headquarter but also employees with 
special skills. Splitting up would have threatened the firm with a change of profile. 
Therefore in 1990 the chief executive officer (CEO) raised the idea of an employee 
buy-out. The plan was not very popular and thus they tried to find a foreign partner 
with unparalleled success in their trade. According to the preliminary privatization 
agreement initiated by the investor, the foreign partner would obtain the majority 
share and the employees the minority share. However, at first the SPA “let the 
case drag on” , and then directed the firm into the self-privatization programme. 
The long wrangling and the unsuccessful bargaining with local councils over the 
rental thwarted the plan, and for want of a better option they turned again towards 
employee buy-out.

“Successfull privatization—bankrupt firms” also started preparations one year 
before the announcement of the self-privatization programme. The motive here was 
undeniably the deterioration of the market situation and the interest shown by sev
eral foreign buyers. The two firms had the same profile and originated from the 
same large enterprise. Their markets have been shrinking for years but they hoped 
that the World Exhibition would reverse trends. Besides this, the activity pur
sued by the two firms is restricted in developed countries by strong environmental 
constraints, which had not at that point been applied in Hungary. The foreign 
buyer offered the firms concerned the chance to widen markets, to diversificate the 
production structure, and to modernise the technology.

The “doubled” firm now has large markets and is still profitable as a result 
of the reconstruction and change of product structure five years ago. The first 
steps towards transformation started in the period of spontaneous privatization. In 
early 1990 managers considered the involvement of foreign capital as opposed to an 
employee buy-out. They preferred the latter but at that time financial conditions 
for a buy-out were much more uncertain. Therefore the majority of the employees, 
with a few million HUF of initial capital, set up a limited liability company. This 
rented or leased buildings and equipment from the state firm and pursued its ac
tivity under unchanged conditions. The state firm preserved only the function of 
“asset management” .

The motive for creating the new ltd. was officially to strengthen the propri
etory attitude of the workers and speeding up privatization. In this case acceleration 
meant the discouragement of potential outside investors. The contract concluded 
between the state enterprises and the company for an unspecified term, was very 
advantageous for the latter. Thus any serious interest of outside actors to buy the 
enterprise was excluded.

finally, in the “forced privatization” case, participation in self-privatization 
had no antecedent. The firm did not strive for new solutions and was not in the 
vanguard of those firms that wanted to manipulate regulations and the law. It was 
not fond of the splitting-up of the large firm and the gaining total independence. 
Even now, the company stresses the advantages of large size and criticises the
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fashion of splitting up. It also has similar opinions about the latest “vogue”. The 
CEO said in the fall of 1992, after the employee buy-out: “I cannot understand 
what private property for this size of firms means. I do not see a difference in my 
boss being the minister, a large firm or the general assembly. To tell the truth, I do 
not understand what the merits of privatization really are and I am not convinced of 
its advantages.” He evaluated his situation and possibilities with irony: “I learned 
from a daily newspaper that we are included in the programme. If I am told to 
privatize I have to do it. This firm never made scenes. I am the manager of a 
state enterprise and have no say in the matters of sale and the changing of the 
proprietor. If self-privatization had not been started nothing would have happened 
at the firm.”

This quotation refers to the fact that the firm was automatically included 
in the programme as were all the firms of the sample.' The inclusion was wel
comed (with the exception of the “forced privatization” case) as a possibility for 
privatization within a framework regulated and approved by the government.

Bargaining around self-privatization

The “first swallow” not only failed to take part in self-privatization but had 
no consulting firm either, although it could have chosen one outside the programme. 
The whole transformation and privatization process was planned and executed by 
the CEO himself (as it was characteristic of many other strong firms and strong 
managers). It required one year of hard work. “I bothered the SPA for months, 
made the long journey to Budapest and back one or two times weekly. Reconcilia
tion was tedious.”

Under self-privatization, this tedious task was carried out by the consulting 
firms. Enterprises concerned unanimously assert that once they have entered the 
process of self-privatization they had nothing to do with either the State Property 
Agency or the Pri-man Ltd., its subsidiary having been set up for controlling the 
program. The CEO of the “forcefully privatized” firm did not even know about 
Pri-man. (A lucky fellow, might say the CEO of the “first swallow”). However, it 
was mentioned that in the case of every firm the consultant steadily reconciled the 
next step of the process with them.

The first level of bargaining was between the consulting firm and the firm 
to be privatized, before the consultant was chosen. There was a rich supply of 
consultants and they often had to compete in formal tenders.7 8 Only consultants

7 Other firms, primarily service un its who feared small privatization and splits, often tried to 
join self-privatization voluntarily.

8 According to the rules of self-privatization the costs of transformation into a company are 
paid by the firm; the Property Agency pays only for privatization.
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meeting the requests of the enterprise management were negotiated with. Requests 
included the acceptance of the new proprietory structure, which was particularly 
important in the case of an employee buy-out. When “bankrupt firms” were sold 
to foreigners the basic criterion was new investment, technology development and 
limited laying-off of employees. In the case of the “forcefully privatized” firm the 
sphere of activity, the markets and employment were to be retained and foreigners 
were to be excluded. The managers argued that although the firm was small it 
was at the junction of a large production chain, i.e. it had monopoly position. 
Sale to foreigners would weaken other members of the chain and possibly cause a 
break-down of production.

The second level of bargaining concerned important questions of transfor
mation and privatization. The two steps were considered by every firm as being 
attached to one another, i.e. the framework of the company was established accord
ing to the plan of changing the proprietor. In the cases of employee buy-out, the 
managers and employees of the enterprises acted (in their relation to the consul
tant) not only as customers but also as buyers. In such cases the consultant was 
not only the agent of the buyer but also a seller whose decisions were determined 
in final instance by the “real proprietor” , i.e. the Property Agency.

Between the buyer and seller thus conceived the main issue was asset evalu
ation. The “first swallow’s” management as the potential buyer wanted to rely on 
asset evaluation based on returns, whereas the Property Agency preferred the capi
tal value that figured on the balance sheet. It is a general phenomenon, independent 
of the self-privatization method, that buyers—be they outsiders or insiders—find 
asset evaluation based on prospective return realistic. This is understandable not 
only because they try to minimize investment, but also because credit repayment 
and income to be earned from the firm all depend on profit. However, the Property 
Agency sticks to the fixed point of asset balance because it wants to avoid being 
accused of “selling at a loss”. Consulting firms tried to overcome the problem 
by adopting special techniques that would not harm the interests of the Property 
Agency.

One possibility was known as the “revolving income” . In 1991-92 it was 
possible to return up to 20 percent of the income from the sale to the newly formed 
company.9 The problem was, and this appeared in the case of “first swallow” too, 
that to buy the ploughed-back part no preferential credit was given. However, 
compensation could be obtained in several forms.

In the cases of “successful privatization—bankrupt firms” the consultant 
found a solution satisfactory for all sides. The foreign buyer made no claim for 
a return and in exchange obtained a 20 percent price rebate. The consultant ar

9This possibility was ruled out by the privatization laws adopted in the Summer of 1992. 
The Board of the SPA adopted a  resolution whereby, w ith transformations started under the old  
regulations, a refund would be possible.
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gued that it would be irrational to force the new proprietor to raise capital ex-post, 
and preferential employee share ownership could be stimulated by other means, 
e.g. by credit provided by the buyer. As a result of the price rebate the consultant 
seemingly lost a part of his fee. Yet since in any event he would not have obtained 
commission after the revolved-back portion, his position did not deteriorate either. 
On the contrary, he could close the deal rapidly and obtain a high-speed bonus.10 
The other parties did not come off badly either. The foreign buyer bought the firm 
cheaply—or, more exactly, he bought a smaller share of assets. The revolved 20 
percent would have been paid in foreign currency and during the long period of re
funding it would not pay interest and would have also been subject to an exchange 
rate risk. In the final assessment the Property Agency (and the Budget) did not 
lose much either; in fact, it lost only the interest falling on the period between 
payment and refunding.

The other type of compensation was worked out by the Property Agency. 
The “first swallow” obtained permission to set aside ten percent of the value of 
assets beyond its initial capital. This reduced the need for credit and was in part 
a security for repayment—without any formal reduction of those assets.

The assets over the initial capital (the so-called reserve capital) had an im
portant role in the transformation of the “forcefully privatized” firm. Its consultant 
applied “two-tier privatization” whereby large areas of activity and a large part of 
fixed assets were separated and set aside as reserve. Since the intention here was 
an employee buy-out, the reduction of the capital was not against the interests of 
employees acting as buyers, because they were convinced that losses would not be 
large.11 The Property Agency accepted the plan since assets designated as reserve 
capital (workers’ holiday home, transportation equipment and machines) were to

10The consultant fee paid by the Property Agency for privatization is determ ined as a percentage 
of the sale price. The base does not include a rise of initial capital, subsidized employee shares and  
revolved capital. Rapid closing is awarded with a bonus. The privatization of “bankrupt firms” 
was terminated in December 1991, a  few months after the announcement of self-privatization. 
Thus the consultant obtained, beyond the 5 percent base fee, the m axim um  7,5 percent bonus. 
Speeding up was in the interests of both the workers and the outside investor, who could apply 
at the last minute for tax allowances that were abolished in 1992.

11 Losses were caused first of all by the abandoning of one part of the firm ’s profile, (raw material 
production) due to the splitting away of certain areas. The firm has since then had to rely on 
outside suppliers. This has not caused surplus costs according to the firm ’s managers; in fact, 
larger capacities and com petition between suppliers m ay reduce costs relative to self-sufficiency 
based on obsolete technologies. A second aspect to note is that the headquarters and a large store 
were situated on the lost territories. The value of the office building was to  be refunded by the 
local government and the price was regarded as realistic even by the managers. However, the  
money is not enough to build a new office. W ith regard to the other piece of real estate they say 
that they will not need such a large store in the future. “When reviewing inventories we found 
a large amount of superfluous item s” , said the CEO, “and procurement is much easier now than  
it was a few years ago. I can buy anything within hours, I do not wait for weeks or months. 
Therefore, a large store of this type is not necessary and we will not build one.”
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be sold and the income was to go to the SPA. This method did not increase the 
number of market participants but it did increase the volume of assets privatized.

“Two-tier privatization” sometimes helps the change of the proprietor and is 
well-adapted to the now popular practice of selling firms after splitting up. Some 
variants of this form were used frequently in 1992. The division of income from set 
aside assets was determined by bargaining between the Property Agency and the 
firm. Partial or total exemption from payment might be a new form of subsidy and 
the tool that saves a firm.

In certain respects the case of the “doubled” firm also represents a form of 
organisational decentralisation since two firms were set up to replace one. Here, 
unlike in the case of “forced privatization” , the number of market actors formally 
increased. The volume of privatized assets grew not due to the split itself, but 
the subsequent steps: leasing and the buying out of the firm. (Another important 
difference is that organisational change was decided not by an outside institution 
but by internal forces). Adhering to the already existing organisation the state firm 
and the limited liability company formed separate joint stock companies. In the 
case of the latter, its initial capital has risen from a previous total of HUF 5 million 
to HUF seventy million: as a consequence of the leasing contract, machines became 
the property of the partnership. The 180 employee shareowners thus acquired 14 
times the original value.12 When a tender was announced for the rest of the state 
firm, burdened with a disadvantageous leasing contract, interest was scant. The 
only serious offer was made by a 34 investor group. Not surpisingly most of the 
group-members were the employees of the limited liability company.

Determining the owners

One smaller group of proprietors acquired its new position by the force of law. 
Local governments get shares in the new firm according to the value of the land 
where it is situated. Whoever is in the position of the potential majority owner it 
is not in his interest to be open-handed when determining this value. The property 
share given to the local authorities reduces the base of the consultant’s fee, too. 
The bargaining position of the local governments is generally weak—and not only 
during self-privatization.13

12Thereby it is proved that a  leasing agreement between the state  firms and the lim ited liability 
company was favourable for the latter— in line w ith intra-firm power relations. When, during self
privatization, a small group acquired the m ajority o f the firm’s property the previous agreement 
was m odified.

13It is debated in general, whether the value should be determined w ith infrastructure included 
and w hether the commensurate part of credits taken by the enterprise should be repaid by the 
local government. (Local governments say it was not they who took the credit but the firm, so 
it is the firm that should make the repaym ent.) If local governments cannot defend their own 
interests during the period of reconciliation, the court has little chance of doing it ex post.
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The second obligatory decision concerns the quantity of preferential employee 
shares. In the employee buy-outs investigated this preference was given for up to 15 
percent of the property, in the two cases of foreign investment for up to 10 percent. 
According to the author of the case study, the lower share was not requested by the 
buyer but was a result of the gross wage and the per capita yearly wage constraint.

This was the more likely case, since the foreign investor supported the own
ership of employees. As we have already mentioned, he financed even the necessary 
downpayment. At the same time he had the option of buying back the shares after 
a few months at market price but in any case not lower than the face value. In 
fact this happened three months after privatization. Employees sold their security, 
having obtained the whole state subsidy in cash. In other words, they transformed 
their property share into some sort of “privatization bonus” . The buyer, who was 
now in full possession of his rights, put pressure on the employees to sell their 
shares. The chief accountant of a firm was called several times by telephone on the 
day before the deadline to find out whether he saw the matter in a favourable light. 
Despite this, some individuals refused to do so. At one firm such a person was the 
former president of the enterprise council. He was the first among those fired.

This story reveals that the breakdown of property is influenced by intra- 
firm power-positions and bargaining. This was even more characteristic in cases of 
employee buy-out.

The example of the “first swallow” is particularly interesting since this was a 
case which set a precedent for the Property Agency. In order to handle its special 
conditions, the management introduced a rather sophisticated technique. SPA re
quested that every employee be given the possibility to acquire property and also to 
choose his partners-proprietors. The group of owners was determined in two rounds: 
first application and then secret ballot.14 When the down payment necessary for 
credit had to be made, 13 of the 43 proprietors withdrew. The others decided not 
to offer these shares to new members but bought them themselves. Finally, 18 
large and 11 small shareholders out of the fifty employees became the proprietors 
of the firm. The former now own 73 percent of the shares. The determination of 
the range of proprietors was not so formal in other cases. It was essentially built 
on voluntary application but was influenced beyond financial strength by the “fine 
structure” of intra-firm relations.

14 The principles, accepted by the general assembly, lim ited the range of proprietors to 35 percent 
of the workers. This lim itation was based on foreign experiences. Similarily, with reference to 
foreign experiences, they differenciated the group of large and the small investors. The ratio 
between the two types of share was laid down as one to four. After accepting the principles 
every employee had to declare whether he or she wanted to be a proprietor, and if so whether 
with a sm all or a large share. If there were too  many applicants in either group, those concerned 
decided in a secret ballot who they wanted to  be their fellow-shareholders. Thus from the 33 
large shareholder candidates 22 were chosen, while from the 30 small shareholder candidates 20 
remained.
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However, it seems to be a general phenomenon that managers of different 
ranks have had a decisive position in all the “employee” buy-outs investigated.15 
Employee buy-out is essentially always management buy-out and therefore it would 
be more to the point to call it by this latter name. One of the motivations of man
agers is that they have to be diligent subscribers in order to show their confidence 
in the firm. Yet perhaps it is more important to note that only they can judge 
the likely risks and possibilities, and they see their decision-making positions and 
managerial posts to be more secure if they are proprietors. In cases involving a 
“simple” buy-out and the “doubled” firm—as we have seen when analysing the 
antecedents of privatization—the fending off outside investors has also had a role.

Our investigations reinforced the assumption concerning the fact that the 
workers are not motivated by the goal of becoming proprietors, but by the aim of 
keeping the workplace and the number of jobs in existence. This is true despite 
the fact that management declared before starting the deal: “to buy shares is no 
guarantee against being laid-off” .16

The distribution of shares was most equal with the “first swallow”. We have 
seen, however, that the range of investors was narrowed down here too, when the 
shares of those who withdrew were taken over by the rest of the group. The man
agement believes that the firm is hard to manage even under the present conditions. 
The CEO now thinks it would have been better to limit ownership to 3-4 people 
who would own a 51 percent share between themselves. This he substantiates by 
the experiences of just one year of existence: “the majority of the members of the 
partnership do not show a proprietory attitude... The “wage labourer” attitude is 
characteristic of most of them. Long-term investment is not appreciated because 
of imminent problems of how to make both ends meet. They cannot throw off 
the party-state attitude towards common property. There are positive develop
ments in daily work and in keeping the plant and the shop clean... Assemblies are 
quiet, contribution is minimal and that contribution is confined to unimportant 
problems.”

Similar phenomena and evaluations are also mentioned by another firm whose 
experiences with the company form are over a longer duration. When privatizing 
the state-owned portion of the “doubled” firm the range of proprietors was con-

15 In the “sim ple” case, among the 20 proprietors 16 are managers and the CEO him self has a 
share of over one quarter. In this case the new proprietors before the deal have created a separate 
partnership to  take the E-credit. In the “forced privatization” case, interestingly enough, not one 
but two com panies were created to buy out the firm. In the company of the m anagers five of them  
hold 62 percent o f the shares. The buyer of the state portion of the “doubled” firm is represented 
by a  34-strong group. It includes the CEO, 31 people from am ong the proprietors of the company 
and two outsiders (acquaintances, old custom ers). One of them  has an alm ost 20 percent share, 
while the CEO of the company has a one-third share.

16The only relevant case in this respect is that of the “first swallow” , whose buy-out occurred 
more than one year earlier, in 1991. Employment at the firm decreased even in 1992, after 
privatization. However, no proprietor was fired.
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siderably narrower than with the previous leasing-based employee limited liability 
company. Managers did not hide the fact that they wanted to limit the size of the 
investor group. They referred to the fact that in the previous partnership too, con
trol was cumbersome and—due to small shares—the “proprietory consciousness” 
was under-developed. Since managers obtained enough cash from outside investors 
they did not want to break disposition rights and assets into little bits.

The financial preconditions of employee ownership

In all the cases investigated in this study the source of buy-out was the E-loan, 
a preferential credit. Personal investment and a guarantee based on private wealth 
was always minimal. The personal contributions of proprietors was a few thousand 
forints, and only in the narrow group of “large capitalist” managers investments 
amounted to HUF hundred thousand.17

The immediate consequence of this situation is that bank contacts are the key 
problem of privatization. Credit was generally obtained by the consultant through 
his personal contacts. As one of the case studies put it, this was an “inestimable 
help” to the firms. The second consequence is that partnerships have been highly 
indebted right from the start and have been helpless against the creditor financial 
institution. Finally, due to the high share of credits the majority of owner-employees 
have not taken a high personal risk.

According to the CEO of the “first swallow”, they not only had long periods 
of bargaining with the Property Agency but “negotiations with the bank were also 
tedious. To judge a credit application took 110 days. True, this was the first case of 
an employee buy-out and also of awarding an E-credit, so there was much hesitation 
despite the good faith of the bank.” A personal contribution of two percent was 
enough, but credit was given at that time to private individuals only.

Since the beginning of 1992 partnerships have also been able to obtain E- 
credit and this has further decreased the personal risk involved. On receiving word 
in December of 1991, that there would be a change the would-be proprietors of 
“simple” buy-out founded an “asset managing” limited liability company. The 
initial capital available was equal to the share of the company, which was to be 
bought by employees at a discount price. This “asset manager” took the credit 
necessary for buying the state property in two instalments, so that cash requirement 
would be minimal. As collateral they offered their most valuable real estate and the 
bank stipulated prompt collection from the account of the limited liability company.

17This suggests that the size of the property acquired was determined not only by financial 
strength but by rank and the desire to have influence. Even the largest sums could have been 
produced through a family loan or the sale of a car or hobby-garden if somebody was keen to do 
this.
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At the “forcefully privatized” firm partnerships were also formed to manage 
the buy-out that took the E-credit. Here they did not employ the trick of splitting 
the amount: they paid 25 percent in cash. In the opinion of the management the 
conditions of the bank were very strict. The bank took the whole firm as collateral 
and demanded a cash payment guarantee and prompt collection of increments. 
Beyond that the bank retained the option of buying the firm for the price at which 
the employees bought it. The firm cautiously raised the idea that the creditor could 
have an interest in driving the partnership into bankrupcty. In their opinion “banks 
deal with such actions not for the interest rate. If only half of such contracts fail 
they obtain huge sums.”

Can the new partnerships pay their debt? Managers are more or less opti
mistic about this, but the result is far from certain. The “forcefully privatized” 
firm stressed that with a 25 percent downpayment and 15 percent subsidized em
ployee shares their ownership would be already large enough. They will do their 
best to pay back the debt rapidly. If the debt and the leverage the creditor has 
over the firm thus shrinks they think they can strike a bargain with the creditor 
over rescheduling.

The managers of this firm think that to buy 75 percent of some asset for credit 
is very risky. In their opinion such a huge loan results in the forced drawing away 
of the firm’s income. This can only be afforded by very strong firms, for otherwise 
collapse would be unavoidable. “If anybody were to ask me about the meaning of 
buy-out,” said the CEO, “I cannot say anything other than that this is not a good 
investment. But we had no other way out. It is unfavourable for the firm that the 
change of the proprietor is expensive. No fresh capital is drawn into the firm and 
the most urgent investments also have to be delayed for years. Adhering to our old 
principle, we try to pay back credits as soon as possible in order not to depend on 
anybody.”

The firm which went through the process of a “simple” buy-out wants to pay 
ahead of schedule if current income makes it possible. If however it cannot pay 
according to schedule it might try to raise capital by luring a foreign investor or by 
selling the rental of its premises. The latter step would involve the assent of the 
creditor. Moreover, rental would threaten the profile of the firm and with it the 
job security of employees (among them many share owners).

All these options mentioned above are at best ideas, at worst wishful thinking. 
Repayment of E-credit begins after a one-year period of grace. For the majority 
of firms sold under self-privatization—for three among the six investigated by this 
study—problems should become acute only by the second half of 1993. The “first 
swallow” is already meeting obstacles. It is not in danger as yet, but the firm—- 
similarly to the “forcefully privatized” firm—right from the start thought it would 
be risky to take credit, and wants to speed up repayment by selling real estate in 
order to be less dependent on the bank.
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According to the detailed calculations of the CEO of the limited liability 
company, return on capital necessary for repayment was 50-56 percent in 1991 
(depending on the construction used). A return of this magnitude can only be 
expected from selling drug or from a brothel but not from an ordinary venture, as 
the popular saying goes. As the analysis of the “first swallow” has demonstrated, 
in 1992, despite the easing of the conditions of E-credit, the situation deteriorated 
further18 19 (the required rate of return on capital has risen to 51-60 percent). The 
CEO stated that “the government is for privatization only in words, and in reality it 
hinders it through the severe conditions of taxation. The present system of taxation 
will result in the failure of the program.” He added that, knowing the regulation 
for the year 1992, he would not start the buy-out in the same way. He would not 
buy the whole firm, only its “core” and organize the remaining parts into small 
companies.

The above analysis shows that for such ventures the main problem is the 
centralisation of income by the budget and not the high rate of interest. Therefore, 
the change of the conditions of the E-credit in 1993 is not very useful for investors. 
Credit conditions and taxation constitute a complex system and thus changing 
one element of this system misses the point. In addition, the high level of income 
centralization influences demand. If the market shrinks—due to high taxes or an 
increase in VAT—then the recession will drag on. Despite cheap credit or the state’s 
distribution of free assets, many ventures will not avoid bankrupcty.

After privatization

We have one more question to answer: what happened to firms after privati
zation?

We have cited the two firms bought by foreign investors as cases of “successful 
privatization—bankrupt firms”. This is because privatization that started in simple 
and auspicious circumstances has turned suddenly into a failure from the point of

18The interest on the subsidized loan and the source tax on the dividend have been lowered. 
However, these positive effects were neutralized by the termination of the investment allowance: 
the tax base cannot be reduced by credit repayment. On the other hand the interest assumed by 
the company in place of individuals is a cost factor which is not directly related to the operation 
of the firm. Therefore it adds to the tax base of the partnership.

19The CEO of the “first swallow” formulated suggestions concerning the whole regulation. 
Among them we find a six-year profit tax allowance for (majority) private property partnerships; 
interest on El-credit taken over by the partnership should be accepted as a cost factor; and in
vestment allowance should be granted with respect to the repayment of loans. He would deem it 
necessary—in a rase in which the partnership repays E-credit from the sale of assets—that the 
difference between accounting value and sales price should not be included into the base of the 
profit tax.
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view of the firm. In both cases the new proprietor has reduced the workforce 
radically20 and in a very crual way. After the first dismissals, which involved 
approximately half of the workforce, work contracts for an unlimited term were 
replaced by three-month contracts. Those who did not want to sign the latter 
(with one firm this included the previous chairman of the firm council) were fired 
at once. They obtained severance pay, but the company had no obligation to pay 
those who were fired after their contract had expired.

The question arises, how the consultant or the state has represented the 
interests of employees. According to the author of one case study, the demands 
of workers have been much more difficult to enforce under self-privatization than 
under other type of sales. However, the firms—or more precisely those who still 
work at the firm—have not blamed the consultant: it has promptly and accurately 
informed the employees about the development of transformation and privatization, 
the arrangements for subsidized shares, and he has obtained credit and a lump sum 
privatization bonus from the new proprietor. Initially the former managers also 
retained their positions. Short-term interest assertion was successful, but long
term assertion was not (the latter would have meant the preservation of jobs).

The buyer had verbally promised that there would be no large-scale dis
missals. According to the consultant it would have been no use putting guarantees 
in writing since it would have probably thwarted the whole undertaking21—which 
would have been unfavourable to both the consultant and the firm. Also, it would 
be difficult to include garanties. The new proprietor would always be able to refer 
to changes in market conditions or the conditions of regulations and thus fend off 
responsibility.

In cases of employee buy-outs the situation has been better—at least up 
until now. With the “first swallow” there have been dismissals but on a far smaller 
scale than with “bankrupt” firms. They have had good chances to maintain their 
market positions. Their futures, based on a service contract with a foreign firm, 
seem to be bright. Management of the “forcefully privatized” firm—that is, the 
new proprietors—said they did not have to dismiss anybody. It is true, that many 
employees had to be transferred to new jobs, and they have had to master new 
tasks. Those who are able and ready to adapt, will not be fired. The partnership

20From the original ninety (later only seventy) employees ten have been retained. At one 
partnership the previous CEO, who retained his post after transformation, was among those 
sacked. The CEO of the other firm gave in his notice since he was stripped of all his authority 
and his income was substantially reduced. At the same time, the buyer at one partnership 
started large investment. However, this resulted—despite promises to the contrary—in changes of 
technology and dismissals. The foreign owner claimed that the present level of employment—one 
tenth of the previous level—is the normal one at Western firms in this industry.

21 The buyer in this—not exceptional—case was in a monopoly position, and he knew about 
this from long negotiations started before the self-privatization programme began. He sent the 
only valid offer to the open tender.
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which underwent a “simple” buy-out plans to increase employment. This is despite 
the fact that its turnover, instead of increasing in 1992 by 16 percent as planned, 
decreased by an even greater percentage. Internal organisation and the incentive 
system have already been transformed and they have put their faith in the demand
boosting effect of reduced inflation.

The examples given here point to the fact that a foreigner is less sensitive 
to worker interests than the employees themselves, if they are the new propri
etors. This is natural, because the main goal of a worker buy-out is to maintain 
employment—although this is not always the most efficient solution. On the other 
hand, it has to be taken into account that this type of privatization—at least in 
cases analysed here—is characteristic of the more stable firms, i.e. those in a good 
market and financial position. In other cases problems might be larger and we 
should not forget that in the firms considered in this sample the new proprietory 
structure had been created only a few months before. Although good faith can be 
assumed everywhere, it is not certain that the future will be shaped by favourable 
conceptions. In a repeated investingation a few years later, we would find slimmed 
partnerships or empty shops, or ventures destroyed by competition.

There are other arguments too for not assuming a too close and one-way 
relationship between unemployment and privatization. Employment reduction has 
not been so spectacular with other sales to foreigners as it has been in the case 
of “bankrupt” firms—and this includes firms within the programme and outside 
it. Other studies that have investigated self-privatization prove that dismissals are 
timed just before transformation or a change of proprietor, and in this way they 
serve the survival of the firm. Thus we can draw the conclusion that the fate of 
the firm is largely influenced by the proprietory structure, but it is not the only 
determining factor. Privatization is not a panacea in itself. Equally important are 
market competition, demand, taxation and the general business environment.

What is (self) privatization good for?

First, the inclusion of a firm in the programme of self-privatization, or its 
transformation into a partnership, is not a guarantee for privatization and is not 
enough to avoid bankruptcy or liquidation—with or without a change of propri
etor. It is now clear that many illusions have been attached to this method of 
privatization, as has been the case with other privatization techniques too. “He 
who thought that four hundred firms can be sold in a year engaged in wild-goose 
chase” , said many of the participants.

The mood of “expecting a miracle” had a double source, as is so often the 
case. The partisans of the method have a natural inclination to overestimate likely 
success in order to gain acceptance. It is evident that tactical arguments tend to
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produce exaggeration. “Dishonest praise” makes attack easier for the other party 
too, since exaggerated objectives cannot be fulfilled: thus there is a large gap 
between promises and reality.

The second point is that the programme—unlike direct renationalisation and 
small privatization—has been unable to reverse the previous processes of “sponta
neous privatization”. Self-privatization has been built on former corporate strate
gies and their implementation. The programme was not started in a vacuum, and 
the antecedents have contributed considerably to the success achieved so far. How
ever, the other side of the coin is that—as the author of the study on the “doubled” 
firm has written—“one cannot rule out much debated spontaneous privatization 
when management “negotiates with itself” , in the role of both buyer and seller, 
about the conditions of sale. At the same time it maybe the case that these were 
the firms which elicited attack against the self-privatization programme” .

The third point is that, from the point of view of privatization, the actual 
financial position of the firm (debt, liquidity) is less important than the market 
and in particular its perspective. The case studies demonstrate that the process 
of privatization has been smoothest (both in financial and market respects) with 
ventures that have been relatively stable. These deals have ended in most cases 
in an employee buy-out. If the present market position has been weak, but the 
profile appears to have a bright future, outside investors (primarily foreigners) have 
appeared on the scene. In such cases more capital and more risk-taking are needed 
in order to weather the transitory period before the larger profits materialize.

If the buyer is an outsider or a foreign investor it is difficult to make stipula
tions concerning future investment or employment. It seems to be rather useless to 
try to do so, since would-be proprietors either do not assume any such responsibil
ity, or if they do they cannot be made accountable. Special stipulations—like the 
old model of responsibility for provision—might be a cause for requesting special 
favours.

The fourth aspect to note is that the majority of so-called “employee buy
out” can be regarded as management buy-outs. Even if the proprietory stratum 
is wider, what counts is the plans of management both with regard to the details 
of privatization and to further operation. The main goal of workers has not been 
to become owners but to preserve their employee status. “The proprietory atti
tude” has remained weak even after privatization. Many small proprietors can be 
as easily manipulated by “large capitalists” most of them managers, similarily to 
the former enterprise councils and general assemblies. After buy-out, even if the 
original proprietory structure has been balanced, the concentration of shares can 
rise rapidly.

A fifth observation is that employee buy-outs have involved large credits. 
The change of proprietor has not only failed to draw in additional capital, but it 
has also created a situation in which, for a long period, income is syphoned away. 
Consequently, the chances for development, change of technology and markets have
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become less favourable than they were previously. This form of privatisation has 
compelled the taking of credit even by those firms whose original philosophy was 
against it.22 The main problem with paying back credits has not been the high 
interest rates (thus the reduction of the rate of interest is not a solution in it
self) but the general conditions of income generation and its redistribution: taxes, 
contributions and demand.

The ratio of loans to securities has been high in the case of employee buy
outs, because the participants only have small amounts of cash. They have held 
back investment even when they have had money: nobody likes to take a risk with 
his personal wealth. Minimalization of personal contributions has reduced personal 
risk. If a firm goes bankrupt after privatization (due to repayment of loans or 
due to lack of accumulation) employees would only lose a few thousand forints of 
investment (more significant would be the loss of their jobs). A venture with a 
high level of indebtedness and a weak sense of proprietory responsibility will be 
the result when the lack of confidence can easily become a self-fulfilling prophecy. 
Risk-avoiding behaviour does not diminish risk; in fact, it increases the threat of 
bankruptcy.

Under such circumstances, employee buy-outs may contribute to the liqui
dation of the firm, instead of preventing it. It may thus end up with a decrease 
( “consumption”) of total assets and a reversal of the privatization process by trans
ferring the assets to the state or to the creditor state banks. Thus the sale of a firm 
has not necessarily brought about a successful, final and irreversable privatization.23

All these refer not only to self-privatization but to any kind of employee buy
out. This is true for any kind of loan taken without personal contributions, and 
also in cases of privatization leasing. Our statement about proprietory behaviour 
and risk-avoidance is also valid for the free distribution of assets. Therefore the first 
experiences of the self-privatization programme raise doubts about the feasibility 
of using such methods in order to achieve the economic and social goals proclaimed 
by the government.

22 Here we have to mention that—paradoxically—traditionally conservative behaviour from the 
point of view of indebtedness is an indispensable precondition of employee buy-out. If the firm 
had taken large credits previously, as a state firm or as a partnership of the Property Agency, it 
could not add new credits in order to finance the change of proprietor.

23 In the more favourable variant of continuous-multiple change of proprietor, employee buy
out is the first step followed by searching for an outside investor. This possibility—even if not 
realised—has been mentioned in our case studies.
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THE COMPETITIVENESS OF HUNGARIAN INDUSTRY*

T. MICHAEL-T. RÉVÉSZ-P. HARE-G. HUGHES

Using an RAS update to 1990 of an 86-sector input-output table for Hungary in 1986, 
and corresponding data on world-to-domestic price ratios for 1990, this paper c a lc u la i es dom estic  
resource costs (DRCs) for Hungarian industries. The disaggregated results are compared with 
corresponding estim ates for a more aggregated m odel, using a 21-sector input-output table. The 
paper discusses lim itations of the data, but finds that the m ain results are quite robust, since 
very similar rankings of sectors are obtained under a variety of conditions. H ungary’s trade rela
tionships and constraint s on trade make it uncertain whether particular sectors, like agriculture, 
should be treated as tradeable or non-traded. Results are therefore estim ated for both  possibili
ties. Finally, the paper analyses the likely im pact o f the recently concluded A ssociation Agreement 
between Hungary and the EC on Hungary’s com petitiveness, finding that some sectors will be 
strengthened, e.g. forestry, agriculture and food processing; and others will face more difficult 
conditions, e.g. extraction. Other sectors are not greatly affected.

1. Introduction

Although Hungary started to introduce market-oriented reforms long before 
they were taken seriously elsewhere in Central and Eastern Europe, the country’s 
economy was still extremely distorted even in the late 1980s. These distortions took 
several forms, and frequently resulted from the bargaining over economic regulators 
between the central authorities and enterprises, which replaced the former central 
planning system. Thus distortions could take the form of favourable domestic prices 
for a given product or product group, various taxes and subsidies on production 
and/or trade flows, variations in the effective rates of profits taxation, or favourable 
credit terms (lowering the effective cost of capital).

From a strictly economic standpoint, the principal consequence of these dis
tortions was to make the value added (or profitability) measured in domestic prices, 
associated with different enterprises, branches or sectors of production, an ex
tremely unreliable indicator of their real economic worth to the country. From the 
financial indicators in domestic prices it was almost impossible to deduce whether

“ This paper has been written as part of a project financially supported by the UK governm ent’s 
Know How Fund for Central and Eastern Europe, and administered by the Centre for Economic 
Policy Research, London. The contribution of both organisations is gratefully acknowledged here. 
The original version of this paper was prepared for a workshop on DRC analysis and industrial 
com petitiveness held at the Budapest University of Economic Sciences, Hungary, June 4th 1992. 
Com m ents from participants in that workshop, and from the editors of A cta Oeconomica, are 
gratefully acknowledged.

Akadémiai  Kiadó,  Budapest
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a given branch, say, was really profitable for the national econorpy or not. This 
meant that even if they wanted to, it would have been immensely difficult for the 
authorities under Hungary’s pre-1990 system of economic management to allocate 
their available investment funds according to the relative profitability of investment 
in different spheres. Not surprisingly, under such conditions, a good deal of highly 
inefficient investment took place. This is one important reason why, although over
all rates of investment in Hungary have been reasonably high, the overall growth 
rate in the last decade has been very low.

Thus an important aspect of the transition to the market now underway is to 
ensure that investment funds are invested more wisely, with greater concern for the 
likely economic effectiveness of the funds assigned to any given project. Ensuring 
this is partly a matter of improving the functioning of the banking system (an issue 
beyond the scope of paper), partly to do with the provision of stronger incentives 
to select efficient investments, and partly a question of improving the quality of 
economic information available to investors and the suppliers of funds. This paper 
mainly addresses the last of these points.

In addition, under the new conditions, it can no longer be assumed that ex
isting enterprises will all survive and grow as before. Instead, some enterprises will 
prove unable to adapt to the developing market environment and will go bankrupt 
instead of being privatised. Others will find that part of their business is viable and 
can be privatised as a separate economic unit, while the rest might have no future 
at all. Finally, some enterprises will be in good shape already, and be capable of 
privatisation as a whole, possibly through the medium of a joint venture or some 
other vehicle to bring in new investment, technology and management skills.

Privatisation, however, is likely to be a long drawn out process, extending 
over several years. For enterprises whose privatisation might be delayed for some 
time, the present effective owner, namely the relevant state agency (which may be 
the State Property Agency, but could be one of several other agencies or ministries, 
depending on the branch and the nature of the production concerned), is in a 
position not greatly different from that of the state under the old system of economic 
management. In particular, the “owner” has to decide whether a given loss-making 
firm should continue to receive subsidies to enable it to keep going (and under 
what conditions, and for how long), or whether it should be liquidated or otherwise 
restructured. Such decisions are, of course, simply another form of investment 
decision.

If the prevailing market prices are “correct” , in the sense of reflecting the real 
opportunity costs to Hungary of the various goods and services used in production, 
and of the resulting outputs, then investment evaluation is relatively simple: for 
a given project one simply tabulates the inputs and outputs occurring in each 
period, attaches the appropriate price to each element in the table, and calculates 
the present value of the investment (using a suitable discount rate). The investment 
should then be accepted if the resulting present value is non-negative. All this is well
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known and conceptually simple, and such discounted cash flow (DCF) methods were 
even recommended (though not widely used) during Hungary’s socialist period.

The problem is that for a highly open economy like Hungary, the relevant 
opportunity costs (at least for the traded sectors) are the relative world market 
prices encountered on Hungary’s export markets. In an economy free from the sorts 
of distortion referred to above, the domestic prices of tradeables would more or less 
coincide with the world market prices (aside from the factor of the exchange rate, 
of course), and in such a case the use of domestic prices in investment evaluation 
would be essentially correct.

But in practice, even though substantial price liberalisation and trade liber
alisation have occurred, and Hungary’s tax system has been greatly simplified and 
reformed in line with western practice, many price distortions remain (resulting 
from the remaining differentiated taxes and subsidies, and the exploitation of do
mestic monopoly by some producers1). In our view, therefore, it remains necessary 
to evaluate the profitability of economic activity using a set of prices which differs 
from the existing domestic prices in important ways. The purpose of this paper is 
to explain how this should be done, to demonstrate the method by showing some 
detailed results for the Hungarian economy, discussing in some detail the policy 
implications of our approach. In this way we explain how the approach can be used 
to assist the country’s economic administration.

The paper is therefore organised sis follows. The next section outlines dif
ferent approaches to assessing efficiency given distorted prices and then deals with 
specific issues to do with the necessary Hungarian data. Section 3 explains the 
calculations that were carried out and describes the tables generated, while section 
4 comments on the results in some detail, comparing them both to earlier work on 
the same topic done in Hungary, and by related work by Hughes and Hare on other 
Central and Eastern European countries. Section 5 considers how branches of the 
Hungarian economy are actually performing in the current recessionary environ
ment and compares this performance to their estimated competitiveness. Section 6 
assesses how the Association Agreement between Hungary and the EC will effect 
the competitiveness of various branches. The final section concludes the paper.

2. Assessing the efficiency of production

The social profitability of producing a given product is defined as the net eco
nomic gain from production of that product when all outputs produced, and ma

1 The precise list of distorting taxes depends on the chosen year, o f course. The results reported 
below m ainly use data for 1990, but also a ttem p t to project forwards in estim ating the long run 
effect of the EC Association Agreement. Som e indication of distortions in the Hungarian tax 
system  is provided in the very detailed paper by Révész and Zalai  (1992).
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terial inputs and factors of production used, are valued at their social opportunity 
cost. The appropriate ways of assessing the social opportunity cost of production 
are described in the technical appendix, but the basic ideas are quite simple.

In an open economy with many price distortions, what is required is to value 
all the inputs and outputs in production in a consistent way. Products (branches) 
are classified into tradeable and non-tradeable categories. For a tradeable branch, 
the relevant opportunity cost is simply the world market price, appropriately mea
sured (see below). Non-tradeables are treated as combinations of tradeables, non- 
tradeables and imported inputs. In this way, it is possible to calculate an indicator 
called the domestic resource cost (DRC), which in simple terms can be expressed 
as:

DRCi = (value added at domestic prices),/(value added at world market prices),-

where i refers to a tradeable good (branch). Low values of the DRC indicator cor
respond to the more competitive branches, since a low value implies that relatively 
few domestic resources of labour and capital are required to earn a dollar’s worth of 
GDP measured at world market prices. High values correspond to uncompetitive 
branches. In extreme cases, when the denominator is negative, the DRC can be 
negative: this corresponds to the most uncompetitive branches of all.2

In an economy in equilibrium, the average DRC (and the cut-off point between 
uncompetitive and competitive branches) should be one. As we shall see below, this 
was not the case for Hungary in 1990.

To assess the efficiency of producing different products in Hungary we would 
ideally use current information on the technology available to each Hungarian enter
prise. Such information is not however readily available. But if we identify products 
with branches of the economy we can exploit the availability of Hungarian sectoral 
input-output information to provide a picture of technology.

Hungarian statistical sources are currently in a state of transition. Conse
quently data for 1991 and 1992 are rather limited, and input-output data for these 
years are certainly not available yet. To assess the efficiency of different branches 
of the Hungarian economy we must therefore rely on historical data, with suitable 
adjustments. As a first approximation, we assume that the technology reflected in 
the most recently available input-output table for 1990 corresponds to Hungary’s 
existing technology. It is also assumed that production possibilities are adequately 
represented by the Leontief technology of an input-output table. The 85 sector, 
1990 input-output table used here is an RAS updated version of Hungary’s 1986 
input-output table. This method of updating uses information about row and col

2 Strictly speaking, there is a further possibility, namely th a t both numerator and denominator 
could be negative, in which case the DRC as just discussed is not very meaningful. Such cases 
did not occur for Hungary.
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umn totals for the later years (1990), and the input coefficients for the earlier year 
(1986), to estimate the 1990 input coefficients. The method is not perfect, but it 
is the best available, and careful inspection of the estimated 1990 coefficients does 
not suggest that they are unreasonable: the estimates certainly pick up the main 
trends in technical coefficients (for details of the RAS method, see Miller and Blair 
1985, ch. 8).

In order to calculate DRC indicators under various assumptions, we not only 
need the input-output data already referred to, but for the branches identified as 
tradeable we also require data on world market prices, or more exactly, on the 
ratios between world market and domestic prices for 1990. As discussed in the 
technical appendix, we effectively treat domestically produced products as being 
different from products in the same branch supplied by the world markets. In this 
case the alternative to production or use of one of the t traded products is one 
unit more or less export of that product. The elements of a, the vector of world 
to domestic price ratios for traded goods, should thus be calculated as ratios of fob 
export prices to domestic prices.

To calculate such ratios we must first define a world market. Given the 
collapse of Hungarian trade with other former rouble accounting countries and the 
growth of Hungarian trade with the “dollar accounting zone” it seems reasonable 
to identify the world market with the “dollar accounting market” . Having defined 
a world market we could use either of two methods for compiling data on the ratios 
of fob export prices to domestic prices.

The first relies upon information on net export subsidies to calculate the 
margin between fob export prices and domestic prices. Such an approach assumes 
that export subsidies/taxes were used to compensate/charge domestic producers 
for the loss/gain incurred/achieved when selling products on world markets. The 
second method directly compares fob export prices to domestic producer prices, 
ideally for products within each sector sold on both markets.

For compiling data on Hungarian fob export prices we prefer not to rely 
upon the first approach because we believe that historically export taxes were not 
applied when financial gains were made through exports. We therefore try to 
make direct price comparisons. To do this we make use of information on 1988 
“hard” currency transactions reported by enterprises. In the pre-reform Hungarian 
economy, for each “hard” currency transaction an enterprise made it was required 
to provide information on the domestic and international value of items sold. Such 
information provides estimates of fob export prices to domestic producer price ratios 
for products that were actually exported. If we assume that the world to domestic 
price ratios so recorded are also representative of these ratios for products that were 
not actually exported then the ratios recorded give an estimate of the vector, a.

We adjust the 1988 price ratios so calculated for domestic price inflation in 
each branch, average world market inflation and nominal exchange rate movements 
to give estimated 1990 world market prices.
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Having defined the dollar accounting zone as the world market this raises the 
problem of how to value exports to and imports from the former rouble zone. There 
is no reason to believe that the implied fob export/cif import prices of these items 
valued at the official historical transferable rouble exchange rate bear any consistent 
relation to the corresponding dollar prices of the same products. We must therefore 
adjust the world market value of these by using a suitable adjustment factor. We 
use a factor of two for imports from the rouble zone. The value of two can be 
approached either by making use of the historical forint/rouble and forint/dollar 
exchange rates or by direct price comparison of the forint prices in dollar and rouble 
markets of a selection of similar products sold on both. On the basis of equivalent 
reasoning we use an adjustment factor of one and a half for exports to the rouble 
zone.3

3. Assessing the efficiency of production: results

Table 1 lists the 62 branches assumed, on the basis of recent trade data for 
Hungary, to produce tradeable products. For part of the analysis, it was useful to 
classify products into three groups: an unprocessed product group, a basic products 
group and a sophisticated products group. The assignment of each branch is also 
shown in Table 1 , and the role played by this classification in the analysis is brought 
out later in this section.4

Table 2a provides domestic resource cost results based on the approach de
scribed above and in the technical appendix. All branches producing tradeable 
products are treated as traded branches. We comment on all results in the follow
ing section.

Under various international trade agreements, Hungarian exports to the world 
market are limited by a host of trade restrictions. Some of these are explicit quan
titative restrictions, i.e. quotas. Others (e.g. voluntary export restraints, anti
dumping measures which force Hungarian exporters to accept high price rather 
than market share, and domestic production subsidies in Hungary’s export markets 
which maintain the market share of domestic producers) are implicit quantitative 
restrictions. Whatever their nature these measures, if binding, limit Hungarian

3 These rouble-dollar conversion rates may appear somewhat arbitrary and distorting. But it 
should be noted that (a) experimentation with different conversion rates showed that the results 
were not very sensitive to the assumptions made, and (b) the relative forint prices of exports to 
(or imports from) the rouble and dollar markets, based on official exchange rates, should already 
reflect the main differences in relative prices between different products (e.g as between Ikarus 
buses and food products).

4 It could easily be argued that this sectored classification is too mechanical. But most results 
are not sensitive to the precise assignment of a few branches, and useful analysis is impossible 
without some such classification.
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Table 1
Tradeable branches in Hungary

Sector name
Num ber and 

quality 
classification

Sector name
Num ber and 

quality  
classification

Coal extraction 1 Unpro Furniture 32 Soph
O il/gas extraction 2 Unpro O ther timber prods 33 Basic
Bauxite extraction 3 Unpro Paper 34 Basic
Other mineral extract 4 Unpro Print/publishing 35 Soph
Iron and steel 5 Basic C otton industry 36 Basic
Aluminium 6 Basic F lax /hem p/ju te 37 Basic
Other metallurgy 7 Basic Wool 38 Basic
Machinery and equips 8 Soph Silk 39 Basic
Transport equipments 9 Soph Haberdashery 40 Soph
Electrical appliances 10 Soph Knitwear 41 Soph
Telecom m /vacuum  prods 11 Soph Leather and fur 42 Soph
Instrument engineering 12 Soph Footwear 43 Soph
Metéli products 13 Soph C lothing 44 Soph
Bricks/tiles 14 Basic Handicrafts 45 Soph
Lime and cement 15 Basic Other manufact 46 Basic
Prefab building comps 16 Soph Slaught/m eat prods 47 Unpro
Asbestos cement 17 Basic Poultry and eggs 48 Unpro
Insulating m aterials 18 Basic M ilk/m ilk products 49 Unpro
Pottery and china 19 Soph Canning 50 Basic
Glass and glass prods 20 Basic Flour-mi Hing 51 Basic
Mineral oilprocessing 21 Basic Baking 52 Basic
Gas 22 Basic Sugar 53 Basic
Organ/inorgan chemics 23 Basic Confectionery 54 Basic
Fertilizers 24 Basic Vegetable oil 55 Basic
Plastics 25 Basic Alcoholic drinks 56 Soph
Plastic products 26 Basic W ine 57 Soph
Rubber products 27 Basic Brewing 58 Soph
Pharmaceuticals 28 Soph Soft drinks 59 Soph
Cosmetics 29 Soph Tobacco 60 Soph
Boards/sawnwood prods 30 Basic Agriculture 61 Unpro
Construction joinery 31 Soph Forestry 62 Unpro

Note:  Branches are classified in to  three categories— unprocessed products (Unpro), 
basic products (B asic), sophisticated products (Soph).

exports. The domestic use of a product facing a binding quantitative export re
striction does not mean lower exports of that product. We should then treat inputs 
of products facing binding quantitative export restrictions as inputs of non-traded 
products. The results of Table 2a therefore require amendment to allow for this 
consideration.
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SECTO R DRC SECTOR DRC

1 0.52 32 1.26
2 0.93 33 0.93
3 0.63 34 0.71
4 3.85 35 1.72
5 1.38 36 1.05
6 0.91 37 0.86
7 -1 .8 9 38 1.47
8 0.85 39 0.90
9 0.56 40 0.83

10 0.85 41 0.40
11 0.63 42 0.58
12 0.61 43 0.63
13 0.88 44 0.85
14 0.62 45 0.85
15 0.55 46 0.88
16 0.96 47 2.90
17 0.82 48 1.49
18 0.99 49 -1 1 .7 5
19 1.21 50 1.59
20 0.94 51 1.65
21 -2 .4 5 52 1.07
22 0.91 53 1.73
23 0.51 54 0.68
24 1.38 55 2.28
25 0.90 56 2.53
26 1.00 57 0.81
27 0.86 58 1.13
28 0.66 59 0.85
29 0.86 60 0.84
30 0.61 61 0.94
31 0.46 62 0.72

Not e : all sectors shown here are assumed to  be traded.

To make the necessary amendment we need to determine which branches 
face binding quantitative exports restrictions. Our information on quantitative 
exports restrictions, which we now describe, is derived from Messerlin (1992). This 
paper reports on the trade practices of OECD countries towards Hungary and other 
central and eastern European countries. Though Hungary is not itself a member of 
the OECD, the OECD countries include Hungary’s major trading partners. Even 
by 1990 (i.e. prior to the collapse of the CMEA, and the subsequent initiation of 
economic reforms in the former Soviet Union) some 49 percent of Hungarian exports
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went to OECD countries. By the end of 1992 this figure could be over 75 percent. 
We thus treat the OECD as the world market.

T a b l e  2 b
DRC results for Hungary in  1990—with trade restrictions

SECTOR DRC SECTO R DRC

1 0.53 32 1.27
2 0.94 33 0.94
3 0.63 34 0.71
4 3.78 35 1.72
5 1.45 36 1.66
6 0.91 37 0.86
7 -2 .7 0 38 1.47
8 0.89 39 0.90
9 0.60 40 0.83

10 0.87 41 0.40
11 0.64 42 0.58
12 0.62 43 0.63
13 0.91 44 0.85
14 0.63 45 0.85
15 0.56 46 0.89
16 1.01 47 2.89
17 0.82 48 1.49
18 0.98 49 -1 4 .8 5
19 1.21 50 1.59
20 0.94 51 1.65
21 -2 .5 6 52 1.07
22 0.91 53 1.73
23 0.51 54 0.68
24 1.39 55 2.28
25 0.90 56 2.48
26 1.00 57 0.89
27 0.86 58 1.13
28 0.66 59 0.85
29 0.86 60 0.84
30 0.61 61 0.94
31 0.47 62 0.72

Note:  the following tradeable branches are treated as non-traded: 5, 54, 57, 59, 60

Even though Hungary now benefits from Most Favoured Nation status with 
all OECD countries, certain quantitative restrictions on Hungarian exports remain. 
In particular measures have been maintained which restrict sensitive exports from 
Hungary as a CEEC5 (Hungary, Poland, CSFR, Romania and Bulgaria) member.
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Products of particular sensitivity are defined as agricultural and food processed 
products, textiles and apparel, iron and steel industry and chemical products.

Exports of agricultural and food processed products face heavily subsidized 
competition from domestic producers in OECD export markets. The extent of 
this protection has been estimated by calculating “aggregate nominal assistance 
coefficients” for Hungarian agricultural exports. These coefficients estimate the 
difference generated by all forms of agricultural protection between cif import prices 
and domestic producers prices in Hungary’s OECD export markets. Messerlin 
presents these coefficients as ad valorem equivalent nominal rates of protection. 
The coefficients show that the level of protection faced by Hungarian exporters of 
agricultural/processed food products is extremely high: it exceeds 100 percent for 
most OECD countries. Furthermore the coefficients show that with the exception 
of US and Japanese markets there have been significant increases in the level of 
support/protection received by domestic producers. Such protection we presume 
has been used to maintain the market share of domestic producers. Subsidies tend 
to be increasingly reinforced by import quotas, presumably as a response to the 
increasing cost of subsidisation. We shall assume that the combination of these 
measures means that Hungarian exports of agricultural/processed food products 
are subject to quantitative restriction.

Whether such export restrictions are binding is a different matter. We shall 
assume that agricultural/food processing branches shown to produce competitively 
face binding quantitative export restrictions: At the foot of Tables 2b-2e we note 
which products we assume to face binding export restrictions.

MFA quotas apply on certain Hungarian textile and apparel exports to OECD 
countries. The trade coverage ratios corresponding to these restrictions are how
ever mostly significantly less than fifty percent. These figures obviously need be 
interpreted carefully because of the censoring effect of the restrictions. They do 
however indicate that many/most textile and apparel products can be exported free 
of quantitative export restrictions. Also fpr many textile/apparel products Hun
gary benefits from large quota allowances. Simultaneously quota utilization rates 
are low, lying around 60 percent. We therefore assume that textile and apparel 
products do not face binding quantitative export restrictions.

Over the 1980s the protection provided to OECD producers of iron and steel 
has evolved in form from voluntary export restraint to price regulation. In the US 
minimum prices are imposed through anti-dumping actions. In the EC, minimum 
prices have been introduced into quota arrangements on CEEC5 iron and steel 
exports to each of member states. Virtually all CEEC5 iron and steel exports 
are subject to such arrangements. We assume therefore that Hungarian exports 
of iron and steel face binding quantitative export restraints: Such measures force 
Hungarian producers to accept high prices for what they sell, and prevent them 
lowering prices to gain market share.
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Table 2c
DRC results for Hungary in 1990—small quality adjustment

SECTO R DRC SECTOR DRC

1 0.53 32 1.33
2 0.93 33 0.96
3 0.64 34 0.75
4 3.18 35 1.95
5 1.50 36 1.09
6 0.93 37 0.89
7 -2 .8 7 38 1.51
8 0.93 39 0.93
9 0.62 40 0.93

10 0.93 41 0.43
11 0.66 42 0.64
12 0.64 43 0.68
13 0.99 44 0.88
14 0.66 45 0.89
15 0.59 46 0.92
16 1.11 47 1.23
17 0.87 48 1.07
18 1.02 49 1.75
19 1.28 50 1.27
20 0.97 51 1.31
21 -1 .6 6 52 1.09
22 0.95 53 1.44
23 0.54 54 0.77
24 1.43 55 1.23
25 0.92 56 2.02
26 1.03 57 0.94
27 0.88 58 1.20
28 0.69 59 0.93
29 0.96 60 0.95
30 0.66 61 0.94
31 0.53 62 0.72

Note:  1. The following tradeable branches are treated as non-traded: 5, 54, 57, 59, 61
2. World to dom estic price ratios were adjusted as follows: unprocessed products—  

unchanged; basic products— reduced by 3%; sophisticated products—reduced by 6%

The main instrument affecting Hungarian exports of chemicals has been anti
dumping regulation. When applied, this regulation has similarly forced Hungarian 
producers to accept high price rather than market share. The scope of such regu
lation is however limited. Most actions passed against Hungarian chemical exports 
were based on laws specific to non-market economies. Such laws no longer apply. 
Furthermore since 1985 the rate at which new anti-dumping measures have been
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implemented has decreased considerably. We therefore assume Hungarian exports 
of chemical products do not face binding quantitative restrictions.

Table 2b reports domestic resource cost calculations which treat inputs of 
iron and steel and specified agricultural/food processed products as non-traded 
products.
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Table 2d
DRC results for Hungary in 1990—medium quality adjustment

SECTOR DRC SECTO R DRC

1 0.53 32 1.40
2 0.93 33 0.98
3 0.64 34 0.77
4 3.08 35 2.19
5 1.55 36 1.11
6 0.93 37 0.90
7 -2 .6 0 38 1.56
8 0.96 39 0.96
9 0.63 40 1.02

10 0.97 41 0.44
11 0.67 42 0.68
12 0.66 43 0.70
13 1.05 44 0.90
14 0.68 45 0.92
15 0.61 46 0.94
16 1.20 47 1.22
17 0.92 48 1.06
18 1.05 49 1.72
19 1.33 50 1.27
20 0.99 51 1.35
21 -1 .2 7 52 1.11
22 0.98 53 1.48
23 0.56 54 0.81
24 1.47 55 1.26
25 0.94 56 2.17
26 1.06 57 0.97
27 0.88 58 1.28
28 0.70 59 0.99
29 1.04 60 1.01
30 0.69 61 0.93
31 0.56 62 0.72

Not e : l .T h e  following tradeable branches are treated as non-traded: 5, 54, 57, 61
2. World to dom estic price ratios were adjusted as follows: unprocessed products—  

unchanged; basic products—reduced by 5%; sophisticated products—reduced by 10%
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The world price vector which lies behind the calculations of Tables 2a and 
2b is based on information about products actually exported. The crucial question 
in utilising such data is whether the average branch ratios of world to domestic 
prices obtained in this way are typical of the unobserved ratios for the branches 
to which they apply. An advantage in analyzing branch rather than enterprise 
data is that the relative magnitude of the errors associated with the use of data on 
perhaps untypical products is reduced. However this does not remove the problem 
of systematic biases.

If the exports of a branch to the world market were of higher than branch 
average quality and price differentials reflecting quality differences were compressed 
in the domestic economy then the branch world to domestic price ratios we use 
will be biased upwards. Since we believe such conditions prevailed historically we 
conclude that our price ratios are most likely to be biased upwards.

It is however difficult to quantify the extent of this bias without additional 
quality information. Indirectly, however, we can place an upper limit on the size 
of the bias. If we assume that in 1990 the alternative to producing any individual 
product was producing a basket of traded products made up according to 1990 
production levels, then the 1990 shadow rate of exchange implied by the results 
of Table 2b is around 0.9. This figure corresponds to the idea that the forint was 
undervalued in 1990. (The forint has followed a path of marked real appreciation 
since 1990.) To maintain this implication, elements of the vector, a, can only be 
adjusted downwards to the extent that the estimated 1990 shadow rate of exchange 
remains less than one.

The degree of bias associated with the elements of a is likely to vary be
tween branches. We cannot therefore make a uniform downward adjustment to the 
components of a. For largely unprocessed products, such as agricultural produce, 
slaughtered meats, and products of the extraction industries biases are likely to be 
small. These branches, we believe, produce relatively standardized products. For 
highly processed products such as instrument engineering and consumer products 
the biases involved are likely to be most significant. These branches produce a 
diverse group of products in terms of quality. It is likely to have been the better 
quality products which were exported to the dollar zone and domestic price differ
entials reflecting quality are likely to have been compressed. Inter-mediate degrees 
of bias are likely to affect basic products such as steel bars, basic chemicals, tex
tiles yarns and sugar. This is the basis for the classification of products into three 
categories, shown in Table 1.

We consider the effects of three different adjustments to a. In the first adjust
ment we leave the world to domestic price ratios of unprocessed products unaltered. 
We decrease the world to domestic price ratios of basic products by 3 percent and 
decrease the world to domestic price ratios of sophisticated products by 6 percent.
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DRC results for Hungary in 1990—large quality adjustment
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SECTOR DRC SECTO R DRC

1 0.52 32 1.51
2 0.93 33 1.02
3 0.63 34 0.81
4 2.93 35 2.68
5 1.63 36 1.14
6 0.94 37 0.92
7 -2 .3 1 38 1.62
8 1.01 39 0.99
9 0.65 40 1.18

10 1.03 41 0.47
11 0.69 42 0.75
12 0.68 43 0.74
13 1.15 44 0.94
14 0.71 45 0.97
15 0.63 46 0.98
16 1.35 47 1.20
17 0.96 48 1.05
18 1.10 49 1.69
19 1.41 50 1.27
20 1.02 51 1.42
21 -0 .9 5 52 1.15
22 1.03 53 1.54
23 0.58 54 0.87
24 1.55 55 1.29
25 0.96 56 2.4C
26 1.09 57 1.00
27 0.89 58 1.41
28 0.73 59 1.09
29 1.18 60 1.11
30 0.74 61 0.92
31 0.62 62 0.71

Not e : l .T h e  following tradeable branches are treated as non-traded: 5, 54, 57, 61
2. World to dom estic price ratios were adjusted as follows: unprocessed products— 

unchanged; basic products— reduced by 8%; sophisticated products— reduced by 16%

In the second adjustment the corresponding figures are 0.5 and 10 percent respec
tively. In the third scenario these figures are 0.8 and 16 percent respectively.5 The 
degree of initial bias assumed to exist in a  therefore increases between adjustments.

5 Ideally, o f course, it would be best to  conduct the analysis with individual products or enter
prises rather them with entire sectors, since within-sector variation is likely to be substantial. B ut  
data lim itations prevented us from doing this in the present paper.
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The adjustments factors have, however, been chosen to maintain the implication of 
an undervalued forint. Results corresponding to the different adjustments to a are 
reported in Tables 2c, 2d and 2e.

4 . Discussion of results

The shadow rates of exchange implied by the results in Tables 2a to 2e vary 
between 0.91 and 0.97. This implies that in 1990 the forint was under-valued. As 
discussed this is a reasonable finding. Indeed we shall argue in the next section 
that we may have underestimated the efficiency of certain branches. The implied 
shadow rate of exchange may then be somewhat lower than suggested.

The variation of domestic resource costs can meaningfully be described as 
significant. The least competitive branch in each set of results shows a negative 
domestic resource cost. The value at world prices of the output produced by such 
a branch is less than the value at world prices of the intermediate inputs used by 
that branch. This implies that even if the opportunity cost of domestic factors were 
zero the branch reduces GDP valued at world prices. The most competitive branch 
in each set of results shows a small positive domestic resource cost of between 0.3 
and 0.5. A branch showing such a domestic resource cost covers the cost of the 
domestic factors it employs and makes a further surplus to add to GDP valued 
at world prices. The implication of such a distribution of domestic resource costs 
is that there are large gains to be made from a redistribution of domestic factors 
amongst branches.

The variation of branch domestic resource costs within individual sectors is 
also “significant”. That is to say within individual sectors some branches appear 
to be competitive whilst others not. This variation suggests that branch results 
might themselves be subject to significant internal variation at an enterprise/plant 
level. Our results thus offer only a guide to where on average enterprises/plants 
are likely to be competitive.

To be more specific we consider results by sector. The extraction sector, a 
medium sized sector in terms of 1990 production, shows output weighted domestic 
resource costs of 0.76, 0.76, 0.76, 0.76 and 0.75 over the five sets of results. The 
corresponding shadow rates of exchange are 0.91, 0.92, 0.95, 0.96, 0.97. The sector 
therefore consistently appears to be competitive. The sector appears most com
petitive when the quality adjustment to a  is made because we assume the sector’s 
products are “unprocessed” products. The adjustment for export restricted prod
ucts have little effect on the apparent competitiveness of the sector because the 
sector is a relatively average consumer of iron and steel and agricultural/processed 
food products. Within the sector coal and bauxite extraction are the most compet
itive branches. Oil/gas extraction is of only average competitiveness whilst other
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extraction appears to be uncompetitive. The coal and oil/gas branches are the 
most significant branches within the sector in terms of 1990 production.

The metallurgy sector, another medium sized sector, shows output weighted 
domestic resource costs of 1.23, 1.29, 1.33, 1.36 and 1.41 over the five sets of re
sults. The sector therefore consistently appears to be uncompetitive. The sector’s 
apparent competitiveness changes little over quality adjustments to a  because the 
products of the sector are all assumed to be “basic” products. Within the sector 
aluminium production is just competitive, whilst iron and steel production and es
pecially other metallurgy are uncompetitive. Other metallurgy consistently shows 
a negative domestic resource cost. Because the sector itself consumes a relatively 
large amount of iron and steel, treating inputs of iron and steel as inputs of non- 
traded inputs noticeably worsens the competitiveness of the sector in the second 
set of results. Iron and steel is the significant branch within the sector in terms of 
1990 production.

The engineering sector, the second largest sector in terms of 1990 production, 
shows output weighted domestic resource costs of 0.72, 0.75, 0.78, 0.81 and 0.84. 
The sector therefore consistently appears to be competitive. The sector’s relatively 
large consumption of iron and steel explains why its apparent competitiveness wors
ens between the first and second set of results. The adjustments to a tend to make 
the sector look less competitive because we assume many of its products are sophis
ticated products. Within the sector transport equipment, telecommunications and 
vacuum products, and instrument engineering appear to be the most competitive 
branches. Machinery and equipment, electrical appliances and metal products are 
less competitive. Metal products appear to be uncompetitive in the final sets of 
results. All branches are significantly sized in terms of 1990 production.

The construction materials sector, a relatively small sector in terms of 1990 
production, appears to be another consistently competitive sector. It shows output 
weighted domestic resource costs of 0.81, 0.83, 0.86, 0.89, 0.94 over the five sets of 
results. The apparent efficiency of the sector changes little when inputs of iron and 
steel/certain agricultural/processed food products are treated as inputs of non- 
traded products. The sector is an “average” consumer of such export restricted 
products. The quality adjustment to a worsens the apparent competitiveness of the 
sector because some of its products are assumed to be sophisticated products. In the 
final set of results the sector therefore appears to be only just competitive. Within 
the sector the bricks/tiles and lime/cement branches are consistently shown to be 
most efficient whilst the branches producing sophisticated products, i.e. pottery, 
china and prefabricated building components, appear increasingly uncompetitive 
over the sets of results. Brick/tiles, lime/cement and glass/glass products branches 
are the most significant in terms of 1990 production.

The chemicals sector, a large sector in terms of 1990 output, shows output 
weighted domestic resource costs of 0.89, 0.89, 0.94, 0.97, 1.02. The sector therefore 
appears to be just competitive in the initial results but appears to be marginally
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uncompetitive in the last two sets of results. Given that we may have underesti
mated the shadow rate of exchange it seems reasonable to conclude that the sector 
as a whole is marginally uncompetitive. The adjustment to a worsens the appar
ent competitiveness of the sector because some of its products are assumed to be 
sophisticated products. Also a major input of the sector, and the oil processing 
sub-branch in particular, is unprocessed oil. The assumed world price of oil in
creases relative to other world prices in the later results because it is assumed to 
be an unprocessed product. The adjustment for non-traded tradeable inputs has 
a minor effect on the apparent competitiveness of the sector. Within the sector 
there is a wide deviation of profitability. The branches producing fertilizers, plas
tic products and processed oil appear uncompetitive. Oil processing consistently 
shows a negative domestic resource cost. Pharmaceuticals, rubber products and or- 
ganic/inorganic chemicals all appear to be competitive. Oil processing, gas, plastics 
and pharmaceuticals are the significant branches in terms of 1990 production.

The consumption goods production sector, a large sector in terms of 1990 
production, shows output weighted domestic resource costs of 0.88, 0.87, 0.92, 0.96 
and 1.02 across the five sets of results. The results are thus mixed but indicate that 
when the quality adjustment to a is made, the sector is uncompetitive. Many of 
the products of the sector are assumed to be “sophisticated”. It seems reasonable 
to consider the last set of results as best reflecting the competitiveness of the sector 
because the quality bias in the original a may be largest within this sector. The ad
justment for export restrictions on iron and steel makes the sector look slightly more 
competitive because the sector consumes a relatively small amount of iron and steel. 
Within the sector the branches producing boards/sawnwood products, construction 
joinery, paper, flax/hemp/dute, knitwear, leather and fur products and footwear 
appear to be most competitive. Furniture production, printing, cotton produc
tion and wool production consistently appear to be uncompetitive. Amongst the 
branches paper, cotton and clothing production and printing are most significant 
in terms of 1990 production.

The food processing sector, a significant sector in terms of 1990 production, 
shows output weighted domestic resource costs of 1.66, 1.63, 1.24, 1.25 and 1.27 
across the five sets of results. The first two figures, derived without the quality 
adjustment to a, suggest the sector to be very uncompetitive. When the quality 
adjustment is made the sector looks rather better though it still appears to be 
uncompetitive. This improvement occurs because of our treatment of the sector’s 
agricultural inputs. As we discuss in the next section the quality adjustment to a 
makes agriculture an apparently competitive sector. Without the quality adjust
ment it appears to be uncompetitive. This means that in the first and second set 
of results agricultural inputs are considered as inputs of traded products but in the 
third, fourth, and fifth set of results they are considered as inputs of non-traded 
products. By considering agricultural inputs as non-traded inputs their efficient 
production is “vertically integrated” into the production of food processed prod
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ucts. This considerably improves the apparent performance of the food processing 
branches.

Within the sector, wheat processing and wine production consistently appear 
to be competitive sectors. Slaughtering/meat products, milk and milk products, 
canning, flour milling, vegetable oil, sugar production and spirits production con
sistently appear to be uncompetitive. It is however questionable whether this sub- 
sectoral breakdown is meaningful. Some two-thirds of the food processing sector 
inputs come from the agricultural sector. These inputs cover a wide diversity of 
products. There is likely to be a wide diversity in the world to domestic price ra
tios of these products. We, however, treat agriculture as one aggregated sector and 
therefore assign a single world to domestic price ratio to all these products. This 
distorts the real input costs at world prices of the different food processing sectors. 
Similar effects result when we treat all inputs of agricultural produce as inputs of 
non-traded products.

Considering then the efficiency of the agriculture sector, the largest sector 
in terms of 1990 production, we note the sector shows domestic resource costs of 
0.940, 0.944, 0.937, 0.928, 0.916 across the five sets of results. When the quality 
adjustment to a is made the sector therefore appears to be a competitive sector. 
The competitiveness of the sector improves when the quality adjustment is made 
because agricultural output is considered to be “unprocessed” output. The adjust
ment for export restricted products marginally improves the competitiveness of the 
sector because the sector consumes little iron and steel. Considering agricultural 
inputs as inputs of non-traded products in the third, fourth and fifth set of results 
has no effect because the corresponding vertical integration is effectively vertical 
integration with a sector of identical efficiency, i.e. itself.

The forestry sector shows domestic resource costs of 0.72, 0.72, 0.72, 0.72, 
0.71 and therefore consistently appears to be competitive. The sector produces an 
unprocessed product by assumption and consumes few inputs from sectors other 
than itself.

We conclude this section by remarking briefly on some comparisons of these 
results with (a) earlier Hungarian work on DRC estimation, and (b) recent work 
on other central and eastern European countries.

On (a), some very interesting work on the estimation of DRCs was carried out 
in Hungary using the detailed, 1981 input-output table; this work was published in 
Amon et al. (1985). Although the precise numbers are not the same as those found 
in the present study, there are some striking similarities in the results obtained, in 
that the rankings of sectors by DRC in the two studies were very highly correlated. 
Methodologically, there are a few differences between this earlier Hungarian work 
and the present one. Aside from being more up to date, the present work also 
takes account of future developments in Hungary’s trading environment (via the 
EC Association Agreement), and can be related to parallel studies of other countries 
in the region as indicated under (b), below. The treatment of mark-ups in non-
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traded sectors is different between the two studies, the 1985 paper retaining the 
mark-ups from the original input-output data while this one, in effect, treats non- 
traded goods as bundles of traded goods and factors, integrating them with the 
tradeable sectors which use them. In practice, this distinction turns out to have a 
very small effect on the results, however.

On (b), Hughes and Hare (1991, 1992a, 1992b) have computed DRCs and 
other indicators of competitiveness for Bulgaria, Czechoslovakia, Hungary, Poland 
and the former USSR. Senik-Leygonie and Hughes (1992) have carried out more de
tailed calculations for the former USSR and its fifteen constituent republics, while 
Hare and Fomin (1992) have done similar calculations for Romania. Aside from 
establishing the feasibility of the analysis, the results obtained in these papers have 
some interesting features. First, for all countries there are-some very unprofitable 
branches, and some profitable ones; second, the most profitable branches appear to 
be different in each country, so that their industrial structures are complementary 
rather than competitive; third, the food industry and the most energy intensive 
sectors perform badly almost everywhere; lastly, much of the trade that was being 
conducted in the late 1980s was no more efficient than output as a whole, imply
ing that there was scope for substantial efficiency gains as trade adapted in the 
direction of each country’s comparative advantage. None of these other papers, 
however, calculated profitability indicators in the presence of different forms of 
trade distortion as is done in this paper.

5. Recent trends in production and exports

Since 1988 economic reform has proceeded rapidly in Hungary. 1988 saw tax 
reform and extensive price liberalization. 1989 saw import liberalization and exten
sion of export licenses. In 1990 the communist party lost parliamentary and local 
elections and privatisation accelerated. 1991 saw import and export liberalization 
largely completed, as well as drastic cuts in subsidies to firms and households. Also 
in that year rouble accounting was transformed into dollar accounting with respect 
to trade. We therefore might expect to see, especially post 1990, competitive sectors 
expanding in terms of production and more especially exports, with uncompetitive 
sectors contracting. The picture is not, however, quite so simple. The costs of 
economic adjustment and the collapse of COMECON trade have meant that in the 
short term the size and the composition of “local” demand has changed signifi
cantly. In the existing recessionary environment, the overall production of sectors, 
when considered alone, is therefore a poor indicator of how they are performing.

We may, however, interpret changes in sectoral sales to the domestic market 
plus sales to the rouble accounting zone as describing changes in “local” demand 
conditions. That is to assume that in the current recessionary environment “local”
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T a b l e  3
Changes in  sales, 1990-92, by sector

Percentage change in  rouble zone Percentage change in dollar zone
Sector plus domestic sales as forecast sedes as forecast by Hungarian

by Hungarian Statistical Office: Statistical Office: 1990-1992
1990-1992

Extraction - 2 .2 -3 1 .6
M etallurgy - 2 2 .2 - 1 4 .9
Engineering - 3 7 .9 + 4 1 .6
Construe, good manu. - 3 3 .9 + 5 2 .8
Chemicals - 1 7 .1 + 2 5 .7
Consum pt. good manu. - 1 8 .1 - 0 .7
Other industry - 1 4 .6 +  160.0
Food processing - 1 5 .8 +45.1
Agriculture - 8 .9 +  19.8
Forestry - 6 .6 + 6 .7
AH sectors
All sectors except

- 1 8 .2 + 2 2 .0

forestry and extraction - 1 9 .3 + 2 2 .6

Table 3 provides the relevant data. Column 2 of the table describes differ
ences between 1990 “local” sales of sectors at 1988 prices and expected 1992 “local” 
sales of sectors at 1988 prices. 1992 expectations are obtained from forecasts pro
vided early in 1992 by the Hungarian Statistical Office. These forecasts are based 
on actual 1991 sales. We do not question the accuracy of the forecasts, since they 
are only used in an illustrative way. Column 3 of the table describes differences 
between 1990 dollar exports of sectors at 1988 prices and expected 1990 dollar 
exports of sectors at 1988 prices.

The figures show that the extraction sector, an apparently very competitive 
sector according to domestic resource cost analysis, appears to face favourable local 
demand conditions. Rouble zone exports plus domestic sales have remained roughly 
constant. This compares to an industrial average fall in “local” sales of some 18 
percent. One might then expect the sector’s exports to have remained roughly 
constant. Dollar exports are shown, however, to have decreased significantly in 
percentage terms. But this is somewhat misleading because exports of the sector 
start from a very small base. Decreases from a small initial figure tell us little. A 
better indicator of how the sector is performing is to note that the gross production
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at constant prices of the sector is expected to remain at its 1990 level in 1992. This 
compares to an economy-wide average decrease of some 9 percent. The sector 
therefore does appear to be performing well. Also it has been suggested that 
expansion of exports may well be limited as the sector currently operates close to 
capacity.

Like extraction, dollar exports of the products of forestry have not increased 
significantly. Like extraction this is surprising because the sector is competi
tive according to our results. Like extraction, however, the sector faces rela
tively favourable local demand conditions. Furthermore, like the extraction sector, 
forestry may currently be operating at capacity: like extraction its gross produc
tion at constant prices has remained roughly constant between 1990 and 1992. The 
sector therefore does in fact appear to performing well.

The metallurgy sector appears to face marginally better than average local 
demand conditions. Its dollar export sales have, however, fallen considerably sug
gesting a weak performance. This is what we would expect from the competitiveness 
results.

The engineering sector appears to face very weak local demand conditions. 
Being an apparently competitive sector we would thus expect it to be switching 
markets and rapidly increasing its dollar zone exports. This indeed appears to 
be the case. Similar results and comments apply for the construction materials 
production sector.

The chemicals sector, a marginally competitive sector is performing somewhat 
better than might be expected. Local sales appear to be slightly more buoyant than 
average domestic sales. Dollar export sales have also increased at an above average 
rate.

We can, however, explain these results by separating the sector into oil pro
cessing and non-oil processing chemicals. The oil processing branch, the most 
significant in terms of 1990 production, shows negative domestic resource costs 
and therefore contributes greatly to the overall uncompetitiveness of the sector. 
The non-oil processing branches show output weighted domestic resource costs of 
around 0.9 and therefore show approximately average competitiveness. An index 
of industrial output at constant prices shows the oil processing sector to have pro
duced 87.4 percent of its 1990 output in 1991. This compares to an all industry 
average of 78.5 percent. Domestic sales of the branch for the first three months of 
year are 99.7 percent their level for the corresponding period of 1991. This com
pares to an industry average of only 75.1 percent. Together these data suggest that 
local demand for processed oil is strong. This being the case, then non-oil process
ing chemicals must face weak local demand conditions. The relatively good export 
performance of the chemicals sector as a whole thus presumably reflects an aver
age sector, namely non-oil processing chemicals, coping with weak local demand. 
Furthermore dollar exports of oil are performing well. This we suggest results from 
transitory demand for Hungarian processed oil from other CEEC5 countries as they
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switch from Russian supplies of processed oil for dollar zone supplies of processed 
oil.

Consumption good manufacturing faces average levels of domestic demand. 
The sector has not, however, managed to switch sales to the dollar zone, with dollar 
exports actually falling. This we would expect from our competitiveness results.

Agriculture, an apparently just competitive sector, faces relatively very fa
vourable local demand conditions. It is therefore not surprising that its dollar zone 
exports, though growing, are growing at less than the average rate. Growth may 
also be limited by capacity.

The food processing sector, unlike other sectors, does not perform as we would 
expect. Our domestic resource cost results suggest the sector to be uncompetitive. 
The performance of the sector is however good. Domestic demand is apparently 
strong and dollar zone exports are expected to increase at an above average rate. 
Indeed the sector’s dollar zone export performance is second only to that of the 
construction goods production sector.

It is still possible however that in 1990 on average the sector was uncompet
itive. Improvements in its efficiency over 1990 and 1991/1992 may subsequently 
have made the sector competitive. The sector’s domestic resource cost reads around 
1.2 in the last three sets of results. From a domestic resource cost of 1.2 it would 
take an increase in domestic factor productivity of around 20 percent to make the 
sector just competitive. Data on sectoral domestic factor productivity suggest that 
productivity in the food processing sector has increased between 1990 and 1991 at 
a rate of about 7 percent above the national average. If this were repeated in 1992 
on top of improvements over 1990 then much of the improvement in productivity 
necessary to make the sector competitive would have occurred. Early data for 1992 
indeed suggests relative productivity improvements to be continuing. (There does 
not seem to be a concurrent increase in the efficiency of materials use within the 
sector which is expected to stay constant at constant prices. This corresponds to 
the economy average.)

A possible additional explanation for the good performance of the sector is 
that we have underestimated the current fob export prices of processed food prod
ucts. This would be the case if the food processing fob export price has increased 
since 1988 relative to the fob export price of other products. There is reason to 
believe that this is the case. In 1988 some 60 percent of food processed products 
exported to the dollar accounting zone were exported to the EC. However it was 
only over the years 1988 to 1990 that a cooperation Agreement signed between 
the EC and Hungary came into force. This effectively gave Most Favoured Nation 
(MFN) status to Hungary. Before implementation of this the EC denied Hungary 
MFN treatment on a certain exports. In particular, exports of agricultural and 
processed food products were subject to additional tariff and quota restrictions. 
The removal of such additional tariffs means that achievable fob export prices on 
processed food and agricultural exports will have increased since 1988. The effect
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of this is to make the food processing sector look less competitive than it should 
look.

It should be noted that the true 1990 shadow rate of exchange will be lower 
than indicated if we have underestimated the efficiency of the food processing and 
agricultural sectors.

6. Implications of the Association Agreement

The European Community is Hungary’s most important partner in trade. Es
timates suggest that over 50 percent of Hungarian exports will be sent to the EC in 
the long term (Collins and Rodrtck 1991; Rollo and Stern 1991). In November 1991 
the Association Agreements between the EC and the CSFR, Hungary and Poland 
were initialled after lengthy and sometimes difficult negotiations. The agreements 
are an attempt by EC members to bring together existing economic relations with 
the Central Europeans concerning trade and aid and embed them in the wider aim 
of European economic integration and political cooperation. The agreements await 
full ratification by EC member states and by Hungary, Poland and the CSFR, but 
an interim agreement involving all trade provisions of the Association Agreements 
entered into force in March 1992.

As trade with the EC is liberalised tariff reductions will increase average 
fob export prices. Also relative fob export prices will change with respect to each 
other. This means that the long term competitiveness of sectors will differ from 
their current competitiveness. Also, quota reduction/elimination will affect com
petitiveness.

To assess how these changes may effect competitiveness we note that the 
agreements seek to eliminate EC import tariffs on most products by 1996. The 
same applies for quantitative restrictions. “Most products” means products other 
than processed food and agricultural products. Significant quota restrictions on 
agricultural and processed food products will remain at least until 1996. Tariffs 
on EC imports of agricultural and processed food products will be reduced by a 
pre-determined percentage each year. The average overall reduction seems to be 
around 75 percent.

Our estimates of existing EC import tariffs are given in Table 4 column 2. 
The figures are based on estimates of sectoral average ad valorem EC import tariffs 
provided by Messerlin (1992) combined with Cooperation Agreement import tariff 
data.

We recalculate domestic resource costs accounting for the effect of expected 
tariff and quota reductions. We equate the EC with the world market and assume 
that Hungarian exporters receive the full benefit, in terms of the fob export prices 
they receive, of complete tariff elimination on exports of non agricultural/processed
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T a b l e  4
Impact of the EC Association Agreement on competitiveness

Sector E stim ated EC 
M FN tariff 

expressed as ad 
valorem rate

DRC Sector Estim ated EC 
MFN tariff 

expressed as ad 
valorem rate

DRC

1 0.0 0.53 32 6.0 1.34
2 2.0 0.91 33 5.3 0.95
3 0.0 0.64 34 7.6 0.69
4 0.0 3.34 35 6.1 1.95
5 4.8 1.34 36 11.0 0.98
6 5.0 0.91 37 5.0 0.88
7 3.0 - 1 .9 4 38 11.0 1.33
8 4.1 0.91 39 7.0 0.89
9 6.1 0.58 40 12.3 0.82

10 5.8 0.91 41 12.3 0.41
11 5.8 0.66 42 4.7 0.66
12 8.3 0.63 43 10.9 0.65
13 5.8 0.95 44 12.3 0.86
14 4.0 0.64 45 7.8 0.88
15 4.0 0.57 46 7.8 0.86
16 4.0 1.10 47 19.0 1.06
17 4.0 0.84 48 16.0 0.98
18 4.0 1.00 49 19.0 1.37
19 8.4 1.23 50 23.0 1.14
20 8.3 0.90 51 10.0 1.15
21 4.6 - 2 .3 2 52 12.0 0.97
22 2.0 0.99 53 35.0 0.92
23 6.2 0.51 54 17.0 0.59
24 6.2 1.33 55 6.0 1.19
25 8.9 0.87 56 21.0 1.69
26 8.9 0.96 57 21.0 0.86
27 5.9 0.86 58 21.0 0.96
28 6.2 0.69 59 6.0 0.96
29 6.2 0.96 60 7.4 0.92
30 5.3 0.66 61 9.3 0.84
31 5.3 0.53 62 9.3 0.67

Note:  the following tradeable branches are treated as non-traded: 54, 57, 61

food products. We similarly assume they receive the full benefit of a 75 percent 
reduction in tariffs on exports of agricultural and processed food products. We 
treat the effect of remaining quantitative restrictions on EC imports of agricul- 
tural/processed food products as before. We make the quality adjustment to a 
corresponding to Table 2d. The corresponding results are presented in column
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three of Table 4- The results describe the most extreme potential effect of the 
Association Agreement because the EC is really only part of Hungary’s “world 
market” .

The shadow rate of exchange implied by the results of Table 4 is 0.871. This 
compares to a shadow rate of exchange of 0.96 implied by the results of Table 2d. 
The output weighted sectoral domestic resource indicators corresponding to the 
results are 0.749 for the extraction sector, 1.215 for the metallurgy sector, 0.758 
for the engineering sector, 0.831 for the construction materials production sector, 
0.903 for the chemicals sector, 0.880 for the consumption goods production sector, 
1.067 for the food processing sector, 0.836 for the agricultural sector, and 0.669 
for the forestry sector. The corresponding results for Table 2d were 0.756, 1.359, 
0.806, 0.888, 0.956, 1.251, 0.928 and 0.717 respectively.

It therefore appears that the sectors that will benefit most from the Asso
ciation Agreement are forestry, agriculture and food processing. Not surprisingly 
these are the sectors currently facing the largest tariffs. Given that we believe 
the efficiency of the agricultural and food processing sectors is underestimated the 
results suggest that all three of these sectors may have a profitable future (It is 
not surprising to find that those sectors which have faced particularly large tariffs 
are competitive). The competitiveness of the extraction sector appears to worsen 
under the new world price vector. The sector, however, remains competitive. Other 
sectors’ competitiveness seems little altered by alterations to the world price vector. 
Metallurgy, consumption goods production and chemicals sectors therefore appear 
to continue to face difficult circumstances. Engineering continues to be competitive.

At a sub-sectoral level, the branches we expect to benefit particularly from 
the Association Agreement are iron and steel, cotton, wool, haberdashery, knitwear, 
slaughtering/meat products, milk processing, baking, sugar, cereals, alcoholic 
drinks and brewing. Branches expected to do relatively badly from the Association 
Agreement are all extraction branches, aluminium production, electrical appliances 
and telecommunication/vacuum engineering, gas production, pharmaceuticals and 
rubber products.

7. Conclusions

This paper has developed a methodology for assessing the international com
petitiveness of different industrial branches, and has applied the methodology to 
Hungary, using data estimated for 1990 (input-output table, vector of world to do
mestic price ratios). Because of uncertainties about the proper way to treat certain 
trade restrictions still applicable to Hungary in 1990, vectors of domestic resource 
costs were calculated using different assumptions: initially assuming that no trade 
restrictions applied, and then taking into account restrictions in a few branches,
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and treating these branches as if their output was non-tradeable. In addition, the 
treatment of quality in estimating the world to domestic price ratios could be ques
tioned. In order to allow for possible differences, three calculations were carried out 
using world to domestic price ratios incorporating small, medium or large quality 
adjustment factors.

Changes in output and sales in various markets were examined in relation to 
the evidence provided by the estimated DRC indicators, to assess how far these 
indicators could be used to predict actual changes. With some qualifications, the 
observed changes in sales could be understood reasonably well in the light of the 
DRC indicators. Finally, the effect of the Association Agreement with the EC was 
examined, to assess how far it was likely to change the competitive position of 
Hungary’s industries. It turned out that there were gainers and losers.

The analysis provides a useful starting point for more detailed analysis which 
could be regionally-based or enterprise-based. It also provides initial guidance both 
for trade policy and for industrial policy in Hungary, in the sense that it reveals the 
desirable directions in which Hungary’s industrial structure should be adjusting, in 
order to establish the country’s proper place in the European division of labour. In 
a fuller analysis, though, it would be essential to focus upon the enterprise rather 
than the sector as the basic unit of investigation. This is partly because concrete 
decisions about restructuring and privatisation always involve firms rather than 
sectors; and partly because within any branch, there is likely to be a wide range 
of performances among the constituent firms. Thus even in a competitive branch, 
some firms will exhibit very poor performance while other perform very strongly. 
In this sense, therefore, the branch-based analysis of this paper can only serve as a 
starting point for further work.

Technical appendix6

Define traded products as those whose production either leads to correspond
ing exports or corresponding import substitution. Define non-traded products as 
those whose production does not lead to corresponding exports or import substitu
tion. The social profitability associated with production of the j th traded product 
(N S P j) may then be written as:

NSPj  =  ( U j  -  Mj)e -  T.Fsjv,  ( 1 )

where Uj is the value at fob export/cif import prices in domestic currency of the j th 
product produced, M j  is the value at fob export/cif import prices in domestic cur

6 The m ethod of calculation set out below  is similar to that explained in Hughes and Hare 
(1991), but some im portant details are different, reflecting specific Hungarian conditions as well 
as our desire to treat trade restrictions properly in this paper. Hence the inclusion of this appendix  
is not a needless repetition  of material already published elsewhere.
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rency of traded inputs used directly and indirectly in production of the j th product, 
e is the shadow cost of foreign exchange expressed as a ratio of domestic currency to 
domestic currency, Fsj is the domestic value of domestic factors employed directly 
and indirectly in production of the j th product, and v, is the shadow cost of the 
sth domestic factor expressed as a ratio of domestic currency to domestic currency.

Indirect uses of traded inputs and domestic factors occur when non-traded 
products whose production involves the use of traded products and domestic factors 
are used in the production of traded products. NSPj  therefore effectively considers 
the profitability of producing the j th traded product in a vertically integrated sector 
encompassing production of final output and corresponding non-traded inputs.

The domestic resource cost (DRC) associated with production of the j th 
traded product (DRCj ) is another measure of social profitability. It is defined as 
the domestic factor cost incurred in earning a unit of net foreign currency through 
production of the j th product. It may thus be written as:

DRCj — H,fsjvs/(Uj — Mj)  (2)

DRCj  is derived by setting NSPj  to zero and solving for e. When NSPj  is 
zero, DRCj  is thus equal to the shadow cost of foreign exchange. Similarly when 
NSPj  is positive, DRCj  is less than the shadow cost of foreign exchange When 
NSPj  is negative, DRCj  is greater than the shadow cost of foreign exchange. 
The lower the domestic resource cost indicator therefore the more profitable the 
associated production. Note that in extreme cases, the DR C  can be negative: this 
occurs when Mj exceeds Uj implying that the value (at world market prices) of 
direct and indirect material is greater than the value at world market prices of the 
corresponding output.

The advantage of using the domestic resource cost indicator to assess social 
profitability lies in the fact that the market exchange rates may be significantly 
different from the shadow exchange rate. If this is the case, then to assess the 
social value of (Uj — Mj)  the social profitability indicator relies on the provision of 
an estimated shadow rate of exchange. The domestic resource cost indicator avoids 
such reliance by assessing profitability independently of any assumed shadow cost 
of foreign exchange.

Suppose that the economy has an input-output flow matrix W. We can dis
tinguish branches according to whether they produce “traded” products or “non- 
traded” products. We can then partition W into traded and non-traded branches, 
as shown in (3):

W = aTT aTN >\ cT eT
aNT aNN j) CN eN
mT mN
vT vN

( 3)
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where aFG is the /  x g input-output flow matrix describing flows of outputs evalu
ated at domestic producer prices from the f  branches identified as group F to the 
g branches identified as group G (F,G = N or T), cF is the /  x / domestic final 
demand vector representing domestic demand for products of the /  branches iden
tified as group F at domestic producer prices, eF is the /  x / export demand vector 
representing export demand for products of the /  branches identified as group F 
at fob export prices, mF is the / x /  import flow vector describing use of imports 
by the /  branches identified as group F at cif import prices and vF is the / x /  
value added vector showing value added in production in the /  branches identified 
as group F. This procedure therefore defines value added as output at producer 
prices minus inputs valued at producer prices.

Dividing column components of the “a/m /v” block of W  by corresponding 
gross output gives the corresponding “technical” coefficient matrix. Dividing row 
components of the “c, e” block of W  by corresponding gross outputs gives the 
corresponding “use” coefficients. We shall denote the components of the resulting 
coefficient matrix, U, by using upper case letters. Thus, for instance, the matrix 
ATT denotes the input-output coefficient matrix describing use of the t traded 
products by the t traded branches and ET represents the shares of export sales in 
total sales of traded branches.

Now to analyze the efficiency of traded product production it is necessary 
first to calculate the domestic value of non-traded products used directly and in
directly in the production of traded products. Consider, then, the production of 
unit domestic value output in the t traded branches. The corresponding domestic 
material balance equation for production of non-traded products is:

X N - A NT - A NNX N = 0 (4)

where X N is the n by f matrix whose ith column describes the domestic market 
value of non-traded products used directly and indirectly in the production of unit 
domestic value output in the ith traded branch. Solving this we find:

X N = Z n An t  (5)

where

Z N = (I -  An n )~1 (6)

Now let us use the notation “U — M” to represent the row vector of length t 
describing net foreign currency earnings associated with production of unit domestic 
value in all traded branches. Taking into account that exports are already valued 
at fob export prices we may then calculate “U” as:

U = <*(/- < ET >) + 6 < ET > (7)
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where a  is the row vector of length t whose ith element is ratio between the fob 
export/cif import price, in domestic currency, of the ith traded product and the 
domestic producers’ price of that product and where 6 is the unit vector of length t.

We can similarly calculate “M” , using the formulae for X N derived in equa
tion (5), as:

M = aATT + aATNZ A NT + M T + M NZ A NT (8)

Subtracting “M” from “U" (using (7) and (8)) then gives “U — M ” , the net 
foreign currency earnings vector. Note that in this derivation we have separated 
imported inputs from domestically produced inputs and valued them directly at 
world prices. The need for such an approach in based on the assumption that 
imported inputs were different products to domestically produced inputs. This as
sumption reflects a view that historically the reason for importing foreign products 
into the Hungarian economy was because they displayed qualities unavailable in 
domestically produced outputs.

Let us use notation “EFji>,” to identify the row vector of length t describing 
the domestic factor costs associated with production of unit domestic value in all 
traded branches. If it were the case that market costs of domestic factors were 
undistorted and that branches just covered costs then this vector would correspond 
to the row vector of length t describing the value added directly and indirectly in 
production of unit value in the t traded branches:

EF, V, — VT +  VNZ N Ant  (9)

It is unrealistic, however, to suppose that the stated assumptions hold exactly. 
As mentioned already, we believe the cost of capital was historically distorted. It is 
however likely that such distortion took the form of the under-pricing of capital used 
in favoured branches, particularly favoured service branches. Services correspond 
mostly to non-traded branches whose output is used by all traded branches. In this 
case, if we ignore historical distortions in the cost of capital, the error introduced 
into estimates of domestic factor costs is at least of uniform direction across all 
traded branches.

It is, however, less justifiable to assume that producers exactly cover costs 
without some refinement to our notion of revenues and costs. In the existing formu
lae we assume that the branch value added in production exactly covers the cost of 
domestic factors employed. Implicit in this assumption is the idea that value added 
estimates the surplus or “disposable income” available to pay domestic factors. But 
this approach ignores the role of taxes and subsidies in determining disposable in
come. Commodity taxes reduce disposable income, and direct subsidies increase 
it.

Let us then define T f as the l x  f  coefficient vector describing net commodity 
taxes paid by the /  branches identified as group F and S f as the / x /  coefficient
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vector describing net direct subsidies received by the /  branches identified as group 
F . If we then add the term:

(ST — T T) +  (SN — T T)ZN An t  (10)

to the formulae for “T,Favt” described in equation (9) we get a I x t  vector describing 
the actual “disposable income” available to each traded branch. This in turn then 
corresponds to the domestic factor cost vector “T,F,va” , given our assumption that 
disposable income just covers domestic factor costs. This is a more justifiable 
assumption given that historically, at least in theory, the Hungarian government 
used the economic parameters at its disposal to leave enterprises with a small 
positive profit. Dividing the formulae for T,F,vs so calculated by the formulae for 
“U — M" described in equations (7) and (8) thus estimates the domestic resource 
cost vector associated with production in the t traded branches.
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MONETARY POLICY AS REFLECTED BY THE ECONOMIC
PROCESSES

É. VÁRHEGYI

The growing efficiency of monetary policy and management indicate the road covered in 
the course of transition to market economy. The state of development of market relations can 
be well measured by the degree of monetization of the economy and by the reaction of economic 
actors on monetary signals. Monetary policy is aimed, by its very nature, at macro-economic 
equilibrium targets and thus restricts the autonomy of market actors less than do other elements 
of economic policy.

The author examines the efficiency of monetary policy and management in the period 
after introduction of the two-tier banking system , i.e. 1987. The first part of the analysis shows 
the changes in monetary policy related to econom ic policy, m aking palpable the corrective role 
devolving on it because of the inconsistent targets. The second and third parts evaluate monetary 
management on the basis o f its  im pact on macroeconomic processes and the behaviour of econom ic  
actors. It points out that the positive changes frequently took place not according to the intentions 
and thus the results achieved are very brittle. Finally the article lists the major factors which 
hamper the effectiveness o f m onetary m anagem ent even today.

The strengthening efficiency of monetary policy and control help to indicate 
the progress being made towards a market economy. On the one hand, this is 
because the advance of market relations can be measured quite accurately by the 
extent of the monetization of the economy and by the reactions given to monetary 
signs by those participating in the economy. On the other hand, it is because 
monetary policy is, by nature, oriented towards objectives of the economy’s macro- 
equilibrium; hence, it restrains the autonomy of market participants to a lesser 
degree than other elements of economic policy.

This paper studies the efficiency of monetary policy and control for that time 
period which has elapsed since the establishment of the two-tier banking system, i.e. 
since 1987. The first part of the analysis presents the changes of monetary policy 
within the relations of economic policy; this will help to illustrate the correcting 
role it fulfils in connection with inconsistent goals. The second and third parts 
evaluate monetary control and management on the basis of the effect they exert 
on economic processes and on the behaviour of the participants in the economy. It 
points to the fact that positive changes often occur not in conformity with policy 
intentions, and therefore the results achieved are not durable.

Finally, the study lists the most important factors which still impede the 
effectiveness of monetary control.*

*The study was written in the framework of a project organized by the National Scientific 
Research Fund.

Akadémiai Kiadó, Budapest
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The changes of monetary policy

Since 1987 monetary policy—which is rooted in the dominant economic pol
icy, but at the same time acts as its correction—has set itself the basic target of 
achieving equilibrium.1

The endeavour at expansion during the years 1985-1986 (i.e. the last dy
namizing attempt of the policy line being followed at that time) led to a significant 
deterioration of the current balance of payments, and to a drastic growth of the 
stock of foreign debts. This had the effect of destroying the results of the re
strictive monetary policy which had been implemented in 1982-1984 with regard 
to external stabilization. From the middle of 1987 on, the spectacular failure of 
the—politically initiated and economically unfounded—enlivening of the economy 
brought about a turn in economic policy. The time period following it was char
acterized by stabilization efforts, though with varying emphases and priorities in 
each year. Accordingly, the direct objectives and also the methods applied for the 
sake of their implementation went through a process of change.

1987-1988: restrictive monetary policy in order to achieve external stabilization

The three-year programme of stabilization accepted in autumn 1987 repeat
edly laid stress upon the improvement of the external equilibrium and on stopping 
the growth of external indebtedness. In the interest of external stabilization the 
restriction of domestic demand came to be emphasized; both the reduction of im
ports as well as the growth of exports were expected from this. The National Bank 
of Hungary (NBH) adjusted itself to this demand-restricting economic policy by a 
restrictive monetary policy: primarily by narrowing the liquidity of the commercial 
banks. The possibility of this was, however, aggravated by the fact that before 
the shift to the two-tier banking system, the commercial bank divisions that were 
to separate from the NBH determined their need for refinancing credits on a level 
higher than justified. Consequently, the new banks began the year with a liquidity 
situation that was too great in relation to the deflationary intentions. In addition, a 
higher than planned abundance of money was caused by the 42 billion forint deficit 
of the budget, and by the profits of companies and banks which also turned out to 
be higher than planned.

The central bank was able to drain the surplus money, but only with partial 
and very rough methods, i.e. by repeated reductions of the so-called “normative

1 The objectives o f monetary policy are contained in the annual financial and credit policies 
that guide the principles of the N a t i o n a l  B a n k  o f  H u n g a r y . They are developed in agreement w ith  
the government. The evolvement of the monetary processes is described in m onthly and annual 
reports o f the N a t i o n a l  B a n k  o f  H u n g a r y .
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refinancing credit quotas” , which had already been promised. This way of drawing 
off money resulted in a “one-sided” restriction which made the financing of the cur
rent assets of companies that had credit connections more difficult; nevertheless, 
this still left the lavish spendings of the budget unaffected. By reducing the refi
nancing of the banks, liquidity crisis simultaneously developed in the bigger banks. 
This was a situation the central bank was able to cope with, despite the lack of 
effective monetary instruments—yet this was only due to agreements between the 
NBH and the commercial banks.2 The “price” paid for this was the re-appearance 
of the earlier bargaining mechanisms.

The economic political endeavours of 1988 had external stabilization as their 
main goal, but they were aggravated by government measures that first of all lib
eralized the import and price regulations and then supplied the population with 
foreign exchange.3 Monetary policy and regulation were, however, disturbed by 
several other factors, too. The enactment of the law on taxes entailed a signifi
cant rearrangement of income positions. The inflationary expectations—interlinked 
partly with the tax reform and partly with the rising price level of the preceding 
year—elicited unforeseeable saving and spending behaviour in the spheres of both 
the households and the companies, as well as in the budgetary institutions. The 
incalculability of the behaviour of the economic actors and the hesitation of the fi
nancial administration (e.g. as regards its conduct towards the demands for support 
and its endeavours to raise prices) caused hectic behaviour even on the part of those 
directing monetary policy. The latter tried to delimit the quantity of money in the 
beginning by raising the rate of reserves and by extending its basis of projection. 
Later on it rendered the requirements of liquidity more severe; it then increased the 
interest rates in connection with refinancing and, finally—seeing the low efficiency 
of all these measures—by narrowing the refinancing credit quotas. (Várhegyi 1989)

However, owing to the dominance of the budgetary sphere, the range of action 
of monetary regulation was rather limited. In the years 1987-1988 the share of the 
state budget within the stock of domestic credits was 60 percent. In 1988 the 
restrictive credit policy of the NBH was directed exclusively towards the enterprise 
sector: while the stock of the credits extended to the banks decreased by 26 billion 
forints, i.e. 10 percent, the amount of credits granted to state finances grew by 41 
billion forints, i.e. by 9 percent.

One effect of the credit-reducing policy of the NBH was that the debts of the 
enterprise sector also decreased. The restriction of credits had a counter-selective 
effect: the banks were able to withdraw credits from the companies where sources 
for this were created. A significant number of companies reacted to the liquid
ity troubles stemming from the credit restriction by postponing their payment 
obligations—they did not narrow their actual operations. Hence, credit restric

2For more details see V á r h e g y i  (1988).
3For more details about this see A n t a l  e t  al. (1989).
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tion again enhanced the already reduced inter-company debts and caused serious 
troubles in money circulation.

1989: liberalization in economic policy—corrections in financial policy

In November 1988 a new prime minister took the helm of government. The 
liberalization programme of the government led by Németh laid the most important 
pillars of the transition to a market economy. In addition to partial import and 
price liberalization the constraints based on wage regulation were also relaxed. For 
the sake of maintaining external stability, beside the liberalization, a restrictive 
financial policy was needed. Monetary regulation was destined to put a brake on 
the companies’ intentions to raise wages and prices and on their demand for imports. 
At the same time, owing to the burden of credit restriction imposed on companies 
in the preceding year, the pressure to relieve credit policy was strengthened by 
certain loud interest groups (such as the big companies, the economic chamber 
representing their interests, and even the great banks themselves). Due to this 
pressure the NBH wished to relieve the restrictions afflicting the companies with a 
selective credit policy.

However, the monetary objectives formulated for 1989 were based on the 
judgement of the previous year. This was more optimistic than justified and it was 
based on optimistic predictions about certain factors of the economic processes. The 
monetary plan reckoned with a deficit in the balance of payments in convertible 
currencies amounting to between 450 and 500 million dollars, (which in fact finally 
came to three times that figure, i.e. 1.4 billion dollars) and with a positive balance 
of 260 million roubles in the non-convertible market (which also trebled, amounting 
to 866 millions). The monetary plan did not reckon with the effect of liberalizing 
the supply of the population with foreign currency. This was a measure which 
had also originated with the preceding government for the betterment of public 
sentiment, but which also caused the deterioration of the balance of foreign tourism 
as compared with that of the previous year—it amounted to 400 million dollars in 
1989 too. However, the least realistic estimates were with regard to the credit needs 
of state finances and the sources for meeting these needs. Namely, the monetary 
plan reckoned with the possibility of covering the greater part of the new credit 
requirement of the state budget—estimated to be at most HUF 50 billion—from 
the raised surplus foreign credits and the surplus of the net savings produced by 
the households; and it was hoped that with these items the missing 10-15 billion 
loan could be granted to the budget by issuing government securities.

However, after a quarter of a year the monetary plan was crushed. It was 
discovered that the budget of the previous year proved to be correct only in ap
pearance since, for the sake of its “success” , the disturbing items were postponed to
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the following year. Therefore it became necessary to elaborate a rapidly realizable 
radical action plan in order to reduce the expenditures of the state budget by 30 to 
35 billion forints. A successful implementation of this had been one of the pledges 
connected with the possibilities of realizing the targets of the monetary plan. Yet 
the central bank could not put a stop to the growing credit demand of the state 
finances, and thus the fiscal sphere used up almost double the credit possibilities 
specified in the plan, i.e. 72 billion forints. Given the lack of sufficient domestic 
savings this credit need could only be covered from foreign credits raised by the 
central bank.

Finally, monetary restriction comprised merely one component of the domes
tic credit stock, i.e. the credits of the households: these decreased in real value by
1.4 percent. Owing to this, the domestic credit stock did not reach the level of 
inflation, and the quantity of money also grew to an extent lesser than both the 
rate of inflation and the growth of the GDP (see Table 1).

Table 1
The development of some monetary indices (percent)

Description 1987 1988 1989 1990 1991
Nov.
1992

Change of domestic credit stock 12.6 5.7 16.2 11.1 7.4 5.6
Change of the stock of m oney 9.8 3.5 14.0 28.7 28.7 19.9
Rate of inflation 8.6 15.5 17.0 28.9 35.0 21.6
Change of the GDP 12.6 14.9 21.0 21.2 11.3 15.1
Q uantity of money as a percentage of the G DP 48.9 44.0 41.5 44.0 50.9 53.0
Kept cash as a percentage of money stock 25.7 26.5 25.5 23.1 22.2 21.7

S o u r c e :  Annual reports o f the National Bank of Hungary

In 1989 the deterioration of the balance of payments came to pass beside a 
neutral exchange rate policy: the strong devaluations of the forint in the preceding 
three years were followed in 1989 by a slight revaluation amounting to 1.2 percent. 
This also contributed to the fact that, despite the liberalization and the greater 
than planned deficit of the state budget, inflation still did not break loose. The 
revaluation policy—despite the attacks of those anxious about exports—became in 
the following years a determinant element of the policy aimed at stopping inflation.
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1990: political change—governmental vacuum—monetary policy following the real 
economy

Though politically 1990 was the year when the system changed, this did not 
bring about a turn in the economic policy. On the one hand, this was because the 
previous government, with its common programme of stabilization and liberaliza
tion, had already started the policy of transition towards a market economy. On 
the other hand, the elaboration of the programme of the new (Antall) government 
was protracted until September and the accepted three-year programme—the “Pro
gramme of National Revival”—was very soon watered down. Hence, the shifted 
emphasis formulated in it, (i.e. the economic policy of supply, aimed at economic 
growth) in this year did not become practice in economic control and management. 
In 1991, the second Antall government came forward with a new stabilization pro
gramme (the “Kupa programme”) which was the continuation of the government 
programme drawn up prior to the change of the system rather than that of the first 
Antall government.

Among the objectives of monetary policy, in addition to external stability, the 
checking of inflation also came to the fore. This was due to the high rates of inflation 
that had emerged in the preceding two years (15.5 and 17 percent, respectively). At 
the same time, the deterioration in the balance of payments (which had occurred 
in the preceding year) and the ceasing of foreign trade accounted in roubles, as well 
as the further import liberalization, rendered it even more important to improve 
the balance of payments. Of the two objectives of 1990, external stabilization 
received the greater emphasis. This was reflected on the one hand in the exchange 
rate policy. This resulted in a slight revaluation of the forint and, on the other 
hand, in a restriction of the supply of foreign currency to the general public, as 
well as increasing the customs duties and tax burdens on private imports. The 
economic political and governmental vacuum which characterized most part of the 
year 1990, created a favourable situation for the policy in which the NBH was to 
be strengthened professionally. Beside the “weak state” the central investments 
decreased: the refinancing credit requirement of the State Development Institute 
fell to half the total of the preceding year. Also, the credit needs of the state 
finances decreased significantly in real value, and this offered much more scope to 
the commercial banking sector. The result of this was that the credit stock of the 
government did not grow, while that of the companies increased by 28 percent.

From the double objectives of monetary policy in 1990 the improvement of the 
external equilibrium was successful, but the anti-inflationary endeavours failed. The 
central bank was unable to neutralize the surplus demand created by the positive 
surplus of the current balance of payments. Thus, the company endeavours to raise 
price levels was successful. Alongside a 1.5 billion dollar betterment of the balance 
of payments, inflation grew to 29 percent, i.e. a 12 percent increase on the previous 
year (17 percent). Monetary policy in this year followed rather than influenced the

A cta  Oeconomica  ^5, 1993



É . V Á R H E G Y I: M O N E T A R Y  P O L IC Y 355

real economic processes. This is shown by the fact that the growth of the amount 
of money was not lower than that of the nominal GDP, whereas in the preceding 
two years it was 11, and, respectively, 7 percent lower.

1991: Stabilizing government programme—loosening monetary policy

The four-year economic programme of the Antall government—entitled “Sta
bilization and convertibility”—was completed after ten months of the government’s 
being in office. The programme considered the main task for the first two years—in 
addition to the fulfilment of external commitments—to be the fight against infla
tion. However, it also deemed the “treatment” of unemployment to be important, 
while realizing that because of the changing structure unemployment would be 
unavoidable.

In 1991 the main objectives of monetary policy were, in addition to main
taining external equilibrium, the putting of a strong brake on inflation, increasing 
the inclination to save, and furthermore, a supply-activating monetary and credit 
policy that would stimulate convertible exports, the private sector and small ven
tures. These objectives in themselves already indicated the contradictions inherent 
in the economic policy. Both the maintenance of external equilibrium, as well as a 
“selective” revitalizing policy, would have required such monetary solutions which 
would hardly have aided a “strong” curbing of inflation. A “supply-enlivening” 
financial and credit policy means, in the first place, a practical a stimulation of 
demand, which might be followed—if at all, and then with only some delay—by 
increasing supply. The intention to urge people to save at the same time suggested 
that there would be a rise in deposits; yet the actual effect was that credit interest 
rates rose and this again strengthened inflationary expectations.

The development of some macroeconomic indices, despite “built-in” contra
dictions, approximated to the forecasts, although the partial processes in their 
background deviated from the plans. So, for instance, behind the planned forma
tion of the consumer price index there was first of all the omission, then the lower 
degree, and finally the timely postponement of central price rises (e.g. rents or 
health prescriptions). The 267 million dollar surplus in the current balance of con
vertible payments and the trebling of the foreign exchange reserves, in a year when 
the collapse of the former CMEA market required the orientation of Hungarian 
exporters towards new markets, can indeed be considered a success. The surplus 
of the balance of payments was due, however, not to a commercial increment, but 
to the drastic reduction of the foreign currency granted to the population. Due to 
this reduction an income surplus of foreign tourism came about, amounting to 560 
million dollars.
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At the same time the surplus of the balance of payments and the inflow of 
money, by increasing domestic incomes, brought about an unplanned abundance 
of money. The draining of this abundance laid additional tasks on the monetary 
system. One of the indirect means for this was the 11 percent revaluation of the 
forint. The—successful—endeavour of the National Bank of Hungary to finance the 
deficit of the central budget to a higher degree than had been forecast (by issuing 
state securities and selling them to the banks and not by creating money) may be 
considered another instrument. Although, with this policy, the central bank was 
freed from the burden of extending additional credits, by financing the deficit in 
the market—along with a markedly higher interest rate than that of the central 
bank—it exerted in itself in such a way as to cause inflationary pressure due to the 
increase of the deposit interest level and, in the wake of this, due to the raising of 
the interest on credits.

Table 2
Liquidity factors of the banking system

Description 1988 1989 1990 1991
Nov.
1992

Cash w ith the banks (K PB ) (HUF billion) 18.1 19.4 20.7 26.5 26.6
Banks’ deposits with the NBH (HUF billion) 25.3 153.5 293.7 508.4 487.9

of which: obligatory reserve (R) 
Monetary basis

19.0 33.0 58.3 164.6 193.5

(M B =cash+reserve) (HUF billion) 201.5 232.9 288.8 451.3 506.2
Stock of m oney (М2) (HUF billion) 620.3 707.2 909.9 1167.3 1348.1
Annual change of obligatory reserve (percent) 73.7 76.7 182.3 17.6
Annual change of monetary basis (percent) 15.6 24.0 56.3 12.2
Change of monetary stock (percent) 14.0 28.7 28.3 15.5
Money m ultiplicator (M 2/M B ) 3.08 3.04 3.15 2.59 2.66
Deposits placed with the banks (HUF billion) 449.2 659.6 790.8 1087.6 1309.5
Effective rate of reserve (R /D ) (percent) 
Compulsory reserve and cash in the banks

4.2 5.0 7.4 15.1 14.8

(R C = R + K P B ) (percent)
Annual change of compulsory reserve

37.1 52.4 79.0 191.1 220.1

and cash (percent)
Effective rate of reserve in a broader sense

41.2 50.8 141.9 15.2

(R C /D ) (percent) 8.3 7.9 10.0 17.6 16.8

Source: Annual reports o f the National Bank of Hungary.
N o te : Marks and interconnections on the basis o f Szálkái (1991).

The inflation target (35 percent) was realized, but this “blundering upon 
it” can only partly be attributed to a successful monetary policy. Namely, the 
decrease of the volume of the GDP, instead of the 3-4 percent taken into account 
in the monetary plan, came to be 11 percent. In other words the realization of the
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monetary plan came about alongside a narrowing down of the real economy to a 
extent greater than was expected. Undoubtedly, the monetary policy of the NBH 
was rendered more difficult by the external position of equilibrium, which was more 
favourable than expected, by a measure of 2 billion dollars. The outflowing surplus 
money appeared first of all in a strong growth of the population’s savings: the net 
savings of the population doubled. In this an important role was played by the fact 
that the effect of the retroactive raising of the favourable interests of the earlier 
received housing credits and the 82 billion forint budgetary subsidy (which was in 
order to urge the accelerated amortization of these credits) was to be a reduction 
of the debts of the population by a total of 124 billion forints. In addition to other 
factors (i.e. the declining demand for credits because of the rising real interest 
rates, and the inflow of foreign capital), this also contributed to the liquidity of 
the banks. In order to neutralize this, the NBH broadened the projection basis 
of the rate of compulsory reserves requirement, whereby it practically doubled the 
effective reserve rate (see Table 2). The increase of the bank reserves exceeded 100 
billion forints. Furthermore, the much lower increase of refinancing granted by the 
central bank led to a situation in which the banks became net depositors with the 
NBH. In addition to increasing the severity of the reserve policy, another method 
of draining the surplus liquidity of the banks was the selling of treasury bills to the 
banks. Both methods of liquidity reduction simultaneously served the financing of 
a higher than planned deficit of the state budget.

1992: the anti-inflation ary objective comes to the fore

The 35 percent “record” inflation in 1991 which, in addition, came about 
beside an 11 percent recession of the economy, made it necessary to make the anti- 
inflationary objective a main priority within the system of monetary objectives. 
Though this coincided with the economic political priority of the official government 
programme, the intentions of economic revitalization formulated by the various 
government and political forces offered no favourable scope for continuing the anti- 
inflationary policy.4

The greatest challenge for monetary policy was the huge deficit of the state 
finances. This was not only 73 percent higher than that of the previous year but 
amounted to almost triple the figure regarded as acceptable by the parliament; 
also, it reached 7.5 percent of the GDP. A significant cause of this record deficit 
was the declining tax revenues, the latter brought about by economic recession 
and the changing regulations. The income-restraining influence of the constraint of 
changing the markets was strengthened by the enactment of the law of bankruptcy.

4For more details about this see Várhegyi (1992).

Acta Oeconomica ^5, 1993



358 É . V Á R H E G Y I:  M O N E T A R Y  P O L IC Y

The timing of this enactment helped to concentrate masses of liquidations primarily 
in such organizations that could not easily evade the control of the tax authorities. 
As a result of this the profit tax paid in by the companies amounted to only 64 
billion forints, instead of the planned 85 billion. The possibility of forming reserves 
to cover risk offered to the banks in the law on the financial institutions reduced 
the earlier tax and dividend payments of the banks from 63 to 1.7 billion forints.

The enormous deficit of the state budget left its mark on the monetary policy 
of 1992. Though the NBH was no longer obliged to finance the whole of the deficit, 
it retained the task of having to reduce the liquidity in order to counterbalance 
the overspending of the state and to sell the state securities. The receipts arising 
from the latter covered the largest part of the deficit. In the course of the year the 
stock of state securities rose to 300 billion forints. Another tool used to narrow the 
liquidity was the raising of the compulsory reserve rate from 15 to 16 percent.

Narrowing the liquidity, however, rendered it more difficult for the NBH to 
reduce the interest rates for the purpose of breaking down the inflationary expec
tations and inflation itself. Though in the course of the year it repeatedly reduced 
the interest on the refinancing, revitalization of the credit demand was still not 
implemented. On the one hand this was because, owing to the growing bank risks, 
the real interest rates attached to the entrepreneurial credits remained high, despite 
the significant reduction of the nominal interest levels (see Fig. 1). On the other 
hand, in the money market the outward pressure of the state securities played an 
ever increasing part.

percent

Maturity within one year 
Maturity over one year

Fig. 1 R ea l in te re s t  r a te s  a t ta c h e d  to  e n tre p re n e u r ia l  c re d i ts

Parallel with the preceding measures, the interest rates for both the freely 
decided and the obligatory deposits with the NBH, decreased. This meant a liq
uidity and income narrowing effect in the banking sector, due to the increasing 
volume of obligatory reserves. However, the radical reduction of interest paid on
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the obligatory reserves (which took place in several steps, from 11 to 2 percent) 
partially counteracted the intentions geared towards revitalizing the economy, since 
it contributed to maintaining the high interest margins of the banks.

The anti-inflationary policy of 1992 finally became successful: the annual 
inflation rate fell from 35 to 23 percent. At the same time it must not be forgotten 
that the fall of the rate of inflation came about beside a powerful augmentation of 
liquidity in the economy. In the background of the 31 percent nominal growth of 
the quantity of money there was a 40 percent increase of the population’s savings. 
This free liquidity is hovering above the economy as a monetary “overhang” and 
may easily precipitate an open inflation.

The success of monetary policy as reflected in macroeconomic processes

It is the usual practice to judge the success of monetary policy and regulation 
in accordance with the fulfilment of the economic political targets and of the major 
macroeconomic indices. Under the conditions of an advanced economy this is indeed 
enough. In a changing economy, however, the important yardstick of success of 
economic control and management is whether the participants of the economy are 
able to transform their behaviour and be responsive to monetary signals.

External stability

Since, in the whole of the analysed period, it has been an emphasized eco
nomic objective to create and/or maintain foreign economic stability, the develop
ment of the balance of payments, of foreign exchange reserves and of the stock of 
debts are important measures, indicating the success of the economy and monetary 
policy.

The 700 million dollar reduction of the deficit of the current convertible bal
ance of payments in 1987-1988 was again followed, owing to the liberalization 
measures, by another strong increase in 1989. The decisive role in the deterioration 
of the balance of payments was played by the increased volume of foreign currency 
granted to the population, which in 1988 and 1989 caused an additional expenditure 
of about 1 billion dollars. Apart from the results of this abortive decision, which 
was based on political motives, the performance of foreign trade was advantageous: 
the balance of trade showed a significant positive surplus, owing to the dynamic 
growth of exports. 1990 was the first time since 1984 that the balance of payments 
showed a positive result (of 127 million dollars). Following this, the value of the 
surplus was growing unabatedly: in 1991 it amounted to 267 million dollars and in 
1992 to 324 million dollars (see Table 3).
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Table 3
Development of the foreign economic position 

(convertible accounts, million dollars)

Description 1987 1988 1989 1990 1991 1992

Exports 5,050 5,505 6,446 6,346 9,258 10,028
Imports 5,014 5,016 5,909 5,998 9,069 10,076
Balance of trade 36 489 537 348 189 - 4 8
Balance of foreign tourism 368 41 -3 4 9 345 560 660
Current balance of payments -8 7 6 - 8 0 7 -1 ,4 3 7 127 267 324
Direct foreign investments 0 14 187 311 1,459 1,471
Reserves 2,159 1,976 1,725 1,166 4,017 4,380
Gross amount of debts 19,584 19,603 20,390 21,270 22,658 21,437
Net amount of debts
Debt service as a proportion of

13,683 13,697 15,938 14,900 14,554 13,000

exports o f goods and services 55.3 46.7 38.5 45.5 31.5 30.9

Source: Annua] reports o f the National Bank of Hungary.

Though since 1987 the gross amount of debts has somewhat increased, its 
composition with regard to maturity has improved: the share of the medium- and 
long-term debts rose from 82 to 90 percent. The debt services measured as a pro
portion of the exports of goods and services significantly decreased between 1986 
and 1989 (from 75 to 38 percent). Afterwards, following a transitory period of 
growth, it continued to decrease. (The reduction in 1991 was in some regards ab
solute: it was a consequence of the termination of rouble accounting.) After four 
years of decline and the dangerously low level in 1990—amounting to the value of a 
mere two months’ imports—in 1991-1992 the reserves of foreign exchange quickly 
increased and reached the value of half a year’s imports. In this process, besides 
the improvement of the balance of payments, direct foreign capital investments 
also played a part. Thus, it may be said that, with regard to the whole period, 
the objectives of external stabilization were achieved. It deserves mention that the 
improvement of the foreign economic position took place parallel with the liberal
ization of the imports and the relief of constraints on the management of foreign 
exchange. This draws attention to the fact that in recent years the Hungarian econ
omy has operated on the basis of mechanisms other than those it used in the early 
eighties. At that earlier period the foreign economic position grew better primarily 
because of the effect of severe import restrictions and only secondarily because of 
strict monetary policy. In the early 1990s monetary signals in themselves were 
already able to influence the real economy, even if sometimes and at certain places 
interventions of an administrative character became necessary (e.g. for maintaining 
the foreign exchange quotas of the population).
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It has to be emphasized that the improvement of the foreign economic position 
illustrates the difficulty of maintaining the budget deficit, for instability of the 
domestic economy obviously endangers external stability too. It is also remarkable 
that in 1990-1992 the external position did not worsen even beside an effective 
real revaluation of the forint.5 The exchange rate policy brought about successful 
manoeuvres between the anti-inflationary and foreign trade objectives: while it 
restrained the breaking loose of inflation, it did not prevent foreign trade and 
tourism bringing about a significant positive balance.

Inflation

The greatest failure of the economic policy that put emphasis on the goals of 
equilibrium in foreign trade was the loss of control over inflation. Still, it cannot 
be claimed that an unequivocal trade-off mechanism developed between the foreign 
trade position and inflation.

The interconnections between the numerically quantifiable factors varied over 
the different years. Since a deficit in the balance of payments—and especially 
a deterioration in the situation—implies the drawing of some income out of the 
country, this in itself ought to show a deflationary effect. In turn, the budget 
deficit and growth of the deficit have an inflationary effect, if financing the deficit 
can only be solved by creating money. Yet, while in 1988 the current balance of 
payments showed a deficit only slightly less than it was in the preceding year, the 
rate of inflation grew to a significant degree: from 8.6 to 15.5 percent. At the 
same time the budget was almost in equilibrium. Simultaneously, in 1989, beside 
a significant deterioration of the balance of payments, inflation continued to grow, 
though it is true that in the meantime the budgetary deficit doubled.

The trade-off effect between the balance of payments and inflation can be 
clearly observed in 1990: the significant improvement of the foreign trade position 
(by 1.5 billion dollars) was actually accompanied by a powerful growth of inflation 
(from 17 to 28.9 percent), while in effect the state budget was balanced. However, 
in 1991 it may be presumed that it was the budgetary deficit,—which grew to a 
huge degree—that was the main source of the further increase in inflation. (It has to 
be noted that the state no longer received unlimited credits from the central bank, 
so it had to take measures in the money market too. Here, however, it exerted 
adverse effects on interest rates and, via those, on the inflationary expectations.) 
The liquidity of the economy was also increased by the inflow of 1.4 billion dollars of 
venture capital. In this year, the inflationary effect was at the same time mitigated 
by the appearance of open unemployment.

5See Hungarian-International Blue Ribbon Com mittee  (1992).

1 0 A cta  Oeconomica 1993



362 É. VÁRHEGYI: MONETARY POLICY

1992 brought about another change: for the first time for several years in
flation was eased. However, besides the continued improvement of the balance of 
payments there was a persistent and strong growth of the budgetary deficit; it 
is also true that these achievements were at the price of a significant growth of 
unemployment and regression of the economy. In the moderation of inflation the 
following processes were very evident:

—  recessión of the economy; owing to the declining GDP the total domestic 
demand also decreased;

—  the ratio of savings was high, amounting to 11 percent; due to this the 
demand in the consumer market diminished to a higher degree than was justified 
by the decreasing income;

—  the real policy of revaluation rendered imports cheaper and also checked 
the rise of the domestic price level through import competition;

—  the new law on accounting prohibited booking the doubtful debts as re
turns. Hence, the inflation-causing “false incomes” were not realised and thus were 
eliminated from the balances. Earlier, premiums, wage rises and tax payments, 
generated real (spendable) incomes (which monetary regulation was only just able 
to counterbalance) by subsequently drawing off money. However, this caused strong 
inflationary expectations in the economy;

—  the law on bankruptcy; the liquidation procedures had the effect of cre
ating an oversupply in the market of means of production and real estates and 
exerted a price moderating effect.

The factors listed above reflect the fragility of the processes used to put a 
brake on inflation. Given the nature of the 1993 budget law and the endeavours 
of the government to revitalize, it is probable that the coincidence of the positive 
factors will not occur again, while the inflationary effects will continue to exist. 
The most important means of moderating inflation would be if the deficit could be 
financed from the increase of domestic savings. However, this would be difficult 
with a budget deficit planned to be HUF 185 billion (and which according to other 
forecasts will exceed that figure) and the deficit of social insurance to be around 
HUF 40 billion (yet likely to attain estimated double this total).

The government programme for 1993, however, reckons with a nominal re
duction of household savings. The propensity to save is likely to decrease due to 
falling interest rates, which will be less than that of the inflation. This will result 
in a (negative) real interest rate which will be even lower than in the preceding two 
years. Since most of the deposits are tied up for short terms, the danger of the 
drastic decline of savings is really great. If these flow not to the investment market 
but to the consumers, the interest-moderating policy will lead not to revitalization 
the economy but to accelerating inflation.

The fact that the economic political plan for 1993 reckons with a 10 percent 
growth of the value of investments and 1.4 percent increase of the GDP reflects the 
optimism of the government rather than the real processes. For the sake of initiating
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growth the government plans more significant subsidies than those granted so far 
(in the form of cancelling debts, company reorganizations) and general concessions 
(e.g. softening the law on bankruptcy). Owing to the overburdened budget, the 
government is looking to the revenues coming from privatization (to be realized 
in the future) in order to finance these revival measures. If, on the other hand, 
the government spends the incomes it receives from selling productive property on 
items which do not reduce the state debts, the means of covering the debts may 
run out. This process would soon lead to further growth of the current budgetary 
deficit and finally to the acceleration of inflation and/or to the deterioration of the 
external position.

Savings and the monetization of the economy

A significant moment at the end of the eighties and beginning of the nineties 
was the rocketing growth of the financial savings made by the population. If the 
inclination to save is characterized by any one of the appropriate indices, the fact 
of the change is obvious (see Table 4). Strangely, the population’s readiness to 
save increased at a time when the—statistically recorded—real incomes declined. 
In the growth of the financial savings of the population the improvement of the 
banking system and the competition for resources played a significant part. The 
strengthening competition adjusted the interest rates of deposits and bank securities 
more and more to the rate of inflation. Thus the loss in value of the savings tied up 
for a year lessened in 1991-1992. (However, owing to the 20 percent tax on interest 
incomes, the net interest rates even then did not reach the rate of inflation.)

Table 4
Savings of the population

Description 1984 1987 1988 1989 1990 1991 1992 1993

Savings as a percentage 
of available income 7.24 5.28 5.29 3.98 9.37 15.45 13.73 11.42

Financial savings as a percentage 
of available income 1.9 - 0 .2 1.3 0.4 9.2 17.1 11.8 9.7

Savings as a percentage 
of the GDP 4.92 3.47 3.55 2.64 6.41 12.22 10.86 8.73

Financial savings as a percentage 
of the GDP 1.3 - 0 .2 0.8 0.3 6.3 13.5 9.4 7.4

Source: OECD and M inistry of Finance
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The improvement of the equilibrium of the consumer market exerted a favour
able effect on the increase of the population’s inclination to save. This was due to 
the disappearance of the earlier shortage of commodities, import liberalization and 
the increasing liquidity constraint on the companies. Another effect was brought 
about by the cessation of state patronage, or at least by the declaration to make 
efforts to achieve this aim. Growing social uncertainty, and furthermore, the cuts 
in subsidies to housing, revalued the existential significance of savings. The current 
growth of financial savings and especially of the stock of net savings were influenced 
by the regression of housing investments.

In the 1990s the savings not only of the households but also of the companies 
increased to a significant extent. Between 1989 and 1992 the total deposits of 
the companies increased by 22 percent in real value; this was due partly to the 
strengthening liquidity constraint and partly to the benefit of laying out money 
which was higher than that of capital investments.

The strengthening inclination to save has increased the monetization of the 
economy: the ratio of the stock of money in relation to the GDP increased by 7 and 
3 percent in 1991 and 1992, respectively. Simultaneously the ratio of the stock of 
money kept in cash decreased from 25.5 to 22 percent. These processes indicate in 
parallel the economy’s money demand for transactions, the strengthening liquidity 
constraint on the companies and the growing confidence of the population in money 
itself. All these three factors are concomitants and conditions of building up a 
market economy.

Economic growth and capital investments

The external stabilization of the Hungarian economy, which on the whole 
has been a successful process, was carried out beside a decline in the size of the 
economy and a decrease in the volume of the GDP. Although the slowing down 
of the economy was never a formulated and explicit economic political target, the 
limitation of domestic consumption and accumulation was a direct consequence of 
the objectives of external equilibrium. In addition to the demand-restricting policy 
which accompanied the anti-inflationary and external stabilization endeavours, the 
collapse of the Eastern markets in the 1990s contributed to the decline of the GDP. 
While between 1986 and 1988 the economy showed a growth of altogether 4 per
cent, between 1988 and 1992 an 18 percent real decrease was registered. (Realistic 
evaluation of the figures is made difficult by the confusion of the statistical system, 
this itself being due to the growing distance between the recorded data and the 
actual processes.)6

6 Statistical recording included only organizations em ploying more than  50 persons, whereas 
along w ith the transformation of the economy the num ber of organizations sm aller than the above
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Since the lessening of the GDP occurred not only because of the external 
stabilization but much more because of the narrowing Hungarian and Eastern mar
kets, the situation may be judged by asking whether the changes which have taken 
place really have improved the market adaptation and income-creating potential 
of the Hungarian economy. Though signs of the latter cannot be seen yet,* 7 the 
changes in the behaviour of the participants in the economy—to be discussed later 
on—show some growth of the faculty of adaptation to the market.

The powerful setback experienced by capital investments points to the fact 
that the Hungarian economy is only in the primary, more painful stage of restruc
turing: cutting down the non-marketable capacities has already started but the 
creation of new ones is still lagging behind. Since 1988 the proportion of invest
ments to the GDP hats declined continuously: from 24 percent in 1987 it has fallen 
to 18 percent. The real value of investments has, within fiye years, diminished by 
20 percent.

The lack of investments in contrast to the processes of earlier decades— 
was not the result of the administrative control of financial management,8 but 
primarily a reaction to changes in the market. The companies responded to the 
narrowing of the market and worsening profitability primarily by reducing stocks 
and investments and only resorted to manpower reductions as a last resort. The 
motives of short-term survival, parallel with the slackening of state patronage, led 
to a decline of the intentions to make investments. This can also be traced back 
to the decline of the demand for investment credits: the total investment loans 
granted to enterprises up to the end of 1992 did not even nominally exceed that 
of 1990, whereas the liquidity of the banks was greater in 1991-1992. Also, the 
interest level of the investment credits was, for the whole period, lower than that 
of the short-term loans (the difference moved between about 1 to 6 percent). With 
the moderation of demand for investment credits, the real credit interests had a

is increasing. On the other hand, owing to the disinclination to pay taxes, even the reported 
activities do not always reflect the truth. Several “innovative” m ethods were developed for re
ducing tax obligations by classifying actual econom ic activities in the wrong—and consequently 
tax-reducing—categories (e.g. investm ents instead of consumption or current costs instead of in
vestm ents etc.).

7The situation today shows a serious crisis in certain sectors. Significant numbers of partic
ipants in the economy (e.g. engineering industry or agriculture) were only able to increase their 
exports at the cost of declining profitability. W hat is more, they m ade losses, and th is has led to 
a drastic reduction in certain com panies’ property. The sides crisis o f agriculture has been aggra
vated by the destruction of the earlier developed production units (i.e . the farming cooperatives) 
owing to the politically initiated laws on com pensation involving the return or redistribution of 
land.

8 A key element in the financial control o f the sixties and seventies was “keeping a firm grip” 
on company investments. In practice this m eant an administrative restriction on the development 
of company investment sources, the collection of development funds deemed to be superfluous, 
the application of taxes that m ade investments artificially more expensive, and the im position of 
severe central control on crediting activities o f banks.
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decisive role; the latter were far beyond the profit prospects and the strengthening 
liquidity constraint.

Unemployment

The drastic increase of unemployment in the nineties can be considered the 
“price” of economic transformation and external stabilization. While in the 1980s 
registered unemployment was below 1 percent, in 1991 it increased to 7.5 percent 
and by the end of 1992 it had reached 12.2 percent. In 1993 the growth has 
continued owing to company bankruptcies and liquidations.

percent

Rate of 
Rate of 
Budge t

inflation in percent 
unemployment in percent 

deficit in percent of GDP

Fig. 2 In f la tio n , u n e m p lo y m e n t a n d  b u d g e t d e fic it

Analysing the problem of the trade-off between inflation and unemployment 
(see Fig. 2) it can be claimed that growing unemployment contributed to a decrease 
in inflation in 1992. The fact of the trade-off is, however, not unequivocal. On the 
one hand, it is of course true that with the granting of state aid to the insolvent 
companies some jobs would have been saved. On the other hand, it is also a fact 
that the reduction of subsidies to production and exports amounted altogether to 
only 2 billion forints, while the decrease of company and bank payments was 49 
billion forints. The fact that the economy collapsed in 1992 was largely independent 
of the policy of government supports; rather it was a result of the narrowing sphere 
of the markets. In addition, the “melting” of company profits was the consequence 
of not only the decreasing sales returns and the rising production costs, but also 
the cessation of fictive profits (the latter were due to the former loose accounting 
regulations).
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The crushing of the traditional markets and the building of market economic 
norms into the conditions of regulation exerted such a shocking effect on the ma
jority of companies that the short-term result could not be anything other than the 
loss of some jobs. This could not be avoided even with a more expansive monetary 
policy. Beside a budget deficit amounting to 7.5 percent of the GDP and the abun
dant liquidity of the economy a greater expansion could not even be considered as 
a realistic alternative. The significant decrease of inflation that came about despite 
the growing volume of money shows that the conditions of investments serving to 
create jobs were missing in the economy.

Changes in the financial behaviour of the participants in the economy

The growing power of factors regarding liquidity, risks and yield in the decisions of 
companies

The effectiveness of monetary policy—beside the too large and powerful fi
nancing demand of the budget—was, for a long time, retarded by inter-company 
debts, and, in the wake of these, by the enhancement of the forced commercial cred
its. From the aspect of monetary regulation, the basic difference between the two 
phenomena is that the requirement of financing the budget openly appeared and 
thus its monetary effect could be planned and—by applying proper instruments— 
compensated. However, the amount and effects of ths forced inter-company credits 
was incalculable. Namely, the “recipient” of the credit did not appear openly on 
the credit market, and simply failed to pay the outstanding debt to the supplier. 
The “credit supply” of the company that was forced to extend a credit to the non
paying buyer did not appear openly on the money mairket. The monetary authority 
obtained information only subsequently and by means of indirect notices: the com
mercial banks that were keeping the accounts gave reports about the uncovered 
money orders that had been placed with them.

The unfortunate spread of the phenomenon (called in the slang of profes
sional Hungarian economists “queueing”—on the basis of the wording used in the 
former planned economy) at the end of the 1980s retarded monetary planning and 
regulation and exercised basically disadvantageous effects on the attitudes of the 
companies towards their payment usages and liquidity management.9 If the lack of 
liquidity could be resolved “painlessly” , without being creditworthy and by post
poning the payments, then there would be no real constraint on the economy for 
the sake of changing the system of management.

9 For literature on this subject see e.g. László (1991), Sánta  (1991), Várhegyi (1991).
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Notwithstanding this, before the coming into force of the laws on bankruptcy 
and accounting, most of the companies were ready to take to notice of the non
payment of their customers, if they themselves could shift it over to their own 
supplier. Since the bad debt was not a charge on the balance sheet, (there was no 
obligation to form a reserve), the non-realized return at the same time enhanced 
the income recorded on the balance sheet. Thus the company leaders interested in 
the profit shown on the balance sheet, suffered no harm. In turn, the shortage of 
credits created by the restrictive monetary policy, could be partly compensated by 
this specific “means of payment” , brought about by the “chain” of “circular debts” .

Although, from the mid-eighties on, the possibility of liquidating companies 
appeared as an option for those controlling and managing the economy, in 1992 
only the law on bankruptcy came into force and this had a material effect on the 
companies’ behaviour. While the former rules rendered the question of aiding or 
liquidating the companies a subject of bargaining among the state organs, compa
nies and banks, the law on bankruptcy made the survival of the debtor conditional 
upon a business agreement between debtor and creditor. The law—despite several 
problems that are not detailed here—contributed to the improvement of the finan
cial discipline of the companies and the predominance of liquidity management, 
customary in the economic operations of companies working in the framework of 
a market economy. One sign of this can be seen in the fact that in the course of 
1992—according to the estimate of the NBH—the extent of “queuing” decreased 
by 60 percent. Several details also prove that the significance of financial planning 
and of the scheduling of incomes and expenditures came to be highly appreciated.10

However unfavourable a phenomenon the decline of investments was, there 
were also some factors in it that indicated that the positive changes of behaviour 
were effective. Namely, this could be seen in such things as the increasing role of 
yields and risks in company decisions on investments. While in the former decades 
it was characteristic for companies to fight for investment sources, in the 1990s the 
hunger for current money precedes the hunger for investments. This is reflected in 
the fact that the interest level of the short-term credits over the most recent period 
has regularly exceeded the average interest level of loans for a period of over one 
year. Between 1989-1992 net indebtedness of companies to the banks decreased in 
real value. Behind this there was an increase of deposits that was more rapid than 
that of the credits. The increasing liquidity of the enterprise sector (which is marked 
by the fact that its stock of deposits in real value has trebled over the last three 
years) stimulated not the augmentation of risky investments but the stimulation 
of savings producing more attractive benefits and having lower risks. In these 
decisions, alongside the likely yields and risks, in all probability the strengthening 
constraint of liquidity also played a part.

10This observation can be credited to Gy. Rózsahegyi.
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The strengthening role of the chain of “liquidity—yield—risks” in company 
decisions can be regarded as a positive symptom even if, in the short run, it con
tributes to the recession of the real economy and to the growth of unemployment. 
However, it is an unfortunate fact that, owing to its high indebtedness and inef
fective operation, the financial administration has a higher demand for financial 
resources and consumes greater revenues than the state administration of a pros
perous country. Consequently, the tax burdens imposed on the companies and the 
real interest rates attached to company credits are higher than would normally be 
expected; at the same time the state is unable to fulfil its necessary role in bearing 
the costs of economic restructuring.

Nevertheless, it has to be recorded to the credit of monetary control that 
it did not traverse the effects of laws contributing to the application of market 
norms (law on bankruptcy, on accounting etc.) by loosening its monetary policy. 
In other words it tried, using its own means, to check the inflationary trends. One 
of the tools chosen for this purpose—i.e. the real revaluation policy—interfered 
with the interests of exporting companies although it did not damage the position 
of external equilibrium). However, it reduced the likelihood that the burdens of 
transformation should fall, by the way of inflation, on the most defenceless strata 
of the population.

Changes in households’ behaviour

Some changes can also be observed to have occurred over the past three years 
in the financial attitudes of the households. A remarkable symptom of change is a 
shift in the ways in which available income is used, especially the positive tendency 
towards financial savings. The fact that this came about in a period of decreasing 
real incomes shows the consciousness of the change. The strengthening confidence 
in money equally reflects the success of monetary policy, the end of the shortages 
of goods, but also the worsening of social security.

The supply market which came into being as a result of import liberalization 
and the liquidity constraint on Hungarian enterprises, promoted the development 
of a more rational form of consumer behaviour: it reduced the former tendencies 
to reserve commodities and accumulate real goods. This effect was strengthened 
by the modernization of the banking system, i.e. the multiplied forms of savings. 
Also, due to competition between the banks, the standards of bank services were 
also improved. On the other hand, the deterioration of social security (i.e. the 
appearance and growth of unemployment, the declining level of social insurance 
services, furthermore the realization that it was necessary to give up the concept 
of the “patronizing state”) all increased the constraints on families to take charge 
of their own financial affairs.
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The influence of monetary policy on the inclination to save is not so clear. In 
principle the rapid growth of inflation (and inflationary expectations) might have 
stimulated consumption at the expense of savings. In fact this did not happen, 
so the successful incentive to save was also instrumental. Freeing the top rate of 
interest acted in this direction and contributed to the circumstance that it was 
precisely at the time of the highest inflation, in 1990-91, that the rate of savings 
jumped high. (While in the 1980s this rate moved between —0.2 and 1.9 percent, 
in 1990 it was 9.2 percent and in 1991 it reached 17.1 percent.) The develop
ment of positive real interests in the wake of the competition between banks to 
obtain resources, (in which the withdrawal of refinancing by the issue bank also 
played a part) encouraged the population to save money. The forint savings were 
also advantageously influenced by the real revaluation appearing in the exchange 
rate policy which—together with the effects of interest rates and foreign exchange 
liberalization—resulted in the ending of advantages associated with the keeping of 
foreign exchange.

In the financial decisions of households the ability to react to monetary signs 
grew stronger. Albeit with some delay, the population generally responded to 
changes in the market interest and exchange rates. Although it is difficult to prove 
the nature of this saving in an exact way, justification of this statement can be 
supported by some examples. The population’s increased awareness of the role of 
interest rates is best indicated by the shift in the structure of savings. On the 
one hand the proportion of household saving kept in cash and bearing no interest 
diminished between 1989 and 1992 from 33 to 25 percent. On the other hand, 
the ratio of savings in securities grew from 10 to 24 percent, partly even to the 
detriment of deposits. This shift of proportions w e is  due to the interest rates of 
bank and state securities, which were higher than those of the deposits tied up 
for similar periods. (In 1991 the net interest of bank securities payable on sight 
was higher—on average by 2.6 percentage points—than that of deposits with the 
National Savings Bank. In the case of deposits tied up for one year the difference 
w e is  2.1 points, while the net interest of a one-year interest-bearing bond was 3.5 
points higher than that of a Savings Bank deposit tied up for a year.)

One example of a delayed response to the changed interest proportions is pre
sented by the development of foreign exchange deposits. Between 1989-1991 the 
ratio of foreign exchange within savings rose from 5 to 16.9 percent but afterwards, 
in 1992 it sank to 13.5 percent. At the same time, because of the real revaluation 
of the forint and the competition of the Hungarian banks for sources that could 
be gained from the population, already in 1990 higher interests could be reached 
on forint savings than on foreign exchange deposits. However, the population re
sponded to the increasingly obvious difference of yields with the relatively short 
delay of one or two years: the decresise in the ratio of foreign exchange deposits 
came about only in 1992.
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The delay of the response of the population to monetary indications was pri
marily caused by the strong influence of expectations exerted on company decisions. 
This can be explained partly by the uncertain prospects of the economy and partly 
by the population’s great distrust of the government. The basis of the former can 
be found in the fact that the outlooks for markets became doubtful due to an 
unprecedented situation caused by the crisis and transformation of the Hungarian 
and other East European economies. The latter may be perceived as a result of the 
state of affairs that developed over four decades and which was built upon mutual 
mistrust between state power and inhabitants.

The factors influencing the efficiency of monetary control and management

Since the introduction of the two-tier banking system monetary control has 
developed considerably. The greater autonomy of the central bank, the modern
ization of the range of monetary tools, the relief of the segmentation in the capital 
market, the growing intensity of competition among banks, and the application of 
the norms of a market economy in the regulation of companies and banks all helped 
to increase the efficiency of monetary control. Thus the fulfilment of the monetary 
goals came about beside a monetary regulation that was growing finer, and thus 
the application of administrative instruments became less necessary.

The improvement of the efficiency of monetary control was the result of not 
only the modernization taking place in the banking system but the changes of 
economic policy. The latter intensified the liquidity pressure on the participants of 
the economy and hence increased their responsiveness to monetary impulses, thus 
making a significant contribution to this effect. This change of behaviour rendered it 
possible for the central bank to influence the liquidity of the economy increasingly 
by means of the interest rates, the exchange rates and operations of the open 
market. Another factor acting to this end included the refinancing credit quotas 
that directly influenced the money supply. These were pushed into the background 
and—by the end of the analysed period—the rude jerks defining the compulsory 
reserve rates had abated. Continued strengthening of the effectiveness of the fine 
regulation of monetary control has been made probable by the more favourable 
circumstances that had developed by the end of this period; the following may be 
considered as representing some of these:

— the economy has been monetized to a higher degree owing to the growing 
ratio of financial savings; furthermore, there has been a decrease in the involun
tary inter-company crediting that was beyond the reach of the monetary sphere’s 
operation.

In addition to the changes in a positive direction some adverse phenomena 
have also remained and these have slowed down, postponed, or distorted the effects of
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monetary regulation. The most important factors hampering the effects of monetary 
policy are the following:

— occupation of the monetary market by state finances for the sake of fi
nancing the considerable deficit;

— inconsistent goals and uncertainty of the economic policy; and
— great lack of trust in the processes of economic control and management 

on behalf of the participants of the economy.
The excessively large economic role of the state exerts unfavourable effects 

in varied ways. From the aspects of monetary policy and regulation, however, 
the most important negative point is the outward pressure exerted on money and 
capital markets and the influence of the state in its role as the owner of the big 
banks and the dominant proprietor of their most important clients. The former 
circumstance resulted in a situation in which the relations of the money markets 
and the capital markets were determined by the budgetary policy rather than by 
the system of monetary goals. The role of monetary regulation was, on the one 
hand, to finance the budgetary deficit and, on the other hand, to counterbalance 
its inflationary effects. Therefore, despite the formal autonomy of the monetary 
authority, no scope was needed for effective regulation to develop. The role the 
state played in the sphere of the big banks and the circles of their clients and 
as the dominant owner of the state-owned enterprises, distorted the conduct of 
the mediating system of monetary institutions. The survival of the proprietory 
interpenetration implemented through the state conserved the mutual dependence 
which is primarily responsible for the present distortion of capital allocation and 
the bad credit portfolio of the banks.

The uncertainty of economic policy in recent years has, on the one hand, 
been evident in the inconsistency of monetary goals and, on the other hand and 
connected with this, in the parallel application of regulatory elements that act 
against each other. The former originated from the indecision caused by the dilem
mas of “growth versus stability” and “external stability versus internal stability”. 
The really existing economic dilemmas caused greater than necessary uncertainty, 
owing to the power struggles among the different branches of government. This 
helped to increase the uncertainty in the external an internal processes of the econ
omy. The economic political intentions were often modified and thus difficult to 
calculate. From time to time this elicited hectic monetary regulations (e.g. the un
even rate of reserves) and contradictory measures (e.g. the measures for reducing 
interest rates and restricting liquidity) from the central bank. The indecisive natute 
of economic policy and the uncertainty of economic processes were strengthened by 
the problems associated with the resetting of monetary tools.

The lack of trust evident among the participants of the economy is rooted 
in the past and is the result partly of the uncertain and therefore uncountable 
nature of economic policy and control. The use of colourful rhetoric instead of 
effective measures or, sometimes, the explicit contradiction of those measures, (e.g.
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venture-friendly slogans versus tax rises) compounds the survival of speculative and 
elicit reactions. These retard the efficiency of regulation. Mistrust, however, has 
evinced itself not only against the leaders of the economy but towards the actual 
economic processes, too. (For instance, despite the period of declining inflation, 
the inflationary expectations did not diminish.)

The adverse processes mentioned above are very probably necessary concomi
tants of the transformation to a market economy. However, their lasting survival 
may counterbalance the positive effects of the market behaviour that is developing 
across a broadening sphere of those participating in the economy. As a result of 
this a monetary regulation that harmonizes and influences market impulses for the 
sake of macroeconomic equilibrium may easily miss the mark. For this reason it 
is necessary to nullify those artificial dependencies and market distorting relations 
which deflect the market signals in a direction which deviates from one that leads 
to objectives of macroeconomic equilibrium. An important condition of this should 
be the reduction of the direct economic role of the state by means of privatization 
of the banks and enterprises and a decrease of the budget deficit.
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FINANCIAL SOURCES OF ENTERPRISES IN 1992-93

ZS. MOSOLYGÓ

Hungarian economy is on a path of a dam pening downward spiral. There is still no solution  
to the financial crisis of the corporate sector. This has an adverse effect on the provision of firms 
with financial resources. The bad econom ic-financial situation of firms has spread to the financial 
sector too. Crediting by the banking sector decreased in real value substantially in 1992. Interest 
on loans is very high, interest margin has increased. This forced better performing firms to  turn 
directly to foreign credit markets. The market of securities was characterized by the hegemony of 
government bonds. There are few Hungarian firms ripe for introduction to the stock exchange. By  
issuing bonds firms get cheaper capital than by relying on bank loans. For ventures an additional 
source of financing is leasing, whereas in the service sector foundations are the source.

In 1993 it is expected that the general situation of the Hungarian economy 
will be characterized by a continuation of recent trends. The economy is experi
encing a negative spiral which appears unstoppable but is in fact decreasing in its 
dynamism. The unsettled financial situation, confused ownership of the corporate 
sector, and (as a partial consequence of these factors) insufficient foreign and do
mestic demand, contribute to the economic recession. No solution has been found 
for the financial crisis of the corporate sector, although the need for such a solu
tion is a decisive factor for obtaining external sources for companies. Bankruptcy 
procedures are not clear, few bankruptcy cases have been closed satisfactorily and

Table 1
Balance sheet of the central budget of 1993 (fragments)

Hungarian Forints (HUF) 1 million

REVENUES 1991
facts

1992
forecast

1992
probable

1993
forecast

Contributions of business organizations 
Corporation tax (without banks) 77,338 85,000 49,000 54,000
Special contributions 32,346 26,000 25,000 25,000
Customs and import duties 61,622 66,500 75,500 82,000
Contributions on state property 18,446 20,000 6,000 6,600
Gambling tax 472 6,500 4,300 5,500
Other contributions 10,143 11,800 11,800 15,600
Total 200,367 215,800 171,600 188,700

Source: The budget of the Hungarian Republic in 1993.
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arrangements often serve only the postponement of the problems. Liquidations and 
illusory arrangements outnumber the programmes providing genuine recovery, of 
which there are few. It is expected that the number of corporate bankruptcies and 
liquidations will remain high in 1993.

The dramatic worsening of the financial position of state-owned enterprises 
and private companies (hereinafter: companies) is shown by the significant slump in 
the nominal value (and, an even more significant indicator, slump in the real value) 
of the company contributions to the budget (see Table 1 ) and by the increasing 
number of bankruptcy procedures and liquidations.

Lending activity of banks and the granting of loans to enterprises

The bad economic and financial position of companies has not been an iso
lated problem; the effects hit the banking sector and the profits of banks were 
exhausted in 1992. In the present paradoxical situation it is getting harder and 
harder for companies to obtain sources of financing, while banks struggle with the 
problem of excess liquidity. Banks are very careful with lending procedures and 
apply strict qualification conditions to debtors and loans. Banks expect their cus
tomers to provide serious guarantees in the form of real property and movables, 
cash, government securities, joint and several surety, bank guarantee, etc. (As
sets with indirect marketability are accepted as guarantee only below their market 
value.) The number of creditworthy companies is falling because of the bankruptcy 
procedures. The customers that are facing serious problems cannot get loans, not 
even at high interest rates. This is because the majority of banks are trying to cope 
with their extensive bad debts instead of increasing the number of their customers.

During the period of the recession the nominal value of the lending activity 
of banks has slightly increased, but the real value has significantly decreased in 
1992. In September 1992 the number of short-term loans granted for the corporate 
sector increased by 9.8 percent and the number of loans with a term of more than 
one year increased by 11.4 percent (these figures being on the basis of the figures 
obtained a year before). As the total deposits of companies increased by 14.4 
percent during the same period, the companies were net depositors. The total of 
short-term deposits increased while the amount of deposits with a term of more 
than one year dramatically fell. The reason is that the uncertain financing situation 
raised the demand for liquid assets.

In 1992, in the wake of the decline of the inflation rate, interest rates began 
to fall, albeit with a slight delay. However, deposit rates were reduced to a greater 
extent than the interest rates received by the banks and so the margin increased (see 
Figure 1 ). In addition to this the entrepreneurs applying for loans were encumbered 
with the fact that the increase of producers’ prices was 10 percent lower than that
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of the customers’ price. The most recent credit and deposit conditions are shown 
in Tables 2 and 3.

Table 2
Loans for enterprises, offered by some banks from their own resources*

Banks
Checking 

account loan 
interest (%)

Short-term
loan

interest (%)

Loan interest 
longer than  

one year (%)

Single cost of 
handling (as 
a  % of loan)

Security 
(as % of 

loan)

Agrobank Rt. 28-31 26 -3 7 34-40 none around 150
Budapest Bank Rt. 27.2-29.32 27.3-32.35 individual 0 -2 125-180
Dunabank Rt. 35 29-33 39** 0.5-4.5 150
Kereskedelmi Bank 30-38 29-36.5 33.5-36 1.5-2.5 116-200
Magyar H itel Bank Rt. 29 28-38 none 1-2 150-200
OTP Rt. 26-31 26-31 28-33 2 around 150
Reálbank Rt. 28 28 28 0.5 150-200

* Non-official figures
**No handling/administrative costs
Source: HVG (World Economy Weekly), 9 January 1993

Fig. 1 Interest rates in the corporate sector (1990-1992)

High domestic loan rates have a dual effect on financing. Some enterprises 
still tackle the problem of expensive loans by trying to conduct business without 
loans. This way they “voluntarily” limit their own possibilities. But there is an
other option for successful companies. They might manage to obtain loans directly 
from foreign banks or companies at much lower interest rates. The number of for-

1 1 Acta Oeconomica ^5, 1993



378 ZS. MOSOLYGÓ: FINANCIAL SOURCES OF ENTERPRISES IN 1992-93

Table 3
Deposit rates of some banks in January 1993

Bank Sight
deposit

1
month

2
m onths

3
months

6
months

9
months

12
months

12<
months

BB Rt. 5 15.00 15.50 16.50 17.5 17.5 17.5
MHB 5 17.25 17.25 18.25 18.5 18.0 18.0
OKHB 5 15.00 16.00 17.00 18.0 18.0 18.0
OTP 5 17.00 18.00 19.0 20.0 21
MKB 5 15.00 16.00 16.00 17.0 17.0 17.0 17
Takarékbank 7 12.00 14.00 15.0

Bank Remark Changes

BB Rt. — valid from 20 January none
MHB -  valid from 31 January

-  fixed interest rate ceiling
-  an amount over HUF 10 m illion can be deposited  

for a  fixed period of six months for the usual interest 
rate +  1-2%

none

OKHB -  valid from 25 January
-  commission on the turnover of current account: 1.75%

none

OTP -  valid from 1 O ctober until cancellation none
MKB -  valid from 1 February

-  commission on turnover: 1.75%, m inim um  HUF 
5,000 per one quarter year

2% reduction

Takarékbank -  valid from 1 O ctober until cancellation
-  18% for deposits already fixed for one year
-  commision on the turnover of current account: 2%

none

S o u r c e :  Budapest Bank

eign exchange loans granted to Hungarian companies was estimated at USD 600 
million in 1992, despite the MNB’s (Hungarian National Bank) administrative re
strictions (i.e. requirement of individual permission, the interest rate should not 
exceed LIBOR+2 percent, and the term should usually be more than one year). 
Decreasing interest rates on loans do not necessarily increase lending activity be
cause lending out to companies who are in a critical position still remains risky. It 
does not make any difference to the bank whether the liabilities of a company are 
reduced or not if the company is insolvent.

The MNB has delegated the financing of short-term loans to commercial 
banki,. Today the MNB is involved only in financing long-term loans with the 
purpose of development, and it provides the commercial banks with refinancing 
sources. These sources are provided in three forms and commercial banks lend 
them out in the framework of preferential banking products.
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1. Lending out of funds received from international banking institutions

This category includes, for example, World Bank loans, which are usually 
linked with specific programmes (see Table 4). The central bank specifies a basic 
interest rate and transfers these funds to the banks. They add their independently 
specified margin (usually 4-5 percent) and provide the companies with loans. In 
1993 World Bank loans are expected to be granted in the following fields: social se
curity, health service, modernization of the taxation system, and the energy sector. 
The beneficiaries of World Bank loans may apply for additional sources up to the 
amount of 20 percent of the World Bank programmes and associated programmes 
provide the possibility for the involvement of small and medium-sized companies.

2. Transfer of sources obtained on the basis of the agreement made by and between 
the MNB and various foreign banks

This category involves loans for the specific purpose of purchasing imports 
(e.g. Swedish, Norwegian, Australian, Canadian) as well as loans which are for non
specific purposes, such as the now expired South German loans, the so-called Start 
loan and also the Japanese loan agreement, which is in progress. In accordance with 
the agreement made by the MNB and the Japanese EXIM Bank in December 1992, 
Hungarian small and medium-sized companies, individuals and joint ventures are 
eligible for loans up to the amount of HUF 8 billion (JPY 13 billion) for the purpose 
of development and modernization. The preparation of the specific agreements with 
the commercial banks that will provide such loans are in progress. Because of the 
expiry of the Start loans, there is an increasing demand for this loans for specific 
purposes, as the conditions are just as favourable (75 percent of the basic interest 
rate of the central bank + 2 percent margin) and the sphere of potential takers is 
even wider.

However, preferential loans of the recent period have not appropriately served 
those productive investments which have a relatively slow rate of return. During 
the one and a half years of the operation of Start loans the most popular fields of 
application were shops, restaurants, boarding houses, bars and also services in the 
field of education and the health service. The amount of the Start loans totalled 
HUF 10.5 billion.

3. Preferential loans with the purpose of accelerating the process of privatization

The so-called E-loan provides the possibility of purchasing state property 
using preferential loans, with the simultaneous requirement that a certain speci
fied sum is deposited as a proportion of the amount of loan. The total amount of the

1 1 Acta Oeconomica \5 , 1993



Acta O
econom

ica 45, 1993

Table 4
Summary of the programmes financed by the World Bank; 30 November 1992

1 million World Bank dollars (WBD) and US dollars (USD)

No. Credit Name of the D ate Loan code Amount Tied* Un- Called sum Call- Repayed Amount Paid
taker programme of loan tied* able of debt interest

WBD USD W BD W BD W BD USD W BD WBD USD WBD USD USD

1. MNB Com
progr amme 1983 2316-H U /A 130.4 197.1 130.4 0.0 130.4 199.6 0.0 65.2 96.5 65.2 103.1 91.1

В 38.8 46.2 38.8 0.0 38.8 46.2 0.0 36.6 41.7 2.2 4.5 34.6
2. H.STATE I. Energy

rationalization 1983 2317-H U /A 109.0 136.2 109.0 0.0 109.0 137.9 0.0 54.5 67.9 54.5 70.0 45.6
3. MNB Export

development 1984 2397-H U /A 110.0 138.3 110.0 0.0 110.0 140.1 0.0 50.4 62.3 59.6 77.8 51.1
В 24.0 24.0 24.0 0.0 24.0 24.0 0.0 0.0 0.0 24.0 24.0 17.7

4. OKGT Hydrocarbon
programme 1984 2398-H U /A 90.0 111.5 90.0 0.0 90.0 113.1 0.0 41.3 50.1 48.7 63.0 40.9

В 24.3 24.3 24.3 0.0 24.3 24.3 0.0 0.0 0.0 24.3 24.3 20.6
5. MNB Integrated

stock-breeding 1985 2510-H U /A 80.0 85.2 80.0 0.0 80.0 86.6 0.0 26.7 50.1 53.3 58.5 16.4
6. MNB Fine chemistry 

programme 1985 2511-H U /A 73.0 80.4 73.0 0.0 73.0 81.8 0.0 24.3 26.2 48.7 55.6 24.3
В 26.0 26.0 26.0 0.0 26.0 26.0 0.0 0.0 0.0 26.0 26.0 19.6

7. H.STATE I. Transporta-
tion programme 1985 2557-H U /A 75.0 85.0 75.0 0.0 75.0 86.5 0.0 25.0 27.9 50.0 58.6 26.3

В 24.0 24.0 24.0 0.0 24.0 24.0 0.0 0.0 0.0 24.0 24.0 16.0
8. H.STATE Powerstation

reconstruction 1986 2697-H U/A 64.0 66.7 64.0 0.0 41.5 44.2 22.5 16.0 17.0 25.5 27.2 3.0
9. MNB I. Industrial 

restructuring 1986 2700-H U /A 100.0 108.9 91.7 8.3 89.1 97.3 10.9 25.0 26.9 64.1 70.4 23.2
10. MNB II. Energy 

ratiqpalizat. 1986 2709-H U /A 25.0 26.3 21.9 3.1 21.4 22.7 3.6 6.2 6.6 15.2 16.1 5.3
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T a b le  4  (continued)
Summary of the programmes financed by the World Bank; 30 November 1992

1 million World Bank dollars (WBD) and US dollars (USD)

No. Credit Name of the Date Loan code Amount Tied* Un- Called sum Call- Repayed Amount Paid
taker programme of loan tied* able of debt interest

WBD USD W BD W BD WBD USD W BD W BD USD W BD USD USD

l i . MNB Plant
cultivation 1986 2738-H U /A 100.0 107.1 100.0 0.0 100.0 107.1 0.0 25.0 26.4 75.0 80.7 27.4

12. MNB II. Industr. 
restructuring 1987 2834-H U /A 150.0 151.3 98.2 51.8 111.0 112.3 39.0 25.0 25.3 86.0 87.0 26.7

13. H.STATE Telecommu
nication 1987 2847-H U /A 70.0 72.4 70.0 0.0 55.4 67.7 4.6 11.7 12.2 53.7 55.5 11.4

14. MNB Agroindustrial
m odem . 1988 2936-H U /A 70.0 71.2 45.6 24.4 44.4 45.6 25.6 0.0 0.0 44.4 45.6 5.5

15. H.STATE Sectoral
restructuring 1988 2965-H U /A 200.0 216.1 200.0 0.0 200.0 216.1 0.0 0.0 0.0 200.0 216.1 59.5

16. MNB Technology
development 1988 2966-H U /A 50.0 50.9 43.5 6.5 32.3 33.2 17.7 0.0 0.0 32.3 33.2 4.7

17. MNB III. Industr. 
restructuring 1989 3020-H U /A 140.0 141.8 49.9 90.1 39.4 41.1 100.6 0.0 0.0 39.4 41.1 5.5

18. H.STATE II. Transporta
tion progr. 1989 3032-H U /A 95.0 96.0 95.0 0.0 47.6 48.6 47.4 0.0 0.0 47.6 48.6 3.9

19. MNB Energy dev. 
(III. Energy) 1989 3055-H U /A 10.0 10.3 1.6 3.4 3.2 3.5 6.8 0.6 0.0 3.2 3.5 0.5

20. OKGT Energy d ev ./
OKGT 1989 3056-H U /A 100.0 101.0 100.0 0.0 35.1 36.1 64.9 0.0 0.0 35.1 36.1 2.2

21. MNB Moderniz. of 
finánc, sys. 1990 3191-H U /A 66.0 66.3 58.9 7.1 29.3 30.2 36.1 0.0 0.0 29.9 30.2 1.4

22. MNB Global
restructuring 1990 3228-H U /A 200.0 199.3 200.0 0.0 200.0 199.3 0.0 0.0 0.0 200.0 199.3 23.4
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T a b l e  4  (continued)
Summary of the programmes financed by the World Bank; 30 November 1992

1 million World Bank dollars (WBD) and US dollars (USD)

No. Credit 
taker

Name of the 
programme

Date Loan code Amount 
of loan

W BD USD

Tied*

WBD

Un
tied*

W BD

Called sum  Call
able

W BD USD WBD

Repayed 

WBD USD

Amount 
of debt

W BD USD

Paid
interest

USD

23.MNB Integrated 
agric. export 1990 3229-H U /A 100.0 100.9 100.0 0.0 78.4 79.3 21.6 0.0 0.0 78.4 79.3 4.2

24 .MATÁV II. Telecommu
nication 1990 3264-H U /A 150.0 149.5 150.0 0.0 13.2 12.7 136.8 0.0 0.0 13.2 12.7 1.4

25 .H.STATE Human
resources dev. 1991 3313-H U /A 150.0 150.7 150.0 0.0 13.2 13.8 136.8 0.0 0.0 13.2 13.8 8.8

26 .MNB II. Restruc
turing 1991 3347-H U /A 250.0 258.0 250.0 0.0 175.0 183.0 75.0 0.0 0.0 175.0 183.0 11.4

27 .MNB Company 
reform loan 1992 3459-H U /A 200.0 198.5 200.0 0.0 100.2 98.7 99.8 0.0 0.0 100.2 58.7 0.0

28. MNB Market
development p. 1992 3509-H U /A 100.0 100.0 0.0 100.0 0.0 0.0 100.0 0.0 0.0 0.0 0.0 0.0

Total A 3057.4 3276.9 2757.7 299.7 2107.7 2336.1 949.7 396.3 473.4 1711.4 1864.7 528.3

Sum total
В 137.1 144.5 

3194.5 3421.4
137.1

2894.8
0.0 137.1 144.5 

299.7 2244.8 2482.6
0.0

949.7
36.6 41.7 

432.9 515.1
100.5 102.8 

1811.9 1967.5
108.5
636.8

*T ied/U ntied by domestic contracts 

Source: MNB
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loans granted in the framework of this possibility stood at HUF 6 billion in the 
autumn of 1992 (HUF 1 billion in 1991 and HUF 5 billion in 1992). This amount 
constitutes 10 percent of the privatization revenues. The conditions of the loan 
have become more favourable since 1 January 1993. The interest rate charged by 
the central bank was reduced to 3 percent and the margin charged by the broker 
banks was limited to 4 percent (however some offers included a 2 percent margin). 
The length of the repayment period was extended to 15 years and that of the grace 
period to three years. It is expected that the demand for the E-loan will increase 
as a result of the introduction of the new conditions. By October 1992 only 2,500 
took the opportunity of taking up an E-loan. About 90 percent of the total amount 
of this type of loan was allotted to the purchase of shops, or the right of tenancy to 
a shop; the shops were offered in the framework of the pre-privatization programme 
(privatization of catering and retail outlets). The average amount of a single loan 
has been around HUF 2 million so far. Consequently this loan has mostly promoted 
the privatization of smaller enterprises. With regard to the E-loan, no credit limit 
was specified because the E-loan involves the conversion of state debt into private 
debt.

Credit activity may be intensified as a res. it of the formation of some new 
institutions (a loan guarantee corporation, investment companies, venture capital 
societies, and the introduction of a mortgage system).

The role of the security market in funding companies

Source: B u d a p est S tock  E xchange

Fig. 2  B reakdow n of turnover o f  th e  B u d a p est S tock  E xchange (1992)
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Table 5
The turnover of the Budapest Stock Exchange (21 June 1990-31 December 1992)

384 ZS. MOSOLYGÓ: FINANCIAL SOURCES OF ENTERPRISES IN 1992-93

1990
21.06-31.12  

HUF %

1991

H UF %

1992

HUF %

T otal

HUF %

Turnover 6.12 100.0 13.0 100.0 33.67 100.0 52.79 100.00
(HUF 1 billion, double) 
including:

shares 6.12 100.0 12.7 97.69 6.01 17.85 24.83 47.04
bonds - 0 .3  2.31 12.36 36.71 12.66 23.98
treasury bills - - 15.06 44.73 15.06 28.53
investm ent coupons - - 0.03 0.09 0.03 0.06
com pensation coupons - - 0.21 0.62 0.21 0.40

Number o f transactions 4,962 14,509 8,565 28,036

Number o f average daily
transactions 27 58 34 41

Average daily turnover
(H UF 1 million) 33.81 51.59 133.61 77.07

Turnover per transaction
(H UF 1 million) 1.23 0.90 3.93 1.88

Source: B udapest Stock Exchange

The operation of the security market has been significantly affected by the 
economic recession, the high inflation rates, the high amount of the budget deficit 
and the growing uncertainty of the economic and political situation in the Eastern 
European region. The collapse of the Eastern European market has shaken the 
position of many profitable companies. This has hindered their flotation, and the 
performance of the firms listed at the Stock Exchange has fallen behind expecta
tions. The supply of securities has not been significantly increased by privatization 
and the intensity of Stock Market activity has risen much slower than anticipated. 
Further development has been hindered by the low number of securities listed at 
the Stock Exchange (see Tables 5-6) and by the low liquidity rate of the securities.

Buying securities is not the most attractive form of investment in a period 
when interest rates are high. The demand for government securities is usually higher 
than the demand for the securities of companies, which involve a greater degree of 
uncertainty. In 1990 and in 1991 shares were by far the most popular securities, 
but in 1992 the security market was characterized by the dominance of government 
securities. By the end of 1992 the proportion of traded shares fell below 20 percent
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and this percentage might further decrease in favour of government securities (see 
Figure 2).

The issue of company shares is hindered primarily by the fact that only a 
few companies meet the requirements of the entry process at the Budapest Stock 
Exchange. In 1992 the shares of only four new companies were listed (see Table 7). 
It is expected that in 1993, in the framework of the privatization process, the rate 
of the issue of shares will exceed the figures of last year. The shares of specified 
firms can be purchased in exchange for compensation coupons. It is anticipated 
that firms involved in commerce, brewing, the hotel industry, the banking sector

Table 6
Turnover of the Budapest Stock Exchange in 1992 

(HUF 1 million, double)

Im m ediate
transactions

Optional 
& futures Total

Listed securities
Danubius 0.16 0.00 0.16
Dunaholding 711.17 13.89 725.06
Fotex 2512.92 307.41 2820.33
Ibusz 833.60 38.61 872.21
Konzum 186.52 8.45 194.97
Pick 84.46 0.74 85.20
Styl 349.05 6.44 355.49
Sztráda-Skála 23.09 3.09 26.18
Zalakerámia 22.13 4.32 26.45
CA investment company 29.76 2.03 31.79
Total: 4752.86 384.98 5137.84

Traded securities
Agrimpex 14.95 3.06 18.01
Bonbon Hemingway 14.24 0.46 14.70
Budaflax 21.89 2.80 24.69
Martfű 35.77 5.99 41.76
Főnix 2.35 0.50 2.85
Gar agent 49.62 2.34 51.96
Hungagent 22.83 39.41 62.24
Kontrax irodatechnika 52.96 4.90 57.86
Kontrax telekom 31.01 2.76 33.77
MÜSZI 8.04 0.11 8.15
Nitroll 4.70 2.60 7.30
Novotrade 35.72 0.12 35.84
Skála-Coop 302.37 228.62 528.99
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Table 6 (continued)
Turnover of the Budapest Stock Exchange in 1992 

(HUF 1 million, double)
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Im m ediate Optional 
transactions & futures Total

Traded securities (continued)  
Terraholding
Government bond 1991/1. 
Government bond 1995/A  
Government bond 1995 /B  
Government bond 1994 /B  
Postabank I. bond 
180-days Discount T -bill V. 
180-days Discount T -bill VI. 
180-days Discount T -bill VII. 
180-days Discount T -bill VIII. 
180-days Discount T -bill IX. 
180-days Discount T -bill X. 
180-days Discount T -bill XI. 
180-days Discount T -bill XII. 
180-days Discount T -bill XVI. 
360-days Discount T -bill I. 
360-days Discount T -bill II. 
360-days Discount T -bill III. 
T otal (traded securities) 
Com pensation coupon  
Sum  total:

0.26 0.0 0.26
10,775.36 895.09 11,670.45

644.67 10.26 654.93
24.17 0.0 24.17

3.62 0.0 3.62
0.78 0.0 0.78

1,127.47 0.0 1,127.47
1,271.54 98.88 1,370.40
1,788.72 92.87 1,881.59

983.15 0.0 983.15
2,930.65 0.0 2,930.65

609.58 0.0 609.58
1,525.54 0.0 1,525.54

53.99 0.0 53.99
269.10 0.0 269.10

2,258.12 156.85 2,414.97
703.21 0.0 703.21

1,198.82 0.0 1,198.82
26,765.20 1,545.60 28,310.80

213.16 0.0 213.16
31,731.22 1,930.58 33,661.80

Source: Budapest Stock Exchange

and public utility services will have the greatest involvement in the privatization 
process in 1993. The success of flotation depends also on the appropriate selec
tion of the various kinds of securities (preference shares, interest bearing shares, a 
combination of these, convertible bonds, and bonds providing the possibility of pre
emption right). Also, the favourable facilities of payment will be decisive factors. 
Such facilities proved to be crucial, for example, in the case of Danubius shares in 
1992. Those who subscribed for Danubius shares had to pay only 10 percent of 
the value of the shares in cash, and were granted a six month interest-free loan for 
40 percent of the value of the shares and were eligible to receive an E-loan with 
the remaining 50 percent of the value. An additional advantage was that each pair 
of shares kept for at least one year entitled the holder of the share to obtain one 
additional share free.
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Table 7
Securities entered in the Budapest Stock Exchange in 1992

Amount 
(H UF 1 million)

D ate of entry

Shares:
Főnix 165 13 January 1992
Skála-Coop T l 117.3 15 O ctober 1992
Pick Rt 2,269.9 21 Decem ber 1992
Danubius Rt 8,000 23 Decem ber 1992

Discount T-bills:
180 days m aturity V.* . 20,000 18 M ay 1992
180 days m aturity VI.* 1,055 9 June 1992
180 days m aturity VII.* 2,000 23 July 1992
180 days maturity VIII. 1,960 25 August 1992
180 days m aturity IX. 2,000 8 Septem ber 1992
180 days maturity X. 5,000 9 O ctober 1992
180 days maturity XI. 10,000 10 November 1992
180 days maturity XII. 10,000 10 Decem ber 1992
180 days maturity XVI. 5,378 31 Decem ber 1992
360 days m aturity I. 5,000 23 July 1992
360 days maturity II. 5,000 9 O ctober 1992
360 days maturity III. 15,000 31 Decem ber 1992

Investment coupons:
CA investment company 1,740.5 29 M ay 1992

Bonds:
Government bond 1995/A 15,000 22 O ctober 1992
Government bond 1995/B 20,000 19 November 1992
Government bond 1994/В 30,000 31 Decem ber 1992

Compensation coupons:
A, В series 20,000 1 Decem ber 1992

’ Cancelled from the List of Securities 
Source: Budapest Stock Exchange

The supply of securities is expected to increase because privatized companies 
and companies on the Stock Exchange have a great demand for capital and the 
interest rate on loans is still too high, despite the recent reduction.

There are signs that the bond market is recovering. Certain banks (e.g. 
OKHB) and some major companies (e.g. MATAV) are trying to raise funds by 
issuing bonds. Some recent issues of bonds by private companies show the in
tensifying efforts of companies (e.g. Antenna Hungária Rt., Nemzeti Lósport Kft.,
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Argenta Kft.; see NAPI, an economic daily, 22 January 1993) to enter the bond 
market. With declining interest rates, this method of obtaining sources may become 
more and more competitive.

Table 8
Investment companies (1992)

T ype CA
Closed-end

H unnia
Closed-end

Buda Alap  
Open-end

Budapest
Closed-end

Prémium
Closed-end

Capital
(H UF 1 b) 1.7405 m in. 0 .3 min. 0.5 min. 0.5 min. 0.5
M aturity
(years) 5 3 - 3 3
Nom inal value
(HUF) 10,000 10,000 10,000

(+  com bined  
denom inations 
of 10 and 100 

pieces)

10,000+
100,000+
1,000,000

10,000

Issue price
(HUF) 10,000 discount, 

9 -1 3  O ct. 
9,940

10,000 discount, 
9-13 O ct. 

9,970

10,000

First payment 31 Jan. 1 Febr. None A: Febr. October
1993 1993 Reinvestment 1994,

A A and B: 
Reinvested

1993

Subscription: — 8 J u n e-  
16 Dec.

17 A u g u st-  
17 Nov.

26 O ctober- 
11 Dec.

9 N o v -  
4 Dec.

Source: V ilággazdaság, 10 November 1992.

The significance of role of investment companies (see Table 8) is anticipated 
to keep on increasing in 1993. The total value of funds involved amounted to HUF 
5 billion at the beginning of 1993. These companies increase the supply of securities 
on the one hand, and act as investors in the security market on the other. Most of 
them invest their funds in government securities but some of them choose company 
securities with low and high yield.

One of the decisive factors of the domestic capital market is that only certain 
sections of the market, and not investments in general, are encouraged. For ex
ample, certain investments—i.e. investment coupons and shares of primary issue— 
benefit from tax relief, in addition to the usual yield and appreciation. The pur
chasers of such securities may subtract the subscription value, and up to 30 percent 
of their income from the basis of their taxes in the year of the purchase; this is on 
condition that they keep the securities for three years. Closed-end funds are gener
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ally formed at the end of the year because the possibility of tax relief is of primary 
importance for the investors, and at the beginning of the year they do not know the 
amount of their income. However, the three-year limit is a significant setback. The 
securities of closed-end funds are going to be introduced on the Stock Exchange on 
the basis of the relevant law—but, because of the restriction regarding tax relief, 
their negotiability will be affected only by foreign investors.

Other techniques of obtaining funds

One of the problems of the privatization process in Hungary is that potential 
investors lack capital. The application of various funding methods, including the 
Employee Share Ownership Programme, the Management Buyout and the recently 
framed scheme of Privatization Leasing, might help to solve this problem. The 
Employee Share Ownership Programme and the Management Buyout provide thé 
possibility of receiving preferential loans (as was pointed out above) and Privatiza
tion Leasing extends the application of leasing to the privatization process. These 
factors (and the controversial issue of the letter of credit) are the major elements 
promoting the formation of a network of domestic proprietors.

Leasing is a potential complementary form of funding. Although it is rela
tively new in Hungary, it is widespread. Leasing is not only a funding technique, 
it is a complex method of funding and obtaining possessions. The popularity of 
leasing is due to the fact that it provides extra services and tax relief: a part of 
the amount, or the full amount, of the calculated leasing fee is considered as a 
tax-deductible expense and it does not have to be paid from the taxable income. 
In 1991 the full amount of the leasing fee was tax-deductible, even if the term of 
the lease was less than one year. Consequently, the purchase of machinery and 
equipment in the framework of leasing was funded by the central budget to a sig
nificant extent, and the beneficiaries actually paid only 60 percent of the leasing 
fee. In 1992 the conditions were modified. In accordance with the new regulations 
the leasing fee calculated on the basis of lease contracts with a term of one year or 
less are not considered as tax-deductible expenses. The new regulations encourage 
the execution of contracts with a term of three years by stipulating that only 36 
percent of the leasing fee (excluding ÁFA, i.e. general turnover tax) of tangible 
fixed assets, machinery, equipment and motor vehicles is tax deductible each year. 
The Act on Business Organizations regulates the leasing of property. Such lease 
contracts have a term of at least 8-10 years and the leaseholder is entitled to deduct 
13 percent of the leasing fee (excluding ÁFA) from the tax base each year. In the 
case of import leasing 20 percent of the leasing fee for the year is added to the tax 
base. Import leasing is eligible for less tax relief because foreign interest rates, and 
consequently the leasing fees, are lower. At present there is no significant difference
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between the cost of leasing and buying on credit (however, the costs are subject 
to the prevailing tax relief and credit conditions). Nevertheless, the method of 
leasing has a special advantage. Only a few companies, and no individuals at all, 
can get long-term loans from the banks. For most of those involved in business, it 
is only the leasing that provides long-term loans (this is regardless of the fact that 
profitable companies have direct access to foreign loans).

No accurate figures are available regarding the prevalence of leasing. The 
Central Statistical Office have figures only for the year 1991 and only for the firms 
employing more than 50 workers. Experts say that at present about 10 percent 
of investments in Hungary are funded by leasing. (The relevant figure in Western 
Europe is 12-20 percent.) The estimated value of assets purchased by leasing in 
1992 is HUF 25 billion.

In the case of privatization, the leasing fee is submitted to the lower interest 
rate of an E-loan. In the framework of this scheme privatization of property is 
promoted by the provision of both funds and security. The purpose of the scheme 
is to improve companies so that repayment of the loan can be ensured. The transfer 
of ownership is completed only after the repayment of the leasing fee. In Novem
ber 1992 the State Property Agency selected eight companies to be sold in the 
framework of this scheme. The first contracts are to be signed in the near future.

Another complementary method for funding enterprises, particularly those 
involved in social services, is the raising of money by foundations. At the end of 
1992 about 8,000 foundations were in operation with an estimated capital value of 
HUF 40 billion. About 40 percent of the income of foundations was in the form of 
gifts, 30 percent was granted by the central budget and 30 percent came from their 
business activity. Surveys made in 1992 say that 40 percent of the foundations are 
involved in cultural activities, 25 percent are involved in social affairs and health 
service and a significant percentage of the foundations are involved in environmental 
activity. It is obviously a possible method of funding the non-profit sector that is 
in the making. In 1991 several pseudo-foundations were formed for the purpose of 
avoiding taxation. From 1992 tax relief shall not be applied unless the tax authority 
declares that the foundation is of public interest.

390 ZS. MOSOLYGÓ: FINANCIAL SOURCES OF ENTERPRISES IN 1992-93
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HUNGARY’S GROWTH PATH 
(TRANSFORMATION OR TRANSFIGURATION OF THE

GROWTH PATH)

I. BEREND

T he starting points o f this study are underpinned by two assumptions:
----  The growth rate characteristic of the growth path is a  given condition in the long run

and in global terms and, although it is not the m ost decisive determ inant of the path , it is still 
one of its important characteristics.1

----  Every economic growth path is characterized by some kind of margined capital inten
sity, as expressed by the ICOR.

In the framework of this study, a com plete description of the earlier emd present growth 
path of the Hungarian economy cannot be undertaken— therefore, only a few elements o f this path  
will be investigated.

A path that has come to an end

Let us make a detour within the detour! Before examining the recent past of 
Hungary, let us throw a backward glance at the growth paths of the earlier past.

In the period between 1848 and 1914, following the industrialization process 
of the modern world, significant railway construction was carried out in Hungary 
and, related partly to this, and partly to the development of agriculture, the in
dustrialization process also took place. In the era of the Austro-Hungarian dual 
monarchy, the annual average growth rate of industry was between 3.0-4.0 percent; 
that of agriculture was about two percent. Both figures were considered to be sig
nificant in that period. In the second stage of that growth path from the turn of 
the century up to World War I—the annual growth rate of the Hungarian national 
income was 3.2 percent; according to another computation it was 2.4 percent.

The other major growth path is the interwar period, namely the twenties and 
thirties. In those years the average annual growth rate of the national income was
1.5 percent, while that of the per capita income was lower, at 0.8 percent. This 
was because of the faster growth of the population.

In the case of each growth path, the turning points of the start, completion 
and passing onto a new growth path showed a significant similarity with the others. 
The milestones were each time historical turning points and national catastrophies:

1 In my concept, the growth path is a form of movement of the econom y which assert s itself in 
the longer run. It may be grasped more or less w ith the aid of quantitative parameters and also 
possesses certain characteristic economic strategical properties.
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thus the main role was played by force.2 If, however, the growth path is determined 
by external force, we cannot tell what we would be capable of doing under our own 
steam, following the order of reason. Historical experience has shown that it is 
more expedient to yield to economic necessity than to the force of catastrophies. 
This lesson is valid even today, when analysing the tasks that have to be carried 
out in order to emerge from the present difficulties is necessary. Economic necessity 
is also coercion, but that of reason, not force.

The twenty-five or thirty years since the end of Word War II in 1945 up 
until the mid-seventies, constitute the third growth path in the economic history of 
Hungary over the last hundred years. I think that the statements of Ferenc Jánossy 
(1975) about this period are valid. According to him the years between 1945- 
1950 were ones of reconstruction and the growth path between 1950-1975—showing 
a high rate of growth—possessed similar properties. In those years an annual 
average growth rate around 5 percent proved to be a lasting feature. This was the 
highest growth rate ever recorded in Hungarian economic history. It was a very 
important historical phenomenon that, in a relatively short time, a fundamental 
macrostructural change took place: industrialization of the country (let us add: at 
a forced fast rate and not in conformity with Hungarian conditions), decline in the 
weight if agriculture (which was forcibly collectivized and, partly as a consequence, 
released labour) and the allocation of resources to infrastructure. The growth path 
was characterized over the three decades not only by a high growth rate, but also 
by continually rising average growth rates—that is, by acceleration. However, this 
was rather a property of the end of the path, not that of its beginning.

Characteristics of the Hungarian growth path 1950-1975

The first element of the path is the long term development of the rate of 
growth. Between 1950-1975 (at 1981 constant prices) the net domestic product 
increased in Hungary at an annual average rate of 5.4 percent. If, within this 
period, we examine the decades separately, we only find values which are at most 
0.4 percentage points higher or 0.5 percentage points lower than the average for 
the 25 years. These are very small differences. Thus the width of the band of the 
growth rate can be well delimited.

The rate of growth in itself provides no information about the quality of the 
economy; but a significant and accelerating high rate or a lasting negative rate 
indicated a certain danger.

In the period examined the net domestic product declined relative to the 
preceding year in only three out of every four cases. In the first twelve years of

2 World War I, dissolution of the Austro-Hungarian Monarchy, the Trianon Peace Treaty, Hun
gary’s participation in World War II on the defeated side, w ith all its consequences.

Acta  O tconomica 45, 1993



I. BEREND: HUNGARY’S G ROW TH PATH 3 9 3

the period, the 5 percent growth rate was the average of extreme changes (+23.02 
percent from 1956 to 1957 and —9.07 percent from 1955 to 1956.) Later, the 
great fluctuations subsided and the significant 5 percent growth rate remained 
characteristic throughout. However, the “smooth” growth path is far from being 
really smooth, even if the growth rates of individual branches of the economy 
are considered. For example, the change in the industrial growth rate was +4.8 
percent from 1978 to 1979, while it was —2.8 percent from 1979 to 1980. The 
rate of accumulation also fluctuated: while it was an average 15 percent between 
1974-1978, it was half as much, 8 percent, in the preceding years.

Experts were already warning the central management in the late sixties that 
the acceleration could no longer be maintained in the seventies. In the early years 
of the next decade the country found itself in a critical situation, without any ex
ternal pressure. This was to no small extent because central economic management 
neglected these signals; that is, it did not acknowledge that the growth path being 
followed had ended. In addition, the world economic crisis that erupted in 1973-74 
also made a halt unavoidable; yet economic policy makers did still not draw the nec
essary conclusions. In spite of the world-wide crisis, the growth of the net national 
product was higher between 1974-1978 than it had been between 1968 and 1974. 
Expressed in another way, Hungary departed from the growth path followed until 
then, but not in the desirable direction. Surprisingly, the acceleration continued.3

Following the break of 1979, the growth rate fell by between one third and one 
quarter. The annual average growth rate between 1979-1986 remained noticeably 
below the earlier limits.

These figures indicate the derailment of the path, and the departure from the 
“band”. Economic policy tried to bring about equilibrium radically, by means of a 
one-sided approach. Since it wanted to preserve living standards at any price, that 
is why investments were reduced greatly and in an unstructured manner. Efficiency 
requirements were neglected.

Marginal capital intensity

Another element of the growth path is the change in capital intensity. The 
movement of the average capital intensity (ACOR) is indicated in the short run by 
the changes in the marginal, incremental capital intensity (ICOR). The change in 
capital intensity is a highly characteristic element of the growth path.

In the period between 1950-1975 the two conditions of the high dynamics 
of the growth path were: a significantly high rate of accumulation and a globally 
diminishing capital intensity. The declining tendency did not indicate improved

3 M ária Angusztinovics  showed and published this point many years ago (1981a; 1981b).

1 2 Acta  Oeconomica 5̂, 1993



394 I. BEREND: HUNGARY’S GROWTH PATH

efficiency but the fact that the infrastructural branches (both productive and non
productive) had been diminishing significantly.4 This was the case even though the 
capital intensity of the material producing branches in the closer sense (industry, 
construction, agriculture and forestry) had been growing every year throughout 25 
years.

In this sense, the phenomenon may be considered as a source of the primitive 
accumulation of industrialization. (By industrialization I mean not only the devel
opment of industrial branches, but also the introduction of industrial techniques 
and technologies into other branches. This was equally significant in industry, agri
culture and construction, the most intensive process being the industrialization of 
agricultural technology.)

By the middle and the end of the seventies average capital intensity had 
diminished less on the macrolevel and the path wits abandoned from the beginning 
of 1975. Both the average and the marginal capital intensities started to rise in the 
economy as a whole. It should be noted that a significant reduction of the rate of 
accumulation was only decided in 1978. Thus the marginal capital intensity still 
increased in the mid-seventies alongside a high rate of accumulation. As a matter of 
fact, a more precise interpretation of the capital efficiency of the material branches, 
particularly of industry, shows that the deterioration was at an accelerating rate.

While the capital intensity of industry increased between 1950 and 1970 by 
an annual average of 0.5 percent, in the seventies this was 2.3 percent and between 
1979-1985 it had already reached 3.3 percent per annum. In the infrastructural 
branches capital intensity diminished in the fifties and seventies altogether by 4.5 
percent; for the seventies alone this figure was a mere one percent. However, in the 
first half of the eighties it already reached an annual increase of 2.6 percent.

The change in capital intensity also indicated the derailment, and the timely 
abandonment of the limits of the “band” of the path.

The structure

The next element of the path, economic structure, is a problem with extreme 
ramifications. In this article, of course, I cannot examine its every aspect; thus I 
shall confine myself to a few statements, first of all regarding movements of the 
capital structure.

4This involved the decapitalization of the infrastructure. It does not mean the drawing away 
of capital, but under-development, and the reduction of investment. T he ratio of infrastructural 
capital w ithin the total capital stock was still above 81 percent at the beginning of the period, 
but it fell to  61 percent by its end. The direction find extent of th is process are clear, in  sp ite  of 
several statistica l lim itations which prevent the presentation of a clear picture. For exam ple, the 
valuation o f hom es, land, mineral resources, the capital elements o f household plots and, in  recent 
years, o f  the entrepreneurial workteams is rather uncertain.
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The age of significant and stormy changes in macrostructure had come to an 
end by the mid-seventies. The sources of fast growth that had raised productivity 
(e.g. the flow of labour from agriculture into industry) had become exhausted. The 
weight of industry in the net domestic product increased between 1950 and 1970 
from 20 to 36 percent, but the growth was uneven: after 1965 the ratio of industry 
only increased by one percentage point, while that of construction rose from 5.6 
percent to a figure above 8 percent (declining, however, again after the end of the 
seventies). It was agriculture that underwent the biggest macrostructural change: 
its ratio fell from 50 to 20 percent by 1975. (For about ten years now, the share of 
agriculture has again been rising, if only moderately.)5

From the structural point of view, one of the most important characteristic 
features of the growth path has been the deviating and uneven structure of fixed 
capital and investment over past decades.

Thus, the disadvantage of the infrastructural branches has to a certain extent 
been moderated: the earlier lag of 24-28 percentage points fell first to 19 and then 
to 8 percentage points. All this is well illustrated by Table 1.

Table 1
Structure of fixed assets and investments between 1951-1985, percent

Share of Difference
Fixed assets Investments between the

Periods Material Infra- Material Infra- investm ent and
branches struc- branches struc- fixed asset
in the tural in the tural shares o f  the
narrower branches narrower branches material bran-
sense sense ches in the

narrower sense

1951-60 18.7 81.3 56.1 43.9 + 37 .4
1961-70 26.6 73.4 54.1 45.9 + 2 7 .5
1971-75 34.7 65.3 49.6 50.4 +  14.9
1976-80 38.3 61.2 50.8 49.2 +  12.5
1981-85 38.5 62.5 46.1 53.8 + 7 .6

Source-. Com putations of the former National Planning Office

5 At 1981 prices, the per capita net dom estic product increased fastest in industry, followed by  
agriculture. The current net domestic product o f the infrastructural branches is very high relative 
to 1950. However, this is not an achievement, for behind the figures we could find queuing at 
the counters o f the foodshops, people left behind jostling at the stations of m ass transportation, 
physicians not arriving on tim e, school classes with almost 40 students—in short, the growth was 
attained by the extrem e exploitation of the infrastructure.
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This tendency continued in the early eighties. The preponderance of indus
trial investments fell to 6 percentage points, and the share of agricultural invest
ments was the same in the total investments as the share of agricultural fixed assets 
in the total assets of the economy. Thus for the first time, and over a period of sev
eral decades, the “investment disadvantage” of the infrastructural branches fell to 
about 5-6 percentage points. This was already enough to prevent a further decline 
in the weight of infrastructural fixed assets within the total of fixed capital in the 
first half of the eighties. Thus, in recent times the extent and dynamism of struc
tural alterations has changed; the big shifts in structural proportions have come to 
an end. The tension between the proportions of investment and fixed capital has 
gradually been eliminated'.

However, at the end of the high-rate growth path (more exactly, after its 
end) a new structural tension emerged between the basic material and energy pro
ducing industries as well as the manufacturing industries. Incomprehensibly, a 
development policy similar in character to that of the fifties once again came to 
the fore. From the late seventies investments, once again greatly exceeding the 
respective shares in fixed capital, were started in the basic material producing and 
energy industries. (The greatest burden was the massive government intervention 
aimed at saving the metallurgical industry.) As a consequence, the share of invest
ment in manufacturing lagged behind the respective share in fixed capital. With 
the “under-development” of industries needing modern techniques and technology, 
the technological renewal indispensable for emerging from the crisis were placed 
in an extremely dangerous situation. Not one branch of manufacturing industry, 
could maintain its weight in total fixed capital, let alone raise it. Even the indus
tries highly important from the aspect of modern technology (e.g. microelectronics) 
were disadvantaged.

Absorption of technical progress

The fifth element of the growth path is technical progress. According to a con
siderable number of growth theories (e.g. Harrod, or that of Tibor Erdős 1989) the 
most important determinant of economic progress-—beside growing employment— 
is technical progress. I am myself of the opinion—and have expounded it in several 
of my writings (e.g. Berend 1987), that these factors decisively influence the growth 
path that is characterized with the growth rate. The line of reasoning of this article 
is in harmony with the determinant role of the first factor, since in the period ex
amined the growth path of the Hungarian economy in general moved together with 
the development of employment: it increased up to the mid-seventies (with the 
exception of 1956-57 and 1961) and has been decreasing since then. The situation 
is more complicated as regards the second factor.
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It is nearer the truth to say that in “follower economies” growth is not deter
mined by technical progress, but by the capacity and readiness to absorb technology. 
Thus I consider the latter to be the decisive element of the path. (In developing 
my concept I was greatly influenced by the work of Ferenc Jánossy 1975). My 
experiences and research have convinced me that the rate of technological devel
opment does not depend on the materialized forms of techniques, but rather on 
their application—that is, in the last resort on the absorptive capacity. As Fer
enc Jánossy writes: “the economic development of a country depends in the last 
analysis—that is, in the long run—on the evolvement of abilities inherent in the 
labour force...” (1975, p. 8).

Technical absorptive capacity and readiness are characteristics of every econ
omy, and they develop under the combined impact of several factors. What is the 
technical absorptive capacity and readiness of the Hungarian economy? The de
gree of education of the employed increased in the period examined. It is certain 
that Hungarian workers and intellectuals today represent higher standards than in 
1950—at least as regards completed schooling and the body of knowledge. However, 
it is my impression that in the field of general erudition and culture we have not 
made the same progress with regard to the expansion of knowledge. This reduces 
creativity, deteriorates technological discipline and keeps the workshop culture at 
a low level as well.

The absorption of technology is determined not only by the number of em
ployed personnel but by the whole socio-economic structure. In present-day Hun
garian society the ability of workers and intellectuals to recognize their interests is 
underdeveloped, while the possibilities for the articulation and assertion of interests 
have hardly become institutionalized. This restricts the willingness and ability of 
society and economy to absorb technologies.

I also consider the social conditions to be extremely important elements in 
establishing a growth path. Good political atmosphere, democracy, a safe “image” 
of the future, respect for human rights, assertion of progressive systems of ethics and 
values—in short, the ensemble of factors constituting social harmony—are highly 
important conditions for the growth path. These elements are apparently “cheaper” 
than those discussed up to now, yet they are more difficult to bring about. They 
do not require material investment, but the creation of social harmony which, of 
course, also assumes economic, ideological and cultural harmony.

Some lessons to be learnt from growth theories

If it is true that changes in capital intensity offer satisfactory information 
about the properties of the growth path, it would be worthwhile reviewing what 
economic theory has up to now been established in connection with capital intensity.
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In a writing of this nature, of course, it is not possible to give a complete theoretical 
overview and detailed proof: however, in an earlier work of mine (Berend 1985) I 
have made efforts to deal with this task as well.

Nevertheless, I would like to remind readers that several deviating concepts 
have developed with regard to changes in capital intensity. According to Keynes, 
Harrod, Leontief, Solow and Samuelson, capital intensity does not change in the 
long run. Against them, Kuznets, Goldsmith, Perroux, and Clark argue that capital 
intensity was rising in the last century, while it has diminished in the present one. 
A UN study and an OECD forecast are in unison on the point that the overall 
capital intensity is at present rising primarily in the context of energy problems 
and environmental protection.6 This is also supported by various forecasts that 
came from the former CMEA and the arguments of significant economists of the 
former Soviet Union (see e.g. OECD 1976). Thus it can be seen that economic 
theory has not satisfactorily clarified the direction in which, and extent to which 
marginal and average capital intensity changes are taking place at present.

I think that among the scientists investigating the problem it was Harrod who 
came nearest to the truth when he assumed that the development of capital intensity 
is, in the last resort, determined by the growth path. In accepting Harrod’s theorem 
about the existence of a “natural growth rate” , I am of the opinion—and later I 
shall try to prove it—that this also involves a natural marginal capital intensity.

Harrod’s theorem is the equilibrium model where the growth rate of a definite 
path is equal to the quotient of the rate of saving and the marginal capital intensity. 
Erdős grasps the Harrodian idea in an interesting manner: “if accumulation grows, 
the natural growth rate does not rise while the marginal capital intensity increases” 
(Erdős 1989). Thus, if we wish to define the growth paths possible for our economy, 
we have to set out from the fact that the natural growth rate is associated with 
a natural marginal capital intensity, and this is secured by the natural rate of 
accumulation.

The forces that release transformation (transfiguration)7 are partly economic, 
partly non-economic. In the second half of the twentieth century the latter group of 
factors have had a greater impact on the economies of the more developed countries.

Recent experience has challenged the use of the term “growth” and even 
more of the term “development” . In intellectual circles, and mainly in those of 
artists the term “growth” is never used to describe today’s situation, or desirable 
future situations. “Development” taken in a wider sense is perhaps accepted in a 
non-economic context. In such cases economists in vain point out that growth is

6 In taking my stand I have received great help  from a book of Tibor Erdős (1989) in which he 
interprets Harrod’s equilibrium model. András Brody called m y attention to the fact that, prior 
to Harrod, Kalecki and, in a  sense, perhaps also G. A. Feldman cam e near to  the idea. Harrod 
used and further developed their results.

7The latter term is intended to convey an  economic-philosophical meaning— i.e . a  stronger 
care of transformation.
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an internal technical term; it is accepted by virtually no one outside the discipline 
and not even by every one within it. Rather cynically, we might say that growth 
exists but its sign has been negative for some years and will be so for some time to 
come—but this cannot disturb the theory.

The abandonment of the nation of economic growth may also have been 
caused by the fact that quantities now mean different things than they did a quarter 
or half a century earlier. A rise in the average growth rate of the economy and its 
acceleration or deceleration, do not provide an unambiguous answer to the question 
whether the economy of a country and its society are developing or declining. It is 
also open to challenge whether the average growth rate of the economy is indeed 
shown by the GDP as an indicator. For example, a better indicator might be 
consumption or some figure showing the positive or negative change in the quantity 
of another economic product.

It is my supposition that, until a generally acceptable level of civilization 
and livelihood (changing, of course, in time) is attained, economic growth has a 
significant role in determining development. This role asserts itself perhaps until a 
situation is attained, on a massive scale, in which meet people work and their place 
of work or own venture secures them the foundations of their livelihood without 
major risk (food, clothing and shelter); within and alongside this we can include 
schooling, culture, freedom of movement and, to a certain extent, assertion of the 
elementary human rights. Looking back at the past, growth has for some time now 
not been indicated by the quantity of material goods, but by their quality, and by 
the mode and circumstances of their acquisition and consumption.

This more complex nature of consumption, particularly the description of 
development and its judgement, can be more exactly expressed only with the aid 
of multi-disciplinary studies. Economic theory or, rather, the findings of expert 
articles show the “discipline-circles” and satellite studies emerging around the core 
of the profession. The quantitative changes in the factors of production no longer 
provide satisfactory explanation for the development of the economic growth paths. 
This could be provided precisely by the transformation-transfiguration of the fac
tors of production (of the system of conditions). This change, or transformation- 
transfiguration of the factors may be considered ths most important property of 
growth, and even more of development. The development of society and, within 
it, of economy may perhaps be well characterized b} the changes (transformation- 
transfiguration) in the various processes, factors and the phenomena demonstrating 
the results.
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REVIEWS

JAPANESE BUSINESS ACTIVITY FROM A HUNGARIAN
POINT OF VIEW

G. TÓTH

This article begins with a comparison between the Japanese and European 
way of marketing, both in domestic and international markets. It then gives a 
more detailed survey of Japanese business activity in Hungary. However, we have 
to realize that Hungary is of little importance in a global picture, so phenomena 
prevailing here can be misleading and not fully representative. Thus I have in
vestigated the parallel structures in a leading EC country, the Netherlands. This 
nation is comparable to us in size, and is also one of the main advocates of greater 
European unification. Consequently the third part of the article attempts to keep 
track of Japanese business activity in Hungary and in the Netherlands, in order to 
show the relative weights, and to explore how important Europe can be for Japan. 
The results of a survey involving interviews with Japanese businessmen acting in 
Hungary and in the Netherlands are included in the account.

Crucial differences in marketing

The marketing gap in domestic markets

The life of a Japanese company is dominated by the ongoing effort to achieve 
first place in the area of industry with which it is involved. Competitiveness char
acterizes all aspects of business life, so new product development is a major point 
of consideration.

Another apparent distinction can be found in the functioning of distribution. 
Europeans and Americans got used to going to the smallest grocery store and se
lecting from many major brands; this would seem strange to Japanese eyes. In 
Hungary only manufacturers of the most expensive and highest ranked brands can 
afford to use exclusive distribution channels. This is not the case in Japan. It Is 
a question of loyalty at every level of the distribution channel to deal with only 
one brand. Department stores are recent exceptions, but they cannot compete 
with the one brand distributors in many categories. Each Japanese manufacturer 
has an exclusive distributor chain and members would not dare to violate infor
mal rules. The members feel commitment knowing that otherwise they could go
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bankrupt. In Japan, the number of brands you want to select from is equal to the 
number of stores you have to visit. This creates mutual dependence: manufacturers 
have to build up their own network and rely on it completely, because they cannot 
force others to cooperate. On the other hand, wholesalers and retailers have only 
one choice; therefore, if their manufacturer is not innovative enough to produce 
competitive products he will soon go out of business. These distribution channels 
are highly integrated: wholesalers and manufacturers are all members of the same 
“family” , but might be fierce enemies of other “families”. This interdependence 
contributes to the commitment a Japanese employee feels that he/she has towards 
his/her company, and the duty the employee has to make the company prosper and 
be number one. However, disadvantages also exist. In Hungary if a store is not 
satisfied with the turnover it can change products without any severe consequence. 
Apart from this lack of flexibility, high prices are also major issues from the con
sumer’s point of view. Consumer prices in Japan are often double or triple those of 
American ones. These high prices, however, involve much higher after-sales service 
too. Any product which is defective can be returned to the manufacturer for repair 
or replacement, and the practice is similar with unsold products.

Pricing is a hopeless competition in Hungary with two digit inflation. The 
government tries to underestimate the inflation rate in order to encourage economic 
actors not to make price increases. The latter do not believe the forecast, however, 
and overestimate the inflation rate and adjust prices continuously in an effort to 
remain profitable. Customers in Hungary have got used to bearing price rises. This 
is the Hungarian way of price-quality association: if a price is constant there must 
be some problem either with the company or the quality. Expectations are major 
forces causing inflation. Japanese pricing is based on a totally different pattern. 
Prices should not change. As Mark Zimmerman remarked: “Price adjustment in 
Japan may be easier than surviving a leap from the Golden Gate Bridge, but only 
just.” (Zimmerman 1987, p. 146) Such a long term decision needs a long and 
careful decision process too. Also, it is easier to plan and less likely that a big 
mistake will be made in an economy with 3.9 percent inflation.1

The fact that promotion and advertising are more intense in Japan than in 
Hungary should not be surprising, but Japan has even taken the lead ahead of the 
United States in the amount of money spent on advertising.

Yet another key aspect of Japanese marketing is strict quality control after 
sales service and luxury packaging. As mentioned above virtually everything can 
be returned to the retailer without any problem. Defective products are sent back 
to the manufacturer through the very same channel they came, because manufac
turers are anxious to detect their own weaknesses. A form of consumer protecting 
organization led by Macuda Fumio has withdrawn 10 million cars since 1977 be-

1 “The [Japanese] consumer price index in Novem ber is 3.9 percent higher than last year, which  
is the highest increase for eight years.” (H V G,  February 9 1991, p. 14.)
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cause they did not meet the required security standards.2 Aesthetical and beautiful 
packaging is also of vital importance for Japanese manufacturers, otherwise nobody 
would be inclined to buy their product.

The marketing gap in foreign markets

Institutional background: trading companies

Japanese trading companies are unprecedented formations that can be found 
in all corners of the world. To understand who it represents we need some informa
tion on another typical Japanese business formation: it is called zaikai, which liter
ally means “financial circles”. The zaikai is the cooperative network of a number of 
organizations having completely different profiles. The basis is built mainly upon 
manufacturing firms, but credit banks, insurance and shipping companies, data 
concerns and trading companies are members as well. The latter can be divided 
into two major groups: general trading companies (sogoshosha) and specialized 
trading companies (semmonshosha). There are thousands of specialized trading 
firms that are similar to western type export-import firms and which mainly act in 
domestic markets, so it is not important to get familiar with them in details with 
regard to Hungary. General trading companies are much more interesting. There 
are nine of these and each is a representative of a zaikai group in overseas coun
tries. They represent 30 percent of the GNP and are experts in trading. They also 
provide opportunities to even the smallest manufacturer with no former experience 
in order to export successfully especially if it is a member of the same zaikai.

The old Hungarian centralized system had more similarities with the Japanese 
one than the new liberalized one, since all the sectors involved in exporting activity 
had a specialized trading company. They had some common characteristics with 
both the specialized and the general trading companies. They concentrated on a 
specific narrow market segment but represented a group of companies. However, 
unlike in Japan, these groups were not organized on the basis of traditional, prewar 
family connections and management congruency but on product lines. They also 
provided expertise but were less altruistic than the sogoshosha, using a 3-5 percent 
markup; in the case of Japanese general trading companies the corresponding figure 
is only 1.5-2 percent. In Hungary their operation was based on a legally centralized 
system: normal companies simply did not have a licence to engage in foreign trade. 
Thus they functioned inefficiently and the markup was too high; consequently, 
Hungarian firms were eager to get rid of this system and be able to do export-

2 T oyota’s enemy: “Japanese security standards are much lower than in Europe or in the United  
States. A small Toyota Corolla weights 60 kilograms less in Japan than overseas.” (H V G ,  January 
26 1991)
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import activity independently. Under the new arrangements it is feasible for any 
organization to acquire a licence provided it meets certain requirements like having 
a tax expert, a foreign trade lawyer and statistician. Despite the new liberalization 
many firms have found that they are better off using an outside export-import firm. 
In Japan the cohesive power that brings manufacturers and trading companies 
together is informal and not formal as it used to be in Hungary. Many American 
and European firms realize that it is impossible to buy Japanese goods directly 
from the manufacturer. It is only feasible when the “management” of the zaikai 
group has decided that a manufacturer is “mature” and can act independently in 
foreign markets (this is a tough decision for the Japanese). A critical difference 
between Hungarian trading companies and their Japanese counterparts (i.e. the 
“sogoshosha”) is their devotion to other, group members and there is a mutually 
strong commitment between them. The only task of manufacturing companies is 
to produce goods. The trading companies gather information, investigate new and 
existing markets, do marketing research, and function as manufacturers’ marketing 
advisors (although this situation has changed somewhat since many manufacturers 
feel it to be of vital importance to hold marketing in their own hands). They 
also buy all the production and pay the producer in yen. Handling the whole 
of the manufacturing surplus and dealing with more or less known and reliable 
foreign partners (they are not obliged to keep informal Japanese rules and are 
not preoccupied with tradition and togetherness within the group) general trading 
companies serve as risk takers who bear all the financial and business responsibility. 
Another one of their important roles is to develop natural resources in remote places 
for the Japanese economy.

These trading companies are the representatives and messengers of the Ja
panese economy; however they are fierce competitors as well. Not one of them 
wants to lag behind and they all enter the market together. (Every general trading 
firm has a branch in Hungary, but other forms of Japanese interest—like direct 
investment—seems to be less intense.) They smooth the way for smart Japanese 
gadgets and contribute to the idea of “Japanese, Inc.” The sogoshosha can also be 
a useful means for Hungarian companies to export to Japan. Yet we need to be 
really careful when using Japanese trading companies. Japanese trading firms have 
often used the unfair strategy of importing western products to Japan, and then 
a zaikai member has copied it with some minor alteration in order to not harm 
legal protection. As soon as the Japanese competitor comes out with the low price 
copy, the trading firm ceases to offer its services or give advantages to the national 
product.

To summarize: the role of the Japanese general trading company is to serve 
the expansion of the whole economy via the manufacturers of its own zaikai group. 
The zaikai take a big burden off the shoulders of the manufacturers on both the 
input side (developing natural resources) and output side (selling products, taking 
risks and financial responsibilities).
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Since the liberalization of foreign trade, in Hungary the activity of traders 
has been much narrower. Even if a company has a licence to trade it often lacks 
expertise and experience. Many of our big companies only have experience of trade 
with the former Soviet Union and other eastern countries, where product require
ments were quite different from those of the western market. More often than not 
their only concern is profit, and sales volume is only a short term goal. If they can 
accomplish the most difficult task of making quality products, management prob
lems will still remain. The most competitive companies are often subcontractors 
for Westerners and the State Property Agency tries to sell as many companies as it 
can to foreigners. It is a positive activity to speed up privatization, but it does not 
always take into account marketing considerations. Many western investors have 
come from Portugal, where competitive advantages—like cheap labour—decrease 
as that country approaches EC standards. Recently, in Hungarian-ЕС negotiations, 
Brussels and Budapest agreed on the fact that joining the European Community 
would probably take approximately 10-12 years for Eastern European nations. By 
that time Hungary’s competitive advantages—from an investor’s point of view—are 
supposed to have disappeared and consequently many investors will head east.

In Hungary if a company decides not to handle its export-import activity 
directly and does not acquire a licence it can employ brokers or agents. Selling 
agents usually do not take title to goods nor do they receive goods on consignment, 
and so unsold merchandise will be returned to the manufacturer. In fact, some 
agents do not handle products at all, just bring partners together and negotiate; 
for this they generally earn a commission. Companies with mass foreign trade can 
employ manufacturers’ representatives, which is a relatively long term connection. 
These people earn a fixed premium and offer a kind of stability for the manufacturer 
representing company interests on a broader basis. All these agents operate as one- 
person marketing departments for the manufacturers. However, the main marketing 
function they perform is selling. Percentages and commissions mainly encourage 
them to go for a big sales volume. Indirectly, they are motivated to raise the 
company’s image as it is much easier to sell a recognized and accepted brand than 
an unknown product. Nevertheless, increased image and brand recognition is not 
good for sales in the short run, since anybody is willing to buy a high quality 
unknown product and attach their own trademark or character. On the other 
hand, only a few are inclined to buy an unknown, Hungarian brand.

With percentages, agents are motivated to increase sales and not to raise the 
image of the company. This seems to be functioning well, but the final result is not 
as good as in the case of the Japanese sogoshosha. The solution is not to set up 
“Hungarian general trading companies” of course, because these would not perform 
in the same way as the original model. What is needed is long term thinking instead 
of short term, and concentration on marketing instead of selling.
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Business strategies abroad

In Japan, aggressive overseas trade expansion began before World War II, in 
the early twenties. Japanese strategy employed almost everything that American 
laws (such as the Robinson-Patman Act or Sherman and Clayton Acts) and busi
ness ethics prohibit: copying products, pirating brand names, predatory pricing 
and dumping. Very low quality characterized unreliable Japanese products, and 
this remained the case after the war. It was American occupation that helped 
Japan, for that was the time when an American guest professor, Edwards Dem
ming, demonstrated how to improve quality control. The Japanese proved to be 
good students and nowadays nobody is able to make better quality goods than they 
do in many fields. Thus the first strategy was quality improvement.

Japan’s unique location contributed to its isolation, and the sea is the only 
way to conduct large scale trading. Japan recognized this early and acted. Thus 
shipbuilding became a most progressive industry there and Japan managed to gain 
shipping dominance in the far East. It has a number of major ports: Chiba, Nagoya, 
Kawasaki, Osaka, Tokyo.

Japan also became dedicated to knowing everything about the developed 
regions of the world and it started to set up information networks. She not only 
used traditional methods but also collected a mass of intelligence data. These 
networks are still functioning but now concentrate on collecting business and market 
information, and not military information. Industrial espionage by the Japanese 
is not unusual in the USA. Mitsui and other zaibatsus have huge networks for 
information gathering.

Having acquired the ability to make quality products, gained shipping dom
inance and established proper information networks via trading companies Japan 
started heavy advertising abroad. The government plays a decisive role in this pro
cess. One of the most significant supportive government bodies is JETRO (Japan 
External Trade Organization). It facilitates information-gathering and lobbies ac
tively for Japanese firms all over the world. Lobbying is legal in the United States— 
not like in Hungary—and the Japanese are aware of this. Toyota alone has 26 law 
firms in the federal capital. Andrew S. McFarland (1984) writes in the introduction 
to his book on lobbying:

“Over 2500 trade associations and professional groups now have headquarters 
in Washington D.C., and most of them have chosen this location to facilitate their 
efforts to lobby the legislative and executive branches of the federal government. 
Other groups not located in Washington, are represented in the capital by one or 
more of the thousands of lawyers, public relation experts, and outright “lobbyists” 
who attempt to influence the policy process for fee.”

We can take it for granted that the Japanese are among them. The Japanese 
government is also one of the biggest market researchers, and it examines business 
opportunities and selects targets. Using these sources, it supports certain indus-
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tries in order to achieve the set objective. For example, if they decide that they 
should break down IBM’s leading role in the computer field, all the major compet
ing computer manufacturers have to collaborate and be involved in joint R & D 
programmes involving huge expenditures. It is called industrial targeting. We may 
well envy the Japanese since their government has the power to achieve given ob
jectives, but also because that government has a well supported target system with 
well-defined, clear goals. It is really an advantage.

A comparison of the Japanese presence in Hungary and the Netherlands

Overall background

Japanese foreign expansion takes two different forms: direct investment and 
export.

Other

Fig. 1 J a p a n e s e  e x p o r t /F D I  in  th e  p e r io d  o f 1986-88 b y  m a in  reg io n 3

This figure shows that the distributions of Japanese exports and foreign direct 
investment are similar. However, the differences are very informative. In the period 
shown the USA was the most affected country, followed by Europe.

Hungary and Eastern Europe are among the “others” on the chart, where 
exports are still ahead of the investment. The Japanese are just getting acquainted

3This figure is based on data from Table 5 and Chart 5 of the research paper by G orota Кит а  
(1989) for the Ex-Im Bank of Japan.
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with the region, and the changeable rules and conditions make them cautious. A 
detailed regional distribution of foreign trade in 1991 can be seen in Figure 2.

100000
80000
60000

Export 
Import

Fig. 2 Ja p a n e se  fo re ig n  tr a d e  w ith  m a jo r  p a r tn e r s  in  19914

Comparing this chart with the previous one, significant changes can be seen. 
Japan feels that the American market is less promising so it is trying to dominate its 
closest competitors, the parvenu “little tigers” of Southeast Asia. The European 
Community’s share has also increased and so has that of Eastern Europe. It is 
interesting that less developed countries like China or the former Soviet Union 
were the only ones where Japan had a negative trade balance, Eastern European 
export volume (747 M$) is also close to import volume (616 M$). We can be 
proud of this fact, considering Japan’s recent huge trade surpluses. However, it 
is in fact evidence of the obsolete structure of economy, for the Japanese imports 
are comprised of raw materials and semi-finished goods. Expert opinions on the 
Hungarian economy present a general situation that is confusing, dark and almost 
seems hopeless. At the same time the pessimistic forecasts are still better than 
other Eastern European countries, and Hungary is regarded as the best reforfner, 
and Hungarian changes are much faster than elsewhere. With regard to the trade 
balance, if we make a conclusion that a negative balance means less raw materials 
oriented for export to Japan, and thus a more competitive structure in industry, 
Hungary took second place in the region after Poland. The latter shows a more

4This chart is based on figures from  the table of the annual report of the Hungarian R epublic’s 
Em bassy (1992).
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negative trade balance/trade surplus from a Japanese point of view and higher 
trade volumes in 1991:5

Fig. 3 J a p a n e s e  tr a d e  w ith  E a s te rn  E u ro p e a n  c o u n tr ie s  in  1991

Foreign trade

Japanese-Hungarian trade connections

The first Japanese connections in Hungary were those of the trading com
panies. At the time of writing 13 general trading companies were operating in 
Budapest (most of them came in the seventies). Not all of them are among the 
“big nine” , and if we classify trading companies in terms of annual turnover then six 
of them can be referred to as “big”: namely, C. Marubeni Corp., Mitsubishi Corp., 
Mitsui and Co. Ltd., Nissho Iwai Corp. and Sumitomo Corp. Their annual sales 
amount to over 100 billion dollars and all have offices in distinguished locations 
in Budapest. There are also three “medium” size general trading companies in 
Hungary with annual sales of approximately 60 billion dollars: Kanematsu Corp., 
Nichimen Corp. and Tomen Corp. The four “small” general trading houses include 
Koshin Bussan K.K., Okúra & Co. Ltd., Toyota Tsusho Corporation and Kyowa 
Hakko. They all play an important role in Hungarian exports to Japan.

5 This chart is also based on figures from the table o f the annual report o f the Hungarian 
Republic’s Embassy (1992).
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170 Hungarian companies exported products to Japan in 1991; however, the 
operation is very concentrated, and the ten biggest companies accounted for 80 
percent of all exports. By the same token eight of the ten biggest exporters were 
the same in 1990 as in 1991. Hungarian exports have constantly increased over the 
last decade. This is a welcome process but we do not have the Japanese “surplus 
problem” . What we have to look out for is the structure of Hungarian exports. It is 
likely that materials such as iron, semifinished goods (e.g. tubes), and agricultural 
products (e.g. fruits) have a too high proportion. Hungarian imports from Japan 
have a much higher volume. The latter figure was 338 million dollars in 1991. As has 
been discussed, monopolistic trading firms are changing or running out of business. 
New trading companies colour the scene but the ten biggest importers lost markets 
shares: a 26.2 percent loss in 1991, 47.7 percent in 1990 and 59.2 percent in 1989. 
Recently established Japanese companies have also offered stronger competition.

Import volume is growing steadily but proportions remain much the same. 
Over the past two years machines have occupied roughly two-thirds of the whole 
import range. This includes (in order) video players and recorders, metal-working 
machine tools, calculators and electronic cashiers, telephones, facsimiles, TV sets 
etc. Not far behind machines are chemical products, films and basic raw materials 
(with no substitutes in Hungary). Vehicles are next in the line: cars, trucks, motors. 
The last major category comprises copiers, watches, diagnostic tools and spraying 
syringes.

Japanese-Dutch trade connections

All sogoshosha have their subsidiaries in the Netherlands (they run only offices 
in Hungary). They are mostly located in fashionable centres in Amsterdam and 
Rotterdam, and they operate in diverse fields.

Total export and import volumes are depicted in Figure J .6
Comparing this chart with the Hungarian total trade balance with Japan (see 

Figure 6) two major differences catch our eyes. The first is volume. The Dutch 
exports were eight times those of Hungary to Japan than, and import thirty-two 
times greater. Dutch-Japanese trade does not only have deep roots but flourishes 
these days as well. Japan also has a trade surplus with Holland and this huge 
deficit is obvious from the figure. In the connection with the comparison of East
ern European economies given above (Figure 3) it was suggested that a negative 
trade balance with Japan could reflect the degree of economic development. Most 
industrialized countries have expensive resources and agricultural products which 
do no, attract the Japanese, but the populations of such countries provide markets

'This chart is based on data from statistics o f the Japan Tariff Association.
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Fig. 4 F o re ig n  tr a d e  o f th e  N e th e r la n d s  w ith  J a p a n  in  198 8 -9 1

worthy of strong efforts. The result is a negative trade balance for the country and 
the Dutch example demonstrates this well.

A year earlier manufactured goods represented the biggest share of Dutch 
exports to Japan (62.7 percent). Within this group chemical goods (mainly organic, 
medical and pharmaceutical products) dominate, making a quarter of total exports. 
Machinery accounted for 15.5 percent (general, electrical and transportation) of 
exports, and 19.1 percent were foodstuffs (fish, shellfish, milk sugar, cocoa, milk, 
cream, cheese, curd and other dairy products). Other major groups are textile and 
metal goods, books, newspapers, works of art and antiques and photographic films. 
(JETRO 1991)

Import groups from Japan were led by heavy and chemical industry prod
ucts (87.7 percent) in 1989. The main group was machinery, representing more 
than three quarters of Japanese goods targeted to Holland. Other subgroups of 
high significance were electronic automatic data processing and other office ma
chinery, video equipment, TV cameras, sound and other audio-visual equipment, 
line telecommunication equipment, precision instruments and transportation equip
ment. The remaining 10.2 percent was comprised of light industrial goods: mag
netic tapes (blank), musical instruments, tires and tubes. Raw materials, fuels and 
foodstuffs were not significant. (JETRO 1991)

This picture portrays the interaction of two highly developed nations, but the 
structure of Japanese industry appears to be much more up-to-date and compet
itive. Japanese exports are clearly dominated by high-tech products that require 
less labour and more machines, and involve increased research and development 
activities. We can find such items among Dutch export goods as well, but Holland

13* Acta Oeconomica ^5, 1993
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seems to have a foothold in traditional industries like agricultural and horticultural 
products.

Direct investment

In Hungary

Japanese interest in establishing manufacturing projects in Eastern Europe 
is not significant, but what interest there has been has certainly favoured Hungary. 
In fact, Hungary is the only Eastern European country where a really large-scale 
Japanese project is on the way to realization: the Suzuki car assembly plant.

“Although investors say they find Hungary the most attractive country for 
investment in Eastern Europe, they add it is distant, unfamiliar, and surrounded 
by unstable neighbours.”7 Suzuki is the only Japanese firm involved in large-scale 
projects in Eastern Europe and the size of its capital represents 1.3 percent of the 
20 largest investments made in the region. This makes it the seventh biggest. It’s 
definitely the largest Japanese project in Hungary. The National Bank of Hungary 
reported that in the middle of 1991 Japanese direct investment totalled 80 million 
dollars, and of this Suzuki Rt. had invested 70 million. What is the motivation for 
coming to Hungary?

Suzuki seems to be making a long term plan and is trying to establish a 
foothold in Europe. Conditions have changed since Suzuki representatives started 
to negotiate with the Hungarian government, and competition has become sharp 
since the early eighties. As a compensation Suzuki was offered—along with Ford— 
short term preferences: tax and other advantages amount to a 22.5 percent cost 
benefit for these car manufacturers. The Japanese have also received a government 
guarantee for the investment and 100 million HUF from the employment fund. Car 
makers do not look for short term money, so government preferences can facilitate 
a decision but are unable to alter it. Since the emergence of a less favourable 
Hungarian domestic market—car import liberalization has loaded Hungary with 
western-made cars—Suzuki now wants to enter the Western European market, and 
gain a 30 percent market share in Hungary. To avoid protectionist restrictions the 
“made in Hungary” five-door Swifts have to include a 60 percent + proportion of 
Hungarian components. Searching for proper suppliers has been difficult for the 
Japanese investor because only 22 of the 700 Hungarian companies that applied for 
a sub-contract could meet the quality requirements specified by the manufacturer. 
Consequently, 20-30 percent of the components is far from the required 60 percent, 
yet Suzuki people want to reach the latter figure by 1995. Accumulators, seats,

7 H V G ,  October 5 1991, p. 79 (Source: The Economist).
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cables glass, paint and brake parts of Hungarian origin are of adequate quality. 
Privatization of potential suppliers using Japanese capital is a possible alternative. 
Progress has been made in this field, and the Mitsuba Electric Co. has sold a licence 
to the Bakony Művek so it can produce windscreen wipers for Swifts. Mitsuba is 
also helping Bakony to modernize its electronic product line. Suzuki is working 
and at the same time waiting to see what happens. If market conditions become 
favourable the Magyar Suzuki has a good chance of turning into a bigger operation.8

Three other Japanese manufacturing firms have started important operations 
in Hungary.9 Salgótarján Glass Wool Ltd. manufactures materials for filters and 
insulation. Polifoam, a Japanese-Hungarian joint venture, is on the way to making 
its brand name a generic product name in the same way as Aspirin (although the 
latter later ran into difficulties). The fourth, AGROFERM deals with fermentation 
technology for agricultural products. These companies approached Hungary after 
consultations with the general trading houses during the eighties.

The latest company to enter the field is Aranyolaj Rt., whose profile is also 
connected with agriculture, being involved with the processing of vegetable oil. 
Suntory, one of the biggest Japanese firms in the alcoholic beverages industry, is 
the major shareholder of Grande Millésimés de France. The latter has established 
a joint venture with the Tokajhegyi Állami Kombinát for growing grapes.

Returning to high technology, a number of camera and film makers are oper
ating in Hungary. Nikon Trading Hungary Ltd. is a one hundred percent subsidiary 
of Nikon Europe BV. (based in the Netherlands) and possesses exclusive rights to 
sell Nikon products in Hungary. However, it does not plan to establish its own 
distribution system. Canon Inc. and Fuji Film have branch offices and the Goko 
company is about to start assembling in Hungary. 35 percent of the company stock 
is in Hungarian hands, and the cameras would be exported.

Suzuki might be the most serious but not the only Japanese automobile man
ufacturer with Hungarian plans. The Toyota Motor company established its “Hun
gary Ltd.” with one hundred percent Japanese owners (Toyota Motor Company 50 
percent, Toyota Tsusho Corp. 50 percent). They tried to sell twice as many vehicles 
in 1992 (2000) as they had in 1991, and have seven outlets in their own dealers’ 
network. Nissan has also set up a joint venture—Nissan Hungária Rt. in October 
1991—and is making strong efforts to build up its own distribution and dealer net
work. They have two exclusive dealers at the moment but would like to have eight 
by the end of 1993. Nissan knows that solvent demand is increasing in Hungary so 
the demand for cars will decrease as well in the short run, but will rise in the long 
run.10 Honda Motor Co., Tokyo has made a contract with the Hungarian trading

8H VG,  February 29 1992: Suzuki: Hungarian or Japanese? pp. 7 -10 .
9 The source of information on existing and planned joint ventures and branch offices is the 

Annual Report of the Hungarian Em bassy in Japan, unless otherwise specified.
10 A conference of the Hungarian Marketing A ssociation was held in Sopron between 23 and 25

Acta Oeconomica 45, 1993



414 REVIEWS

company Interag in order to establish its own venture to sell Honda vehicles and 
machines (motors, small machines for gardening and generators). Other represen
tatives and profiles in this area include Matsushita Electric Industrial Co., Japan 
(TV, microwave ovens, telephone systems), NEC Corporation (semiconductors and 
computers), and Shimuzu Hungary (construction).

Banking and financing are also progressive areas; the Central-European In
ternational Bank Ltd. is a classical bank of Japan, and Daiwa-MKB (Hungary) and 
Nomura Invest Bank Hungary Ltd. are already dealing with investments and secu
rities. Real estate and land prices are extremely high in Japan so many Japanese 
institutions make investments of this kind overseas.

Hungary has also become a centre for research and development activity. One 
result of this is that the Furakawa Institute of Technology has bought a part of the 
Physics Research Institute (KFKI).

In the Netherlands

Holland has a prestigious status in the world with regard to Japanese direct 
investment. In the years 1989-1991 it was always among the 3-4 biggest recipients 
of Japanese capital: in 1989 the USA had 48.2 percent of it, the United Kingdom 
7.8 percent, the Netherlands 6.7 percent, and Australia was close with a 6.3 percent 
share. During the next year Australia overtook Holland and the ranking remained 
constant in 1991.* 11 Wholly owned subsidiaries show an outstandingly high pro
portion in the Netherlands (61.5 percent), along with the United Kingdom, Ireland 
and Belgium.12 Foreign direct investment normally takes the form of manufac
turing sites and research and development bases. Forty four Japanese affiliated 
manufacturing companies operate in the Netherlands. The ratio of stakes held by 
the Japanese varies a lot, from 10 percent to full ownership. The average capital 
of a company is 34.62 million Dutch guilder, which is roughly 20 million US$. The 
average number of employees is 274, and 1.5 percent of these are native Japanese. 
These averages are arithmetical mean values, and therefore one huge company dis
torts (increases) the results. This is the Netherland Car B.V., whose shareholders 
are the Mitsubishi Motor Corporation (1/3), the Dutch Government (1/3) and the 
Volvo Car Company (1/3). Netherland Car B.V. employs 55 percent of the total 
workforce in 44 companies, and possesses 41 percent of the total capital.13

April, 1992. Morio Matsumara, vice president of Nissan Europe N.V. spoke about N issan’s global 
and European strategy.

11 Statistics o f Japanese Ministry of Finance.
12 8th Survey of European Operations of Japanese Companies in the Manufacturing Sector, 

Table II-6 , pp. 13-14.
13Ibid. The calculation of mean values is from “Japanese enterprises in Europe” , pp. 153-156.
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The next section will look at what motivates Japanese companies to come to 
the Netherlands, as well as their marketing activities. This is done by means of 
survey results conducted in Hungary and the Netherlands.

Survey consequences

In Hungary

I attempted to conduct a survey to find out the Japanese motives for coming 
to Hungary—i.e. opinions, feelings, expectations, fears and-opportunities. Ques
tionnaires were sent to a number of organizations: Japanese-Hungarian joint ven
tures, Japanese companies registered in Hungary, liaison offices and representations. 
It comprised 50 questions. Questionnaires were in the English language and we ap
pealed to the highest ranking Japanese employee to complete it.

Responding companies were in trade, not manufacturing, and employed 10 to 
20 people. They normally had one Japanese employee, and this was the manager. 
They believed that only Japanese could fulfil top level management positions, but 
the other employees should be Hungarians. Only one respondent felt that Hungar
ians could attain top managerial positions. The reason for coming to this region 
was the Hungarian market itself, and not the relatively good commercial links Hun
gary had with former socialist countries. In their opinion Hungary’s Association 
Agreement with the EC makes this country more attractive for Japanese compa
nies. Hungarian labour is supposed to be relatively cheap in certain areas “but the 
matter is not so simple” and labour cost shows a gradual upward trend.

At this point I would like to make a short interruption in the analysis of 
responses: the cost of labour is a much debated issue in Hungary. There was no 
doubt that it used to be comparatively very low by European standards, and it 
still is if we consider disposable income. However, additional burdens like social 
security tax must be paid by the employer, and these are outstandingly high in 
Hungary, making an employee at least one and a half times “more expensive” than 
he/she really is.

To return to the survey, respondents considered preferences offered to foreign 
investors relatively high in Hungary, but this played a major role in deciding to 
invest here in only one case. The most debilitating elements of Hungarian infras
tructure were cited as roads and telecommunications, but these can be improved in
5-10 years. Japanese top managers have fewer communication problems with man
agers within the company than with partners, employees and the general public. It 
seems that we do not have to worry about languages if we stay in Hungary since 
they think they should learn Hungarian in order to work at full capacity in Hungary. 
(Of course people are not so positive abroad.) Respondents suggested that finan-
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cial difficulties plus thick red-tape are the most urgent problems to solve, although 
political stability has increased over the past two years. Hungarian suppliers have 
deficiencies to overcome with the organization of production; this means prepara
tion, normative aspects, and workers’ job education must be improved. Japanese 
managers reside in Hungary with their families, but they are not so enthusiastic 
about Hungarian food.

Japanese investors first invest money to trade—manufacturing comes after
wards. They really think globally and would like to take advantage of the pro
gressive Hungarian market; however, European unification also has a great impact. 
They not only work in Hungary but are really interested in the country and even 
inclined to learn a language that they can only use here. Infrastructure, knowledge 
of foreign languages and administration have space to develop, as well as the quality 
standards of Hungarian manufacturers. The Japanese are more optimistic about 
political stability in Hungary then we are. We can surmise that these investors are 
not disappointed and will be followed by others.

In the Netherlands

A somewhat modified but basically equivalent survey was sent to Japanese 
manufacturing companies in Holland. I quote the results alongside another survey 
which was conducted by the Japanese External Trade Organization (JETRO) in 
1991. This covered Japanese manufacturing companies in 18 West European coun
tries. (JETRO 1992) (In this section references point to the respective places in 
the JETRO survey, if no specific reference is given to my survey.)

Regarding markets, all respondents were motivated when coming to Holland 
by a “presence in Europe”, and not only the Dutch market itself. In the Benelux 
union companies mentioned their five top motives as “to meet expanding demand” 
(1.), “to meet consumers’ needs” (2.), “to meet a rise in trade protectionism re
sulting from the EC’s market integration” (3.), “to benefit from the expansion of 
economic activity resulting from the EC’s market integration” (4.), and “investment 
incentives such as tax credits” (5.). (p. 17) In accordance with the broad European 
orientation, companies sell only 0-10 percent of their output on domestic markets. 
The bulk of goods are aimed at the whole of the EC. Only 0-15 percent goes to 
non-member European countries. On a European scale more than nine tenths of 
the firms export their products from the countries in which they operate. 53.1 
percent of the firms export more than half of their products, (p. 39) In Holland 
they perceive no legal restriction concerning distribution.

Firms in Southern Europe gave second place to the “labour cost is lower” 
factor when deciding where to start operating in Europe, (p. 19) The Dutch survey 
also asked respondents to mention some countries where labour is cheaper (replies:
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Ireland, France, UK, Italy, Spain) and where labour is more expensive (replies: 
Germany and Norway).

Infrastructure is well developed in general, with telecommunications and tele
phones being regarded as outstanding. Health care has room for improvement but 
every element of the infrastructure got a rank ranging from 1 to 3 on a 7 grade 
scale. The European survey also found that “good infrastructures and favourable 
geographical conditions for physical distribution top the list of reasons for selecting 
specific European countries to penetrate.” (p. 19)

Regarding qualifications, skills and foreign languages the Dutch are a step 
ahead us. Communication problems are not relevant but increase in number as 
one moves from the company management to partners, employees and the general 
public. Returning to motives for coming to a certain region, “English speaking 
managers” holds first place in Northern Europe, (p. 19) The ideal solution is seen 
by Japanese managers as “we should communicate in English” (3) or “we should 
learn Dutch” (1). Dutch physical workers are considered to be properly skilled 
so Japanese companies can find enough workers. The period of training of a new 
recruit ranges from two weeks to a year, but the average is 1-2 months. Dutch 
managers practice the desired managerial techniques. First, medium and top level 
managers should all be Dutch nationals, but Japanese like to keep top positions for 
themselves, too. European findings are similar: “locally recruited people assume 
directorship or higher positions at more than 50 percent of the firms surveyed.” 
(p. 53)

The next section dealt with operation and marketing. Companies in Holland 
use Dutch suppliers in only 4 percent of cases. Minimal objectives regarding local 
suppliers is to acquire 20 percent of parts but one company’s aim is to reach 80 
percent. Increase of the local content is one part of the localization efforts made 
by the Japanese. Some firms find no deficiencies with Dutch suppliers, but others 
do and answers are too dispersed to draw conclusions. 60.4 percent of European 
Japanese companies are not satisfied with local parts suppliers. The usual reasons 
for dissatisfaction with local services are quality, price and delivery, (p. 50) Dutch 
organizations all expressed the desire to have an independent marketing strategy. 
European companies, however, are far from being totally autonomous: 89.9 percent 
answered affirmatively to the question: “Are the intentions of your parent company 
reflected in local units?” (p. 55) Regarding their marketing mix, firms in Holland 
concentrate on product and quality. Half of them work together with an outside 
consulting firm.

Personal infrastructure is also better in the Netherlands than in Hungary. 
Every respondent had been with his family for five years on average. The Japanese 
school in Amsterdam, the American school near the Hague, and other international 
schools provide proper education for the children. Food and amusement possibilities 
are satisfactory as well.
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Before making conclusions some words can be said about the representative
ness of the Dutch survey: sample mean capital was 17.67 million guilders, popula
tion mean is 34.62 million, sample mean employees numbered 120.7 (this is 274.1 in 
the whole population). Still, I believe the survey was representative, since one giant 
company (the Netherland Car B.V.) distorts mean values by making the decreases 
that I have mentioned.

Lessons can be found when comparing the surveys. The Japanese have come 
in the hope of finding the world’s biggest market. The biggest welfare states 
(Benelux and Northern European countries) have disadvantages like high profit 
taxes and expensive labour forces, although advantages outweigh these factors in 
the form of highly developed infrastructures, good education facilities, and conse
quently decent foreign language skills. Thus trained workers require approximately 
a month shorter period for job training etc. The net result of these factors is the 
attractiveness of these countries for Japanese capital. We should keep in mind those 
advantages and try our best to avoid combining the disadvantages of leading and 
lagging EC members: unsatisfactory infrastructure, unbalanced higher education, 
high taxes in every sphere, and small welfare services. We should avoid these not 
only for the sake of the Japanese but also for our own good.

Conclusion

The growing dominance of Japan in the world economy should teach us to 
study the Japanese as they studied the United States at a time when “made in 
Japan” meant about the same for an average American as “made in Hungary” 
does nowadays.

A deep marketing gap helps us realize that we have to learn to make high 
quality products even if it requires the complete restructuring of our economy. We 
cannot copy the most elaborate Japanese distribution network but it can be con
cluded: every manufacturer is responsible for the products he makes, and every 
middleman is liable for the goods he sells. Prices must be calculated with care, and 
promotion efforts intensified. Long term thinking is the most important type of eco
nomic behaviour to get acquainted with. Employees have to feel commitment to 
their company, employers for their workers, manufacturers for their channel mem
bers and customers, trading companies for their organizational clients, and banks 
for the companies. The government’s role should be to facilitate changes, smooth
ing the way and providing only some guidance. It should not force the economy 
and kill companies with strict regulation, taking away profits, and implementing 
bureaucratic red tape. Economic and welfare considerations must have priority 
over politics.
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Having a glance at Japanese foreign trade and direct investment in different 
countries we must admit that Hungary is of relatively small importance. However, 
there is evidence of progress and our chances have become much better since the 
liberalization of Eastern Europe and the forthcoming unification of the European 
market. Hungarian imports from Japan are bigger in volume and more up to date in 
structure than Hungarian exports. However, we also export some highly processed 
and quality products like medicines and tools. This asymmetry is more the result 
of Japan’s high-tech than our low-tech, and the same asymmetry can be seen in 
Dutch-Japanese trade connections, (although to a much smaller extent). We have 
to increase the absolute volume and the relative proportions of high value added 
products. The Japanese strongly appreciate European culture and by implication 
they consider Europe to be the source of expensive luxury goods. Four tenths of 
European sales in Japan involve products of small-volume turnover at exceedingly 
high prices. We also have to look at the import structure and try to make imported 
goods in Hungary, with Hungarian workers, out of Hungarian materials and with 
recognized Hungarian brandnames. I know that, for instance, the idea of compet
itive Hungarian cameras might sound ridiculous but market niches always exist. 
Japanese strategy is always to capture the “low market” and climb up after assur
ing strong positions there. Japanese cars are still cheap but are not only in the 
cheapest category: even Mercedes and BMW have to face Japanese competition. 
This strategy will not harvest big profits in the first stage, but it could be extremely 
successful in the long run. I do not think that we have to make special efforts to 
attract Japanese direct investment to Hungary since these are national goals too. 
Lower inflation, political stability, modern education, reliable telecommunications 
and highways are conditions that Japanese investors will be happy about, but much 
more beneficial for ourselves.

In my opinion Japan’s purpose was more to be the first industrialized nation 
in the world but they realized that trade is the pivotal means to accomplish it. 
“Keeping up with Europe” is a noble goal but no goal can be achieved without 
looking for the way to it. We have to clarify which system we would like to apply 
and be consistent. An ill-fated mixture of the strongest American market motives 
and elements of Eastern European communism will not create an economic upturn. 
The Japanese way is not impossible for other nations—the little tigers and the 
ASEAN countries have proved it. Even the poorest countries of East Asia are 
ready to develop: Bangladesh and North Korea think it is possible to catch up 
with their neighbours. We have better basics and we must believe it.
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COMMENTS AND CRITICISM

HUNGARY’S PLACE IN THE WORLD

L. SZAMUELY

Eva Ehrlich: Országok versenye 1937-1986. Fejlettségi szintek, struktúrák, 
növekedési ütemek, iparosítási utak (Competition between countries 1937-1986. 
Development levels, structures, growth rates, industrialization paths.) Közgazda- 
sági és Jogi Könyvkiadó, Budapest 1991. 231+1 p.

The title of the present review is not intended to draw attention to some 
new product of meditation on the “eternal Hungarian” fate. Nowadays the latter 
are once again multiplying. This valuable book by Eva Ehrlich, as distinct from 
romantic lucubrations, is indeed about the theme indicated in its title (beside many 
other things). In other words, it is about where Hungary is situated in the real 
world—from the point of view of its actual state of development, and with regard 
to results of economic changes that have taken place over the last half a century. All 
this is considered in a framework which includes our Central and Eastern European 
fellow-sufferers.

To be even more precise, the book is a summary of scientific research that 
has been carried out during the last thirty years. Perhaps the lay reader would not 
suppose that the history of this expert and objective analysis of dry statistical data 
exemplifies in itself the vicissitudes of Central and Eastern European development; 
however, without this knowledge the message of the book cannot be interpreted in 
the light of its true importance.

Habent sua fata libelli

This ancient adage—that books also have their own fate—is in some way 
suitable for this particular book; yet perhaps the adage is more appropriate for 
the antecedents of its writing and publication. Namely, Eva Ehrlich has utilized 
the method elaborated by Ferenc Jánossy (who was the initiator of the research 
project) and then she has completed it.

In the late fifties Jánossy, working at the National Planning Office, elabo
rated a relatively simple method for comparing the economic development levels 
of different countries. The method set out from the empirical fact that there is a 
certain—usually positive—relationship in every economy between the level of de
velopment and the per capita consumption of various goods. For example, in more
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advanced, more industrialized countries the consumption of electric energy or ani
mal proteins is higher, there are more cars and telephones, the flats are bigger and 
better supplied with public utilities. Since the per capita consumption or stock of 
various goods can be found in the national statistics—expressed in physical units 
of measurement—it is also possible to estimate the volume of consumption of the 
observed goods that accompanies, on international average, the per capita national 
incomes of the countries, expressed in dollars or another currency. The great idea 
of Ferenc Jánossy was to reverse this relationship; namely, he attempted to draw 
conclusions from a sufficiently large number of physical consumption indicators for 
different countries in order to establish the relative level of development of these 
countries. In effect, he was able to state their ranking by-development level. His 
book (Jánossy 1963) presented his method and the computations for 26 countries 
(among them Hungary), indicating their development levels for the year 1955. His 
work was accepted with great appreciation by the profession. Yet by that time 
Jánossy’s interest had already turned to other economic problems; nevertheless, 
his method was further developed and applied with great consistency in the follow
ing decades by his colleague Eva Ehrlich.

The history of vicissitudes actually begins here. As is known, the interna
tional comparison of economic development levels became a fashionable topic from 
the late fifties onwards, for several reasons. Ehrlich indicates three reasons in her 
book. The first one was the growing mutual dependence of national economies; the 
second refers to the international recognition of the danger entailed by the widening 
abyss between the developed and the underdeveloped parts of the world; and the 
third one was the appearance of the socialist “camp”, which was using methods and 
indicators of statistical observation that were totally different from the usual inter
national standards. However, the latter—a seemingly technical difficulty—affected 
interests which were extremely sensitive from ideological, political and even world 
power aspects.

The dictatorial systems that brought about “existing socialism”—in order to 
become legitimate—were under compulsion to prove the thesis—to be traced back 
to Marx—that under socialism the productivity of labour is higher than which 
can be attained under capitalism. Since most of the countries that called them
selves “socialist” had earlier belonged to the periphery of the developed world, the 
rapid development of their economies indicated a path for a break-out of poverty 
and offered a development pattern for the backward countries of the Third Wçjrld. 
However, the catching up with, or even outstripping of the economically more de
veloped countries had to be proven statistically. It is thus not surprising that 
in Soviet statistical data a dual process began during the late twenties. This is 
when the task of catching up became embodied (on paper) in the Stalinist five-year 
plans. On the one hand, the actually published statistical data became ever more 
scarce and regular publications ceased right up until 1956; on the other, the ag
gregated indicators of economic growth, such as the national income or the gross
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social product—both computed according to their own methodology—testified to 
extremely large rates of growth. The same road was covered after World War II by 
the statistics of those Central and Eastern European countries that claimed to be 
“building socialism”—albeit with some deviations by some countries.

To prove the “catching-up” process, Soviet-type statistics, calculated on the 
basis of a specific methodology and operating with internationally incomparable 
synthetic indicators, showed a preference for natural indicators in terms of physical 
units of measurement. These usually originated from the field of heavy industry, 
which enjoyed development priorities. It was characteristic that when Siahn spoke 
in 1946 about the long-term plans of development (this speech was referred to in the 
official propaganda as the programme for building communism), he listed millions 
of tons of crude iron, steel, coal and crude oil to be produced; yet he did not 
even mention, for example, grain (Stalin 1946). In the wake of the “catching-up” 
campaign, declared again by Khrushchev in the late fifties, the statistical yearbooks 
of the Soviet Union for a long time included a standing chapter on the comparison 
of certain physical indicators with the corresponding American ones. Naturally, the 
yearbooks also published extremely favourable synthetic indicators of developments 
which could not be checked.

In the west, first of all in the United States, researchers used a very costly 
method employing a large apparatus (the so-called “repricing method”) in order 
to make the Soviet synthetic economic indicators comparable. The Soviet volume 
indicators were converted, with the aid of American prices, with reference to the 
widest range of products. Thus they attained various and always debatable results. 
Later these methods became more refined and diversified, but they remained costly.

Using Jánossy’s method, Eva Ehrlich worked out—first for the year 1960—the 
relative levels of economic development for 28 market economies and eight Central 
and Eastern European countries (including the Soviet Union and Yugoslavia). The 
result did not verify official opinions. However, since official “comparable” figures 
were missing (apart from the Soviet Union), this was not yet a stumbling-block. 
The scandal occurred when Ehrlich compared the figures obtained for 1960 with the 
1937 development level of the countries in question (with their per capita GDP), 
and worked out with the same method. That is, she extended the application of 
Jánossy’s method from spatial comparison to comparison over time. The growth 
percentages thus obtained differed from those published by the statistical offices, 
including those of the Hungarian Central Statistical Office. The Hungarian officals 
could not pass over this fact in silence.

This is the explanation for the curious fact that, scrutinizing the list of ref
erences of the book being reviewed here, it turns out that prior to its publication 
there had been no full-scale “open" publications m Hungary of Eva Ehrlich’s find
ings. This is in spite of the fact that in professional circles her research has been 
well-known and appreciated for many decades. However, the publications of the 
Institute for Economic Planning of the National Planning Office, marked “for inter
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nal use” , were not for general circulation. The debates were for decades conducted 
behind closed doors and only some vague suggestions became public.

It is interesting to use lists of literature to show how the contents and their 
concomitant taboos gradually, over recent decades, became eligible for publication.

From the late sixties there is no doubt that Hungary became the most liberal 
country of the “peace camp”—regardless of the extent to which today’s Hungarian 
officialdom makes efforts to deny this fact. Yet such denial had its place in those 
days too, but for a different reason: it was in order to prevent the leaders of the 
“fraternal countries” from becoming irritated and thus reproaching the Hungarian 
leadership for this liberalism. The Hungarian leadership, in the end left alone with 
its economic reforms, followed the principle of “liberalism in one country” . It more 
or less allowed the publication of the results of social science research which had a 
domestic bearing, but made efforts to prohibit every publication which contained 
reference to other countries showing information at variance with the official data 
produced by those countries.

It is thus understandable that Ferenc Jánossy’s book published in 1963 showed 
only Hungary among the countries compared. (According to their own personal ac
counts, Jánossy and Ehrlich had already made some computations for the Soviet 
Union and a few other Central and Eastern European countries, but they dared 
not put them on paper.) As mentioned, in the mid-sixties Eva Ehrlich had already 
included eight of the then socialist countries in her international comparison, but 
only the computations relating to Hungary and Czechoslovakia were actually pub
lished. The latter appeared in an English-language periodical of the Czechoslovak 
Academy of Sciences, in 1966. Nobody could object to that, as it could then be 
considered an internal affair of Czechoslovakia. Finally—partly as a consequence 
of the Czechoslovak publication—computations relating to all countries could be 
published, but again not in Hungary: in fact, they appeared in a publication of 
the UN Economic Commission for Europe. Similarly, no objection could be raised 
against it by the Hungarian leadership as this was an international publication 
and, in addition, an organization in which all the “fraternal” countries concerned 
participated. Thus, in principle, the publication was made with their consent.

In the mid-seventies Ehrlich then completed the comparison with reference 
to the year 1970. This, too, was circulated—not openly, yet within a definite 
professional circle—as a publication of the Institute for Economic Planning of the 
Planning Office. It again provoked a scandal behind closed doors. This time it was 
the then hard-liner leadership of the Institute, who aspired to promotion to higher 
positions, that passed a harsh judgement on the research of their own colleague. 
This was because her results showed lower levels of development and, following that, 
lower growth rates for the socialist countries than the official ones. This is why Eva 
Ehrlich finally left for the Institute for World Economy of the Hungarian Academy 
of Sciences. A further improvement in Hungarian public affairs was reflected by the 
fact that a periodical— Gazdaság (Economy)—published computations that were
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held to be scandalous and which had. appeared in a study written by Éva Ehrlich 
and her co-worker, Gyula Pártos (who has since died, passing away at an early 
age). (Ehrlich and Pártos 1979)

Even this publication was not full-scale: the computations relating to the 
Soviet Union were omitted, but those covering the smaller Central and Eastern 
European “fraternal” countries were included. It seems that the gradual easing of 
the doctrine of “limited sovereignty” (attributed to Brezhnev) meant that in the 
field of publications one could initially only write about one’s own country (with 
limitations, of course); later, one could also write about the smaller “brothers” 
(cautiously), however, it remained throughout inadvisable to write about the very 
big “brother” . The latter was the ultimate and, at the same time, last taboo.

Even so, the story had yet another, tragicomical, twist. Namely, in the mid
eighties Ehrlich computed the states of development for the year 1980. The trouble 
with this was that at that time Hungary was already a member of the Interna
tional Monetary Fund and the World Bank, and the Hungarian government—as 
later became common knowledge—had ‘Ted” false data into the world organiza
tions. Although the direct falsifications were related to the stock of debts, from the 
point of view of various facilities to be obtained and the contributions and mem
bership dues to be paid, the size of the Hungarian GDP in terms of dollars was not 
indifferent. The government considered it to be in the country’s interest to have 
the lowest possible GDP and have this accepted by the international organizations. 
The trouble with the computations made by Ehrlich, using physical indicators, was 
precisely that the GDP computed by her was too high—at least in comparison 
with the figures deemed to suit the purpose of the Hungarian government. At any 
rate, even if the sign of official displeasure had changed, the consequence was the 
same—namely, the publication was prohibited. The verdict was passed by the then 
government factotum of international economic relations—the execution was left 
to the leadership of the Institute for World Economy.

After such antecedents it is understandable why we can learn the full-scale 
findings of the researches in Hungarian only now, after the change of political 
system. Yet instead of happily finding a safe berth, in all probability it is history 
which has poked out its tongue at the authoress. The change of system was faster 
than the publication of the manuscript, which had been completed at the end of 
the eighties. (The foreword is dated February, 1990.) Namely, during the two 
years idled away by the publisher (Közgazdasági és Jogi Könyvkiadó) the real 
magnitude of the lag of economic development level, which the researcher had tried 
to point out over several decades, became distinctly visible to everyone. This is a 
consequence of opening up towards world market, of economic liberalization, and 
the disappearance of the CMEA market. History has verified the truth of Éva 
Ehrlich’s research findings sooner than the public at large could have learnt about 
them.
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Certainties and open questions

When analysing the research findings of Eva Ehrlich, the first thing that needs 
to be said is that the advantage of international comparisons based on physical indi
cators is not that they produce more exact or more authentic results than methods 
that operate with value indicators. This refers to the methods already mentioned, 
which relied on repricing or on the comparison of purchasing power parities of cur
rencies of different countries. The amazing fact is precisely the minimal deviation 
of Ehrlich’s GDP computations for 1980 from the results of four other international 
computations based on value indicators (the comparison is found on pp. 57-64 of 
the book). Of course, this also means that—as the authoress puts it: “as regards 
the question about GDP/capita and development levels, no exact or unambiguous 
answer can be given with any of the hitherto known methods.” (p. 61.) That is, 
doubts and objections may be voiced against every known comparison, and these 
are equally justified.

The computations performed with the Jánossy-Ehrlich method possess three 
kinds of advantages over the comparisons made with the aid of value indicators:

a) This is the fastest and least costly procedure. This is at the same time an 
explanation for the fact that Eva Ehrlich has been capable of producing, practically 
alone, internationally fully “marketable” results for three decades.

b) The international comparison by countries of the per capita consump
tions of products in physical units of measurement provides an opportunity for the 
analysis of economic structures.

c) The comparison of levels of development over time—i.e. the measurement 
of economic dynamics and of growth rates—also becomes possible.

With regard to the concrete results of the computations reviewed in the book, 
due to the approximative nature of the measurements, it is not the ranking of the 
countries or their relative position that are worth pondering on, but the tendencies 
that took shape over the course of half a century. I would stress three tendencies 
from among the processes presented in the book.

The first is the tendency, also stated by other disciplines, that the development 
levels of the industrialized countries have come closer to each other. On the one 
hand, the difference between the two most developed North American countries and 
the European countries and developed countries of the Pacific has diminished. On 
the other hand, the distances in development levels between the European countries 
themselves have become smaller. For example, the difference in the development 
level of the most advanced country within the European Community, the FRG, 
and that of the second least developed one, Greece, diminished from 3.6 in 1960 to
2.6 by 1980. The tendency of approximation also holds for the Eastern European 
countries. The differences in levels of their development in comparison to the most 
advanced ones—the USA and the FRG—everywhere diminished relative either to 
the pre-war figures of 1937 or to those of 1960.
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The second tendency is that the countries of Central and Eastern Europe— 
that were earlier called socialist—continue to be situated on the periphery of the 
developed industrialized world, even if the distance imaginarily separating them 
from the most developed ones has become smaller. According to the situation in 
1986, Hungary precedes only the Balkan countries and Portugal among the Euro
pean- countries (which does not include the former socialist ones). As a matter of 
fact, this corresponds to the situation in 1937, with the not unimportant difference 
that at that time Hungary also preceded Spain in respect of her development level 
and was only slightly lagging behind Italy and Japan.

The third tendency—which pushes the picture even further to the negative 
side—is that the countries nearest to us in respect of development levels—i.e. Aus
tria and the Southern European market economies—have developed faster than the 
countries that were called socialist. Thus, even if the gap separating us from the 
most developed countries has diminished, it widened relative to Austria and, from 
among the Southern European countries, Spain has overtaken and surpassed us, 
while our advantage over Greece and Portugal seems to be disappearing.

Perhaps the most instructive part of Ehrlich’s book is represented by the fig
ures which show why the sacrifices borne by the peoples of the socialist countries 
over many decades in order to make up for their lag in development level proved 
to be relatively unsuccessful or only slightly successful. This refers to the rela
tionship between the size of per capita consumption (utilization) in physical units 
of measurement, and the international norms corresponding to the given level of 
development. According to the computations by the authoress (pp. 108-109), in 
1980 the small Eastern European (socialist) countries consumed, in order to pro
duce their GDP and relative to the international average, 86 percent more steel, 
118 percent more sources of energy, 29 percent more cement, 55 percent more zinc, 
71 percent more fertilizers, but 31 percent less packaging paper. The corresponding 
consumption of the Southern European market economies, which were developing 
faster than the socialist countries, was at the same time lower than or close to the 
international norms.

Such wasting of resources (which includes overemployment and for which 
ample data can be found in the book) also entailed shortages; these are struc
turally and very markedly reflected in the backwardness of the infrastructures in 
every Soviet-type economy. It is highly interesting how, when analysing the his
torically different growth paths in the last chapter of her book, Ehrlich points out 
that it was only characteristic of the first industrializing country, England, that 
the ratio of those employed in industry increased in a way that preceded every 
other sector—although it reached a peak with 47 percent and thus did not become 
preponderant within total employment. In the later industrializing countries—the 
USA and Japan are quoted as examples—the service sector grew together with 
industry, and even faster, while the ratio of industrial employment peaked at 35 
percent and then began dwindling. As against these facts, the Stalinist model of
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industrialization followed the British road of a hundred years before, thus creating a 
stunted service sector that could not answer the demands of a modern society. The 
authoress is quite right in stating that for a successful modernization the Eastern 
European countries have to change their model of economic development, and this 
demands a painful structural transformation.

This book is thought-provoking and rich in ideas. The ramifying analyses of 
the authoress provide ammunition for several kinds of interpretation, even for de
bating her own conclusions. Thus, knowing the negative facts stated by her—which 
are by no means fully reviewed here—the conclusions of Eva Ehrlich’s computations 
raise some doubts as to whether the level of economic development of the (former) 
Soviet Union is (was) higher that the average of the small Eastern European CMEA 
countries (p. 75); in more concrete terms was it and is it higher than that of Hun
gary? What is more, in the ranking of countries for 1986 (pp. 66-67), not only the 
Soviet Union but even Bulgaria significantly precede Hungary in respect of their 
development levels.

It is not our intention, nor would it make sense, to call the authoress to 
account for the unusual placing of this or that country (e.g. why Belgium and Lux
embourg seem to be more developed than the Netherlands by 10 points—taking the 
level of development of the USA as 100). As we have stated in the introduction, the 
method only produces results that are of approximate exactness. Nevertheless, the 
development level of the Soviet Union is significantly higher than that of Hungary 
throughout the computations (Bulgaria received a higher ranking only for a single 
year—for 1986). In the book even the authoress herself offers quite a number of 
data which seem to contradict the result obtained.

Yet let us first raise a question of principle. Can a country be considered 
developed which cannot feed and clothe its population according to the European 
minimum standards, nor can independently extract the richest mineral deposits on 
earth? The answer would be less certain if we take into account that this country 
maintained the biggest army in the world in terms of staff, and whose armory 
was first class by all standards with regard to modernity (the maintenance of the 
armoury and readiness for combat are different questions). That is, we have come 
to the traditional question: what do we measure? The question holds not only 
for the Jánossy-Ehrlich indicator of economic development levels, but also for the 
accepted GDP/GNP ones. As a matter of fact, even the latter mainly reflect the 
inputs, not the results—namely, the results of the services are measured by the 
costs, since no other measuring rod has yet been found. Let us leave aside further 
traditional questions: i.e. do military expenditures increase or consume national 
income and does ordnance production increase or decrease the volume of useful 
goods? As is known, these products drop out from the circulation of reproduction: 
they cannot be used either for personal consumption or as means of production.

These are not abstract, academic questions in the case of a country which 
spent, in peacetime, a proportion of its social product systematically on military
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purposes to an extent never seen before. In other words, it squandered it. (Recent 
Russian estimates of military expenditure move between an unbelievable 20-30 
percent magnitude of GDP.)

The physical consumption indicators taken as a basis by Eva Ehrlich are 
mostly specific input indicators (e.g. steel, energy, cement, metals, stock of tractors, 
fertilizers, freight-ton-kilometres, number of physicians and hospital beds, postal 
turnover in terms of letters). Thus the computations make conclusions on the basis 
of inputs. True, it is an indispensable element of the method used by her that it 
draws conclusions from the international trend (norms) on the concomitant levels of 
development. It ignores the figures of some countries that deviate significantly from 
the international trend. However, the'figures are taken from the official national 
statistics and the deliberate and/or unintended falsifications cannot be sifted out by 
the researcher. For example, it is common knowledge that in Soviet statistics lard 
is also included in meat consumption (the indicator of animal protein), and that 
the quantity of cereals or electric energy shows, in the best case, only the produced 
and not the consumed volumes. Namely, nobody deducts the huge wastage.

Of course, Eva Ehrlich is fully aware of that. She indeed shows (pp. 80- 
81), for instance, that the growth rates computed by her for the years between 
1937-1960 are essentially in line with the official indexes in the case of the market 
economies; yet in the case of the so-called socialist countries they are systematically 
lower than the official ones. The difference is smallest in the cases of Yugoslavia 
and Hungary: 19 and 21 percent. The greatest, almost twofold, difference can be 
found precisely with Bulgaria and the Soviet Union. In the period between 1960- 
1980 (p. 83) the official data of Yugoslavia and Hungary stood again nearest to the 
computed ones, while Romania led in the size of its deviations. So much for the 
quality and reliability of statistics...

However, with regard to the deviations of the specific physical consumption 
values from the average international norms (already mentioned), according to 
the computations by Ehrlich (p. 115) Hungary stood—together with Yugoslavia— 
about midway between the wasteful consumption of the other smaller socialist 
countries and the international average. Her economy was thus operating with 
better efficiency than that of the others. The data of the Soviet Union are missing 
from this comparison but we have no reason to assume that her specific indicators 
were better than, say, those of the GDR or Czechoslovakia. Also, if the Hungarian 
degree of efficiency was significantly better—thanks to the 1968 reform, which is 
now proclaimed to have been a failure, and even ignored as if it never existed— 
then, according to the figures obtained, why was the level of Hungary’s economic 
development lagging so far behind those of not only the GDR and Czechoslovakia 
but even of the Soviet Union?

The open and international market assessments of the national economic 
performances which are now taking place after systemic changes, and in extremely 
grave circumstances, justify, in our opinion, at least the asking of the question.
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Yet even if the answer secured a more advantageous place for Hungary in the 
international ranking, it would continue to be in the group of those lagging behind— 
let us hope, only for the time being.
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BOOK REVIEWS

MIHÁLYI, P.: Socialist investment cycles:
analysis in retrospect. Dordrecht: Kluwer Aca
demic Publishers. 1992. x v i+ 233  p.

Introduction.  One of the m ost dis
cussed issues of the socialist economy is whether  
there were investment cycles?* 1 There are two 
groups whose members give a negative an
swer: the first group consists of dogm atists 
who deny the existence of cycles because cy
cles would contradict the so-called basic law of 
socialism — i.e. the planned nature of the social
ist economy (consciously maintained propor
tionality); the second group consists of highly 
critical econom ists (e.g. Wiles  1982 and Soós  
1983) who deny the existence of cycles, be
cause cycles would presuppose too much reg
ularity in  socialism. Péter Mihályi (for short, 
P.M .) belongs to this latter group and has writ
ten this monograph from this point of view , (cf. 
M ihályi 1987, 1988a, 1988b).2

It is understandable that in the Stalin
ist regimes nodoby could m ention cycle and so
cialism  together. Only after the thaw dur
ing the sixties did the theories of socialist invest
m ent cycles (e.g. Goldmann  1964 and Brody 
1969) start to develop. Bauer  (1981) sum m a
rized them  and set forth his own theory (in 
Hungarian).3 *

*1 express my indebtedness to  a lot o f col
leagues w ith whom I have discussed th e  issues 
of socialist investm ent cycles. I acknowledge the  
help of A. B r o d y , J . K o r n a i , M. Lackó , M. Laki  
and  J . Szabó  for the ir rem arks on earlie r ver
sions o f th e  review. Of course, I alone am resp o n 
sible for th e  views expressed here.

1 C onsidering C hina and o th e r  backw ard A sian 
socialist econom ies, we could use th e  presen t tense. 
However, our m ain topic is E aste rn  E urope, th u s 
we shall rem ain with the  p as t tense.

2 It is u n fo rtu n a te  th a t  in P .M .’s u n d erstan d in g  
of fluc tu a tio n s cycles are no t included. T h e  co rrec t 
so lu tion  would be som ething like this: w ithin fluc
tu a tio n s  there  are cyclic and  acyclic fluc tuations.

3 B a u e r’s first typescrip t (in H ungarian) b e 
cam e available to  a  small g roup  of readers in 1977;
a sum m ary  of his work appeared  in 1978, b o th  in 
H ungarian  and English.

In 1989-1990 the Eastern-European so
cialist system s collapsed. P.M . is right to urge a 
post-collapse revision of the theories about so
cialism, since none of them  forecasted the fail
ure. He does not hide the fact that “Our delib
erations on the investment cycle serve a more 
ambitious purpose: to help pave the way for a 
better understanding of the structure of social
ist system s and the outcome o f this 70 year long 
adventure. Retrospectively, it is clear that the  
causes of the collapse were m ore socio-political 
than econom ic. The theory o f socialist invest
ment cycles, as I see it, was m isconceived pre
cisely at th is point” (p. 1).

T he book contains m ore than 200 pages. 
A preface by Peter Wiles is followed by an in
troduction, which is also a  summary. Chap
ter 1 gives the general framework and Chap
ter 2 presents the three schools and many 
“classes” of theories dealing w ith investment 
fluctuations. Chapter 3 is devoted to the mea
surement of investment fluctuations. Chapter 
4 provides a  historical analysis o f common pat
terns and particularities. Chapter 5 draws con
clusions on measurement and control. Appendix  
I contains iw o Hungarian case studies and A p 
pendix II  d splays the basic data . The book fin
ishes w ith a long list of references, and in
dexes giving names and subjects.

A lthough I disagree w ith  the main sta te
ments o f the book, I appreciate many particu
lar assertions. To begin w ith I shall record the 
following virtues of the book:

1. A he book summarizes the literature 
on the socialist economy in general and in
vestm ent fluctuations in particular. The au
thor is equally at home with m athem atical m od
els, econom etrics, theoretical economics, poli- 
tology and modern history.

2. 1 he book contains a  data  base which 
is as comprehensive as possible for the entire pe
riod 1950-1989.

3. P.M. is an expert on  the theoretical 
and practical problems of statistics, and he skil
fully corrects the statistical m istakes of ear
lier econom ists.

4. T he author’s style is clear and enjoy
able and it is obvious that he likes his topic.
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Rather than presenting the book in de
tail and in proportion, I shall concentrate on 
a few major issues. In Part I I  of this review  
I would like to dem onstrate that, contrary to  
P.M .’s standpoint, the desriptive-explanatory 
theory of the socialist econom y in general and 
(using P.M .’s expression) the investment-com
mitm ent (IC) m odel in particular, well charac
terize an important epoch of the socialist sys
tem. Finally, I would like to refute P.M .’s m a
jor claim, according to which there were no cy
cles in the socialist economy, although I ac
cept with other researchers that not all fluc
tuations were cycles. In Part I I I  I shall con
sider other important questions: e.g. other the
ories and the “style” of writing used by P.M. In 
Part I V  I shall summarize the strong points of 
the book.

The descriptive-explanatory theory, the 
in ves tm en t-com m itm en t  model and cycles. As 
I have already mentioned in the introduction, 
P.M. discards not only the m ost widespread the
ory of socialist investm ent cycles, but the un
derlying general theory as well.

Kornai’s general approach is so well- 
known that it does not require recapitulation.

Let us turn to the meso-theory , i.e. 
IC theory. Both Bauer and Kornai em pha
sized that investment plans differed from the 
other plans in two basic aspects: a) there were 
fewer repetitions, and thus norms played a neg
ligible role, b) in modern societies many in
vestment projects take years to be com pleted.4 
Therefore in the socialist econom ies the plans 
had to determine not only the investment in
puts of a given year (for short, investment)  
but also the total expected costs of investment 
projects started in the sam e year (for short, 
start).  Before describing the control mecha
nism, we should also define the investment com 
mitm ent (for short, c o m m i tm e n t ), i.e. the re
maining expected costs o f investment projects 
still in progress at the end of the same year. 
For any concrete project, the investment in
puts to be achieved in the initial year were 
calculated at a very low level, so as to en
sure that the total investm ent input did not 
hit the investm ent limit (the so-called hook
ing on to the plan).  There were a couple of rea-

4 T his fea tu re  was no ted  m uch earlier in the  
classical model of Frisch  (1933).

sons why the gestation time in the social
ist economy was of much longer duration than  
in the case of its  capitalist counterpart.

Schematically, start and investm ent were 
controlled as the functions of com m itm ent and 
foreign trade deficit (or consum ption). A rel
atively high commitment and foreign trade 
deficit im plied a  restrained start, while a rel
atively high foreign trade deficit im plied an en
hanced investm ent.

Note that in  a growing econom y the 
change in com m itm ent is equal to start mi
nus investm ent. К the relative values (e.g. 
G DP ration) are time-invariant, then the sys
tem  is in a norm al state, or a generalized (non- 
walrasian) equilibrium.

According to Bauer, the socialist econ
om y was not in a generalized equilibrium: the 
large number o f requests for investm ent (more 
precisely: for start) were screened by the Cen
tre, but the intensity of the screening periodi
cally changed. Thus the highest level of the log
ical building was reached: namely, cycle-theory.

At this point it is appropriate to give a 
definition of cycle. We speak of an economic cy
cle if the m ost important macroindicators— 
e.g. the (visible) G DP ratios of investm ent, con
sum ption and foreign trade deficit and the (hid
den) GDP ratios of start and com m itm ent— 
not only fluctuate, but return to their earlier 
states after regular time intervals, and this re
turn is inevitab le.5

According to Bauer, in the Soviet Union 
and Czechoslovakia during some periods the vis
ible variables were constant and only the hid
den ratios changed cyclically. In other coun
tries both the visible and the hidden vari
ables changed cyclically.

There are experts who do not accept 
all three theories. Logically it is conceiv
able that som ebody accepts the general the
ory but does not accept the m eso and the spe
cial theories; on the other hand, they might ac
cept the general and the meso theories, but re
ject the special theory. P.M., however, re
jects all three theories. Why?

Let us start with the general theory. 
P.M. accepts that “political and econom ic con

5 In the  English language lite ra tu re  th is is ex
pressed by th e  3 R ’s: recurrence, reinforcem ent 
and regularity.
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trol in the socialist econom ies were based on 
centralized, non-market mechanisms” (p. 17). 
However, he doubts if plan and the short
age logic played the same role as the mar
ket continues to play in capitalism. According 
to P.M., “the proponents of the socialist invest
ment cycles depict planners as powerful, dom i
nating figures” (p. 20). He also calls into ques
tion K om ai’s (1980) explanation of shortage:
i.e. the identification of managers w ith their 
jobs (p. 172). Instead, he praises Czechoslo
vak and East German econom ists, who were si
lenced during the past era, but who neverthe
less saw correctly. For example, the present 
prime m inister of Bohemia, V. K laus , describes 
the game between the lower and higher ech
elons of the hierarchy as a process based on 
a “m utual understanding of the planning rit
ual and on the deep dichotomy between the 
plan’s real and formal rules” (p. 21).

W hat a pity that P.M. forgets about 
K om ai’s (1980) similar observations. However, 
the same forgetfulness applies to Bauer’s s u m 
ming up, which represents a pair of the tradi
tional breakdown of plans.

It is characteristic of P.M .’s approach 
that he rejects (p. 103) Kornai’s credo: “The 
operation of the economic system s of the E ast
ern European socialist countries reveals some 
characteristic regularities. At each level of 
decision-making the behaviour of the decision
maker is in a certain sense ‘regular1: defi
nite im pulses and signals lead to definite con
sequences.” (K om ái 1982, pp. 125-126, ita l
ics in the original.)

P .M .’s critique (pp. 20-28) of the ne
glect of the role of the military sector, the 
geographical-historical circumstances and the 
private sector is more relevant and justifiable; 
however, this neglect probably stemmed from 
self-restraint and other simplifications.

We now turn to the mes о (IC) the
ory. This is rejected by P.M., because it is based  
on unobserved and unobservable data. Accord
ing to P.M. it is not the fault of the statistical of
fices that the start—commitment pairs are un
recorded, for he regards them  as objectively un- 
recordable. Among his arguments (pp. 76-81) 
the im possibility of making constant price se
ries of commitment and the elusiveness o f the 
start play the dominant roles.

I cannot give a definitive answer, but 
I am to  a certain extent persuaded by a fact 
which escaped P.M .’s attention: the start—  
investment distinction plays a m ain role in the  
theories o f capitalist investment cycles; this can  
be found in the pioneering m odel of Frisch 
(1933) and the more recent “star” model of 
Kydland and Prescott  (1982). The only dif
ference is that years are replaced by quar
ters (due to  shorter gestation tim es).

It is noteworthy that B auer’s explana
tion has several parts: a) statistical data, 
b) historical documents and c) earlier theo
ries. A t about the same tim e as the publica
tion of B auer’s book, a couple of studies ap
peared which developed this theory in the direc
tions of verbal theory, econom etrics and m athe
m atical economics. At this point it is appropri
ate to m ention that I also took part in the pro
cess of writing several papers and half a book 
on this very subject.6 We can now deal with  
the special issue of cycles. It is notewor
thy that the shortage theory of K om ái (1980) 
and (1982) heavily relies on IC, but hardly 
bothers w ith cycles. In contrast, the title o f  
Bauer’s work (1981) contains the expression cy
cle: there is a straight road from the short
age econom y to the cycles through commit
ment.

P.M . acknowledges that the “...discus
sions of cyclical fluctuations mean a critique 
of the existing economic m echanism .” How
ever, in m y opinion he incorrectly adds that 
“...when partisans of the investm ent cycle the
ory insisted that there was a certain type of 
regularity... they acquitted economic policy
makers o f their responsibility” (p. 4).

P.M . could have m entioned the following 
m athem atical observation which I have noted  
elsewhere (Simonovits 1991a): the m athem at
ical m odels based on Bauer’s cycle scheme of
ten yield theoretical paths which cannot be con
sidered as fluctuations let alone cycles. How
ever, in  practice , the investm ent hunger was so  
strong and so many investm ent projects were 
hooked on to the plan that the Centre had to ap

6 In a d d itio n  to  the basic B au er (1981) book, I 
would em phasize  the following s tu d ie s  using the  IC 
approach: K ornai (1982), Lackó (1980; 1989) and 
S im o n o v i ts  (1991b; 1992a).
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ply strong reactions. Lim iting thus the av
erage gestation tim e of investm ents, fluctua
tions or cycles were generated.

We have already remarked that P.M. 
sees only acyclic fluctuation where Bauer sp ot
ted cycles. It is im portant to stress that both  
use the sam e definition of economic cycle and  
they relax the too strict m athem atical defini
tion: “In a more generous sense, .... the dis
tance between successive peaks (or troughs) is 
more or less stable, and the am plitude (and  
depths) of the waves also display some unifor
m ity” (p. 16). Unfortunately, P.M. som etim es 
deviates from this definition and uses the fol
lowing distinction: “Cycles are predictable and  
[acyclic] fluctuations are not” (p. 5). This is 
clearly wrong, as the following example dem on
strates: the path 1,0,1,1,0,1,1,1,0,... is not cyclic  
but can be forecasted.

The principle of unpredictability is con
nected w ith the chaos-theory (mentioned in  
footnote 2 on p. 2). P.M. quotes the pa
per I wrote (Sim onovits 1991b), which itse lf  
foreshadowed subsequent studies (Sim onovits 
1992a; 1992b). The latter were published after 
the com pletion of the book under review. They  
point out that the m athem atical cycle m odel 
can yield a chaotic, unpredictable path for rea
sonable values of the param eters.7 Further
more, Bauer (1981) him self referred to the ir
regularities of real paths.

Also, with regard to m athem atical m od
elling, P.M. (p. 81) is wrong to acknowledge 
my help for a “clear formulation of [the] con
tradiction” between measurability of start and  
the significance of cost overruns.

Economy and politics.  Up to now we 
have confined our attention to the IC cycle the
ory, which relies on the shortage approach. 
This restriction, however, is not valid for the  
book, since P.M. considers other theories of cy
cles and other underlying general theories of so
cialism, too. In addition, he also raises m ethod
ological issues concerning all theories of social
ism.

For pedagogical reasons P.M. divides the 
theories o f cycles into three schools: a) control 
theory, b) endogenous cycle theory and c) en
dogenous fluctuation theory (pp. 5 and 9).

7T he sam e applies to  th e  tra d e  cycle model of 
H icks  (1950).

a) The control theoretical approach re
lies on simple and system-invariant economic 
explanations. It consists of num erous theo
ries, but not one of these is acceptable to 
P.M. Here we only mention replacement cy
cles (e.g. Brody, 1972/1992) which is related 
to the IC theory. Brody denies the impor
tance of system -specific factors. In his model 
the instability stem s from the unpleasant fea
tures of the advancement function, and it is this 
which P.M. criticizes.

b) Endogenous cycle theories  are built 
on simple and system-specific econom ic expla
nations. We have already discussed one of the 
classes of this school, namely the IC theory 
of cycles. Another well-known class ( Winiecki 
1982) derives the periodicity of the economy 
from that of the planning system . P.M. re
futes this theory with a sharp probabilistic ar
gument (59-69).

Surprisingly, P.M. allocates Brody and 
his followers (e.g. Tarján and Tényi  1977) to 
both cycle schools. The adjective control the
oretic is also confusing: Brody and  his fol
lowers never use the keywords of the forego
ing theory: namely, state and control vari
ables; on the other hand Komái, Lackó and my
self always use them .

c) Exogenous fluctuation theories work 
with complex economic, political and other ex
planations. T his approach, which is eclec
tic rather than exogenous, is accepted by P.M.

1. He adopts Wiles (1982) meta-argu
ment, according to which socialism  does not 
have such strict economic regularities as capi
talism  (p. 2). On the contrary, the political sys
tem  enjoyed such liberty that no econom ic con
straints were considered— “it would only halt at 
the cliff’s edge” (W iles, quoted by P.M , p. 100).

2. Staying with the me ta -arguments, 
P.M. dismisses any deterministic  description  
of the economy, and only accepts stochastic 
ones (p. 5). He emphasizes that even appar
ently regular fluctuations may arise as a re
sult of many random events.8

8 It is w orth m ention ing  th a t th is is th e  theoretic 
basic of conserva tive  m athem atica l econom ists 
(e.g. Lucas  1987) w ho reject governm ent interven
tion  into the  w orking of m arkets. T h is  is th e  dom 
in an t trend  of recent economics. P aradoxically , a 
pioneer of the  s to c h astic  approach to  business cy
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3. P.M. also rejects one of the basic as
sum ptions of investment cycle theories, namely 
the key role of investment. He recalls the de
velopments of the eighties, when investm ent in
deed played a residual role: it was sharply re
duced to make room for stagnating consum p
tion in a contracting economy (p. 104). Yet 
when he discusses the m ost regular years, P.M. 
demonstrates that the propagation effects (pre
sumed by Bauer), did not work (pp. 148-166).

4. P.M. underlines the unreliability of 
statistical data. In addition and also in contrast 
to Novels  (1977) hypothesis of equal cheating, 
he argues that during the investment peaks the 
relative overstatement of d ata was much higher 
than during the troughs. Thus not only the ab
solute, but also the relative data were dis
torted (pp. 109-142).

Let us look at P .M .’s arguments.9 Each 
of them  contains some truth— we have only to 
judge how much. Let us consider them  one by 
one.

1. Everybody agrees that the role of the 
political sphere was much larger in the so
cialist economy than in the capitalist econ
omy. This does not mean, however, that 
the economy was a servant to politics. The 
“cliff’s edge” hypothesis also appears in the re
jected  theories, although in a refined form: Kor- 
nai (1980) speaks of “putting out fires”; Bauer 
refers to lower and upper turning points; and Si- 
m onovits (1991b) introduces lower and up
per control bounds.

2. Every sober person knows of ran
dom  factors, but different people assign dif
ferent roles to them . P.M .’s position is, how
ever, sometimes extreme: . .. .“the Soviet famine 
was a classical exam ple of a random shock, af
ter which the system  never returned to its pre
vious growth path. Indeed, in a certain sense, 
it is still valid to say that in 1990 ... the com
bined impact of freakish weather and the catas
trophic collectivisation campaign of 1933 has 
never been fully absorbed by the Soviet econ
omy.” (N .B. Collectivisation campaigns started  
in 1928, peasants slaughtered their anim als in 
1930, etc!) Anyway, Bauer (1981, pp. 263,

cles is R. Frisch (1933), who in itia ted  th e  replace
m en t cycles condem ned by P.M.

9 Soós (1983; 1986) already advanced m any if
no t all th e  m ain poin ts of P.M.

298, etc) also analyzed the stochastic distur
bance of harvests on investm ents. Further
more, the rigid distinction between determinis
tic and stochastic phenom ena runs counter to  a 
basic insight of chaos theory: determ inistic sys
tem s w ith low degrees o f freedom can also gen
erate apparently stochastic fluctuations.

3. Bauer (1988) convincingly dem on
strated that the investm ent cycles survived in 
the eighties, although alongside a dim inish
ing investm ent trend. Bauer (1981) was also ex
plicit about counter-tendencies to the typi
cal developments.

P.M. has a valid point when he dem on
strates in Tables 2.5 and  2.6 on pp. 85 and 
87 that different measures o f investment disper
sion provide conflicting pictures of reality.

4. P.M. is certainly right that data prob
lem s are very serious. T he only problem is that, 
if the data  are unreliable, how can he use them  
at all?

In my opinion, P .M .’s relation to his the
oretical opponents is unbalanced. The main 
weakness of his critique is that it is subjec
tive. (It is interesting th a t all the Hungarian 
participants in this m ulti-sided debate worked 
at the same institute for a long tim e.) Ironi
cally, he noticed the sam e mistake com m itted  
by other critics. According to P.M., “...there 
is a good deal of justice in the harsh sentence  
on the investment cycle m odels pronounced by 
a Polish economist (Podkam iner  1989, p. 31). 
For him  these models are not true models 
but rather a malicious— although politically  
useful— caricature of socia list planning. Never
theless, our final judgem ent should be more bal
anced. Reality is very com plex and no use
ful theory can encom pass it all. If a the
ory provides a good starting point for the anal
ysis o f  real problems, it  is already useful. If 
its m ain conclusions are approximately ful
filled in reality, it becom es a very good the
ory. I think both types o f investment cy
cle m odel failed on the second count but each 
was very successful on the first. This is al
ready a  considerable achievem ent” (p. 91).

He sometimes underrates his opponents 
by forgetting their results.10 He is frequently

10 In add ition  to  the  h a rv e s t— investm ent con
nection  m entioned above, tw o m ore om issions are 
underlined : (i) before W iniecki (1982) expounded
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unable to describe and evaluate the actual er
rors o f his predecessors w ith due modesty. A 
single quotation on p. 58 from Keynes  (1936/ 
1973, p. xxi) does not absolve him: “I m y
self held w ith conviction for many years the the
ories which I now attack, and I am  not, I think, 
ignorant o f their strong points.”

A telling example is to be found in foot
note 8 on p. 182, when he exposes Bauer’s fail
ure to include the 1963 industrial overtime in 
his book, which contradicts his (Bauer’s) the
ory. “At m y request, Professor Bauer kindly 
made an effort to reconstruct the reasons for 
this om ission, but the only answer he could give 
me was that the ... figure had been ‘lo st’ some
where in the process of editing and retyp
ing the m anuscript” . (P.M . should have pre
sented this fact with more taste, since Bauer is 
not a  cheat, who hides unpleasant facts from 
him self and the reader.)

It is less im plicating but a  rather seri
ous m istake that the book is not coherent. W ith  
some sim plification, I suspect that P.M. was un
able to drop anything which he has ever read 
or written on the topic. Consequently, impor
tant and unimportant m aterials are mixed up.

Even the title  of the book is mislead
ing. If P.M. denies the existence of socialist in
vestm ent cycles, why does the word appear in 
the title? A t least he m ight have ended the ti
tle w ith a question mark.

Two examples m ay suffice to illustrate 
such problems: (i) W hy does P.M. (p. 42) list all 
the socialist countries which have existed if the 
book in its essentials is confined to Eastern Eu
rope (including the Soviet Union)? (ii) W hy 
does he present the data of the Soviet and Chi
nese fam ines (p. 134) when the real analysis be
gins in 1960?

Instead of conclusions.  Until now I have 
dealt with P .M .’s book polemically, and rejected 
his m ain findings. This does not mean, how
ever, that I reject the whole book.

it, B auer (1981) convincingly refu ted  th e  cycle th e 
ory based on five-year p lann ing  (e g. by show
ing th a t  th e  period of the  cycle is sh o r te r  th an  five 
years), (ii) th e  d istin c tio n  betw een consum ption— 
and foreign tra d e  sym m etric  in vestm en t cycles 
m ade by B auer in 1978, disproved the  “conven
tional w isdom ” of negative co rre la tio n  between in
vestm ent and consum ption . T h is  “conventional 
w isdom ” was only refu ted  by P.M. in 1992.

P.M .’s book deserves its place in  th e  dig
nified series of this famous Dutch publisher. 
T he author has read practically all relevant 
studies and tried to present the weak and  strong  
points of the various experts. Following the ex
am ple of Bauer and K om ái, he has not stopped  
at economics but im bedded the whole discourse 
into a  rich historical-political framework. Fur
thermore, he has done his best to transform the 
confused raw data  into  a tidy set o f tim e se
ries.

I am convinced that P.M .’s book will be 
an essential source for further research.

A. SIMONOVITS
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did, although it is certainly partisan”— sta tes  
the introduction and the cover of the vol
ume. Based on a conference held in June 1992  
and com pleted in November of the same year, 
it gives a cross-section overview of the th ink
ing o f  those who have shaped Russian re
forms in  their more radical phase. In fact, 10
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out o f the 12 contributors have been directly in
volved in  the Gaidar experiment, and the re
m aining two are close associates o f the lead
ing minds of the tearn, Áslund  and Sachs. 
This book is a  product of the period pre
ceding the graduell but irrevocable backtrack
ing on system ic change, this backtracking hav
ing m anifested itse lf since April 1992. Writ
ten  by people who are right at th e  centre of 
events it should certainly be read by all those 
who want to  gain familiarity w ith  the aura 
as well as w ith  the economics o f the early 
Gaidar period; a t that time the ever more dom
inant political compromise had not yet wa
tered down the truly reformist endeavours. In 
the same way as re-reading the intellectual out
put o f the January-A ugust 1968 period in  
Czechoslovakia has remained an issue of last
ing interest, so too  is the case w ith  “the min
u tes” of the Russian reform think tank. For the 
reader of the later period this volum e provides 
a valuable insight into the diversity of views 
of the reformers and their advisers, and repro
duces the flavour of the intellectual controver
sies o f the heyday of systemic change. In the fol
lowing I shall treat the debate as such and will 
not consider how other schools o f  economics 
or political forces might have performed un
der the síimé circum stances—which is a differ
ent story anyway.

As a  generell reflection, it was truly strik
ing for this reviewer how little  effort seems to 
have been taken to reconcile m utually exclu
sive policy positions. This m ight well be taken 
as a compliment to the editors in  their ca
pacity as academ ics, because controversy is 
the driving force of science. On the other 
hand, this s ta te  o f affairs is m uch less reas
suring from the policy-making perspective: af
ter the phase o f policy dialogue a  platform is re
quired for legislation to be operational, and this 
platform should set clear lim its to  irreconcil
able concepts; such are the concepts of Lipton- 
Sachs versus Hansson  on the rouble zone for in
stance.

However, let us look at the book for 
academic qualities only! Contributions may 
roughly be grouped into three categories: for
eign advisors, Russian governmental officials 
and academic analysts. Each play a use
ful role in docum enting the choices represented 
by particular options and highlighting under

ly in g  considerations, as well as reproducing 
a large amount of unpublished official m ate
rial (which might be quite important in  m ak
ing  value judgem ents o f any sort). In fact, the 
only  unanimously held  view in the various ap
proaches is the conviction that capitalism  can 
and indeed should be “introduced” in R ussia  as 
soon  as possible (pp. XIII—XIV) with sp eed  be
ing  a  dominant criterion. Yet, even in  th is  re
sp ect, contributors from  within the field o f  ex
perim entation who have more empirical expe
rience and who are more deeply-rooted in  re
a lities (e.g. Dabrowski, Fyodorov and Vasiliev) 
clearly state their concerns with regard to  the 
actual time horizon o f the transformation exer
cise.

In the first two chapters Â slund and 
Dabrowski give a detailed  account of th e  con
ception  of the R ussian reform programme and 
its  im plem entation against the background of 
Central European experience. T hey docu
m ent in detail th a t, in  terms of policy im ple
m entation and even o f system ic concept— as op
posed  to ideological statem ent— there w as noth
ing close to a shock therapy, even in th e  first 
and second quarters o f 1992. M oney sup
p ly  grew faster than production, many prices re
m ained regulated, inputs were centrally— or 
at least bureaucratically— allocated and foreign 
trade was controlled in  a host of areas. There
fore one cannot really tell how a m onetarist- 
inspired shock m ight have affected R ussia, as 
th is particular m edicine has never been taken 
by the patient. T his finding is much in  line 
w ith  this reviewer’s previous findings, which 
have been elaborated elsewhere ( Csaba 1992). 
W hile Dabrowski pinpoints rather fundam en
ta l differences in the actual workings of th e  Bal- 
czerowicz plan in contrast to the Gaidar poli
c ies, Àslund’s insightful contribution is bur
dened  by some paradoxes. For exam ple, he 
seem s to overestim ate the role o f academ ic 
econom ists, especially members of the Russian  
Academ y of Sciences, in  shaping a fairly chaotic 
political scene. He m ight be right in  h is se
vere professional criticism  of the establishm en- 
tarian elder generation, but at the tim e close 
analysis shows that their influence in  shap
ing  events was close to  nil from whichever as
p ect one cares to  mention. Second, it  is 
tru ly  striking how his correct analysis coex
ists  with inaccurate forecasts and controver-
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sial policy statem ents. To take the m ost im 
portant exam ple, one wonders whether the in
dustrialists would really pose the gravest threat 
to marketising reforms (p. 33) both in the
ory and in practice. For one thing, it is diffi
cult to implement any project of social engineer
ing against the factor endowments of a  coun
try, and against prevailing social strata and  
forces; this indeed could be taken as a tru
ism  after 70 years of state  socialism. For an
other, either chaos or a less than enlight
ened populist-totalitarian (peronist) alterna
tive are anything but excluded from the pos
sible long-term Russian scenarios of develop
m ent. Against these the evolving coalition  
of reformists and the military-industrial com 
plex were obviously a superior option. Fur
thermore, m ost Western contributors tend to  
m iss a fundamental circumstance, which is pin
pointed by Sergei Vasiliev only, i.e. that the eco
nom ic programme enjoyed no direct popular le
gitim ation whatsoever until April 1993. Its fea
sibility was conditioned by the personal politi
cal and economic turn of the President (p. 751) 
as well as by the infights in his governing ap
paratus (p. 791). Thus it was presidential de
crees and—as is obvious with the benefit of 
a hindsight— a temporary ceasefire with other 
branches of power which enabled Yeltsin to rule 
by decree for a short while. W ith this spe
cial privileged period gone other branches of for
m al and informal powers have simply returned 
to the scene (from which, in fact, they never de
fected). Thus the conditions of implementa
tion have become quite different from those pos
tulated in November 1991. Still one wonders—  
having read the chapters of this book— how  
qualified policy advisers could miss the stage  
of a feasibility s tudy , formally required by the  
World Bank in order to have any projects ap
proved. Even if the technicalities are cor
rect this phase can hardly be avoided.

I underline this point because several 
contributors, most explicitly Sergei Vasiliev (pp. 
79 and 82) talk about the need for a compro
m ise w ith other branches of formal and infor
m al power for this is the price to be paid for the 
peaceful nature of transformation. This was in 
fact the line followed by the international or
ganisations, as reflected e.g. by the World Bank  
study on Russian reforms (IBRD, 1992 esp. 
pp. 69-73). This has proved to be a m is

judgem ent. Now it seems that the curious rev
olution of August 1991 has rem ained an un
finished one. Institutions whose raison d ’etre 
was to secure the old balance of power were 
not dism issed when the revolutionary impe
tus would have made it possible— for exam
ple, in the last quarter of 1991 or in the first 
quarter of 1992. Therefore— having survived 
the lethal threat— they relaunched their activi
ties. Thus they silently but efficiently retarded 
and reversed radical change from April 1992 on
wards. As Sergei Vasiliev poin ts out himself 
on p. 81, it was a principle of political consen
sus among all vested interests under Brezhnev 
which unw ittingly dug their graves in the mean
time. Thus the excessive em phasis on com
promise was surely a mistake in  the first re
form phases.

W hile the intricacies o f power broker
age have been moving ahead at full speed, some 
advisers and participants in G aidar’s economic 
team  continued to advance naive, and on oc
casion childish propositions; their disregard for 
contemporary Russian realities would have ap
peared odd even at the tim e of writing down 
their suggestions. Ellám and Layard  advance 
the thesis that Russia has a qu ite effective so
cial safety net at its disposal, and  one in which 
problems are only caused by currency short
age and delays in payment (p. 58). Mean
while their own data show governmental pen
sion outlays to be only 3.9 percent of GDP  
against 8 percent of the OECD average, at a 
time when prices for basic staples, heating and 
housing have undergone an explosive increase. 
Equally, their proposition (p. 43) that work
ers should be laid off as soon as production falls 
knows no equal in the practices o f OECD coun
tries; on top of these, on p. 59 they  advocate ac
celerated privatisation “to cope w ith” this prob
lem. Boycko and Shleifer propose a voucher 
programme “for Russia” grosso modo.  This is 
fairly strange, as in OECD countries first sec
tors, com panies and other areas are targeted, 
their sta te  is analysed, and then a  phased tim
ing of the operation is prepared, with cost- 
benefit analyses for each phase. These mi
nor points seem  to be overlooked by the two aca
demics, as does the territorial aspect and the re
lated redistribution of power. N ot very sur
prisingly for Russia-watchers, territorial organs 
of power— who have been invited  by the Presi
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dent to form a Constitutional Assembly at the  
time of writing this review— have already a t
tained m ajor changes in  the privatisation pro
gramme, both  in terms of m et hods/procedures 
and their role in managing it  (Vasiliev 1993). 
As can be learned from the same interview  
with the D eputy Chairman of the State Prop
erty M anagement Com m ittee, voucher privati
sation is lum ped with small-scale privatisa
tion. This is described by Chubais and Vish- 
nevskaia as the only right way in Chapter 6 o f 
the collective volume under review; in fact, it 
m ay actually account for no more than 17 per
cent o f the assets o f the Russian Federation  
at m axim um , while the above-m entioned con
cessions to the regions m ay further dim in
ish this share. These and other points m ight in
dicate how much the typical academic debate  
has been sidetracked from those Russian reali
ties whose transformation was supposed to  have  
been the object of the entire policy-advising ex
ercise.

T he culm ination of th is type of ad
vice is o f course the paper by Lipton and Sachs 
on the m onetary system . T hey set out from  
the hardly disputable observation that “R us
sia began its economic reforms lacking the basic  
m onetary arrangements necessary for a market 
economy” (p. 127). They propose a seven point 
programme to  fill this gap: 1. a single m one
tary authority issuing roubles; 2. trade in con
vertible currencies with those leaving the rou
ble zone; 3. uniform rate o f exchange; tough ac
tions on companies delaying payments; 5. un i
fication of cash and non-cash payments; 6. se
curing full independence of the Central Bank; 
7. creating a banking system  capable of trans
ferring m oney quickly.

These are all correct proposals with im 
peccable records. Still, for anyone familiar w ith  
the theory of economic system s two points are 
conspicuously missing: 1. the need to coordi
nate fiscal and monetary policies. A top Rus
sian official proposed no less than 40 percent 
cuts in fiscal spending for 1993 in order for sta 
bilisation to make sense (Fedorov  1993); this 
implies that monetary policy alone is not suffi
cient. 2. the imminent need to  institute tough  
bankruptcy legislation and to  secure its im 
plem entation, otherwise defaults on paym ent 
would never result in exit from  the market and

the propositions on pp. 144—148 m ight not be 
sufficient. B o th  points are fairly evident, espe
cially the second: at the tim e of the Stockholm  
conference Yeltsin tried to legislate bankruptcy 
laws sim ply by decree. This was— of course—  
outlawed by the Supreme Soviet in  less than a 
fortnight. In fact, a  bankruptcy law was for
mally legislated from 1 March 1993, to be effec
tive from 1 M ay only. However, no serious cases 
have yet been reported (while the Central Bank 
has again paid out to the m utual claim s of com
panies). In fact, these steps have been con
spicuous cases dem onstrating actual indepen
dence of the Central Bank  for which Lipton 
and Sachs argue so forcefully on  pp. 142-43. In 
fact they want more rather than less indepen
dence for an authority, whose records with re
gards to its  traditions, personnel, structure, and  
endowments in  general has m ade it the arch
enemy of any Russian marketising reform over 
the last 35 years or so. In the view  of the US 
advisers, “history clearly evidences” superior
ity  of central bank independence; possibly this 
does not fully  cover the two European cham
pions of price stability: the Banque de trance  
and the Bank of England, both  of which func
tion under tight governmental control. More
over, the Banque de France has been outper
forming the Bundesbank in term s of mone
tary stability for over a decade ( Thieme  1991), 
i.e. long before gaining independence. Inter
estingly, the list of com mandm ents of the two 
American specialists for the statu tes o f the Rus
sian central bank (p. 143) does not include 
the reference retained both in the French and  
the German bank’s charter: this reference re
quires the tw o banks to act “in the frame
work of overall governmental policy” (see the 
news item  and commentary in Financial T im es , 
12 May 1993). All in all, the  overseas ex
perts do not seem  to be particularly famil
iar with continental customs and traditions, 
ami this m ight be a bit of a problem. As we 
leam  from Izvestiia ,  19 May 1993, the split be
tween government and central bank in Rus
sia has becom e so deep that they could not sign  
a joint policy memorandum (i.e. a  letter of in
tent rather than  com mitm ent), even for the 
new IMF credits. Yet quite apart from the 
facts, even in pure theory it  is hard to imag
ine how a government can pursue a stabil
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isation course without having monetary pol
icy institutionally integrated into its overall pol
icy package.

However, this is not the whole story. 
Lipton and Sachs require the newly independent 
states to surrender their monetary sovereignty 
to a Russian bank, whose record in terms of mo
netary stab ility  has been less than im pecca
ble.

Those not complying should be invited  
politely to  leave (p. 128) and the IMF should  
be asked to help enforce rouble withdrawal 
in accordance with Russian wishes and needs 
(p. 130) as part of the overall conditions. The 
reason why leaving countries would possibly 
disagree is lucidly elaborated in Chapter 10 
by Ardo Hansson.  However, his contribu
tion received little if any feedback when Lip- 
ton and Sachs finalised their chapter, and re
gretfully the editors have not felt the need for 
such feedback either. W hat seems a more seri
ous flaw is in my view twofold: a) given the no
torious record of GosbanJc during the pere
stroika period, the rouble monetary author
ity proposal is clearly inferior both technically 
and in securing economic stability to the cur
rency board solution. The idea had already 
been published (Hanke and Schuler 1991) and  
discussed at the time of the conference—e.g. by 
Hansson in this volume—but this was not con
sidered by the authors. It does not seem a 
very fruitful way of conducting scientific or pol
icy dialogue when it is constrained to restat
ing one’s own views only. Furthermore, in terms 
of the overall policy framework one should cer
tainly be perplexed by the foreign advisers bla
tant disregard for Russia’s historic and strate
gic interests as well as the well-known pol
icy priorities of preserving a political, m ili
tary and also economic com munity around it
self in the frame of ex-Soviet borders. The h is
toric fate o f the CIS and more generally the  
Russian state and its immediate sphere of influ
ence is far from being concluded, and this sta te 
ment becam e even more valid in the first half 
of 1992. Consequently, one must ask how 
any serious analyst could advocate such a sim 
plistic, narrow economic position which could  
only alienate potential allies around the gov
ernment he is advising? How could it possi
bly be expected that new independent states be

be required by mandate, in the first weeks af
ter their secession, to surrender their m one
tary sovereignty and to give up that uncon
ditionally? This approach is similar to  the  
projects of Grigorii Yavlinskii, which were elab
orated two months before Lipton and Sachs en
tered the Russian scene directly. Yavlinskii was 
relieved of his duties because he failed to un
derstand that the subject of reforms is Russia, 
not the one-time Soviet Union (Àslund and La- 
yard, p. XII).

This and other related issues are dis
cussed in the chapter by Ardo Hansson, which  
is refreshingly insightful. Contrasting the m ain
stream  Western monetary thinking w ith the re
alities of the post-Soviet era he finds that 
the greatest enthusiasm for retaining the rou
ble zone is now found in the West (p. 164). He 
neatly describes why this is m isplaced think
ing: the creation of national sovereignty and 
economic stabilisation, as well as the promo
tion of structural adjustm ent, has m ade it im
perative for newly independent states to in
troduce separate national currencies (pp. 166- 
169). He puts great em phasis both on desyn
chronisation of system ic change in the CIS and 
on the disenchanting results of Russian stabi
lization. His detailed description of the success
ful Estonian currency reform as well as his cau
tionary note with regard to  the lim ited transfer- 
ability of Estonian experiences to other succes
sor states are convincing. His concluding mes
sage is thai the end of the rouble zone should  
be taken éiS given, and a negotiated rather 
than confrontational divorce be arranged. From 
am ong the remaining external contributors, the 
microeconomic focus of the study of Johnson,  
Kroll and Horton on emergent Ukrainian mer
chant banking fits poorly into the overall con
cept of the book, as there is little  to be gener
alised from what they have learned. T he lat
ter contain.* a lot of interesting details, like how 
banks can make m oney on negative real rates of 
interest if their refinancing is even more heav
ily subsidised by the central bank. This point 
sheds somf light on the com plexities behind  
the stabilisatory debate. In Chapter 12 Pe
ter Boone carries out an econometric exer
cise to show how beneficial the stabilisatory pro
gramme of Gaidar could have been on the 
Russian balance of payments, had that pro
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gramme stood a  chance of im plem entation. The 
doubts, which were noticeable even in  Novem
ber 1992, have not particularly impressed the 
author. Thus his forecast of steadily grow
ing Russian exports— from 42 to 71 bn in 1992- 
94— also deviate slightly from the 32 bn con
vertible currency intakes recorded by the gov
ernment (the figures of the central statistical of
fice are even lower, but classifying the dif
ference is beyond the scope of a  book re
view).

T he role o f the Russian contributors 
now has to be assessed properly. Their writ
ings are insightful and illuminating in  both  pos
itive and negative senses. As an exam ple of the 
former, the already several tim es cited  contri
bution of Sergei Vasiliev on the socio-political 
and institutional aspects of Russian transfor
m ation needs to be m entioned again. His long 
term  view, involving even stabilization cycles 
is quite instructive, so are his repeated warn
ings against an overdose of compromise with  
old power structures. As a less inspiring ex
ample, the contribution of Chubais and Vish- 
nevskaia should be cited. Their description of 
privatisation as a  single-track exercise in so
cial engineering (having found the right single- 
track) is rather sim plistic. Their project is 
strongly reminescent o f old Soviet planning doc
uments. Thus it has a large number of spe
cific deadlines, tasks and quantitative targets, 
but it is not very specific about the ways of deed
ing with likely resistance arising from the var
ious vested interests. I do not think any
body is really surprised that none of the dead
lines have been m et. On the contrary, the  
idea that corporatisation of all sta te  enter
prises should have been com pleted by the au
tum n of 1992 (p. 93) sounds dangerously naive: 
as Chubais explained in March 1993, out of the 
5,600 largest com panies 2,000 should have been 
privatised by May 1992, whereas only half of 
the intended small privatizations have in fact 
been com pleted 9 m onths later ( Transition,  Vol. 
4, No. 3, p. 2). I do not consider this pace 
to be slow, yet the setting of unrealistic tar
gets in term s of tim e and economic substance re
flects an inherent inability to assess the nature 
of the task correctly. Disregard for technicali
ties and sociological factors might not be a  mor
tal sin for pure theorists—however, for policy
makers this is not quite such an innocent fea

ture. As the diplom at Mozhin notes correctly 
on p. 71, frequent failure to m eet announced  
targets has seriously undermined the credibil
ity  o f the reforms of the Russian government. 
M ozhin actually provides a  lot o f interesting ev
idence on the respective Russian and IMF po
sitions with regard to the shape of the sta
bilization programme. He refutes the widely 
held view (e.g. Szamuely  1992, citing Rus
sian sources) that balanced budgets or libera
tion  of energy prices were imposed by the IMF  
team  on Russians: the contrary is in fact the  
case (pp. 66 and 68).

Probably the m ost outstanding contribu
tion of the volume is that o f Boris Fyodorov. At 
the tim e of writing he was between his two Min
isterships o f Finance, and he seems to have dis
sociated  him self from the predominant pop
ulism  of the early Yeltsin period. In this 
chapter Fyodorov surveys the outcom es of the  
E B R D  pilot privatisation project in St. Peters
burg; however, in its entirety it is a strategic pa
per on the need to create an organic link be
tween foreign direct investment and privatisa
tion in Russia, as these constitute the two sides 
of the sam e coin. Am ong the many valid points 
he makes I find it particularly relevant to  under
line the following: transfer of title is the begin
ning rather them the end of the privatization  
process. Restructuring  is the reell job, which  
will hardly be undertaken if political privatisa
tion  continues, for the latter leads to free dis
tribution and/or em ployee ownership instead of 
capital injections and strong managerial posi
tions (p. 114). In fact, all that he has writ
ten  could be quoted in order to show the very 
wide gap between governmental rhetoric re
garding reforms and the truly Soviet environ
m ent that still faces enterprises. Ideally, any 
business executive wanting to enter the Rus
sian market should read this analysis. Fyo
dorov is serious, to the point and relevant—  
a great plus in this volume.

Is it possible to draw a balance for such 
a controversial volume? Apart from some par
tisan statem ents Âslund names the overdose of 
gradualism  as the very root of all other evils 
(pp. 19 and 34). In both places he seems to  
identify gradualism with the kind of uncoordi
nated policy im provisation we have been w it
nessing ever since reformist ideas started to in
fluence policy-m aking seriously in Russia, i.e.
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since May 1990. This is descriptively correct, 
but analytically simply wrong. In conceptual 
terms gradualism by definition assumes more 
congruence, ex ante policy coordination, se
quencing, and policy im plementation. This pro
cess has been observable in Russia, as elabo
rated in detail by Kloten (1993). The two can
not and indeed should not be m ixed up, be
cause this would cause serious repercussions 
for the entire theoretical construct and poli
cies of transformation. In fact, many an
alysts in the volume under review, includ
ing Dabrowski, are quite right in arguing for 
shock treatm ent, even with the lim ited adm in
istrative capacities of the Russian bureaucracy. 
In fact, on pp. XIII-XIV the editors seem to fol
low the sam e line of reasoning. This is a dif
ferent story. It may well be true that under 
certain conditions—like German unification or 
post-Soviet disintegration— gradualist proposi
tions m ight become politically irrelevant or eco
nomically unfeasible. Still, the series of m u
tually (but poorly) coordinated, m ostly impro
vised measures, the lack of any feasibility stu d
ies, and the disregard for the social dynamics of 
change (which can in fact be incorporated in for
malised dynam ic models) should be interpreted 
for what they are: prime cases of policy er
rors rather than attributes o f any sort of grad
ualism. Thus whatever second thoughts one 
may harbour on the theoretical or policy rel
evance of this particular concept, Russian re
forms do not provide any evidence either for or 
against it. If there remains anything for gen
eral economics to learn from the Russian expe
rience it is that—similarly to 1917— the propo
sition that “old experiences are only of lim 
ited relevance for its future course” (p. XIII)—  
has not proved to be particularly helpful in 
transforming economic system s. This seems to  
be true for analytical and policy terms. This

volume is certainly of great help in classify
ing this point.

L. CSABA
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The editor would like to apologize for the fact that the tables were missing 
from the study “The Association Agreements Between the EC and Central Europe: 
Trade Liberalization vs Constitutional Failure?” by P. A. Messerlin in Vol. 45, Nos 
1-2. This was an accidental omission and no inconvenience was intended to either 
the author or the readers.
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Table 1
The ЕС-Hungary Association Agreement: main provisions on trade in goods

EC MFN tariffs or levies NTB dismantlement

1992 1993 1994 1995 1996 1997 1992 1993 1994 1995 1996 1997

AGRICULTURAL PRODUCTS
Non-processed agricultural products

General provision elimination of “specific” QRs (R .3420/83) in 1992
Annex V il la “ 50% quotas/ceilings increased by «35%  (1992-96)
Annex V illb tariff reductions on an item  by item  basis for some items, minimum import prices
Annex Xaa 75% b 9.1 8.3 7.7 7.1
Annex Xbc 80% 60% 40% quotas/ceilings increased by «35%  (1992-96)
Annex Xc 75% 50% quotas/ceilings increased by «35%  (1992-96)

Processed agricultural products (Protocol)
see text quotas/ceilings increased by «35%  (1992-96)

INDUSTRIAL PRODUCTS
General provision6* elim.
Exceptions

Annex I ruled by provisions for agricultural products
Annex lia® 50 elim.
Annex IIbe 80 60 40 20 elim.
Annex IIIe suspension of tariffs within increased quotas or tariff ceilings

” ande 90 80 70 60 50 elim. for quantities in excess of quotas/ceilings
Special protocols

Coal 50 elim. elim. by 1992, except for Germany & Spain (1994)
Steel 80 60 40 20 10 elim. elim. on the date of entry into force
Textiles 71 57 43 29 14 final provisions not available

Source: The ЕС-Hungary Association Agreement (1992).
Notes'. “Figures give the level of remaining duties (within quotas) as a percentage of the initial level. 

bAnnual rates of increase of the global quota on m eat.
“Figures give the level of remaining duties or levies (within quotas) as a percentage of the initial level. 
delim.: elimination.
'Figures give the level of remaining tariffs as a percentage of the initial level.
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Table 2
Trade patterns of CEEC exports to other CEECs and to OECD countries, 1985-1989

SITC Exports to other CEECs“ by Exports to OECD countries by

2 Products BUL CSFR HUN POL ROM USSR BUL CSFR HUN POL ROM USSR

Industries with shares superior to 3 percent of the total corresponding trade, %
1 Meat and meat preparations 5.8 10.4 5.7
3 Fish 3.4
4 Cereals 5.4
5 Vegetables & fruits 5.4 5.7 5.1 4.6

11 Beverages 3.0
12 Tobacco 5.3
24 Cork and wood 6.7 3.3 6.7
25 Pulp & paper 3.1
32 Coal & coke 12.0 4.4 15.3 3.0
33 Petroleum 36.6 16.9 6.7 7.7 31.4 48.3
34 Gas, natural 12.6 12.5
35 Electric current 4.9
51 Organic chemicals 5.0 5.0 5.4
52 Inorganic chemicals 3.1
54 Pharmaceuticals 5.2 7.2
56 Fertilizers, manuf. 3.8
58 Artif. resins, plastics 3.3
65 Textile yarn, fabrics 7.1 3.4
66 Non-metal, mineral manuf. 3.1 5.2
67 Iron &; steel 5.5 3.9 4.4 11.1 10.5 5.1 4.2 7.4
68 Non-ferrous metals 3.6 3.5 6.4 4.8 6.5
69 Manufactures of metal 3.1
71 Power generating machinery 4.1 17.3 23.4 6.4
72 Machinery specialized 18.5 11.1 8.8 4.6 3.3
73 Metalworking machinery 5.0 18.7 16.3 6.3
74 General industrial machinery 6.8
77 Electrical machinery 4.1 4.2
78 Road vehicles 12.4 3.2
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T a b l e  2  (continued)
Trade patterns of CEEC exports to other CEECs and to OECD countries, 1985-1989

SITC Exports to other CEECs“ by Exports to OECD countries by

2 Products BUL CSFR HUN POL ROM USSR BUL CSFR HUN POL ROM USSR

79 Other transport equipment 
82 Furniture

6.2
9.3

84 Apparel 3.8 4.0 4.4 8.1 4.6 10.2 7.5 13.1
85 Footwear
89 Miscel. manuf. articles

3.8
3.2 3.5 3.5 3.5

Total (from SITC 1 to 66) 3.1 21.9 19.2 54.1 35.9 41.5 31.9 32.3 35.2 73.6
Toteil (from SITC 69 to 79) 57.2 47.1 51.5 17.3 0.0 6.6 4.2 0.0 0.0 0.0

Total 73.4 73.0 82.3 79.4 55.0 66.7 58.4 53.9 69.9 80.0

Trade shares of the ‘‘four sectors”6
Agriculture 0.8 19.0 3.9 0.3 14.0 7.1 21.2 16.1 3.9 0.3
Textiles & apparel 7.3 6.4 5.9 2.4 12.3 12.8 14.5 10.0 17.1 1.7
Chemicals 3.4 1.5 1.7 5.4 9.4 10.0 9.9 5.3 7.5 5.4
Iron & steel 5.5 1.4 3.9 4.4 11.1 10.5 5.1 4.2 7.4 1.5

Total 17.0 28.3 15.4 12.6 46.7 40.4 50.7 35.7 35.9 9.0

Sources: OECD, Foreign Trade by Commodities, various files. COM TRADE database. Author’s computations.
Notes: “ No data are available for Bulgaria and Romania. For the CSFR, com putations are based on exports

to the other CEECs. For Hungary and Poland, computations are based on exports to the USSR  
(1985-87). For the USSR, com putations are based on the Soviet exports to the PITs (1985-87). 

bAgriculture is defined by SITCs 0 + 1  +  2 +  4 +  5 +  6 +  8 +  22, Textiles and apparel by SITCs 26 +  65 +  83 +  84, 
Chemicals by SITCs 51 +  52 +  53 +  56 +  57 +  58, Iron and steel by SITCs 67.

C
O

R
R

IG
E

N
D

A
 

447



448 CORRIGENDA

Table 3
EC protection in agriculture, 1985-1990

Agricultural
products

N om inal
assistance

coeff“

P IT  export share 
in  EC ag. imports**

PITs C SFR HUN PO L

Year 1986
Meat 63.0 20.2 2.8 9.5 8.0
Dairy 57.5 1.2 1.0 0.2 0.0
Grain 45.5 2.6 0.4 2.1 0.1
Sugar 107.0 3.6 0.4 1.2 2.0
Oilseeds 75.0 3.0 0.0 0.8 2.2
All ag. products 5.0 0.6 2.1 2.3

Year 1988
Meat 125.3 20.6 2.5 10.2 7.9
Dairy 74.0 1.5 0.9 0.5 0.1
Grain 81.5 2.2 0.3 1.7 0.1
Sugar 176.0 3.1 0.5 0.9 1.7
Oilseeds 110.0 2.1 0.0 0.7 1.4
All ag. products 5.0 0.6 2.2 2.2

Year 1990c
M eat 104.7 22.5 2.6 11.2 8.6
Dairy 99.5 9.9 4.4 1.1 4.4
Grain 87.5 2.5 0.4 2.0 0.1
Sugar 113.0 3.5 0.5 1.2 1.7
Oilseeds 184.0 3.5 0.1 0.8 2.6
AH ag. products 6.4 0.8 2.7 2.9

Source: OECD, M onitoring and O utlook (1991). OECD, Foreign
Trade by Com m odity. Author’s com putations.

N o tes : “ Ad valorem tariff equivalents, in  percent.
bMeat: SITC 00 and 01; Dairy: SITC 2; Grain: SITC 4; 

Sugar: SITC 06; Oilseeds: SITC 22; All ag. products: 
SITC 00, 01, 02, 04, 05, 06, 08 and  22. 

c 1990 data for N A Cs and 1989 d a ta  for trade flows.
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Table 4

EC tariff concessions granted by the ЕС-Hungary Association Agreement, 1992-1997

ISIC Sectors

Total 
number of 

item sa

MFN tariffs Combined
M FN-GSP

tariff
ratesb

Agriculture0 Industrial products0

number
of

items

avg
tariff
rates

number
of

item s

avg
tariff
rates

total
number

items

non-lib
item sd

non-lib
avg

rates

relat.
avge

100 Agriculture 627 577 9.3 8.9 494 10.8 83 10.8 0.8 0.09
200 Mining 112 110 0.5 110 10.0 2.1 4.64
311 Food products 757 401 16.8 13.0 394 16.9 7 42.9 6.0 0.36
312 Other food products 141 82 9.0 72 9 10 100.0 9.3 1.03
313 Beverages 72 52 17.5 52 17.5
314 Tobacco 10 10 7.4 10 7.4
321 Textiles 1081 1081 9.9 9.2 2 4.5 1079 16.6 8.4 0.85
322 Apparel 219 219 12.3 11.5 219 4.6 7.9 0.64
323 Leather products 102 102 4.7 3.3 102 50.0 5.8 1.24
324 Footwear 68 68 10.9 68 83.8 12.0 1.10
331 Wood products 124 124 5.3 124 6.5 10.0 1.87
332 Furniture 27 27 6.0 27 11.1 5.6 0.93
341 Paper products 196 196 7.6 196 0.0
342 Printing 43 43 6.1 43 0.0
351 Industrial chemicals 881 881 7.1 4.7 6 5.8 875 9.6 8.1 1.14
352 Other chemicals 375 361 6.2 4.1 16 2.9 345 3.8 10.5 1.70
353 Petroleum  refined 40 40 4.6 40 0.0
354 Mise, petrol. & coal 15 13 2.6 13 0.0
355 Rubber products 80 80 5.9 80 31.3 10.3 1.76
356 Plastic products 139 139 8.9 139 6.5 11.9 1.33
361 Pottery & china 24 24 8.4 24 33.3 9.8 1.16
362 Glass products 132 131 8.3 131 54.2 9.4 1.14
369 Other nonmetal minerals 121 121 4.5 121 6.6 8.8 1.94
371 Iron and steel 469 469 4.8 4.8 469 20.5 5.5 1.14
372 Nonferrous metals 262 262 4.6 262 32.1 6.2 1.35
381 M etal products 524 524 5.8 524 13.7 8.9 1.53
382 Nonelectrical machinery 924 924 4.1 924 0.1 9.0 2.17
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T a b l e  4  (continued)
EC tariff concessions granted by the ЕС-Hungary Association Agreement, 1992-1997

ISIC Sectors

Total 
number of 

items®

MFN tariffs Combined
M FN-GSP

tariff
rates*1

Agriculture0 Industrial products“

number
of

item s

avg
tariff
rates

number
of

item s

avg
tariff
rates

totsil
number

items

non-lib
items'*

non-hb
avg

rates

relat.
avgc

383 Electrical machinery 501 501 5.8 501 15.8 11.2 1.93
384 Transport equipment 342 342 6.1 342 3.8 10.7 1.75
385 Scientific equipment 352 352 8.3 352 2.3 5.8 0.70
390 Other manufacturing 263 263 5.5 5 0.0 258 12.0 8.0 1.44

W hole EC economy 9023 8519 7.8 6.1 1051 7468 12.6 8.3 1.06

Recapitulation by annex
annex I 185 8.3
annex Ha 98 4.5
annex lib 10 7.7
annex III 640 8.9
annex VII 20 12.3

Source: The ЕС-Hungary Association Agreement (1992). Author’s com putations.
Notes: “ Total number of item s in the trade EC Combined Nomenclature.

6 Combined M FN-GSP rates have been computed only for the major PIT  export sectors and the whole EC economy. 
“According to the definition of the Association Agreement.
d Number of item s in. Annexes (no immediate liberalization) as a percentage of al 1 industriell item s.
* Average tariff rates for item s under delayed tariff cuts w ith respect to the average tariff of the 

concerned sector. Textile and apparel products are considered under the “general provision".
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Table 5:1

The EC MFA VERs imposed on CEEC exports, 1985-1990

Regional Compound 
1985 1986 1987 1988 1989 1990 lim its0 growth

rates

Number of categories where CEEC exports are under VERs
Bulgaria 25 25 12 11 i l n 1 -1 8 .5 6
CSFR 50 50 41 40 40 40 3 -5 .4 3
Hungary 37 37 29 29 29 29 2 -5 .9 1
Poland 34 34 28 28 28 28 5 -4 .7 4
Romania 39 39 32 32 32 32 6 -4 .8 3
Total number of categories6 84 84 84 99 99 99

Trade coverage ratios, in %c
Bulgaria 38.0 40.6 45.7 41.6 36.0 n.a. -1 .3 4
CSFR 61.9 61.5 64.7 59.6 57.9 n.a. -1 .6 6
Hungary 52.8 51.5 47.2 43.7 44.7 n.a. -4 .0 8
Poland 53.5 54.6 52.1 44.1 41.8 n.a. -5 .9 8
Romania 61.5 61.5 63.5 57.9 55.2 n.a. -2 .6 7
Developing countries'* 39.1 38.9 36.2 n.a. n.a. n.a. -3 .7 8

Sources: World Bank MFA Database (for 1985-89); EC Official Journal (for 1990). OECD, 
Foreign Trade by Commodities, various issues. A uthor’s com putations.

N otes: a Number of categories under specific quotas imposed by EC Member States.
bTotal number of categories in the whole EC MFA system .
CCEEC exports to the EC under EC MFA VERs divided by total CEEC exports 

of textiles and apparel (SITC 26, 65, 83 and 84) to the EC. 
d Source: Erzan, G oto and Holmes (1990).
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Table 5:2
EC MFA quotas and PIT  export performances, 1989-1992

MFA “import” 
quotas“

PIT quota  
shares b

MFA “O PT ”
quotas' Utiliza

tion
rates'

1990/89
old

1990
1990
1991 1992

1989 1992 tons
1992

% d
1992

All MFA categories
CSFR 36181 39246 70573 3.2 6.2 13996 16.5 105.2

1 8.5 79.8
Hungary 24699 26811 35804 3.0 3.7 26383 42.4 108.4

1 8.6 33.5
Poland 21305 29838 50847 2.9 5.5 39936 44.0 84.1

f 40.1 70.4

MFA categories fully utilized in 1989
CSFR 10336 11536 26343 2.2 5.0 11384 30.2 102.2

f 11.6 128.4
Hungary 2205 3255 6868 1.0 3.0 22678 76.8 73.9

1 47.6 111.0
Poland 2281 3541 7623 1.1 3.5 20297 72.7 91.4

1 55.2 115.3

Sources: World Bank MFA Database; EC Official Journal; Eurostat. A uthor’s com putations. 
N o te s : “Quotas (excluding O PT) in  “old” 1990 correspond to the MFA-IV regime.

^Shares o f quotas granted to  the PIT  country as a  % of total EC quotas.
“OPT: outward processing traffic.
d “O PT” quotas as a % of total ( “im port” plus “O P T ” ) quotas.
'U tilization  rates for 1990 as a  % of utilization rates in 1989 (excluding  

categories 14 and 15).
I Rates of growth, in percent.
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Table 6
The EC steel quotas under the arrangements, 1989-1991

Years0

CSFR Hungary Poland Total

PITs

Other

CEECsd

Grand

Total Imports

Utiliz.

rates'con.b lib .c con.* * 6 lib .c con.6 lib .c

Export program imposed by Germany
1989 245610 222274 60889 94433 133409 153393 910009 342259 1252268 890000 71.1
1990 245610 229148 60889 97354 133409 158137 924548 346347 1270895 998000 78.5
1991 359000 236235 89000 100365 195000 163028 1142628 474470 1617098 1587000 98.1

Export program imposed by Benelux (Belgium, Luxembourg, Netherlands)
1989 39400 1623 7650 1623 13950 1623 65869 50746 116615 182000 156.1
1990 46670 1673 8825 1673 16524 1673 77039 59613 136651 178000 130.3
1991 46670 1725 8825 1725 16524 1725 76924 59716 136640 123000 90.0

Export program im posed by Italy
1989 116802 40716 111240 0 15494 14393 298645 178117 476761 815000 170.9
1990 138352 41975 128623 0 36492 14838 360280 205442 565722 1117000 197.4
1991 138352 43273 128623 0 16492 15297 342037 206067 548104 1007000 183.7

Export program imposed by the other EC Member States
1989 0 260317 0 117659 0 127895 505870 224694 730564 644000 88.2
1990 0 2ÓS36Ó 0 121298 0 131S3Ü 021516 231643 753158 355000 47.1
1991 0 276668 0 125049 0 135928 537645 238807 776452 409000 52.7

Export program imposed by the whole European Community
1989 401812 524929 179779 213715 162853 297304 1780393 795816 2576209 2531000 98.2
1990 430632 541164 198337 220325 186425 306499 1883382 843044 2726427 2648000 97.1
1991 544022 557901 226448 227139 227746 315978 2099234 979060 3078294 3126000 101.5

Source'. EC Official Journal (various years) and interviews. Author’s computations.
Notes:  “Figures for “liberalized” steel in 1989 and 1990 are estim ated.

6Con.: PIT export program under steel quotas. 
cLib.: PIT export program of “liberalized” steel.
^Export program (of quota and “liberalized” steel) for Bulgaria, Romania and the USSR (for the USSR, liberalized steel is 

not included). Quotas on GDR steel were elim inated in 1991.
'Im ports as a percentage of Grand Total.
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Table 7
The EC antidumping actions against the CEEC exports: A summary by major industries and by CEEC, 1980-1991

Countries
Goods

Cases

(number)

Preliminary actions Definitive actions

margins
of

dumping
(avg)

ad
valorem
duties
(avg)

other
m easures“

(number)

margins
of

dumping
(avg)

restric
tive

measures
(number)

restric
tiveness

rate6
%

ad valor, 
duties or 
equival.c 

(avg)

Global figures
All cases against CEECs 105 67.3 26.5 8 46.0 74 71.2 19.8
All other casesd 236 30.3 17.4 45 27.8 155 66.8 e

Cases against CEEC exports, by CEEC
Bulgaria 6 0 50.4 3 50.0 33.0
CSFR 25 46.6 17.1 2 48.9 19 76.0 22.6
Hungary 16 147.0 51.0 0 33.3 9 56.3 19.1
Poland 15 41.3 23.8 1 36.2 11 73.3 16.1
Romania 21 59.9 32.8 0 42.0 16 76.2 19.7
USSR 22 83.8 26.0 5 60.7 16 76.2 14.4

Cases against CEEC exports, by industry
Wood products 7 0 17.6 1 14.3 12.0
Industrial chemicals 50 61.3 25.3 4 43.8 40 81.6 16.7
Glass products 9 0 36.9 9 100.0 27.4
Iron and steel-^ 6 54.6 25.7 0 46.9 5 83.3 22.5
Nonelectrical machinery 7 204.0 33.0 0 68.0 6 85.7 19.2

Sources: Messerlin (1992).
Notes:  “Number of specific duties imposed in preliminary actions.

R estr ic tiv e  outcom es as a percentage of all known outcomes.
cSee note for the definition of the methods used for computing ad valorem equivalents.
dAll cases initiated between 1980 and 1989, excluding cases against exports from CEECs, Eastern Germany, 

the People’s Republic of China and North Korea.
“Partial information suggests an average estim ate of 18.3 percent.

Including cases against CEEC exports of tubes and pipes (non-ECSC steel).
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