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Acta Oeconomica, Vol. 48 (3-4), pp. 283-240 (1996)

RECESSION-INDUCING MECHANISMS IN THE HUNGARIAN
ECONOMY SINCE THE 80S~

K. LANYI

The transition involved deep recession everywhere in former socialist countries. The author
has supposed the existence of some mechanisms—inherent to the transition process—whose role
has been to contribute to the selection among activities, enterprises, economically active people,
and by that to curb their level/number. In the article six groups of phenomena-—-all observed
in Hungary -are identified. and their workings as those of recession-inducing mechanisms briefly
described. Other kinds of mechanisms contributing to possible economic growth have not been
explicitly revealed yet.

The general issue

In 1990 one could take it for granted that a systemic change has begun in all
countries of Eastern-Central Europe. At that time some groups of largely known
scholars and experts formulated their forecasts about the probable levels of eco-
nomic activity, measured as changes in the volume of the GDP, during the first
years of transition in these countries. The most competent authors, especially
those connected with the IMF or the World Bank had the most elaborate views
concerning the required programmes and envisaged outcomes of the transition.
They wrote about an expected economic decline with 10-20 percent loss of GDP in
the respective countries, a 20-30 percent loss of industrial production, accompanied
by a concomitant level of unemployment and possible decline of exports to both
Western and Eastern markets. One of the arguments has been that all this was
necessary for the implementation of “capitalistic standards™ in these economies.
(Blanchard, Dornbusch. Krugman and Summers 1991) Another type of argument
stemmed from estimates referring to the fact that approximately 50-75 percent of
the capital stock in these countries whould be obsolete. (Borensztein and Mon-
tiel 1991) Of course, there were many opponents of these forecasts and arguments;
nevertheless, the estimations have turned out to be just about correct, as a great
amount of the capital stock has been destroyed or heavily depreciated in almost all
of the respective countries.!

*Paper presented to the Second Budapest EACES Workshop, 16-17 December, 1996.

1Here I omit references to the literature concerning these discussions. The most detailed facts
of and data about the years of recession in Eastern-Central Europe can perhaps be found in the
following collection of papers: Holzman, Gdcs and Winckler (1995). Concerning the losses of
capital stock, comprehensive estimates have not yet been published.
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234 K. LANYI[: RECESSION-INDUCING MECHANISMS SINCE THE 80S

In Hungary the fall in the volume of GDP between 1989-1993 was about
17-23 percent (the latest estimate of the CSO being 17 percent?). For the indus-
trial production the equivalent figures were 31 percent, for agriculture 35 percent,
and for transportation about 50 percent. The number of people in employment
decreased by one third (i.e. by about 1.5 million, of which more than half a million
in agriculture).

Starting from 1992 in Poland, in recent years the majority of economies in
Eastern-Central Europe have shown positive growth performance—however, this is
not the case for Hungary. In Hungary a 2.9 percent GDP growth occurred in 1994—
since then the economy has remained in a near stagnating condition. It seems that
the possibility of new episodes of stagnation or recession are not yet over in other
economies of the region—namely, their growth rates are slowly diminishing and
some of their macroeconomic indicators—primarily their balances of payments—
are worsening due to the rapid growth of their imports.

In this short study I do not discuss the statistical problems arising in in-
terpreting growth data, nor the deeper causes of past or possible future economic
decline. [ only assess the presence of some necessary economic mechanisms of var-
ious origins, all of them working against economic growth. That is to say, they
contribute to stopping or diminishing economic activities like production, trade,
employment of working personnel, or investments in the real sphere. If so, then
throughout the period they are in action, the recession-inducing mechanisms have
to have a selective role—i.e. they have to indicate those activities, those firms,
groups of firms and groups of people who will be “sorted out”. Furthermore, they
have to generate the adequate procedure to achieve that goal. The necessity of the
existence of such mechanisms may be understood and their nature may be revealed
independently of whether and where we can find the causes of economic decline
during the transition process.

In the following, six of these mechanisms will be enumerated and the way in
which they work will be described briefly. The facts involved are not the so-called
“stylized ones”—they are taken from the specific case of Hungary and their stories
are told as they have happened.® Maybe some of the mechanisms do not exactly
relate to other transition economies. If so, it would be interesting to try explain
some part of the divergences with regard to their economic performance, making
use of the differences in the creation and functioning of the same or analogous
mechanisms.

2Massimo Russo, then with the IMF, cited in an interview that there had been exactly equal
GDP losses (of 23 percent in real terms) in Poland, Hungary and Czechoslovakia. This was
evidence of formerly existing unproductive activities which inevitably had to be abolished. See:
Figyeld, 14 October 1993, written by Czelnai (In Hungarian).

3Models and “story-telling” based on stylized facts are sometimes beautiful and exotic, but
they may be read like romances. An appealing fresh piece of that genre is Blanchard (1996).

Acta Oeconomica 48, 1996
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I have mentioned above the various possible origins of these mechanisms. In
fact, they might originate from different sources: some of them are purely economic
ones, some others have their origin in social conditions, and then there are those
which have been born by the institution-creating or legislating activity of the state.?

| have to acknowledge that among other shortcomings my findings have a
particularly significant one: i.e. the various mechanisms under examination almost
never work alone, for some of them, as a rule, exercise their influence in common.
This being the case, if we regard their impact from the side of outcomes, we usually
cannot separate the power or influence of a single factor or mechanism from that
of any others.

The most tangible selection processes

1. Selection according to the exclusive use of macroeconomic policy tools and
legislative procedures in creating market-type institutions is the first case. This
results in the retention of information about what new possibilities are opening
and/or what difficulties are caused for economic agents by these policies. The fu-
ture steps of policy-makers, although these might be in the same line of policies,
cannot be calculated by ordinary citizens. All this can be conceived as a gen-
eral background of disinformation and loss of any orientation for the majority of
economically active people. Those having specific knowledge. skills. and specific
contacts or who have already prepared themselves for the changes, might attempt
to join in with some groups of possible survivors (in an economic sense) or to build
contacts with temporarily surviving fields of activity. Evidence suggests that the
value of the knowledge, skills, and contacts has varied considerably among different
social strata: this is revealed, for instance, by quick increases in the numbers of
self-employed craftsmen and shopkeepers in the beginning, then an equally rapid
decrease of them, or by a fall-off in the number of part-time undertakings in agri-
culture. ( Yearly report... 1996)

2. Next is selection by policy-makers refusing any positive market-building
or the support of similar actions (except those aiming at building-up the financial
sector). Although in Hungary there were relatively well-functioning commodity
markets in all sectors before 1989, it was evident that existing trading firms and
marketing channels would be insufficient in the future, when commerce would be
wholly liberalized and largely deregulated. Wholesale firms dealing with goods of
industrial and agricultural inputs, and some big distributors of consumer goods
disintegrated and were the first to collapse. Purchasing and procurement organi-
zations in agriculture had suffered disintegration earlier and later they collapsed
almost completely. Small-scale farmers in agriculture almost totally lost their sell-

4The first attempt of the author at identifying them was (Ldny: 1994 and 1995).

3l Acta Oeconomica 48, 1996
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ing network. The collapses among trading firms were due to the lack of working
capital of their own, severe restrictions on short-term credits, and partly to so-
called “spontaneous privatization”. For a long time nothing or nobody filled their
places. State-owned industrial enterprises, state farms, and co-operatives in both
industry and agriculture, had neither the skill, nor the capital, for building up their
own marketing channels. The first substitutes were foreign companies exporting
to Hungary or establishing and buying retail trade units in the country. They
were constrained by the need to create and finance distribution networks for their
products, as well as by the necessity of organising purchases for their shops and
supermarkets. Producers and former suppliers of the domestic market could sell
much smaller amounts of their production, because they could not find appropriate
partners—for instance, partners not requiring commercial credits—and newly es-
tablished producing and trading firms did not search for domestic furnishers. Since
that time wholesale trade has been reconstructed, albeit with loopholes: the great-
est one remains in agriculture. Furthermore, those having lost a great part of their
domestic market went down almost entirely.

3. The third selection is by the phenomenon called “credit crunch”, although
it is more realistic simply to call it restrictive financial or credit policy. The story
is the following: in a socialist system of a Leninist or Stalinist type, all firms (SOEs
and co-operatives) have to have only a minimum or possibly no amount of working
capital (i.e. no working fund) of their own. They are required to borrow it according
to their financial plan. The state bank has to lend it according to the turnover plans
of the firms. This system has nothing to do with any budget constraints, hard or
soft; it has two main goals: firstly, that of controlling the timely fulfilment of
state plans: secondly, it requires, at least theoretically, much less working capital
(much less or almost no liquidity) for the whole economy, than another system
with a lot of autonomous agents. (This can be formulated in transaction costs’
language.) Therefore any market-type reform poses the question: from where can
some working capital be acquired for firms newly provided with partial (actually
full) autonomy? In Hungary since the 1968 reform, firms have in fact been endowed
(albeit very sparingly) with working capital. However, the small amounts meant
that, until 1987, they could not complete their capital account. In that year the
two-tier banking system was created, and that part of their working capital which
was borrowed continuously has remained with the new commercial banks. One can
consider it lost wealth—i.e. lost for borrowers and lost for lenders. Probably the
capital was, in various ways, dissipated among a great number of newborn firms
owing at that time insufficient assets. As earlier existing horizontal and vertical
integrations and cooperations have split up, the multitude of independent firms
has had to be self-relient financially. As a result, the demand for money grew,
and in spite of inflation the velocity of money diminished. In this situation the
policy of credit restriction caused an extremely quick selection between those firms
capable of reaching other (mainly foreign) financial resources (i.e. not depending on

Acta Oeconomica 4o, 1996
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domestic commercial banks) and those firms without such possibilities. If sorted
out by this kind of selection, the firm surely would undergo another one, being
unable to continue its transactions. This way of selection is still taking place. The
decrease in real terms of short-term lending by commercial banks continues, as
shown in the table below.

Table 1
The stock of short-term lending to companies and enterprises by banking sector, in
domestic currency (year-end stock as a percent of GDP)

Year Percent Year Percent

1986 27.5 1991¢ 20.7
1987 23.4 1992° 15.5
1988 21.0 19936¢ 14.3
1989 21.8 1994% 12.1
1990 23.1 1995¢ 9.1

“From 1991 on the GDP is computed in purchasing prices

bIncluding changes caused by credit and enterprise consolidation

“From 1993 on some types of composite lending transmitted under the heading of investment
credits

dPreliminary for the GDP, with estimated values for credits

Sources: NBH Quarterly Report 1988/3, NBH Annual Reports for the years 1989-1995.

4. Selection by inducing indebtedness is a technique which has been known
for centuries. It is astonishing that this method is applicable to all levels of economic
agents: from governments to private households. Concerning our own enterprises
and companies, in the 80s the government used to make state investments into
reconstruction, encourage modernization of SOEs or the establishment of new ones,
in the form of compulsory credit—that is to say, through the owner’s lending. After
1987, and more frequently after 1990, when interest rates were jumping and arrears
were emerging in the whole economy, many credit contracts were terminated, and
non-paid principal and interest were converted into short-term debt. These debts
were then continuously augmented by interest on default. In two-three years or
less, the short-term debts of these firms exceeded their yearly turnover-—i.e. one-
two times the value of their assets. This qualified them for bankruptcy with a
strong prospect of liquidation and made them cheaper for privatization; in other
cases it occurred that the most up-to-date firm of a particular industrial branch
had been closed down for good. For not so up-to-date firms and not so heavily
indebted ones, their customers’ arrears provided the same service. I omit here the
process of the continuously increasing indebtedness of the government (i.e. of the
state budget). It would involve more technicalities, but its logic is almost the same
as that which we have seen with the SOEs.

Acta Oeconomica 48, 1996
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5. The fifth type of selection is by a group of mechanisms openly declared as
partly or wholly selective ones. They have been: an extremely severe bankruptcy
law with heavy stress on liquidity weaknesses (which came into force in 1992): a law
on banking, the introduction of strong debt qualification rules, reserve and capital
requirements (which came into force in 1991), and the so-called enterprise and credit
consolidation, (given to execute by these wavered banks); the law on accounting
(which came into force in 1992); maintenance of an exchange rate system based
on a deliberate appreciation of the domestic currency (this took place from about
1991 to 1994-95).

6. Selection can take place by inducing untimely unemployment. This method
relates to pure sociological factors. On the surface its main feature consists of mak-
ing working personnel redundant before it would be made inevitable by genuine
economic causes. In these cases the managers of the firm concerned usually do
not bother about the consequences for the level, or quality and complexity of the
production or services. Sometimes this means that, in a sense, these managers
contribute to the selection of their own enterprise or company. Here I mention only
a few examples: from 1989, in many big firms, the first step towards reorganization
was the closing down of workers’ hotels. There have been many cases when, after
the transformation of a firm into a joint stock company (1989-1990)—or after its
privatization—the so-called “streamlining” began before any calculations had been
made. In a recent study the author very convincingly describes how the manage-
ments of both industrial and agricultural co-operatives, starting from 1985, have
made workers, redundant. (This was especially true of the leading members of co-
operatives, who aimed to make themselves the only members—i.e. owners by law.)
(Tellér 1995) As far as I know, until now this is the only scholarly work dealing
with this topic.

Concluding remarks

Considering the diversity of the above-described selective mechanisms one
cannot draw well-founded conclusions about the probability of the survival or
bankruptcy (i.e. being liquidated or closed down) of certain types of enterprises.
The study of selective mechanisms working in the economy may be more productive
in revealing some features of the transitory system we are living in. Of course, the
picture we would obtain in this way would be one-sided. It would be necessary to
investigate other kinds of mechanism which could contribute to economic growth.
They must have existed in the economy because, once in 1994, we witnessed a
short period of growth. From our point of view it is irrelevant as to whether this
growth episode has been of a good or a bad nature. It is a pity that until now
nothing about the possible growth-inducing mechanisms has appeared in our lit-
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erature. Alternatively, we possibly have to interpret as hints the writings of some
authors about the restrained attitude to the expansion of small- and medium-sized
enterprises. (Laki 1994)
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Acta Oeconomica, Vol. 48 (8-4), pp. 241-270 (1996)

CAPITAL INFLOW, MACROECONOMIC EQUILIBRIUM, THE
PUBLIC DEBT AND THE PROFIT AND LOSS OF THE
NATIONAL BANK OF HUNGARY!

J. NEMENYI

The improvement of macroeconomic conditions followed by the surge of capital inflow
is concomitant with a reduction in the net foreign exchange liabilities of the National Bank of
Hungary (NBH). The central bank may sterilise the excess liquidity stemming from the foreign
exchange conversion in order to keep internal and external equilibrium and to prevent inflation
from pressures. Due to these actions the public debt will be restructured. On the one hand the
forint denominated debt (outside the central bank) is increasing while the forex debt (the major
part of which can be found in the book of NBH) is being reduced. On the other hand the share
of private sector in forex debt of Hungary is expected to increase. These changes are reflected in
the balance sheet of the NBH: the profit position of the central bank has been deteriorating. The
paper reviews the factors and the macroeconomic consequences of the central bank losses. The
necessary changes in the regulation of public finance and debt management are outlined as well.

The inflow of foreign capital is concomitant with favourable economic devel-
opment, reflecting growing confidence in the economic policy of a country. Capital
inflow means additional funding for a country, and it can contribute to shifting the
economy onto a sustainable growth path. In the short term, however, it results
in some excess liquidity flowing into the economy, while in the long term it goes
with a rearrangement of income and net asset positions (i.e. flows and stocks) of
the public, the private and the external sectors. The threat of a distortion of the
external and internal equilibrium is inherent in this process. The main motivation
behind the surge of capital inflows to the emerging markets of East Central Eu-
rope (ECE) is the prospect of better economic performance based on substantial
structural, regulatory and institutional reforms which are in the process of being
implemented in these countries. There is, however, no doubt that the descend-
ing phase of the business cycle in the advanced markets and the rapid growth of
the financial funds (such as pension funds, insurance, investment funds) and their
endeavours to diversify their portfolios also shift capital investments towards the
emerging markets.

1At the end of 1996 an amendment to the Act on the Central Bank brought about major
changes concerning the relation between the budget and the central bank; these changes also
have consequences on the external borrowing and forex debt management. This paper had been
prepared to reconsider the options before this amendment of the regulation was elaborated and it
is the revised version of MNB Fiuzetek 1996/2 under the same title. The opinions expressed here
reflect those of the author and do not necessarily coincide with the position of the National Bank
of Hungary.
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C'apital inflow is. therefore, a great opportunity. However, at the same time,
it is a serious threat for the target countries or, to put it more appropriately. the
greatest challenge for the developing countries attracting major capital inflows is
to enable the utilization of the additional funds arising from capital inflow. The
positive impact of the latter is manifested in real economic growth. On the one
hand, this means that they need to make the regulatory and microeconomic en-
vironment attractive for external capital; at the same time, it is necessary to size
up and forecast the macroeconomic impact of the capital inflow so as-to prevent
macroeconomic equilibrium and/or inflation problems. This can be done by coor-
dinating the fiscal and monetary policies and thereby bringing about a situation in
which capital inflow is of a manageable magnitude and sudden reversals of capital
flows are avoided (for a detailed analysis see Lee 1996).

As a result of the March 1995 adjustment measures, macroeconomic develop-
ment turned towards meeting the requirements of a growth path which it was hoped
would be sustainable in the longer run: the twin deficits—of general government
and the current account—declined substantially. Restrictive measures taken in or-
der to achieve these equilibrium objectives did not cause a serious recession: the
increase in gross domestic product, although reduced somewhat, still exceeded 1.5
percent in 1995. The fall in GDP growth continued in 1996, but in the second half
of the year there was evidence of recovery. Following the sudden hike in inflation in
1995 (basically attributable to cost and competitiveness adjustments, which could
not be postponed any longer), inflation is now demonstrating declining tendencies.

As aresult of the improvement in economic indicators, capital inflow increased
as well. The management of the excess liquidity stemming from this necessitated
monetary policy actions which implied a deterioration in the profit position of the
National Bank of Hungary (NBH). It is important to present the reasons for and
consequences of the generation of losses at the central bank so as to make the sit-
uation unambiguous for both economic policy-makers and the general public: the
central bank loss is not due to an error in economic policy, nor to the insufficient
business administration by the NBH but it is a factor concomitant with stabiliza-
tion and the reduction in the county’s external debt. The features of the financing
system prior to the transition period (i.e. external borrowing effected through the
intermediation of the NBH) have also played a role in producing central bank
losses. The central bank losses need to be avoided not for reasons of presentation
but because they may endanger the objectives concerning the reduction of infla-
tion and the maintenance of the improved external-internal equilibrium. Moreover,
the accession to the European Union (EU) makes a transformation in the relation-
ship between the central bank and the budget inevitable. In other words, these
efforts started when the Act on the Central Bank came into force at the end of
1991. The Act on the Central Bank (amended twice, in 1993 and 1996) aimed at
a clear-cut separation of the monetary and the fiscal roles; it did this by eliminating

Acta Qeconomica 48, 1996
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the preferred borrower position of the budget and shifting the financing relations
between the budget and the central bank on market principles.

Reasons for and consequences of the central bank losses

From one point of view, the central bank losses can be considered quite un-
usual because the typical central banking operations are, in principle, profit-making:

— a central bank can cover its market interest-bearing placements by issuing
high powered money—i.e. cash and bank notes and non-interest bearing mandatory
reserves (or low-interest)—whereby it acquires seniorage,

— furthermore, it is most likely that profit (stemming from the earned inter-
est and exchange rate gains) will also be generated on the foreign exchange reserves,
which are also managed by the central banks.

Central banks, however, also perform so-called “quasi fiscal activities”, par-
ticularly in the less developed countries (Leone 1993). There are two major groups
of quasi fiscal activities: (a) fiscal-type tasks related to foreign exchange opera-
tions and (b) operations with an impact similar to that of budgetary subsidiza-
tion/taxation. (Examples of (a) include management of the foreign exchange debt
and guarantees for taking over the exchange rate risk; examples of (b) include
preferential refinancing, loan guarantees and mandatory reserve regulation.)

Whenever a central bank takes over certain fiscal functions (i.e. grants prefer-
ential loans, or “on-lends” foreign exchange loans bearing a market rate at prefer-
ential rates in order to finance the public and/or the private sector). the profit-loss
position of the central bank arises as the resultant of the profit made by money
issue and the “profitability™ of quasi fiscal operations. The profit on issuing money,
particularly in inflationary times, may cover the losses on quasi fiscal activities for
a longer period of time.

As a result of expanding quasi fiscal activities:

— the share of liabilities bearing a relatively high interest rate increases
(for instance, external debt grows, and this may also take place because foreign
exchange management is centralized and borrowing abroad is a task of the central
bank),

— the share of the non- or low interest earning assets in the central bank’s
portfolio increases.

It is important to see the interrelation between stocks and flows: revenues
and expenditures due today—that is, the current profit/loss of the central bank—
determine the asset and liability structure of tomorrow. Today’s assets and liabili-
ties of the bank will determine the revenues and expenditures due tomorrow—that
is, the future profit position of the central bank. It follows that, if the regulations
in force cause a systematic distortion in the asset/liability structure of the cen-
tral bank. the central bank will become loss-making. Thus the central bank loss
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originates most often? from the quasi fiscal activities (owing to this, it is some-
times referred to as quasi fiscal deficit); this is a typical characteristic of developing
countries, and in these countries it is not infrequent that the central bank makes
losses.

Table 1
Profit position of the central bank in a few South American countries
(in percentage of GDP)

1987 1988 1989 19904 1 1991¢ #1992

Argentina -0.7 -0.5 -4.5 -0.7 -04 -0.1
Bolivia e -0.2 -0.4 -0.7 -=0.7 -0.2
Chile -3.1 =-3.2 -1.8 —-2.2 -1.1 -1.2
Costa Rica -3.5 -3.3 -2.8 -20 -19 =20
Nicaragua -50 -80 -134 -28 =07 -1.1
Peru -54 -3.2 -0.4 -1.1 -04 -0.2
Uruguay -2.8 =31 -3.4 -36 =22 -1.6
Venezuela -1.4 -29 -1.8 -2.0 =17 -

Source: IMF PPAA/93/14, p. 2

When the asset-liability structure of the central bank has already become
distorted and inflation starts to decelerate (even though it is still relatively high)
and net foreign exchange debt of the central debt decreases (for instance, when
international reserves increase as a result of capital inflow), then, sooner or later,
central bank losses appear in nominal terms as well.

The profit/loss of the central bank cannot be evaluated in the same way as
in the case of the profit position of market agents.

—- In view of the fact that the central bank may issue money, the loss of the
central bank can be interpreted in a simplified manner so that the bank pays more
interest to the economy than that which is covered by its interest revenues. It may
do so. because it can cover this additional expenditure through issuing money- -
namely, it provides monetary financing to the economy. The question is whether
this monetization is in line with the goals of economic policy. The answer may
depend on a number of factors (e.g. how is demand for money evolving? what is
the composition of the circle of investors? who gets the interest?). It is, however,
certain that the profit position of the central bank has a direct impact on the money
market, and the increased volatility in money supply may disturb the evolution of
market interest rates. In order to bring about regulation this specific effect of the
central bank profit/loss position requires that the central bank pays its profits to

2The sterilization problem arising as a consequence of the surge of capital inflow is often one
of the major source of central bank losses. This will be discussed later on in this study.
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the budget and the budget reimburses central bank losses. It also follows from all
this that a true and clear picture of the budget financial position, as well as of the
size of the public debt, can be obtained by the consolidation of the budget and
central bank profit and loss accounts and balance sheets (that is, by netting out
the financing relations between the two institutions).

— Nevertheless, reasons of presentation can also be raised to justify the
avoidance of losses at the central bank in cases when the country is represented by
the central bank as a borrower in the international capital markets.

In addition, there is one other aspect to be considered, namely the indepen-
dence of the Central bank. This is that the activity of central banks may not be
guided by the profit objective. Central banks, in order to implement monetary
policy objectives, must also take actions which can have a negative impact on their
profitability. The central bank losses, however, may serve as an argument for the
government to abrogate the independence of the central bank (i.e. in order to force
out the softening of monetary policy or to enforce non-market conditions). This
may eventually lead to an unfavourable turn in economic development. The prin-
ciple of regulations within the European Union is that the state should not he a
distinguished borrower in the credit market. This guarantees that the government
perceives the true costs of horrowing and formulates the financing requirement of
general government in accordance with the longer term equilibrium requirements.

The distortion in the balance sheet structure of the NBH and the deterioration
in its profit position

Under the monobank system, the NBH performed substantial quasi fiscal
activities; two major areas were involved here but these were shrinking. In the
centrally planned economy, the NBH directly financed the state-owned corporate
sector with preferential conditions. Following the establishment of the two-tier
banking system (in 1987), the preferential refinancing loans of the NBH constituted
one of the domains of quasi fiscal activity. The other important field of the quasi
fiscal activities of the central bank has been external borrowing. Until the early
1990s, the NBH financed the budget practically without any restriction. This was
covered by increasing the monetary base and borrowing from abroad. This was done
by the central bank in its own name, so it was apparent that the external funds has
been realised almost exclusively through the intermediation of the National Bank
of Hungary.

Thus the Hungarian public foreign exchange debt accumulated in the account
books of the NBH; thus the settlements related to foreign exchange debt could be
traced in the balance sheet and profit and loss account of the NBH. The structure
of general government finance (i.e. the breakdown of the debt according to foreign
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currency and Hungarian forint) could only be revealed and analysed on the basis of
the consolidated accounts of the budget and the central bank—that is, by netting
out flows and stocks between them. (A detailed discussion of the problem can be
found in Neményz 1996.)

In addition to interest expenditures, another element of the cost associated
with foreign debt is that. in forint terms, external debt also increases at the rate
of the devaluation of the forint (and cross exchange rate changes can be important
as well). This has not been reflected in the profit and loss account and balance
sheet of the NBH owing to the specific features of the financing system described
above. From the 1970s, when lending on the basis of foreign exchange loans, the
foreign exchange losses due to devaluation of the forint were not taken into account
in the profit and loss account of the NBH: only the direct foreign interests rates
(of 7-8 percent),® were charged as interest on the long-term forint loans granted to
the budget (which currently amount to more than HUF 600 billion). The domestic
market interest rates were much higher due to an inflation of around 20 percent.
Because of this, the exchange rate losses generated on the NBH’s net foreign liabil-
ities due to the devaluation of the forint could not be settled in the bank’s profit
and loss account. Consequently, the NBH credited the budget with non-interest
bearing, non-maturing loans in order to cover exchange rate losses. This is the so
called “zero rate budget debt” (expressions such as “devaluation” or “non-interest
bearing debt” are also used) of the NBH.*

All this, however, does not mean that the zero rate budget debt would be a
mere bookkeeping problem. Taking into account (or disregarding) exchange rate
losses has important implications for the economic polity, for it can facilitate (or
enable the postponement of ) the budget adjustments necessary for sustainable eco-
nomic growth.

The management of the costs of the external debt as presented above has had
two consequences.

— First, since the above system of accounting came into force, the NBH has
paid its profits to the budget; as has been described above, this would have been
correct had the full burden of the external debt appeared in its complete form in
the profit and loss account. As, however, according to the regulations in force, the
devaluation loss was to be managed as a zero rate credit to the budget, the NBH
subsequently paid more than the sum which would have reflected its true profit
provision—that is, it paid profits arising from a loss of its assets.

3Until 1994, the foreign interest rate was approached by an interest rate set at 40 percent of
the base rate. With the 1993 amendment of the Act on the Central Bank, the interest rate was
changed. Since then, the rates on the old long-term loans of the budget correspond to the average
rate on the foreign debt (in force two years prior to the year in question) managed by the NBH.

41t can be demonstrated that severe problems arise even if the central bank on-lends foreign
funds at market interest rates but spends—i.e. pays Lo the budget--its revenues which would
cover the non-realized exchange rate losses. (Hamec: 1995: Rocha and Saldanha 1992).
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— Secondly, the balance sheet structure of the NBH has become more and
more distorted and this distortion has an impact on the profit position. Owing to
the effects expounded above, the problem has come to the light of day with the
decline in the net foreign exchange liabilities held by the NBH (i.e. liabilities due to
the repayment of external debt, and the sterilisation of the excess liquidity which
arises with the increase in international reserves). This was already reflected in the
evolution of the 1995 profit, which was moderate relative to the previous year, and
quarterly figures showed a continuously deteriorating tendency.

The deterioration of the balance sheet structure of the NBH can be charac-
terized by two trend tendencies.

- The first one—-which has persisted for many years—arises from the treat-
ment of the exchange rate losses as described above. The share of non-interest
bearing assets keeps increasing among the assets of the NBH, while the share of
interest-free items keeps declining on the liability side. This is concomitant with a
decline in the average yield on assets. Granting interest-free loans to the budget
formally reestablishes equilibrium in the balance sheet, but it deteriorates the prof-
itability of the central bank. (By itself, this development did not cause the central
bank losses in nominal terms. The quasi fiscal deficit can be demonstrated only
when computing operational deficit by adjustment for inflationary impact—see the
World Bank study on Hungary.)

The following table reveals that in the nineties the refinancing of financial
institutions declined considerably. Yet the share of interest-free budget debt within
assets rose from 28 percent at the end of 1990 to nearly 41 percent in 1995; the
actual share was less than 2 percentage points (38.3 percent) lower than this, as a
result of the measures taken in the meantime to manage the problem.

The increase in the non-interest bearing stock was reduced according to the
1993 amendment of the Act on the Central Bank. This stated that if the net foreign
exchange liabilities of the NBH decrease, an equivalent amount of the non-interest
bearing debt of the budget should be transformed into marketable government
bonds. At least five percent of the stock remaining at the end of the preceding
year must be transformed every year. In 1994 this figure was HUF 59.2 billion,
in 1995 HUF 72 billion, and then, early in 1996, HUF 100 billion. Owing to the
substantial reduction in net foreign exchange liabilities which took place in 1995,
additional transformation also occurred in that year. Thus the stocks swapped
against marketable government bonds exceeded the value of HUF 400 billion in
1996.

— Another tendency which became increasingly more decisive in 1995 was
the increase in capital inflow. This was due to the growing confidence in the Hun-
garian forint and as a result of the difference between the forint and foreign exchange
interest rates. As a result of the reduction in the net foreign exchange liabilities
held by the NBH—i.e. the increase in international reserves and the prepayment
of foreign debt—the net domestic assets of the NBH also had to be reduced. This
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Table 2
The balance sheet structure of the National Bank of Hungary (in percentages)

1990 1991 1992 1993 1994 1995

Total assets 1000 100.0 100.0 100.0 100.0 100.0
1. Central budget 42.5 34.3 36.7 29.7 29.1 21.4
2. Non-interest bearing budget debt* 283 . 31.6, 343 35.7 38.9 40.8
4. Financial institutions 16.9 14.7 9.3 9.5 9.1 4.7
5. Foreign exchange from abroad 9.9 17.0 17.8 234 229 345
6. Domestic foreign exchange 24 2.3 1.9 1.7 1.5 1.l

Total liabilities 1000 100.0 100.0 100.0 100.0 100.0
1. Budget forint 3.1 4.7 5.8 6.3 4.6 8.0
2. Budget foreign exchange 2.2 4.4 4.5 4.4 4.5 3.0
3. Financial institutions 2.9 2.1 1.5 0.8 0.0 0.6
4. Foreign exchange from abroad 62.5 57.7 55.2 58.3 60.6 58.4
5. Domestic foreign exchange 10.5 11.9 10.9 12.0 14.4 14.1
6. Mandatory reserve 2.8 6.8 7.9 5.4 4.5 4.9
7. Bank notes and coins** 12.5 10.9 12.6 11.4 10.6 9.4
8. Other*** 3.1 1.3 1.6 1.1 0.3 1.5
9. After-tax profit 0.5 0.1 0.1 0.1 0.6 0.0

*In order to illustrate the above tendencies, in the table the stocks of non-interest bearing debt
for 1994 and 1995 include government bonds (altogether approximately HUF 130 billion) that
were swapped from the non-interest bearing debt according to the securitization rule introduced
by the 1993 amendment to the Act on the Central Bank.

**Netted with the Hungarian Post.

***Includes all the other items of the asset and the liability sides for the sake of simplicity;
consequently, total assets and total liabilities differ from the balance sheet totals presented in the
NBH balance sheets.

means that within the interest bearing assets of the NBH a rearrangement has been
taking place from the forint assets at a higher interest rate, towards the foreign ex-
change assets at low nominal interest rates. In other words, the average interest
which can be achieved on interest bearing assets falls. During the 1994-1995 period,
the rate paid on external debt was around 8 percent, while the rate on domestic
government papers available for payment was 25-35 percent. This reflects higher
domestic inflation and the interest premium for the national risk. It followed from
all this that in 1996 the NBH also became loss-making in nominal terms.

The NBH is legally a limited liability company, but its operations are not
guided by a profit objective; thus its trading profits do not play a primary role
in decision-making. According to the Act on the Central Bank, the primary duty
of the NBH is to safeguard the purchasing power of the domestic currency. The
bank is also required to support government economic policy and it has to take
steps to implement the adopted economic policy. The latter may have a negative
impact on its profits. The aim of such a task is to sterilize, by market intervention,
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the inflationary and/or equilibrium deteriorating effects of growing capital inflow
(the latter being mainly due to the strengthening of confidence in the country’s
economic policy. Hence this is basically a favourable development illustrating the
progress of stabilization, although it results in a deteriorating profit position for
the central bank.

The effect of capital inflow

When evaluating capital inflow, its sustainability is one of the critical issues
which is obviously related to the composition of that capital. International experi-
ence supports the view that, although it is difficult to attract foreign capital, it is
as easy for the tendency to be reversed, especially if the stability of the economy is
shaken for any reason or if the trade cycle in other markets takes a better turn. It
should be taken into account that capital, whether it is foreign direct or portfolio
investment,® is always profit-oriented and, as a result of the liberalization of capital
flows, it quickly reacts to events in the economy. The primary goal of economic
policy is, however, to encourage primarily the inflow of foreign direct investment
(FDI), which facilitates the implementation of a sustainable growth path. This
can be achieved through the establishment of economic and regulatory conditions
which are also attractive in the longer term.

The forms of capital inflow

Hungary has played an outstanding role in the Central and Eastern European
region during the phase of the transition to a market economy and this is well
illustrated by the capital inflow data summarized in the table below.

Due to their very different respective characters, it is expedient to distinguish
privatization proceeds, FDI, portfolio investments and the external borrowing of
the domestic corporate and banking sectors within the capital inflow.

— The inflow of foreign direct investment speeded up after the launching
of liberalization in 1990-1991 and stabilized at around USD 1.2 billion in each of
the following years (this does not include privatization revenue). This shows that
Hungary, particularly at the beginning of the transition to a market economy, at-

5The share of portfolio investments (government bonds and shares) in the capital inflows
channelled to developing countries is, on average, higher than that of foreign direct investment.
At the same time, in this respect. highly different capital processes characterize the various regions:
the share of direct foreign investment inflow is much higher in the Asian countries than the share
of portfolio investments: the capital seeking the developing countries of the Western hemisphere
tends to prefer portfolio investments which can be easily liquidated and offer considerable current
yield advantages.
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Table 3
Inflow of FDI to Central and Eastern Europe (USD million)

Hungary 1990 1991 1992 1993 1994 1995 Cumulated
total
Foreign direct investment
In cash (net) 311 1459 1471 2329 1147 4453 11170
of this: Privatization revenue 8 329 519 1202 104 3024 5186
Non-cash contribution 589 155 170 142 180 117 1353
Total foreign direct investment 900 1614 1641 2471 1327 4570 12523
Central and Eastern Europe®
FDI in cash 608 2319 3177 4107 3679 8910 22800
Of this: Hungary's share (%) 51.2 62.9 46.3 56.7 31.2 50.0 49.0

*Czech Republic, Slovakia, Poland, Hungary, Romania, Bulgaria, Slovenia, Estonia, Latvia,
Lithuania.

Source: European Economy, No. 2, 1996. p. 10 (EU Commission, IMF and EBRD statistics),
1995 EU forecast.

tracted by far the greater part of the capital invested in the region. This fact can be
attributed to the existence of a regulatory environment and advanced institutions
more favourable than those in the neighbouring countries. It is also clear that an
increased inflow of FDI must also be reckoned with as a result of the privatization
process. The latter has speeded up in the meantime, even though the profitability
of the private sector has improved substantially. Thus it can be expected that priva-
tized companies will increasingly use their own funds to finance their development
projects.

— After 1993, the privatization process suffered a setback. However, in the
course of 1995, especially towards the end of the year, a peak revenue of USD 3
billion was realized. As a result of privatization, approximately 70 percent of the
former state assets were sold and, according to estimates, currently more than 70
percent of GDP is generated by the private sector.

— The appearance and growing importance of portfolio investments has been
a development of the recent past. This is partly due to the opening of the gov-
ernment paper market to foreign investors and to the attractive (albeit declining)
yield differential which prevailed in 1995. One of the main components of the stock
exchange boom experienced as a result of successful stabilization, has been the keen
interest shown by foreign investors. In 1995 from the middle of the year, the amount
of registered foreign investments in government securities increased continuously as
well and, by early 1996, the stock of government papers held by foreigners reached
HUF 40 billion.

— The net external indebtedness of the corporate and the banking sectors
was substantial in 1995. The main motivation behind this were probably the short-
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term advantages of borrowing in terms of foreign exchange (with the difference
between internal and external interest rates). At the same time, the increase in the
share of foreign ownership and business policy considerations may also have played
a role in borrowing abroad.

In determining how economic policy should relate to the various forms of
capital inflow and how to manage them, the “identities and differences” of the
various forms of capital inflow should be seen clearly.

— With privatization, the total assets of the state do not change but their
composition does. The state obtains foreign exchange revenue by selling its real
assets, and this is for two reasons: (i) the state does not have the necessary funds
required for the profitable operation of the assets, (ii) the non-recurrent revenue
received provides an opportunity for the management of equilibrium problems. The
debate conducted about the use to which the proceeds of privatization should be
put concentrated on the most secure and most efficient way of achieving this aim.

~— The greater part of direct investment outside privatization revenue goes
to the already privatized corporate sector. This is mainly used to finance the
development projects and, most frequently, it has import implications. Owing to
its productive nature, the risk of its reversal is lower, and this can be regarded as a
pledge of growth which is sustainable in the longer term. The inflow of foreign direct
investment (to a magnitude that can be expected to remain stable) finances its own
import requirements; therefore, it is generally justifiable to make adjustments for
the amount of realistically expected foreign direct investment inflow when specifying
the target for the current account. A deficit in the current account corresponding to
the expected stable FDI can be aimed at in line with the macroeconomic equilibrium
conditions, as it does not go with additional increase in forex debt.

— We may expect a mitigation in the inflow of portfolio capital if, and
insofar as the yield differential is reduced to a level such that (taking into account
risk factors) the transactions will not be worth it for investors motivated by short-
term advantages. The boom in the share market is also related to the development

of yield relations even though these may take place through many indirect factors.
— The borrowing of the corporate sector abroad provides an opportunity for

the conversion of external public debt into private debt. With respect to its nature,
long-term borrowing can be regarded as identical with working capital import, and
it is usually handled accordingly when developing the conditions of macroeconomic
equilibrium. Hungary’s high external foreign exchange debt accumulated as the
debt of the state in earlier decades. However, owing to the specific centralized
financing system, it was registered as the debt of the National Bank of Hungary
{which, effectively, “belonged” to the government). In other words, external indebt-
edness financed the entire economy. Now, following privatization, the increasing

6 Naturally, the growth of foreign investments is a much more complex problem. Here we only
refer to the most fundamental aspects from the viewpont of macroeconomic equilibrium (we do
not address, for instance, the issue of the repatriation of profits).
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external fund-raising by the again creditworthy private sector is enabling the state
to reduce its external debt.

On the other hand, the reduction of the external public debt is also necessary
in the given situation, as equilibrium requirements apply to the external debt of
the country. A secure level of international reserves is one of the decisive factors
in reducing the burden of external debt as, influencing the country risk, interna-
tional reserves of an adequate magnitude constitute one of the determining factors
of the interest premium on the Hungarian debt in both the international and do-
mestic capital markets. (The interest premium went down considerably by 1996.)
Nevertheless, it has to be considered that no matter how efficiently are managed,
exceedingly high foreign exchange reserves (i.e. so long as there is a quite signifi-
cant foreign currency debt behind them, as is the case with Hungary) go with a loss
corresponding to the yield differential between external borrowing and placements.

The consequences and management of capital inflow

Capital inflow is associated with the positive development of fundamentals
(i.e. stabilization, growth perspectives, etc.). This ensures excess financing which
may contribute to the continuation of the favourable development. At the same
time, if the inflow of foreign capital is substantial, relative to the income generating
capability of a country, the additional liquidity stemming from capital inflow must
be managed by monetary and fiscal policy in a well coordinated manner in order
to prevent a reversal in the stabilization process. Therefore, economic policy will
have the following opportunities to manage the suddenly increased capital inflow:

— Short of an intervention by economic policy, capital inflow increases the
supply of foreign exchange and results in the appreciation of the exchange rate (in a
floating rate or managed floating system); on the other hand, it may give rise to an
appreciating pressure which curbs the speculative capital inflows, but can also have
an unfavourable impact on the development of competitiveness. The reduction in
interest rates leads to growing domestic demand and a fall in domestic savings.
At this stage the inflationary pressure and/or deteriorating external equilibrium
may endanger the further development of stabilization. Some kind of management
of capital inflow is, therefore, necessary for balanced economic development. One
mode of this is to implement a policy of sterilized intervention.

—— Through intervention in the foreign exchange market (i.e. purchase of
foreign exchange), the central bank may prevent the appreciation of the exchange
rate. At the same time, the expansion of domestic liquidity arising due to the
foreign exchange market intervention is not matched by a greater domestic supply
of goods. Because of this, in order to meet the objectives set for the improvement
of the external-internal equilibrium and to curb inflation, it is necessary to some-
how sterilize the excess liquidity. Thus when the central bank uses the sterilized
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intervention to manage capital inflow, on the one hand it reduces the appreciation
pressure on the exchange rate by intervening in the foreign exchange market and,
at the same time, it sterilizes the domestic liquidity stemming from the foreign
exchange market intervention by using monetary policy instruments (e.g. spot and
forward open-market operations—that is, the sale of government securities—passive
repurchase agreements, raising the mandatory reserve ratio, etc.).

As a result of sterilized intervention, a debt conversion takes place, which has
two steps: i

— the external public foreign exchange debt is converted into private sector
debt,

— the foreign exchange denominated public debt is converted into Hungarian
forint denominated debt.

If sterilization takes place in a situation in which the interest premium—i.e.
the differential between domestic and foreign interest rates (taking into account
the devaluation of forint as well)—is not significant, then sterilization does not
involve particular additional costs for the government. (Simon 1996) In general,
however, this is not the case, as the interest premium is an important motivation
for capital inflow, particularly when interests rate decline in the advanced markets.
It may also happen that it is precisely the sterilized intervention which may lead
to the evolution of a higher interest rate differential, otherwise the investment in
the securities issued for the purposes of sterilization are not sufficiently attractive
for investors.

Furthermore, it would be a mistake to believe that the size of the interest
premium paid by the state is a freely selected parameter of the economic policy.
A high interest rate differential is related to the internal financial equilibrium of a
country (for instance, the high borrowing requirement of general government may
lead to its evolution, and it can only be covered by the government through issuing
government securities, the interest on which contains a high risk premium). It is
rather difficult to solve the problems coupled with the capital inflows by a sterilized
intervention policy because the interest revenue obtained through investing the
foreign exchange acquired through intervention, or the interest saving on the forex
debt repaid out of this, is usually lower than the “price” of sterilization. This
“price” is the additional interest expenditure paid on the sterilization papers. It
also follows from the above that budgetary adjustment programmes (allowing for
the reduction of the cost government borrowing) and a restraining income policy
have an outstanding role in the expedient, growth supportive management of capital
inflow.

The most effective mode of sterilization is when the central bank sells gov-
ernment papers. In this case, the net foreign exchange claims of the central bank
increase (i.e. its net foreign exchange debts decrease), yet there is no growth in the
money supply (the monetary base) because the domestic claims of the central bank
(vis a vis the state) are reduced simultaneously. However, the interest rates (under
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the conditions of a policy fully sterilizing the capital flowing in) then remain at the
level prior to the capital inflow. Moreover, if the differential between domestic and
external market interest rates played an important role in the capital inflow, the
sterilized intervention results in a vicious circle.

— A reduction in the borrowing requirement of the government and a trans-
formation of its structure (i.e. well-planned adjustments in the primary balance)
may have an anti-inflationary impact. This may offset the demand effect of the
non-sterilized domestic additional liquidity growth as a result of the central bank’s
foreign exchange market intervention. Finally, a reduction in the public borrowing
requirement may also promote a reduction in the level of domestic interest rates;
this may hinder the speculative elements of capital inflows. There is no doubt
that an appropriate fiscal and income policy constitutes the most efficient mode of
managing the inflow of external capital, yet it is also obvious that there are certain
constraints here—primarily those determined by the tolerance of society—which
cannot be exceeded.

— To prevent any shock due to capital movements, some kind of direct
control may also be envisaged: for example, the introduction of a tax or a deposit
system on short-term capital flows. International experience, however, reveals that
direct constraints tend not to be successful, and all that they achieve is that the
movement of capital is shifted towards other, unrestrained channels. The exercise
of caution in further liberalization of capital flows would be a good policy for the
transition countries, but this is not in line with the requirements they face when
they make concerted efforts to join the international organizations of developed
countries (e.g. OECD, EU).

Generally, vigorous capital inflow causes and has caused problems in the
emerging capital markets. The management of the latter, according to international
experience, is usually possible by some kind of a policy mix: the exchange rate
policy and fiscal adjustment, direct controls and sterilized intervention. Of these,
budgetary adjustment is the key factor which is also effective in the longer term,
including a cutback on expenditure and a restrained income policy. This is the
only effective instrument if the inflow is vigorous and lasting. A lack of fiscal
adjustment—i.e. sterilization—which is effective in the short term, generally proves
to be a costly method of management in the longer term; at the same time, direct
controls have nowhere been demonstrated to be efficient in managing the problem
in the longer term.

Capital inflow and the reduction of the external foreign exchange public debt
The increase in the total external debt of a country is determined by the
amount of FDI and the way in which the private direct foreign debt changes within

capital inflow. The foreign exchange stemming from capital inflow is converted into
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domestic currency, as a result of which the foreign exchange reserves of the NBH
increase. This enables the government to reduce its net external debt position.
Capital inflow (including the privatization proceeds and FDI) allow the repayment
of foreign exchange debt to an extent which is in excess of the deficit in the current
account. As a result of the borrowing by a private sector which is gaining in
strength, the state can gradually withdraw from the external debt. The repayment
of external public debt means a leng-term, lasting saving for the country. This is
manifested on the one hand in terms of interests and, on the other hand, in the
lower loss of capital (due to devaluation).”

a) The use of the privatization proceeds for repayment

The following should be taken into account in the case of the state’s foreign
exchange revenue related to privatization.

— The budgetary expenditures are generally inflexible. The proceeds of pri-
vatization constitute a non-recurrent additional source. Therefore, their utilization
must not lead to a transitory softening of fiscal policy coupled with an increase in
the borrowing requirement. If this were to happen, later on, when such proceeds
no longer exist, it would be impossible to finance the system.

— Through privatization, the total net assets of the state do not change, but
their composition does. Use for the repayment of debt can be regarded as the use of
the least risk. This type of arrangement may provoke a “virtuous” circle: namely,
the debt repayment reduces interest expenditures and this goes with a guaranteed
reduction in the borrowing requirement; this may contribute to a reduction in
domestic interest rates, which has a favourable impact on the financing conditions
of both the public and the private sectors in the longer term.

— When using the proceeds of privatization for repayment of forex debt
there are significant gains concerning interest expenditures and capital gain. These
gains are reflected in the improvement of the profit position of the NBH, the forex
public debt in the books of the central bank. The debt to GDP ratio improves
and external debt measured in terms of a percentage of GDP declines.® In this
case, a comparison of costs and benefits would necessitate that we also take into
account the reduction in the real assets which take place due to privatization. (This
question is not addressed here.)

— Due to the privatization revenue, the net external debt declines but the
supply of domestic goods does not increase. In order to keep the improved debt in
line with GDP indicators it is necessary that privatization revenue should not create

"The increase in foreign exchange reserves already implies a saving on interests through an
increase in interest revenue. It is obvious, however, that the maximum on savings can be achieved
through the repayment of the debt. (The interest on the debt is higher than the interest received
on the invested reserves).

8This holds only ceteris paribus—that is, only if everything else remains constant. (If a major

devaluation of the forint in real terms takes place at the same time, for example, it would not
hold true.)
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additional demand that would reverse the favourable development of indebtedness.
Due to the fact that the Hungarian state borrowed abroad through the intermedia-
tion of the NBH and in the name of the central bank, the external debt can only be
repaid through the intermediation of the NBH. This makes the whole process less
transparent and gives rise to different debates on how to use forint funds stemming
from conversion of privatization revenues. If this was not the case the next stage
would be that, upon the receipt of the foreign exchange proceeds of privatization,
there would obviously only need to be a decision on whether these funds would be
spent on debt repayment or not. If the decision on debt repayment is made, then
the budget would repay the external public debt. There would then be no elbow
room for debating over what to do with the forint that could be obtained against
the foreign exchange (which, however, has never in fact been obtained).

If the NBH repays external debt abroad the budget should automatically
repay the loan through which the NBH transferred the external funds to the gov-
ernment. If this is not done, the conversion of the proceeds of privatization into
forints would endanger stabilization, as it would constitute additional monetary
financing. The loan which the central bank provided to the budget (which has to
be repaid from the privatization proceeds to the NBH) consists of two parts: (i)
the part related to the principal (i.e. the preferential loans at a rate of about 8
percent) (ii) non-interest bearing loans which reflect the exchange rate losses on
the principal due to forint devaluation.

It can be seen from the above that the most efficient way—and the one car-
rying the lower risk—to use the privatization revenues is repayment of the external
public debt. In the case of debt repayment out of the foreign exchange privatiza-
tion revenues, the conversion of this revenue into forints and then putting it to any
other purpose would be dangerous for stabilization. If the privatization proceeds
are used for debt repayment the sterilization problem does not arise either; this
type of arrangement has exclusively and unambiguously favourable effects which
appear in interest savings.’

b) Problems of capital inflow in excess of privatization

Elements of capital inflow other than privatization income—depending on the
intervention policy pursued to protect the exchange rate!®—may add to the foreign
exchange reserves of the central bank. This enables the latter to further reduce the

9The interest saving appears in full in the profits of the NBH or, partially, directly in the
budget; this depends on whether the budget's zero rate debt (or partially interest bearing debt)
outstanding against the NBH is written off. In relation to privatization revenues and all other
indebtedness problems, when demonstrating the effects on the budget and the position of the
country, it must be seen quite clearly that the guideline is the consolidated position of the budget
and the NBH against the other income holders (e.g. financial institutions, households, the corpo-
rate sector and the external sector). The relations between the NBH and the budget set off one
another—that is, all they influence is whether the change appears in interest expenditures or in
the profit position of the NBH (but not the size of the budget deficit).

10The NBH is available without limitation at the band edges.
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external public debt. It is, however, necessary to sterilize the additional liquidity
(which stems from the purchase of foreign exchange by the central bank in order
to meet the objective set for the inflation and equilibrium). The final outcome is a
debt conversion consisting of two elements: (i) simultaneously with the reduction in
the external public debt held by the NBH, domestic public debt increases; (ii) the
share of the public sector declines and that of the private sector increases within
the external debt.

— When the external public debt is presented in the name of the government
and not in the books of the central bank, upon the repayment of the external debt
the budget has to buy the foreign exchange in the market when it wants to repay
its forex debt. In the case of a budget with a surplus, the additional revenue (or,
in case of a budget deficit, the debt raised from the domestic capital market—
i.e. bond issue) can cover the purchasing foreign exchange; that is to say, the
budget increases its government securities issues by the corresponding amount of its
external debt repayment and buys the foreign exchange required for repayment out
of the proceeds from the central bank. The sterilization problem is automatically
solved in this case, because the excess money issued by the bank when intervening
in the forex market is matched by government securities excess issues. The final
outcome of this process is debt conversion: while the external public debt declines,
the domestic public debt increases and, depending on whether it is backed by
foreign direct investment or borrowing by the private sector, the external debt of
the private sector may also increase.

— When the external debt of a state is in the name of the central bank, as
in Hungary, the issue of sterilization of the additional liquidity introduced into the
economy becomes somewhat independent of the decision made on the external debt
repayment upon the purchase of foreign exchange. This is because the central bank
can repay the external debt directly from the foreign exchange purchased, but the
elimination of the additional liquidity from the system is not automatically solved.

There are several possibilities for the sterilization of this additional liquidity.

— The central bank sells government papers from its portfolio. In order to
do this, however, the central bank must have an adequate quantity of marketable
securities. This is why the Hungarian regulations were amended so as to ensure
that the zero rate budgetary debt held by the NBH is transformed into securities
bearing a market rate adjusted to the reduction in the net foreign exchange debt
of the NBH.

~ The sale of the government securities held by the central bank is the most
frequently applied method chosen. This is because the problem of excess liquidity
is of a monetary nature and as such, the securities belong under the authority of the
central bank. The central bank may have other options for dealing with this task:
reduction of the active repo stock, increasing the reverse repo stock, issuing central
bank CDs, or raising the mandatory reserve ratio are the respective methods which
could be mobilized for this purpose.
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— The government could also decide on overfunding (i.e. it could evenly in-
crease the amount of the government paper issues) in order to help sterilization
of additional liquidity. (The excess revenues can be Kept in an interest bearing
account at the central bank or they can be put towards repurchasing the govern-
ment’s debt outstanding against the central bank.) This solution is preferred in
transition countries which have emerging securities markets.

The conversion of domestic foreign exchange deposits into forints might also
have an effect very similar to the capital inflow over and above privatization. This
process began in 1995 and is a consequence of the enhancement of investor confi-
dence. The conversion of foreign exchange savings into forints can be evaluated as
one side of a consolidated development. With the likely growth in the importance
of this process, however, liberalization and the establishment of convertibility, to-
gether with the impact of an attractive interest rate differential, are likely to play
an important role in the future.

The effects of capital inflow in Hungary

The foreign exchange reserves held by the NBH increased by more than USD 5
billion in 1995 (reflecting the impact of sizable privatization revenues as well). Due
to this fact, in addition to the repayment of foreign exchange debt, some additional
prepayment was also effected. Thus the gross foreign debt kept with the NBH
decreased by USD 3 billion to USD 18 billion over the first five months of 1996.
The approximately USD 2.1 billion decrease in the net external debt of the country
took place in 1995. Therefore, within this, the public debt (budget-government
plus NBH) decreased to an even larger extent—from USD 15 billion at the end
of 1994 to less than USD 10 billion. Thus a restructuring began in the structure
of the country’s external debt and this was characterized by the expansion of the
private sector, but at the same time the public sector reduced its share. The share
of the public sector in the gross debt of the country went down from the nearly 83
percent peak at the end of 1993 to 56 percent by the end of 1996. The reduction
in the state’s share in net debt has been even more impressive: from 90 percent at
the end of 1993 to 66 percent by mid-1996.

The NBH has applied the policy of sterilized intervention successfully to
manage capital inflow: in 1995-1996, the major portion of the growing liquidity
issued through central bank intervention was sterilized using various instruments.
The process of debt conversion (described in the previous section), which began in
1995, is only moderately reflected in the development of the end-of-year stocks. This
is due to the fact that the debt re- and prepayment, allowed for by the significant
increase in foreign exchange reserves at the NBH, actually took place only in 1996.
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Table 4
Hungary’s foreign ezchange debt by sectors (stocks at the end of the period)
USD billion
1990 1991 1992 1993 1994 1995* 1996
I. Gross debt
1. National Bank of Hungary 17.7 179 16.1 183  20.2 2172 16.4
2. Government 0.5 1.5 1.6 2.0 2.3 2.0 2.1
3. Commercial banks 1.8 2.0 1.8 1.8 2.4 2.9 35t
4. Corporate sector 1.2 192 1.9 2.4 g 5.6 6.4
I. Total (1+42+3) 212 22.6 21.4 24.5 28.6 31,7 28.0
II. Net debt
1. National Bank of Hungary 16.3 13.8 11.7 11.6 13.1 9.1 6.6
2. Government 0.3 1.3 135 1.8 2. 1.5 1:3
3. Commercial banks 0.7 0.6 0.3 0.5 1.4 2.0 1.4
4. Corporate sector -1.3 i Gl 0.1 1.1 2.4 3.7 5.2
II. Total (1+2+3+4) 16.0 16.8 13.6 15.0 19.0 16.3 14.5
percentage
1990 1991 1992 1993 1994 1995* 1996
I. Gross debt
1. National Bank of Hungary 83 79 75 75 Tl 67 59
2. Government 2 i 7 8 8 6 8
3. Commercial banks 8 9 8 7 8 9 11
4. Corporate sector 6 5 9 10 13 18 23
I. Total (1+2+3) 100 100 100 100 100 100 100
II. Net debt
1. National Bank of Hungary 102 82 86 i 69 56 46
2. Government 2 8 11 12 11 9 9
3. Commercial banks 4 4 2 3 7 12 10
4. Corporate sector -8 T 1 7 13 23 36
IL. Total (1+2+43+4) 100 100 100 100 100 100 100

*From 1995, convertible and non-convertible debt together

The reduction of the net foreign exchange debt of the Central Bank—and the
related sterilization!!—is concomitant with an increase in the domestic public debt
(outside the central bank). In principle, the amount of this increase corresponds
to the repaid external debt calculated at the current exchange rate. In this sense,
we can speak about the realization of the ezchange rate losses accumulated on the
ezternal public debt. (In an accounting sense, naturally, the exchange rate loss
corresponding to the devaluation effected in the given year is realized every year.)
The net domestic assets of the central bank may be effected through the reduc-

11 Upon repayment from the proceeds of privatization only external debt decreases.
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tion of those instruments bearing a market rate (i.e. government securities sales),
or through the increase in interest-bearing liabilities (i.e. reverse repo) when the
changes in the balance sheet structure described above take place and the profit of
the central bank deteriorates.

(Ft billion)
Forint outflow through NBH intervention in 1995 451.9
Instruments of sterilization
—government securities -102.9
—net repurchase agreements —88.2
-reduction in active repo stock 38.7
—increase in passive repo stock 49.5
—medium-term foreign exchange swaps —49.7
~short-term swaps -17.5
—other refinancing -14.8
—other -16.5
Sterilization total: 289.6

Source: 1995 Annual Report of the National Bank of Hungary

Ft/bn

1994 1995

Fig. 1 NBH’s government securities portfolio

The debt restructuring—as described above—consists of two very different
activities which are, however closely related. Capital inflow enables the govern-
ment to restructure its debt, while the liquidity expanding impact of capital inflow
necessitates monetary action. The task of debt restructuring belongs to the fis-
cal authority while sterilization is a task for the monetary authority. These two
activities have to be reconciled in order to achieve the objectives of stabilization.
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Table 5
Debt to GDP ratios (end of the year. Ft billion)

1990 1991 1992 1993 1994 1995 1996

1. Consolidated* gross

public debt (5—-6+7) 1262.1 1684.2 1919.7 2959.8 3601.3 4750.6 4942.1
as a percentage of GDP 60.4 67.4 65.2 83.4 82.5 86.5 74.7
of this:

- HUF denominated 76.3 137.8 355.6 8230 1025.4 1342.3 1801.4
as a percentage of GDP 3.1 5.5 19:1 23.2 23.5 24.4 27.2
- Forex denominated 1185.8 1546.4 1564.1 2136.8 2575.9 3408.3 3140.7
as a percentage of GDP 568 619 53.2 60.2 59.0 62.0 47.5

2. Domestic foreign exchange
deposits kept with the NBH 2319 295.2 2823 3990 5558 745.8 573.3
as a percentage of GDP 1151 11.8 96 11.2 127 136 8.7

3. Foreign exchange reserves
kept with the NBH 181.4 422.8 461.6 7755 8829 1808.3 1763.1

as a percentage of GDP 8.7 16.9 15.7 21.9 20.2 32.9 26.6

4. Consolidated net debt (1+2-3) 1312.6 1556.6 1740.4 2583.3 3274.2 3688.1 3752.3

as a percentage of GDP 62.8 62.3 59.1 72.8 75.0 67.1 56.7

5. Gross debt of general

government** 1413.8 1878.6 2331.4 3192.5 3822.5 4815.0 5003.6
as a percentage of GDP BTl A Thi2 79.2 90.0 87.6 87.6 75.6

6. Central bank financing

of the budget 1300.1 1622.0 1841.9 2166.8 2560.6 3152.8 2908.6
as a percentage of GDP 62.2 64:9° 62,6 TOI.1 58.7 57.4 43.9

7. Gross foreign debt kept

with the NBH 1148.4 1427.6 1430.2 1934.1 2339.4 3088.4 2847.1
as a percentage of GDP 55.0 57.1 48.6 54.5 53.6 56.2 43.0

*Calculated with the external debt presented in the balance sheet of the NBH, which replaces the
central bank loans of the budget.

**In addition to the debt of the central budget, it also includes the debts of the extra-budgetary
funds, the municipalities and social security.

The National Bank of Hungary, however, performs both of these activities owning
the external debt in its portfolio. Thus the combined effects of these debt and
sterilization operations are reflected in the profit and loss account of the NBH.
Interest expenditures do not change in the budget, but an increasing part of these
expenditures go to market agents, while the NBH books losses which appear in the
budget as an element of the financing requirement. The possibility and necessity
of debt conversion, however, follows from the favourable economic development in
the transition to a market economy. It is important to see that the costs belong to
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an economic policy which aims to restructure the public debt, and the proportion
of these costs which appear at the NBH depends on the regulations in force.

The impact of the costs of sterilization on macroeconomic development

The balance of savings achieved due to the re- and prepayment of external
debt (and of the additional costs due to the increase in internal debt), depends on
several factors. (Simon 1996) When, in addition to the devaluation of the forint, a
substantial interest premium also increases, the difference between domestic interest
rates and the interest rates paid on the external debt (i.e. the costs of sterilization)
may induce a demand effect. To assess the economic policy consequences of this,
the various channels through which the budget influences the economy have to be
taken into account.

Owing to their different natures and macroeconomic effects, three components
can be distinguished within the budget.

— The so-called “primary balance”, excluding interest revenues and expen-
ditures, presents the direct demand impact of the budget on the economy. A surplus
made in the primary balance contributes to the curbing of the process of indebt-
edness, and to the reduction of the debt to GDP ratio (which has a particularly
important role when the financing requirement is relatively high). These factors
are also important because, owing to the rising real interest rates, there is a threat
of the evolution of a debt spiral. Yet only a complex analysis can provide a reliable
view of the full demand impact of the financial position of the public sector. For
this, it is necessary to take into account, inter alia and in addition to the devel-
opment of the structural features of the budget and the changes in the behaviour
of economic agents, also the ownership structure of the old debt and of the new
borrowing (as well as the rearrangements therein).

— There is a mutual relationship between the costs of finance and the bor-
rowing requirement reflected by the interest balance; this is also referred to as
the “interest spiral” or the “snowball effect”. On the one hand, a high borrowing
requirement results in higher real interest rates (which may endanger the develop-
ment of the economy through the crowding out effect), while higher interest rates
induce a higher budget deficit and hence also a higher borrowing requirement in the
given and subsequent years (depending on the maturity structure of the government
debt).

— The third component (which, according to the usual distinction, is pre-
sented under the payments by financial institutions in the primary balance) is the
payment of the profits of the NBH. The payment of the advance on the profits of
the central bank prevents market interest rates from sudden changes and can con-
tribute to efficient money market management if the central bank pays the advance
according to a true profit position.
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Table 6
Central budget balances (Ft billion)

1992 1993 1994 1995 1996*

Central budget -201.8 -181.8 -276.4 307.5 -130.5
as a percentage of GDP -6.9 -5.1 -6.3 —5.6 -2.0

Of this:
Net interest —-139.7 -132.7 —-248.7 -—468.8 —445.4
as a percentage of GDP -4.7 -3.7 -5.7 -8.5 -6.7
Primary balance excluding payments by NBH -67.5 -58.8 -50.6 159.0 367.8
as a percentage of GDP -2.3 -1.7 -1.2 2.9 5.6

Profit payment by the NBH 5.4 9.7 22.9 23 =529
as a percentage of GDP 0.2 0.3 0.5 0.01 -0.8

*Preliminary

In the case of high inflation, the increase in interest expenditures is a natural
consequence. However, this was absolutely unknown for the Hungarian budget,
partly because of the suppressed inflation in the pre-transition period and partly
because the budget perceived the burden of external debt only through the NBH
in the centralized financing system.

Although it is not possible to draw mechanical conclusions on the basis of
the increase in interest expenditures in connection with the economic policy to be
pursued in an inflationary environment, the presentation of the price increasing
effects is inevitable. The operational deficit (i.e. inflation adjusted or, in other
terms, real deficit) can be derived by reducing interest expenditures on the interest
paid for maintaining the real value of capital (i.e. settling inflationary component
of interests as capital-amortization expenditure). This reflects the demand effect
induced by the budget if investors aim at maintaining their real assets ( Tanzi et al.
1993). The trend of nominal interest rates in moderate inflation will approach the
amount of the “normal” real interest rates enforced in an inflation-free envircnment,
plus the expected inflation. (This holds approximately in the longer term, even if
for a transitory period interest rates are substantially higher or also lower than this
theoretical level.) When the rate of inflation is high and/or expectations of inflation
are increasing, the debt to GDP ratio is high and, in addition, a major part of the
outstanding debt is index-linked or is floating interest. Given this situation, the
interest burden of the budget may increase drastically.

A substantial portion of the increased interest expenditure, however, compen-
sates capital for the inflationary losses. Moreover, it depends on investors’ decisions
whether the part of their interest incomes offsetting the inflationary impact will be
reinvested to retain the real value of their investments or whether it will increase
aggregate demand as the other parts of current budgetary expenditure. The in-
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flation adjusted deficit and the current deficit can be taken as two extremes: the
inflation adjusted deficit holds for the case when investors retain their real net as-
sets and invest the part of the reinterest received on government papers in excess of
the real interest. When, however, the credibility of economic policy is questioned
and expectations of inflation and/or foreign exchange speculation are reinforced,
even the maturity risk may increase and the demand effect as well as the substitu-
tion between real and financial investments may be reinforced. (There have been
examples of this several times in the Hungarian government paper market in the

period 1992-1994.)

Table 7
Deficit to GDP ratios™ (percentage)

1992 1993 1994 1995 1996

Deficit of general government* 6.9 5.5 8.2 6.6 31
Operational deficit of general government
(including the National Bank of Hungary) 4.6 5.9 6.2 23 =02

*Excluding privatization revenues. In order to make a comparison different adjustments were
carried out. hence the data differ somewhat from those given in official sources.

**These preliminary calculations have been made by Istvin Hamecz. The publication of the
detailed calculations is in preparation.

Whenever the external debt of a country declines or an increasing part of this
debt appears in the private sector—that is, if the external public debt is converted
into domestic debt—from that point on, the inflationary devaluation component
(which has not appeared as a cost on the external debt up until then, and this cost
is not reflected in the increment in the non-interest bearing debt) appears as the
increment of domestic debt. The interest paid on this increases the deficit of the
budget. The question is: when the deficit of general government increases due to
sterilization of capital inflow, is it then necessary to alter the originally planned
economic policy? Furthermore, is it necessary to offset the increasing interest costs
by further improvement in the primary balance of the budget?

To answer these questions it is best to start with the interrelation between
the external and internal equilibrium:

general government deficit + domestic savings = current account.

According to a mechanical interpretation of the above balance sheet equation,
if the general government deficit increases, the current account will deteriorate. Yet
it is obvious that a mechanical interpretation of the above equation can be mis-
leading. If the question is whether capital inflow (which enables the government
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to repay its external debt) and the simultaneously appearing sterilization problem
require a change in economic policy, the answer given according to the mechanical
interpretation would be that if general government deficit increases, then the eco-
nomic policy must be altered. If it is not, the economy would sooner or later return
to its start-off position owing to the deterioration in the current account and its
borrowing requirement, and the process of going into debt abroad would start all
over again.

It should, however, be supposed that as a consequence of the stabilization the
behaviour and the net domestic asset position of the private sector can be expected
to change. Furthermore, it can be anticipated that the income generating capability
of a strengthened private sector would grow. The growth, which could be supported
by the privatization and also by external capital, would thus serve one of the main
elements of the improvement of the budgetary position (tax revenue). That is to
say, processes improving the budget’s position would appear and these would offset
the additional costs of sterilization. On the other hand, it can also be assumed that
domestic savings will increase as a result of the wealth effect. Therefore, if we take
into consideration the fact that a major part of the interest compensates for the
loss of the value of investments owing to inflation in an inflationary environment,
then it can be assumed that the surplus deficit in general government due to debt
conversion—which basically appears in interest-type expenditure—will have little
impact on aggregate demand. Moreover, it will have no impact which corresponds
to the interest premium between domestic interest rates and the rate paid on foreign
debt (also taking into account the effect of forint devaluation).

The above shows that debt rearrangement affects the income and net asset
positions of the various sectors. The nominal incomes of the sectors reducing their
foreign exchange claims (households), and of the sectors increasing their foreign
exchange debts (corporate) will increase and/or their expenditures will decrease.
A modification in the opposite direction takes place in the public sector: namely,
expenditure on debt services will increase in accordance with the growth in income
which is taking place in the other two sectors. The difference in net asset positions
will be substantially lower than that appearing in nominal incomes. This is due
to the difference in real interest rates. Thus the debt conversion affects net asset
positions only in accordance with the difference manifested in real interest rates.

All this can be illustrated using the example below:

HUF 100 billion of foreign exchange is converted at the NBH, but the increase in lig-
uidity cannot be permitted in the economy for monetary and economic policy reasons.
Because of this, the NBH sells government papers worth HUF 100 billion. The de-
mand effect may evolve as follows: assuming a 26 percent average interest rate and a
20 percent rate of inflation, what arises is that the HUF 26 billion in annual interest
will be received not by the NBH from the budget but by market agents outside the
NBH (companies, households, financial institutions). Since, out of this nearly HUF 26
billion, approximately HUF 20 billion compensates the decrease in the real value of the
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investment owing to inflation (an element similar to repayment), it may be envisaged
that the demand effect will only be about HUF 6 billion (0.1 percent of GDP). There
is, however, a possibility that investors will spend all the HUF 26 billion received (0.4
percent of GDP) and it is also probable that various market agents will demonstrate
quite different behaviour. It is also important to take into account the fact that these
figures represent only the directly measurable demand effect.

When demonstrating the full impact, it needs to be taken into account that
the effect of spending the excess interest paid to the market depends on whether
it is spent on consumption or investment. Another important factor is that the
sterilization operations of the NBH in the secondary market may modify the overall
interest level. This, through the primary issues and the outstanding floating interest
contracts, may indirectly influence the magnitude of the interest rate paid to the
market and thus also the interest expenditure of the budget, as well as aggregate
demand.

The consequences and management of capital inflow

The consequences of a surge in capital inflow and the related debt conversion
can be summarized as follows:

The accumulated devaluation losses should have been taken into account in
the budget in order to get a realistic assessment of the government’s fiscal position.
Instead, they have been reflected by the increase in the non-interest bearing budget
debt with the NBH. When assessing the increase in the non-interest bearing stock,
it should be taken into account that this does not constitute a pressure on the
demand, nor on the credit side until the net external debt (held by the NBH) has
declined.

When the external debt of the government is reduced, then the accumulated
exchange rate differential must be financed from the domestic capital market. The
problems which then appear (and which might have been neglected before) can
be managed by economic policy through the combined application of a number of
instruments.

The attention of economic policy is focused on the reduction of the debt to
GDP ratio. This ratio is influenced, in addition to the extent of debt conversion,
also by the prevailing interest rate differential and the growth rate. If the debt
conversion taking place through sterilization goes with a deterioration in the debt
ratio, then the economic policy steps needed are the ones which curb the elements
of capital inflow attracted by high domestic interest rates.

The greatest part of the external public debt is kept by the National Bank,
and so long as this is the case the budget perceives its burdens only indirectly. A
realistic view of the development of indebtedness and the changes taking place in
the composition of the debt can be obtained by consolidating the budget and the
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balance sheet of the NBH. An internal monetary expansion is associated with the
increase in foreign exchange reserves and this enables the repayment of the external
debt. The excess domestic liquidity must be sterilized, however, (in part or in full)
in order to implement the target set for inflation and equilibrium. Sterilization
is concomitant with “debt conversion”: i.e. the external borrowing by the private
sector increases, while the state reduces its external debt (which it can do through
increasing its domestic debt).

The way the sterilization is implemented influences the form and costs of
the increase in the Hungarian forint-denominated debt. This is also of crucial
importance from the viewpoint of the development of the borrowing requirement
of subsequent years.

If the difference between domestic and external interest rates is substantial
(and taking into account the effect of devaluation), the costs of sterilization will
increase the budget deficit. The excess interest cost of sterilization, however, is the
interest premium between the domestic interest rate and the external interest rate
converted into forint. The effect of these excess interest expenditures on domestic
demand depends on whether domestic savings are sufficiently encouraged. A larger
budget deficit means additional market interest expenditure. The latter, taking into
account the inflationary erosion of savings, is only potentially concomitant with an
additional demand effect. With a suitable interest policy, domestic investors will
reinvest a part of their interest compensating for inflation in order to maintain the
real value of their investments. At the same time, owing to the increase in the
investment of foreigners in governments papers, a part of the additional interest
may end up going abroad. This could result in a deterioration in the current
account, but if processes evolve favourably, this does not endanger the meeting of
the objectives set for the current account. From this the conclusion arises that the
budget deficit, which increases as a result of accelerated debt conversion, requires
additional budgetary adjustment only if the processes do not evolve as described
above, and disturbances can be perceived in the field of savings.

The deteriorating profit position of the central bank leads to the following
considerations:

— The regulation of the relationship between the NBH and the budget
should be amended in accordance with international standards. As a first step,
financing by the central bank was limited and, since 1992, the NBH has financed
the budget through buying government papers bearing a market interest instead of
the earlier preferential loans. The principle of the settlement is that the state should
not be a distinguished borrower and its debts should be priced by the market, as is
the case with a debt in the private sector. Because of this, in the future, the rela-
tionship between the budget and the NBH should be placed on market principles.
This is concomitant with the prohibition of direct financing by the central bank.
The ban on direct financing is not identical with the elimination of financing by
the central bank, but such financing is only possible at market prices. Due to this

3* Acta Oeconomica 48, 1996
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fact, the central bank may not buy government papers upon the primary issue and
the non-interest bearing loans generated in relation to the foreign exchange public
debt must be eliminated. In that spirit, the liquidity loan must be gradually elim-
inated (even if the budget does not make use of it in any case). Furthermore, the
transformation of the system currently managing the exchange rate loss through
direct lending must be transformed.

— The loss of the NBH will increase the deficit in the budget in any case.
However, this differs from the other components of the deficit insofar as it can
be automatically monetized. In other words, it is financed by the central bank
through the issue of money. Avoiding the development of losses at the central bank
is important, because the monetary expansion concomitant with it may stifle the
favourable effects of other adjustment measures.

Taking all the above into account, the 1996 amendment of the Act on the
Central Bank has to focus on a clear separation of the monetary and the debt
management roles and to manage the losses incurred at the NBH.

It is necessary to adjust the balance sheet structure of the NBH in a manner
that will systematically eliminate the loss-making distortion in the asset-liability
structure of the central bank. The regulations presently in force prescribe that the
non-interest bearing budget debt must be transformed into market interest-bearing
government papers. What is more, these must be adjusted to the reduction in the
net foreign exchange debt of the state kept with the NBH. Owing to subsequent
settlement, however, this does not guarantee that a loss incurred at the central bank
can be avoided. During the period 1993-1996, more than HUF 500 billion of the
zero-rate debt was transformed into 10- and 30-year, variable interest government
papers.

Market interest rates must be enforced in full in the relations to be entered
into between the budget and central bank in the future, while the transformation
of the preferential financing relations inherited from the past will continue. The
NBH will pay its profits to the budget, while the budget will reimburse the NBH
for the loss incurred owing to sterilization.

The quasi fiscal activities of the central bank should be cut back as far as
possible. The fiscal deficit, which is related partly to debt management and partly
to the preferential central bank loans, should be presented directly in the budget.

Ultimately, it is a technical issue with regard to the composition into which
the budget position (belonging to the chosen economic policy) will evolve within the
relations of the central bank and the budget. In other words, this issue concerns the
way in which the interest expenditures of the budget evolve and the extent of the
amount of the profit/loss of the central bank. When transforming the regulation
of these relations, however, three factors must be considered:

— the requirement to approach international standards of regulation,

— increasing transparency in fiscal and monetary functions,
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— improvement in the efficiency of monetary policy and avoidance of the
uncovered issue of money.

A solution to the problem of the central bank loss, or a form of managing its
unfavourable macroeconomic effect, could be regular reimbursement by the budget
of the losses incurred by the central bank. This is similar to the way in which the
NBH currently has an obligation to regularly pay its profits to the budget. However,
in this case the distortion in the structure of the balance sheet of the central bank
could continue. What is more, the increase in the non-interest bearing debt would
also continue and this cannot be presented internationally in the longer term.

In principle, central bank losses could be avoided as the current regulations
prescribe: i.e. through converting non-interest bearing debt into government pa-
pers. What would be needed is that this securitization be effected not through
subsequent settlement but on the basis of a regularly updated NBH balance sheet
and profit forecast. Then the magnitude of the conversion of the non-interest bear-
ing debt into market interest bearing bonds would be determined not after the
general meeting of the NBH using information based on past history, but on the
basis of the expected conversion and sterilization requirement. This would be at a
frequency which would be in accordance with the agreement between the budget
and the NBH. This solution would manage the systematic distortion in the balance
sheet structure of the central bank. Nevertheless, it does have a few fundamental
disadvantages. One is that the reliability of forecasts under the radically changing
conditions of an economy in transition is poor. This is not the fault of those making
forecasts—in fact, frequent updating cannot help in solving the problem because
structural changes and those in behaviour can only be forecast with a relatively
large margin of error. The other problem is that the current regulations do not
meet EU requirements. Although non-interest bearing loans would, in time, be
converted into market loans, the regular direct lending by the central bank to the
budget owing to the devaluation losses would not cease, even though this is forbid-
den by EU rules. Finally, the mixing up of monetary and fiscal functions would
constitute a serious problem.

In addition to gradually transforming the non-interest bearing stocks into
a market interest-bearing portfolio, another solution could be the management of
the balance sheet structure of the central bank—namely, the external public debt
held by the central bank would be settled against the budget on a foreign exchange
basis (i.e. one to one, or in a thoroughly considered structure). In other words, the
non-interest bearing and interest-bearing debt of the budget kept with the NBH
(or a part thereof) may be converted into loans according to the foreign exchange
denominated liabilities of the NBH. Thereafter, the maturity and interest structure
of the budget debt registered in foreign exchange would correspond to the external
debt of the NBH. In this way, the external public debt kept by the NBH and the
costs thereon would appear directly in the budget and in the debt records of the
budget. The debt conversion would be concomitant with the cleaning up of the NBH
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portfolio and as a result of this, the profit position of the NBH would thereafter
reflect purely the result of the operations linked to the exercise of its function as the
monetary authority. (This is one feasible mode of the “debt transfer” mentioned
by many, given that it would be rather cumbersome for the Hungarian Government
to take over the NBH bonds held by numerous small investors abroad.) In relation
to this, it is necessary to reconsider the role of the NBH in the management of the
external debt. (All the above problems, including the future role of the NBH in
external debt management, are regulated in details by the amendment of the Act
on the Central Bank in January 1997.)

This solution would, on the one hand, clearly separate the debt management
and monetary functions of the central bank and, on the other hand, through it the
non-interest bearing debt would cease to exist. At the same time, this settlement
does not mean that no problems would be caused by intensive capital inflow in
the future. When the sterilization requirement is high and the interest premium is
substantial, then the central bank may incur losses even after the settlement. The
re-regulation of the relations between the central bank and the budget primarily
serves the purpose of seeing the costs of the state debt clearly in order to separate
them from other (for instance, sterilization) costs.
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INCOME STRUCTURE AND DISTRIBUTION OF THE TAX
BURDEN (A STUDY OF THE PERSONAL INCOME TAX
RETURNS OF 1994)

I.J. TOTH-A. ABRAHAM

The authors try to show the income situation of the Hungarian population and the redis-
tributing role of the government’s tax policy by analysing the 1994 personal income tax returns.
A descriptive analysis is provided on the main characteristics of the income structure and distri-
bution of the tax burden of persons with taxable income. It turned out that the capital incomes
and the deductive expenses are concentrated mainly among the highest income groups. However,
significant fraction of entrepreneurial incomes appears among the lowest income deciles. Both the
incentives and compensatory tax discounts are available mostly for the highest income groups.
The Hungarian personal income tax system was found to be progressive. Nevertheless, the average
tax rate did not exceed 25 percentage, even in the case of the highest income percentile.

Introduction’

The present study looks at the income structure and distribution of tax bur-
dens on the basis of some 1 percent of all tax returns.?

In examining the income structure, the main question to be answered con-
cerns the weight each income type had within the total of all incomes; further
points for examination to deal with the extent to which income concentration can
be demonstrated, and the nature of any income inequalities which appear to be
emerging. In the study of the distribution of tax burdens, we try to see what the
average tax rates mean for population groups of differing income brackets. This

1The previous version of this paper (Téth 1995b) was produced by Tarki (Social Research
Informatics Center) for the Ministry of Finance within the framework of a research project entitled
“The effect of the budgetary reform upon the distribution of population incomes”. It relies for
information upon the results and methods of sub-studies made by the authors and by Gabor
K ézdi based on the research theme “Distribution of tax burdens in Hungary”. The present paper
reflects the authors’ own views.

We hereby express our gratitude to Tamés Kolosi and Istvan Gyérgy Tdth for the help and
advice they gave us during the investigations, as well as to Laszl6 Csaba, Istvan Hetényi, Jend
Koltay and Andrds Semjén for the comments and critical remarks they contributed to the sub-
studies of the research.

2In order to facilitate a more profound insight into the income situation of the population and
to explore the income-redistributive role of the government’s tax policy, we analyzed a database—
i.e. the personal income tax returns of 1994—essentially created for other than scientific research
purposes. Our work has its precedents. The first experiences after the introduction of the personal
income tax with regard to the impacts of the taxation system upon the distribution of incomes
and the changes in the tax burdens were thoroughly examined by Juhdsz (1991).

0001-6373/95/85.00 © 1996 Akadémiai Kiadé, Budapest



272 1. J. TOTH-A. ABRAHAM: INCOME STRUCTURE AND TAX BURDEN

also considers the way in which allowances incorporated in the system of taxation
are distributed, and what correlation can be found between the exploitation of the
possibilities of tax avoidance and the size of income.?

Similarly to most exploratory investigations, the difficulties encountered in
the course of summarizing the findings were rooted in different sources. First
of all, the specificities and inconsistency of the databases on which the analysis
was founded imposed hard constraints upon the analysis and interpretation of the
results.? Another equally important point is that the exposed phenomena raise
further questions rather than facilitate interpretation in this phase of such an in-
vestigation, as well as in the further analysis of tax returns.

Databases and concepts

The overwhelming majority of data for our analysis was provided by the Su-
pervisory Office of Taxation and Finances. This consisted of a 0.89 percent sample
of individual tax returns, and a 0.48 percent sample of collective tax declarations
filed by employers. The final sample was constructed of the above two sub-samples,
weighted to the total of taxpayers, with the use of sampling weights and the ratio
of two kinds of tax-returns.

The official forms to be filled in for the two kinds of taxation are not of identi-
cal structure or content. This could be ignored if both forms contained compatible
variables or groups of variables. That, however, is not the case. In the employer’s
form, far fewer types of income are listed; in many cases the types of income are
grouped in such a way that the categories in the two forms are impossible to collate
directly.

In such cases, the researcher has three options. First, where possible, he forms
aggregated variables suitable for the comparison of the two sub-samples (a); where
this is precluded, he either resigns from analyzing the inconsistent variables (b), or
tries to create some consistent variables of identical contents via some procedure of

3There have been detailed inquiries into the characteristics of the economic transformations
and the nature of income inequalities during the transition. They were based chiefly on population
questionnaire surveys, mostly household expenditure surveys of the Central Statistic Office (CSO)
and on the database of the Hungarian Household Panel (HHP). See the studies of Andorka and
Harcsa (1990), Kolosi and Sik (1992), Forster and Toth (1993), Bedekovics et al. (1994), Toth
(1994), and Kolosi et al. (1996), among others.

4The inconsistency errors that occurred during the analysis could not be remedied. Where
possible, we used estimates or made supplementary calculations. In those cases in which we had
the elementary information at our disposal—e.g. in the analysis of the tax-returns—we started
out with the basic items and carried out the transformation of the data in compliance with the
rules (e.g. when computing the tax due). Thereby we hoped to eliminate most of the mistakes
committed by the taxpayers in the calculations.
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estimation which might be liable for comparison (¢). In this study, all three options
have been resorted to, with the difference that computations referring to partial
databases are also given, where necessary.

Table 1
Rate of income tazpayers within the population in 1994

Population groups Size Rate
(1000)  (percent)

Total population® 10,227 100.0
1. having no income®® 1,911 18.7
2. having no taxable income® 3,950 38.6
3. having taxable income? 4,366 42.7
3.1 number of indiv. taxpayers? 2,189 21.4
3.2 number of taxpayers whose tax declarations

are arranged by employers? 20T 203

%figure dated 1 January 1994 (KSH 1994)
bpopulation below 15 years of age
Svalue assessed on the basis of the survey data of the Hungarian Household Panel of

19945 (T6th 1994)
4data made available by the Tax Office

'The obvious question to ask here is: what proportion of population’s income
is covered by the database proposed above? This is determined in two phases.
There are relatively reliable data on what segments of the population have income
in general, and taxable income in particular. Table I shows the results of our
relevant calculations. In our estimation, 81.3 percent of the Hungarian population
have some sort of income, 52.5 percent of these having taxable income (or, at least,
they declare they have taxable income).

The total percentage of the population with an income in Table I is arrived
at by adding the incomes of groups 2 and 3. The next question is: what proportion
of the actual population incomes do these declared (taxable) incomes amount to?
With regard to this only approximate estimates can be relied upon, since neither
the size and distribution of the non-taxable incomes of tax-payers, nor the incomes
of those who fail to declare their incomes are known.

5In the table, we estimated the number of those without any income and the number of those
without taxable income. The percentage of those without income was determined by the size of
the population below 16 years of age. It is known, however, that some 0.02 percent of individual
taxpayers are below 16. They are included both in the group of taxpayers and in the group of
those under 16. Deducting this population from the 18.7 percent (i.e. the rate of those without
taxable income) increased the individual taxpayers by the same amount. Therefore, category 1 is
slightly smaller, and category 2 is slightly bigger, than indicated above.
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One can estimate the rate of admitted incomes within the total of incomes by
comparing the figures gained from the tax returns and the macrostatistical figures
of aggregated population incomes. In 1994, the income at the disposal of the
population was calculated by the Central Statistical Office (CSO) at 2915 billion
forints (1995). We estimate the aggregated amount of total declared revenue at
1714.6 billion forints; from this figure we deducted the revenue from personal income
taxes and the total of accountable expenses. This left an estimated 1284.9 billion
forints available income. This means that the sum total of income items specified in
the taz returns came to approzimately 44 percent of the available incomes registered
by the CSO.

The difference is made up of the non-taxable (and undeclared) incomes of the
taxpayers and the incomes of those who did not file their tax returns. Consequently,
this puts a considerable limitation on our study as it only encompasses, by way of
course, the tazable incomes and the accountable ezpenses specified in the tax returns.
On the other side, the tax returns only provide details about admitted incomes.
Thirdly, the databases we used gave no information at all about the structure or
level of the incomes of those who failed to file their tazx returns.®

In the course of the analysis, we created and used income categories—adjusted
to the limitations—which, besides being consistent, were as close as possible to
concepts used in economics. Technical difficulties, however, made it impossible
to define consistent concepts in every case. The databases (i.e. individual tax
declarations and tax declarations filed by the employers) were not compatible on
all points because of the divergences in the forms.

All the incomes of taxpayers that are part of the total income available to
the taxpayer are collectively labelled here as total declared income. The latter has
three constituents: total tazable incomes (a), accountable expenses (b) and income
from capital (c).

Group one contains income from work or earnings (al), transfer-type income
(a2), income from abroad (a3) and miscellaneous income (a4).” Earnings (al)
designate income from employment® (hereinafter called wages & salary), plus in-
come from intellectual creative work, other non-regular work activity (e.g. teaching
private students), and declared taxable income items of individual and collective
enterprises and agricultural production—that is, all incomes that have been gained
by marketing one’s labour power. It appeared to be justified to include incomes
from enterprise activities here because the fields covered by personal income tax-

®The income situation of this population group and its changes are discussed by Kolosi ¢t al.
(1996).

"In the tax returns filed by employers, the amount of foreign income cannot be separately
determined, since part of it features among income from work, and another part from among
income received as transfer.

8 This category includes, besides income from employment, pecuniary compensation for dis-
missal, taxable life- and old-age pension insurance borne in 1990-91, and gratuities.
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ation only include minor—usually family-size—ventures in which the business, as
capital property, has minor significance.’

Transfer-like incomes (a2) include declared income items such as pensions,
childcare benefit, scholarships, and membership bonuses paid to pensioned-off agri-
cultural cooperative members. Other transfer-like incomes—such as unemployment
benefit, training allowance, children’s allowance, childcare support—which are com-
bined with other, non-transfer-like incomes in the rubric “incomes received under
other pretexts”—are not included. Furthermore, this category does not contain
incomes which are deemed non-taxable transfer items (which is the reason they are
not specified in the tax returns).

It is by virtue of the transfer-like incomes (a2) and incomes from abroad (a3)
that one has to appreciate the following: the databases we have used substantially
deviate from one another by dint of the fact that, in the employers’ tax returns,
there is a rubric besides the income items defined as transfer in our analysis (“in-
comes giving entitlement to allowances”). This rubric designates foreign incomes
which are liable to taxation abroad as well.!! On the other hand, another part of in-
comes from abroad is combined with income from employment and joint enterprise
under a single heading in the database.

It is true that foreign incomes amount to a minor portion of both the entire
sample and the sub-samples, but due to the above-mentioned difference, the transfer
items and the distribution of the transfer incomes of taxpayers can only be reliably
analysed for individual tazpayers.'?

Under the heading miscellaneous income (a4) we included the taxable income
from the sale of real estate and movable property, the taxable portion of expense
coverage, travel allowance paid in hard currency and private use of a personal car.
This went together with the total amount in the rubric “income received under
some other pretext”.

10

9The reader must be cautioned that the majority of those with entrepreneurial income in

their tax return sheets are individual entrepreneurs filing their personal income tax. Accordingly,
the overwhelming proportion of entrepreneurial income originates from individual enterprises and
self-employment, and not collective ventures.

107t should be noted that pensions and insurance premiums would be more appropriately han-
dled as capital income. In our view, however, neither the present system of old-age insurance nor
the marginal role of competitive insurance companies dealing in old-age pensions justify it. On
the other hand, pensions could be ranged with earnings, given that their annual level is at present
indexed by the government with nominal earnings. The consideration of pensions as transfers is
supported by the fact that the CSO also classifies them in the same way.

11 “Tncome from work taxable abroad, in the case of an agreement precluding double taxation.”

12This constraint has a far greater weight with regard to the collated database of the highest-
income group than in the sample representing all taxpayers. In the sub-sample of the high-income
group the frequency and share of foreign income are far higher within the total income than among
all taxpayers.
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The second group comprises income that can be accounted as ezpenses (b).
It contains the sum of items that might reduce the income of the taxpayer, or a
proportion of the income which is taxable. In these cases, after deducting this
amount, the taxpayer arrives at the actual taxable income. This also applies to the
calculation of the taxable portion of one’s income earned for intellectual creative
activity or from individual entrepreneurship. Again, this is the way to compute
the part of any daily allowance paid in hard currency which is liable to taxation.
It can be disputed as to whether this category should fall among incomes, as these
items actually mean the expenses incurred or implied by the given activity. It can,
however, be presumed that taxpayers also use this chance to avoid tax-payment,
and therefore these items actually increase their available income (here. one can
consider the expenses declared among tax deductions in the case of intellectual or
other activities of self-employment). Conversely, it must also be admitted that, in
this way, income is overestimated, for items actually belonging to costs are also
listed here. It is inherent in the nature of the thing, however, that the magnitude
of this distortion cannot even be guessed on the basis of the available data sources.

Table 2

Distribution of taxpayers by decile, in each taz bracket

Tax brackets

Deciles Zero tax 1-110,000 110,001- 150,001- 220,001~ 380,001~ Above
base Ft 150,000 Ft 220,000 Ft 380,000 Ft 550,000 Ft 550,000 Ft
1 38.3 54.9 - - - - <
2 7.6 35.8 38.2 - - = -
3 3.8 ) by d 53.7 23.7 - - -
4 4.0 0.9 2.5 51.5 9| -
3, 0.7 0.6 1.9 17.3 22.2 - -
6. 6.1 0.3 0.6 3.3 31.3 - &
s 4.0 0.3 0.5 1.6 31:3 22 -
8 4.0 0.6 0.5 0.8 9.4 50.2 -
9 8.3 0.5 0.5 0.7 2.9 41.2 28.9
10 23.5 1.4 1.6 1.1 1.8 6.4 711
N= 16,346 734,305 437,650 774,797 1,281,632 593,146 478,107

Group three contains income from capital (c). It denotes income from securi-
ties (c1), returns from the sale of free bonds (c2), property value withdrawn from an
enterprise (c3), interest on dividend and securities (c4) and dividend from abroad
(ch). As it is not separately indicated on the tax return form, income from hiring
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out property!? and interest on savings accounts cannot be included here (although
this is really where it ought to belong). These income items are obviously related
to the person’s savings and wealth (kept in money or securities).

On the basis of income, taxpayers can be grouped in two different ways. One
is the relevant marginal rate of tax determined by the combined tax base, and
the other is their place in the population, as defined by the total of their income.
Here, the second option—i.e. the formulation of deciles (or percentiles in graphic
representation) based on the total income of taxpayers—has been chosen. There are
two reasons for this. On the one hand, Table 2 clearly shows a considerably uneven
distribution of taxpayers among the tax brackets. On the other, it can be seen that
a relatively high percentage (46 percent) of those with a zero combined tax base
belong to the upper five deciles. The main reason for this is that the combined tax
base does not include either capital income or the accounted expenses; consequently,
the persons who have no other type of income belong in this category.

Income structure of taxpayers

The first detail to examine is the weight each income type has in the total
of the taxpayers’ declared income,'* and how these income types are distributed
among the percentiles formed on the basis of the total declared income. Next,
an analysis must be made to find out how many kinds of income taxpayers have
on average, and how frequently these income types occur together. Finally, a
comparison is given of the average incomes of each combination of incomes.

Let us first see the average and rate of each income type within the total
declared income.

Within the total declared income, by far the greatest role is played by earnings
in general and wages & salaries in particular (see Table 3). Incomes registered as
accountable expenses and income from capital amount to a mere 11 percent of
total admitted income. The low rate of capital income and the small number of
taxpayers having this type of income suggest that there are few taxpayers who
are able to save large sums, nor do they have large enough fortunes to invest.
However, the accountable expenses—estimated at 148 billion forints—suggest that
this method of tax-avoidance allows the population to save considerable amounts of
tax. The highest average value refers to incomes from abroad; however, relatively
few taxpayers (5.755 persons) have such income, and the share of this income type
is very low (0.2 percent) within the total of declared income.

130n the tax-return form, this item is combined—for example—with giving private lessons in
the rubric of “income from other irregular activity”.

14Some 1.2 percent of the sample filed their tax-returns without specifying any income. These
cases are disregarded here.
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Table 3
Statistics of each income type15

Income type Mean St.dev. Total Rate N
(thousand F't) (percent) (thousand)
1. Wages & salaries 349.8 341.5 1,264.4 T8~ 3615
2. Entrepreneurial income 114.0%278.8 51.6 3.0 452
3. Income from agricultural production 57.6 62.2 0.8 0.0 14
4. Irregular income 94.3 214.6 68.6 4.0 728
5. Income from work (1+2+3+4) 374.5 2624 1,385.4 80.8 4,050
6. Transfers 137.2 98.5 87.6 5.1 639
7. Income from abroad 732.8 549.1 4.2 0.2 6
8. Miscellaneous other income 5115 74.9 50.2 2.9 973
9. Total taxable income (546+7+8) 354.9 371.1 11,5274 89.1 4,303
10. Income as accountable expense 173¢3. «828.7 147.9 8.6 853
11. Income from capital 147.7 6248 39.3 2.3 266
12. Total declared income (9+10+11) 397.3 581.1 1,714.6 100.0 4,316

Looking at the standard deviations, one may find that incomes from capital
and accountable expenses have, relatively, the widest relative deviation. This sug-
gests that these income types imply the greatest inequalities. The scatter is also
great in entrepreneurial income and income from various irregular activities.

A comparison of the taxpayers in each decile reveals that there is some thirty-
fold difference between the average incomes of those in the uppermost and those in
the lowest deciles!® (see Table 4). The large standard deviation in the upper decile
indicates that incomes in this decile are largely scattered.!” This is also borne out
by the fact that only in the upper three deciles does the average income exceed the
average income of the entire population. It is therefore indispensable to examine
the degree of concentration of the whole of the income and its main components.

15 Table 3 refers to those who had a share of a particular income type.

16]f a calculation is made of the average income of the highest and lowest deciles on the basis
of net taxable income, a 17-fold difference is the result. This suggests that the taxation system
considerably reduces the income inequalities in the population. Although for the same income
category (i.e. net taxable income) the Hungarian Household Panel (HHP) shows far greater in-
equalities in incomes, this effect can also be discerned if all household incomes (including social
incomes) and the income differences of households defined on the basis of market incomes are
compared. The comparison between the upper and lower income deciles shows a 7-fold difference
in the total of household incomes and some 22-fold difference in terms of market incomes. (Téth
1994).

17The lowest estimated income in the tenth decile is 740,000 forints, the highest is 40 million
forints.
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Table 4

Statistics of total declared income by income deciles (Ft)

Deciles Mean Median St. dev.  Mean of decile/
mean of total
" 8 49,202 52,500 29,272 0.12
2. 113,698 114,200 12,072 0.29
3. 159,564 159,767 14,188 0.40
4. 207,073 206,976 14,273 0:52
5. 256,917 256,670 14,985 0.65
6. 311,389 310,928 17,002 0.78
s 375,386 374,549 20,299 0.94
8. 462,086 460,585 31,073 1.16
9. 612,991 604,244 62:112 1.54
10. 1,424,337 1,056,508 1,393,460 3.59
Total number of
taxpayers 397,269 283,101 581,053 1.00
100 i
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Fig. 1 Concentration of the main income types (Lorenz curves)

The figures reveal that the least concentrated incomes are transfers and total
taxable incomes, while the most concentrated are capital incomes and accountable
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expenses (See Table Al in the appendix).'® With regard to the latter two income
types, those in the upper two deciles have 90 percent of the total income in their
hands. This massive concentration of incomes also means that in Hungary an
extremely narrow stratum has enough capital to invest in securities or enterprises.'?
The concentration of accountable expenses reveals that this mode of tax avoidance is
also used to the greatest extent by those with the highest income, besides favourably
taxed income from capital. Since earnings amount to the greatest part of the.
income, these items are concomitant with each other.

It is conspicuous that entrepreneurial incomes are far less concentrated than
the above income types. The reason is that a relatively high portion (some 17
percent) of entrepreneurial income belongs to the lower two deciles. This figure is
noteworthy because, except for transfer incomes, none of the other income types
has up to a 5 percent share in the lower two deciles (See Table A1).

Each income item has a different weight in the deciles of taxpayers according
to income. There is a noteworthy deviation from the average in the income com-
position of the lower and upper two deciles (See Table A2 in the appendix). In the
lower deciles there is a strikingly high rate of entrepreneurial and other miscella-
neous income (19 percent and 20 percent, respectively). At the same time, as shown
above, the share of accountable expenses and income from capital is negligible.?

To interpret this astonighing fact, one must realize that the entrepreneurs
appearing in the taxation figures encompass less than half of all entrepreneurs. In
December 1994, there were some 220,000 economic organizations (e.g. limited li-
ability companies, deposit companies, share-holding companies, etc.) apart from
some 778,000 self-employed people.?' In the tax-returns, however, a mere 58 per-
cent of the individual entrepreneurs are represented. Adding to them those who had
dividend-type incomes, their rate only grows by some 9.5 percent to 495 thousand.

On the basis of personal tax-returns, therefore, one cannot get reliable infor-
mation either about the incomes of the entire entrepreneurial population, or of the
size of their tax, or their average tax burdens. The only insight to be gained is into

!5 A similar phenomenon to the massive concentration of capital incomes can be revealed when
one takes a look at the distribution and concentration of savings on the basis of the 1995 wave
of the HHP. One finds that more than 80 percent of the highest-income taxpayers had savings,
while in the lowest-income group, the corresponding figure is 18 percent, and over 60 percent of
all savings were concentrated in the upper income quintile. (T'dth 1996).

19 An analysis of the 1995 wave of the HHP reveals that the income position, and consump-
tion and saving behaviour of those in the upper quintile characteristically differ from the rest
of the population. At the same time, with the increase of incomes, the upper quintile’s above-
average savings also increased in real terms besides consumption. However, in the majority of the
population surplus income was spent on consuming vitally important commodities. (Téth 1996).

20The rate of capital incomes is the lowest in the second decile, and not in this one. Forming
the background of capital incomes in the incomes of the lowest-income decile are taxpayers with
low capital income and no other income source.

2!Source of the figures: Monthly Statistical Bulletin. 1995. 8. p. 119.
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the circle of those individual entrepreneurs with relatively low price returns—most
of them being entrepreneurs with a limited turnover. In other words, it is impos-
sible to separate the income and tax of enterprise leaders within the paid income
and the related taxes produced by enterprises.
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Fig. 2 The rate of the main income types in the total income by percentile

Having stated this, it is still worth separately discussing the incomes and tax
burdens of the entrepreneurs visible in the tax-returns. As we know, entrepreneurial
incomes are not among the most concentrated (Gini value = 0.66). This, and the
greater role of entrepreneurial incomes in the lower decile, can partly be attributed
to the fact that the only point in running a low-income individual enterprise is,
in many cases, the exploitation of the legal possibilities for reducing tazes. When
calculating the income decile in this case, the accountable expenses are taken into
consideration, but the entrepreneurial income is obviously ignored. Table A1 also
shows that the lowest decile has some 8 percent of the total of entrepreneurial
incomes, and less than 1 percent of the earnings. This prompts the assumption
that the small-turnover entrepreneurs (having this as their only income source)
are preponderant in this population. Having this magnitude of income obviously
makes enterprise, in the Schumpeterian sense, impossible in most cases.?? The
maintenance of the “enterprise” probably has a single goal: to use the taxation

2 Schumpeter (1968) regards a new combination of production tools as “enterprise”, and those
€conomic actors who make efforts to design and realize these new combinations as “entrepreneurs”.
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concessions applicable to the enterprise as a legal and accounting form, in order
to avoid taxation. Every actor of the economy may—and does—avail himself of
these possibilities of tax avoidance. These pseudo-enterprises cannot be sharply
differentiated from real ones because, for one reason, becoming an entrepreneur
depends on the subjective decisions defining the goals of an enterprise. Thus it is
not a category to be interpreted in terms of book-keeping or taxation.

What is it that might explain the fact that the weight of entrepreneurial
incomes is the highest (19 percent) income type in the lowest decile? Does this really
imply that those with entrepreneurial income get hold of income from other sources
(e.g. accountable expenses, earnings, irregular income) and hence their total income
is not so low after all? If yes, then involvement in an enterprise does indeed have no
other goal than tax-avoidance. This is because a part of the supplementary income
added to regular income (e.g. salaries) is “let through” the enterprise, utilizing the
more favourable terms of taxation. These are the so-called “pseudo-enterprises” —
apart from their form, they have hardly anything in common with enterprises in
the classic economic sense.

A closer look at the figures, however, proves that the above hypothesis is
invalid. To arrive at this conclusion, we have examined the distribution of each
income type in the first decile as well as the differences in the average size of
income between two groups of the decile (i.e. those having, and those not having
entrepreneurial income). We found that there is a far lower average value of earnings
among those who also have entrepreneurial income (average 2784 Ft) than among
the “non-entrepreneurs” (average 30,757 Ft). Looking at their access to income
from capital, one finds that “entrepreneurs” have none. Among entrepreneurs,
the average value of accountable expenses is above average (512 Ft as against
352 Ft), but the difference is not significant. Contrary to expectations, the average
accessibility to various irregular income is higher among “non-entrepreneurs”. This
income averages 2016 Ft as compared to 624 Ft for entrepreneurs, but again the
difference is not significant. What is more, taking a look at the average total
income, “non-entrepreneurs” are better off with 52,539 Ft, as against the 40,786
Ft of “entrepreneurs”.

This implies that the income differences between “entrepreneurs” and “non-
entrepreneurs” originate mainly from differences in earnings. “Entrepreneurs” do
not signify those who avoid taxation by metamorphosing their income in different
forms, but those who have no other source of income apart from the income from
their enterprise. Of course, this does not mean to say that these incomes tally
with the declared income. Besides, many are “forced” to be entrepreneurs, so it is
also probable that they have a high rate of hidden income.?3 Even if you estimate
the actual income of those with entrepreneurial income as being three times its

23This is also suggested by the findings of empirical investigations made among the consumers
of the services of entrepreneurs and individual entrepreneurs. (76th and Semjén 1996)
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given size, you will not get an average that comes up to the annual 350,000 Ft. In
other words, the taxpayers with entrepreneurial income in the lowest quintile do
not reach the average of the declared income of taxpayers, even if you reckon with
triple tax-fraud.

Another peculiarity of the distribution of income items is the earlier men-
tioned highly above-average rate of incomes from capital and accountable expenses,
as well as various irregular income (mostly from intellectual creative work) totalling
31.6 percent in the uppermost income decile. This figure also proves that the in-
come structure of the upper income decile characteristically differs from the rest of
the population.

Let us now scrutinize the characteristic features of access to each aggregated
income type. In our computations, besides earnings (1), transfers (2), other miscel-
laneous incomes (3), capital income (4) and accountable expenses (5) were taken as
aggregated income types. As the findings reveal, nearly half (44 percent) of those
in the sample have at least two kinds of income, while 11 percent have at least
three kinds.>*

Collating the average total declared income with the number of income sources,
it is that with the increase in the number of income sources the declared income
also rises.®® The largest declared income is received by those who have at least
four or five different kinds of income (1,134,000 Ft). This amount is about three
times as much as the average declared income of the taxpayers (see Table 5).

Table 5

Total declared income by number of income sources

No. of income Mean  St. dev. Distribution of  Distribution of

sources (thousand Ft) total income taxpayers
(percent)

one 3196 411.6 44.8 55.7

two 4226 546.7 34.9 32.8

three 637.3 826.3 15.9 9:9

four or five 1134.7 1960.1 4.3 1.5

A few years ago, the diversity of income sources by taxpayers was not a common phenomenon.
This is also borne out by the shift of the proportion between individual taxpayers and those taxed
via their employers to the benefit of the former. While in 1991, for example, only 36 percent were
individual taxpayers, in 1994 more than half of those having taxable income filed their tax returns
themselves. (Kézdi 1996)

% An intermediately strong correlation can be demonstrated between the two factors (eta value
being 0.2284). The correlation between the level of incomes and number of income sources applies
to all three main components of declared income, but the correlation is weaker than here.
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Extent and distribution of tax allowances

There are several benefits spelt out in the tax law which result in the abate-
ment of taxpayers’ tax burdens. In the following, the size of the aggregated amount
of tax allowances, its distribution among income groups and its proportion com-
pared to the total of declared income are highlighted. Separate discussion will be
devoted to the distribution of the two types of allowances (incentives and compen-
sations) by income decile.

The taxation system divides the benefits into two groups: (a) allowances that
reduce the tax base (tax-base-deductible), (b) allowances that reduce the tax (tax-
deductible). The total of the two allowance types can be determined by adding the
tax deduction due to the tax-base-deductible items to the direct tax deductions.?®
Dividing the amount of tax allowances by the total declared income, we arrive at an
index which shows the tax-allowance contents of all income. Its value adequately
reveals what proportion of the income of each income group can be regarded as
a tax allowance, and how these components of the budgetary tax expenditures®’
are distributed among the different income groups of the population. This index
depends on the amount of tax benefits available to a person, and it also depends,
besides the size of the total income, on its composition. A variable indicating the
ratio between the extent of allowance and the total gross tax®® can also be con-
structed. This is termed the “rate of tax allowance”, which reveals what proportion
of the tax calculated without allowances is filed as tax benefit.

We estimated that the total amount of tax expenditures®® in the system of
personal taxation was 96.5 billion forints in 1994. This finding is noteworthy if the
allowances realized within the tax system are interpreted as budgetary expenses
which approximate to monetary subsidies granted to certain population groups.®°

26 Hereinafter, the sum total of these two items are referred to as tax allowances.

27Tax expenditures cover the tax allowances and different types of relief appearing in the system
of taxation. Some of these can be regarded as budgetary care, or tools realizing certain social
policy goals via taxation. Another part may be seen as incentives for certain market decisions (e.g.
investments) which the central policy wants to promote for some reason. For the beneficiaries, it
is all the same if they get the subsidy in cash or as a tax allowance (Pond 1980).

28 Gross tax means the amount of tax calculated without any allowance.

29 The total of all allowances amounts to an average 318,700 forints among in the upper stratum
of society; this is almost 15-times the average sum received by other taxpayers (22,400 Ft). Its
rate within the total of the declared income, however, is somewhat lower in the upper stratum
(4.6 percent) than in the entire population (5.6 percent).

30 Also applicable to Hungary is what Pond has written about tax expenditures, comparing
them with the rest of the budgetary items: “The reason why tax expenditures deserve such salient
attention is that practically both their introduction and application is exempt from budgetary
control... What is more, once a tax expenditure has been introduced, it increasingly becomes a
commitment politicians are little able to control (influence)” (Pond 1980).
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Fig. 8 Distribution and average rate of allowances in the total income and tax burden,
respectively, of the given decile

If you calculate the extent of tax allowances according to the income deciles
of taxpayers, you will learn which income deciles have easier access to the covert
form of budgetary subvention. The result is that with the rise of income, the filed
amount of tar allowance also increases (see Table A3 in the appendix). 58 percent
of all the tax benefits go to the upper two deciles, and the upper 50 percent get 87
percent of the total tax abatement.3!

There seems to be a strong correlation between the size of the total declared
income and the ertent of taz allowances. In addition to that, the average acces-
sibility to tax allowances grows faster than the declared incomes (see Table A4 in
the appendix); moreover, proportionately more of the upper decile taxpayers have
access to them than those in the lower income deciles. This suggests that it is
mainly the wealthiest who have those types of income which entitle them to tax
allowances.

Comparing the amount of tax allowances to the total of tax assessment with-
out the amount of reliefs, one finds that this proportion gradually decreases with the
rise of the income. In the lower two deciles, it reaches 65-80 percent, meaning that
the allowances heavily decrease the amount of tax to be paid. Even so, in the up-

311t is a telling indication of the concentration of allowances that 3.3 percent (3.2 billion Ft)
of the total of allowances was received by the upper ten thousand taxpayers, constituting 0.23
percent of the tax-returns. To this one has to add that even within this group tax expenditures
are easier to get access to by the higher-income individuals.
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permost decile it is over 20 percent—which is fairly high—if you take into account
the relatively high amount of tax levied in this group. This inverse proportion
derives from the progressiveness of taxation. However, it is intriguing that even
in the uppermost deciles this ratio does not sink below 25 percent, meaning that
even those with the highest income can legally reduce their tax liabilities to-—on
average—three-quarters.

Attention can now be turned to the distribution of various benefits®? To
facilitate analysis, we divided the allowances (both the tax-base-deductible and tax-
deductible items) into two categories: (a) one category contains those allowances
which function as some economic incentive; and (b) contains those that are meant
to enforce social justice as forms of compensation (for the range and statistics
referring to allowances, see Table A5 in the appendix).

As for the distribution of incentives and compensation by income decile, one
can establish the fact that the incentives are distributed among the taxpayers in
a more concentrated way than all the allowances (the Gini values being 0.90 and
0.66, respectively). 75 percent of all the incentives are accessible to those in the two
uppermost deciles, while “only” 58 percent of all the allowances go to the latter.

The concentration of incentives in the hands of the strata in the highest
income brackets is closely correlated with the relationship between the size of the
declared income and the income from capital. The incentives included among the
income-reducing allowances are effective for those population segments in the high-
income brackets which acquire their much higher income to a much greater extent
than the average from capital income, besides earnings. The investment benefit, an
accentuated item of the incentives, may be an efficient tool of a government policy
aiming lo precipitate capital accumulation.®

The rate of forms of compensation within the income-reducing items is again
higher among those who have higher incomes. This simply follows from the fact that
pension and health insurance premiums, which amount to a considerable portion
of the total compensation, at 81 percent, is proportionate with the size of earn-
ings. Notwithstanding the above, the forms of compensation are far more evenly
distributed than incentives. The distribution of tax-deducting allowances is consid-
erably more even that the previous items, although the higher-income taxpayers
again have easier access to them.

To sum up what has been said above, two effects can be defined that underlie
the distribution of the whole of the tax abatement. On the one hand, there is the

32 This question can only be examined in the sample of individual taxpayers, because the income
and tax-reducing factors are only itemized in this database.

33The conditional is justified because it is not known whether amounts accounted as investment
allowance are actually capital accumulation or, as was conspicuous in 1994, the purchase of state
bonds. In this year, the shift within the structure of savings (i.e. the rise in the share of non-
banking securities) was clearly connected to the possibility of tax-reductions related to investment
in government securities (KOPINT-DATORG 1995).
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Table 6

Distribution of incentives and compensation by income decile

Income Income-deductible Tax-deductible
deciles allowances (percent) allowances (percent)
incentives  compensation incentives compensation
1. 0.0 0.5 1.5 0.5
2. 0.3 P 8.1 s |
3 0.4 2.9 2.4 3.8
4. 0.9 3.7 6.1 8.5
5. 1.8 5.7 132 10.8
6. 3.6 8.4 167 13.8
T 6.4 11.7 10.0 14.2
8. 11.6 16.0 13.3 12.6
9. 20.7 21.6 12.5 15.0
10. 54.3 208 16.2 19.8

extreme concentration of incentives among income-reducing allowances and, on the
other, there is the relatively even distribution of forms of compensation and tax-
deductible items. This question can only be examined on the sample of individual
tax returns, since only this database contains the income and tax-deductible factors
1temized.

So far, three major ways of exchange have been encountered. The most
unambiguous of these is the use of accountable expenses, as these reduce the tax
base. The tax base is also decreased by the incentive tax allowances discussed
above; as has been seen, these are concentrated in the hands of the higher-income
strata. The third mode of avoiding taxation is investing the income, since capital
incomes are taxed at a low rate. It remains to be seen whether there is some
interchangeability among these three modes, or whether they are normally used in
a mutually complementary way.

Taking a close look at the correlational coefficients of the rate of each pair of
the above three possibilities within the total income, a very weak (yet significant)
correlation can be found. However, the signs (4, —) can be interpreted, since there
is a positive correlation between the rate of income from capital and the rate of
incentive-type allowances. As has been pointed out earlier, this is attributable to
the fact that both are closely tied to financial investment. Accountable expenses,
however, are in a negative correlation with the other two kinds of tax-avoidance,
which might suggest that there is interchangeability between the devices.

An investigation was also made to find out which income groups of the in-
dividual taxpayers use certain combinations of the above-described modes of tax-
avoidance. Relevant statistics are systematized in Table 7.
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Table 7
Modes of taz-avoidance and average incomes

Mode of Total income Total tax-avoidance N
tax-avoidance (1)+(2)+(3) percent
Mean St.dev. Mean St. dev.

(thousand F't)

None 231 234 0 - 53.3
Accountable expense (1) 579 1127 253 1097 17.9
Allowance as incentive (2) 632 620 110 158 9.3
Income from capital (3) 580 735 160 534 2.9
(1) and (2) 915 802 260 431 11.3
(1) and (3) 872 1058 366 788 1.7
(2) and (3) 815 734 279 392 37
(1), (2) and (3) 1732 .40 2307 819 1951 1.9
Total (Individual taxpayers) 467 781 116 597 100.0

It is obvious that over half the individual taxpayers use no mode of tax-
avoidance.3® This group also has the lowest average total income. The figures
suggest that it is the magnitude of total income that determines the number of
taz-avoiding devices used by a person: furthermore, average lotal incomes differ
significantly according to the way in which the tazpayer avails himself of the Ist,
2nd or 3rd mode of tar-avoidance. A similar correlation occurs if an examination is
made of the average income which entails any of the three tax-base deductions. The
same correlations can be established, with one exception. Those who only declared
that they had accountable expenses could reduce their tax base by about the same
amount as those who had a combination of two of the above three categories.
It is striking that those who used all three forms of taz-avoidance were also the
high-income recipients (1.7 million forinis), and they could get nearly half of their
income ezempt from tazation. The average 819,000 forints may be significant even
if it applies to no more than 1.9 percent of all the individual taxpayers.

*4We did not use the deciles of taxpayers determined by the total of incomes: this is because
we only know the extent of incentive tax allowances for individual taxpayers. This part of the
analysis had to be restricted to them. For the same reasons. no estimates were made for the entire
population. since the size of such allowances cannot be established from the tax files of employers.

Acta Oeconomica 43, 1996



I. J. TOTH-A. ABRAHAM: INCOME STRUCTURE AND TAX BURDEN 289

Distribution of tax burdens

In the following, the average tax burden of the taxpayers in each income
decile will be reviewed by comparing the paid tax to the total declared income as
well as to the total of the total taxable incomes and income from capital (taking
this as the total tax base).

First, we calculated the total tax due in 1994, and the average tax rate derived
from the total of income and total of tax-base (i.e. combined tax base + income
from capital). The results reveal that the delivered taz amounted to an average
16.4 percent of the total income. The outcome of the computation of tax payment
as it related to the total of combined tax base and capital income (total tax base)
was an average taz rate of 20.6 percent.®®
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Fig. 4 Rates of tax by marginal rates

Now, taking a look at the distribution by income decile of the tax payment
and combined tax base, we find that tax payment is more concentrated than the
total income or the combined tax base. This results in a higher average tax rate
in the higher deciles than among those with a lower income or lower tax base. To
obtain a precise result, we calculated the way by which the tax rate changed with
the growth of the income (see Table A5 in the appendix). We found that both
tax rates grew with rising income. This partly explains the difference between
the two indexes which show that incomes from capital and accountable expenses
are massively concentrated in the hands of the higher-income layers. As is known,
these income types either do not constitute part of the tax base (i.e. accountable

35 These proportions are 28.8 percent and 35 percent for the ELIT sample which consist of those
who declared the highest incomes. (Téth 1995a)
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Table 8
Distribution of total income, total tax base and taz among the income deciles

Deciles Distribution of Distribution of Distribution of
total income total tax-base tax
(percent) (percent) (percent)

1 1.24 1.45 0.00

2 2.86 3.32 0.16

3 4.02 4.59 0.97

4 5.21 5.86 2.09

5 6.47 7.16 .76

6 7.84 8.60 5.98

7 9.45 10.29 8.72

8 11.63 12.42 12.51

9 15.43 16.00 19.27
10 35.85 30.31 46.53
Entire sample 100.00 100.00 100.00

expenses) or are subject to lower taxation than the total taxable incomes (capital
income). On the other side, the rate of allowances within the income only grows up
to the ninth decile, and begins to decrease in the uppermost. This effect asserts itself
more powerfully when the tax is compared to the total of the tax base, than when
the other index showing the total of accountable expenses and capital incomes is
taken into account.

04
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Population percentiles formed on the basis of total income

—o— Payment of taxes/total tax base —0— Payment of taxes/total income

Fig. 5 Assessment by income percentiles
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Our results also clearly prove that in Hungary, progressiveness does assert
itself in personal tazation, even if it is not in harmony with the progressive rates
determined for the given combined tax base. Although its extent decreased in the
uppermost decile, it still remains in effect (i.e. if you also take the accountable
expenses into consideration besides income from capital).3

APPENDIX

Table Al
Share of tazpayers’ income deciles from various income types

Income Total Total Income Account- Trans- Income Earn- Irregular Entrepr.

deciles income taxable from able fers from ings incomes income
income capital expenses work
1 1.2 1.4 0.2 0.1 2.5 1.1 0.8 1.0 7.9
23 2.9 3.2 0.1 0.2 7.4 2.5 2.3 1.5 8.8
b 7 4.0 4.5 0.4 0.5 11.9 3.6 3.6 2.4 6.1
4. 5.2 5.8 0.8 0.8 13.4 5.1 5.2 2.8 5.2
5. 6.5 7.1 1.4 1.3 11.0 6.8 &1 3.3 4.7
6. 7.8 8.6 1.9 1.5 10.9 8.6 9.0 4.4 4.4
s 9.4 10.3 2.8 2.2 111 10.5 11.0 5.1 4.5
8. 11.6 12.6 3.8 3.9 9.8 13.1 13.6 7.4 o)
9. 154 16.4 8.1 Tl 10.4 102 17.7 12.8 9.3
10. 35.9 30.2 80.6 82.3 11.6 310 29.7 59.3 41.9

Total 100.0 100.0 100.0 100.0 1000 100.0 100.0 100.0 100.0

Gini's coeff. 0.49 0.45 0.84 0.85 0.36 0.49 0.44 0.70 0.66

36In contrast, in the ELIT sample (T6th 1995a) progressivity is not valid and the average tax
burden decreases with the increase in income. Incomes from capital and accountable expenses are
again strongly concentrated in the hands of the highest-income taxpayers. On the other hand,
the rate of tax allowances tends to decrease in the upper 50 percent of the ELIT sample. This
effect is stronger in the rate of tax vs total tax base, than in the other proportion which shows
the effect of total of accountable expenses and capital incomes. The regressivity of the tax and its
extent is thus not only attributable to the high and increasing rate of these two kinds of income
in the highest-income group. A contributory factor is the gradual increase, then decrease in the
access to tax allowances with the rise of incomes. This, in turn, at first reinforces the decreasing
tendency of the tax rate, and then partly compensates for the effect of the other two factors.
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Rate of each income item within total of declared income (percent)"

Table A2

L. J. TOTH-A. ABRAHAM: INCOME STRUCTURE AND TAX BURDEN

Deciles Total Account-

Income Income Earn-

Irregular Entrepr. Trans-

Other
taxable  able from from ings incomes income fers incomes
income expenses capital work

(1) (2) (3) (4) (5) (6) (7) (8) (9)

j 93.84 0.81 0.35 68.95 46.37 3.29 19.16 9.49 20.39

2 99.09 0.82 0.09 69.34 58.06 2.05 9.22 13.14 16.60
3 98.65 1.14 0.22 73.22 66.18 2.40 4.58 14.98 10.43
4 98.34 1.30 0.35 78.75 73.58 2.16 3.01 13.67 5.92
5. 97.85 1.67 0.48 85.36 81.11 2.03 2.19 8.79 3.68
6. 97.76 1.69 0.55 88.49 84.54 2.26 1.68 123 2,01
i 97.34 1.99 0.68 89.70 86.12 2.15 1.42 6.01 1.52
8 96.38 2.86 0.76 90.68 86.23 2.56 1.86 4.40 1.25
9 94.77 4.03 1.20 89.79 84.60 333 1.82 3.40 1.49
10. 75.05 19.79 5.16 7135 6143 6.62 3.52 1.57 1.55

*The sum total of each income type in the table is larger than 100 percent because some items

feature in it more than once, by virtue of their components. For example, (4)-(9) also feature in
(1). (1)4(2)+(3) amount to the total of declared income.

Table A3

Statistics of tax allowances by income deciles

Deciles Mean

Tax allowances

Total allowances/ Total allowances/

St. Dev.  Distribution total income tax liabilities
(thousand Ft) (percent) (percent) (percent)
j 18 0.5 23 0.2 1.00 81.34
2 2.5 4.9 st 217 64.62
3. 5.0 5.0 2.2 3.07 41.20
4. 8.2 5.8 3.7 3.99 37.87
5. 12.6 Tl 5.6 4.90 34.18
6. 16.6 9.9 74 5.34 30.25
7 20.5 12.6 9.2 5.46 26.87
8. 27:8 16.0 12.2 5.92 25.70
9. 40.0 25.5 17.9 6.50 24.87
10. 90.0 102.0 40.3 6.92 25.46
Total 22.4 42.6 100.0 4.53 33.69
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Table A4
Distribution of income- and taz-deductible allowances among individual tazpayers®

Distri- Rate of

Type of allowance Mean Amount  bution beneficiaries
(thousand Ft) (million Ft) (percent)
Income-reducing allowance
1. Allowance for investment 184.1 50,651.6 40.1 12.8
2. Allowance for intellectual
creative work 67.4 13,146.1 10.4 9.1
3. Contribution to domestic foundation 23.6 2,029.6 1.6 4.0
4. Allowance for agricultural production 55.7 251.6 0.2 0.2
5. Contribution to pension
fund of employees 17.7 269.7 0.2 0.7
6. Housing loan payment 29.9 415.3 0.3 0.6
7. Incentives (14+2+43+4+5+6) 135.0 66.764.0 52.8 22.6
8. Deduction for serious disability 34.6 1,714.2 1.4 2.3
9. Membership fee of trade union 3.1 1,279.7 1.0 19.0
10. Employee’s contribution 5.8 7,671.2 6.1 61.4
11. Contribution to pension and
health insurance 31.5 48,501.4 38.4 71.8
12. Local rates payment 2.8 514.5 0.4 8.7
13. Forms of compensation
(8+9+10+11+412) 36.7 59,681.0 47.2 76.0
14. Total income reducing
allowances (7+13) 75.7 126,445.0 100.0 78.1
Tax-deductible allowances
1. Savings for housing purpose 5.3 188.8 1.5 1.7
2.25 percent of interest paid
on business loan 27.4 99.8 0.8 0.2
3. Incentives (1+2) 7.3 288.6 2.3 1.8
4. Tax allowance for GYES, pension,
scholarship, income from abroad 2.0 7,926.1 64.6 14.4
5. Insurance paid by employer
in 1990-1991 4.3 1794 1.5 0.2
6. Child relief 7.9 4,026.7 32.8 23.8
7.Membership fee of economic chamber 25 10.1 0.1 0.2
8. Allowance for person changing from
corporate to individual entrepreneurship y (5| 0.1 0.0 0.0
9. Forms of compensation
(445+6+7+8) 14.7 11,981.0 97.6 38.0
10. Total tax-reducing concessions/
allowances (349) 14.6 12,269.6 100.0 39.2

*People having income numbered 18,975 in the sample. The sample was weighted for the entire
population, thus our results provide estimates for 2,188,000 individual taxpayers.
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Table A5
Rates of tax by income deciles

Income Tax/total Tax/total Deviation
deciles  income (percent) tax-base* (percent)
(1) (2) (2)-(1)
3 0.1 0.1 0.0
2. 0.9 1.0 0.1
3. 4.0 4.4 0.4
4. 6.6 74 0.8
5. 9.6 10.8 1.2
6. 12.5 14.3 1.8
7 15.2 17.4 2°2
8. g 20.8 3.1
9. 20.5 24.8 4.3
10. 213 ST 104

*total tax-base = total taxable income + income from capital
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ON TUITION FEES AND STUDENT LOANS IN HIGHER
EDUCATION

J. VARGA

Following undergraduate demonstrations and efforts to reach compromise with undergrad-
uate associations, the obligation to pay tuition fees—the so-called basic state tuition fee—was
ultimately introduced on the higher education level in Hungary. At the same time, so-called sup-
plementary tuition fees which can be collected by various higher educational institutions have, for
the time being, failed to be introduced. The introduction of tuition fees was not an unexpected
measure, as relevant preparations were already made by the previous government. The 1993 law
on higher education included provisions on the obligation to pay tuition fees, the size of which
was wanted Lo be regulated by a government decree. However, the concrete time of putting into
force the tuition payment obligation was postponed several times, among other things, due to the
resistance of the undergraduate associations.

In her study, the author makes a survey of what arguments may be adduced in support
of the introduction of tuition fees in higher education, and whether exemption from the payment
obligation may be an appropriate method for offering equal chances to badly-off undergraduates.
In conclusion, the author analyses the example of the countries having established undergraduate
loan schemes to see whether it would prove unviable and unrealistic to elaborate a similar scheme
in Hungary.

After student demonstrations and protests against tuition fees, and efforts
on the part of the government to reach agreement with student associations, the
obligation to pay a so-called basic tuition fee was eventually introduced on the
higher educational level in Hungary. At the same time, the decision on supple-
mentary tuition fees—the magnitude of which would, according to proposals, be
determined by the individual higher educational institutions themselves—has been
postponed. The introduction of tuition fees was not unexpected, as relevant prepa-
rations were already being made by the previous government. The 1993 Law on
Higher Education included provisions for the obligation to pay tuition regulated
by government decrees. However, the concrete time of putting the tuition payment
obligation into force has been postponed several times, due to the resistance of
student associations.

Given the long period of preparation, the final decision may seem surpris-
ingly simple. Exemption from tuition fees became the only way to ensure equal
opportunities. The criteria of exemption are specified by the higher educational
institutions, and not necessarily on a means-tested basis. In some institutions ex-
emption is given for good achievements (and student associations generally support
this kind of selection).

5 0001-6373/95/$5.00 © 1996 Akadémiai Kiado, Budapest
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The government also rejected student loans programmes. In its bill of 1993
the former Antall-Boross-government planned to introduce some kind of govern-
ment-supported loan programme. along with other forms of state aid to students,
such as exemption from tuition fees, students aid. and tax relief measures. The
present government (a coalition of the Hungarian Socialist Party and the League of
Free Democrats) plans to introduce guaranteed loans for supplementary tuition fees
according to its bill for the proposed Higher Education Act of January 1995. This
plan states that 50 percent of the supplementary tuition fee would be channelled
to a fund for financing government support for student loans. Despite these prepa-
rations loan programmes are likely to be cancelled or rejected by the government.
The opponents of loan programmes argue that high inflation, and the reluctance
of commercial banks, make the implementation of such a programme impossible;
consequently, they opt for solutions involving exemptions from tuition fees, and
provision of grants.

It seems rather likely that the introduction of the supplementary tuition
fee will provoke a new wave of resistance on the part of student organizations.
The opponents of tuition fees argue that the payment obligation distorts student’s
opportunities, and it is inconsistent with the practices of the EU countries.

This study first examines arguments for tuition fees. Second, we discuss
whether exemptions are an adequate means for ensuring equal opportunity. Finally,
we sutvey existing student loan programmes, and examine whether introducing such
programimes really is impossible and irrational, as so many opponents arguc.

Arguments for tuition fees

The private benefits from having a higher education qualification have been
increasing in Hungary since the start of the transition in 1989-1990. Monetary
benefits—i.e. incremental earnings attributable to higher educational qualification—
have been increasing substantially since the late 1980s. The relative earnings ad-
vantage of university graduates over upper secondary school graduates is in line
with OECD patterns, and they actually earn more than their OECD counterparts
compared to workers with lower secondary school attainment. (See Table 1)

The increase in monetary benefits has been caused both by the increase of
relative wages, and by education-specific differences in unemployment probabili-
ties. The unemployment rate of those with a higher educational background is
substantially lower than the average. (See Table 2)

Using data for 1993 Kertes: (1995) found that the probability of becoming
unemployed—compared to workers with a higher education background—is higher
by a factor of 2.5 for secondary education, 3.5 for those who have apprentice school
qualification, and 5.0 for those who have only a primary school qualification.
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Table 1
Ratio of mean annual earnings by level of education attainment to mean annual earnings
at upper secondary level in Hungary and in the OECD countries (percent)

Country Year Primary and Higher Primary and Higher
lower secondary  education lower secondary  education
education education
Men Women
Australia 1991 88 158 90 175
Austria 1992 85 146 81 134
Belgium 1992 86 149 78 164
Canada 1991 81 162 72 174
Denmark 1990 86 146 86 135
Finland 1990 93 187 95 AT
France 1992 87 174 81 142
Germany 1992 88 170 84 175
Netherlands 1992 84 132 73 147
New Zeland 1991 86 144 82 146
Norway 1992 80 165 76 157
Portugal 1993 65 179 67 188
Sweden 1992 88 160 92 156
Switzerland 1992 76 152 67 152
United States 1990 69 164 69 174
Hungary 1986 92 143 87 138
Hungary 1994 67 162 69 159
Source: For OECD: Education al a glance. QOECD 1993. For Hungary: Household survey data.
Table 2

Unemployment rates by educational qualifications 1995

Educational qualification Rate of unemployment

Less than 8 years 0.25
Primary school 0.17
Apprentice school 0.13
Secondary school 0.07
Higher education 0.02

Source: OMK Munkaerdpiaci helyzetkép (General survey of the labour market). Budapest,
1995, 11.

The differences in the probability of becoming unemployed affect the private
profitability of higher education in two ways. On the one hand, it increases the pri-
vate returns, as those who have a higher educational qualification are more likely to

5™ Acta Oeconomica 48, 1996
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earn additional income (attributable to education). On the other hand, it decreases
the private cost by reducing foregone earnings (because of a higher probability of
unemployment among secondary school graduates). The private profitability of
higher education is naturally also affected by private costs that include direct costs
such as tuition fees, and additional costs of board, transportation, supplies, and
the like.

Direct private costs have been increasing since the mid-1980s, but at a much
lower rate than direct social costs. (Some components of the direct cost have not
changed at all: fees for student’s hostels, for instance, were maximized until 1995
at a monthly amount of 600 Forints—equivalent to 5 percent of the minimum wage
in 1995.) On the other hand, large increases in student support reduced the private

costs during the same period.

Table 3
Private and social costs™ of higher education per student

Year 1986 1993
Private costs (Ft/year) 30,141 75,821
Social costs (Ft/year) 132,668 547,391
Private costs as a percent

of social costs 2247 11.6

*Private and social costs include both direct and indirect costs—that is, earnings foregone. Private
costs are reduced by student support and the part time carnings of students.
Source: Varga (1995)

From the mid-1980s—in the very period when the relative earnings of higher
education graduates began to increase substantially—the private share in the total
cost was nearly halved. As private benefits have increased and private costs have
decreased, the profitability of higher education has grown substantially, encouraging
a demand for college and university studies.’

When private rates of return are high. and there is excess demand for higher
education. increasing the share of private financing seems justified. The shift to-
ward greater private financing would result in fiscal savings, which could then be
reallocated to expand higher education. One way to increase the share of private
financing is the introduction of tuition fees.

The shift to greater private financing is more than a matter of budgetary
constraints—although the Ministry of Finance is motivated mainly by this—but
also a question of social justice. Social justice can hardly be consistent with such
a practice, when human capital, an asset producing increasing private benefits,

1 For rates of return to education see: Kertesi (1995), and Varga (1995).
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is financed only by others, and not by those who realize most of that benefit.
Obviously, the aim of increasing the private contribution is not to recover the costs
fully, as higher education provides benefits for the whole society. The aim might
be to change the balance between private and public financing.

“In the competition for scarce public resources there has been considerable
pressure on higher education institutions to diversify the sources of their funding
and to seek support from other providers both in the public and private domain.
This has been particularly the case in research where contracts have been engaged
with public agencies and with private enterprises. There has also been increasing
emphasis on the sale of services, notably training and consultancy services to in-
dustry. While these movements may alleviate the financial position of institutions
they do not address the basic issues involved in the financing of higher education
and advanced training. An increasing service cannot be maintained with declining
expenditures. While gains can be achieved for a period through efficiency measures,
there are limits to the extent and quality of service that can continue to be provided
in these circumstances... Extra resources beyond these levels, however must accrue
from either public or private funds and questions regarding tuition fees, student
support and loan financed education arise for consideration, not only in the area of
fulltime higher education, but also in the developing area of continuing education
and distance learning. The debate concerning the most efficient form of public
funding is also one which will continue and intensify.” (Memorandum ... 1991)

The above statement can be found in the Memorandum on Higher Education
in the European Community, not in a proposal, or study on the Hungarian higher
education system. Opponents of the tuition fees in Hungary often argue that the
proposed changes are not consistent with European practice—but the argument
is hardly valid. Although it is true that in many European countries no tuition
fee is charged, there are fees in Spain, the Netherlands, Belgium, Switzerland and
the United Kingdom. In Spain tuition fees provide 20 percent of the income of
public universities. In The Netherlands and Belgium the magnitude of tuition fees
has increased substantially in recent years. In the United Kingdom fees have also
been increased significantly, though the government provides financial assistance
to students to enable them to pay the fees, and thus the fees are paid entirely
out of public funds. In this case the payment does not affect the public-private
balance of higher education financing. The arguments for individual rather than
institutional subsidies include the fact that institutions will be more efficient if they
have to compete directly for students; they will be more responsive to the demands
of students; institutions will have greater incentive to recruit additional students,
o unit costs will be reduced due to economics of sale, and public finance will come
from more than one channel.

Even in those European countries where no fees are charged, the private con-
tribution to the financing of higher education has increased in recent years. One way
of increasing cost recovery is to make student grants means-tested, or to substitute
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unrestricted student grants with loans. The latter solution has been introduced
by Germany, where student grants were substituted by a loan programme in 1984.
Students have to repay the loan after graduating.

The effect of tuition fees on equity

One of the arguments advanced by opponents of tuition fees is that the pay-
ment obligation distorts equity, as the increase in the private costs of higher edu-
cation forces students from poor families to stop their studies. Before discussing
the effects of tuition fees on equity in higher education, the system—wide effects
on equity of tuition fees—will be examined, this is a question which up until now
has aroused little interest in Hungary.

Table 4
Ezpenditure per student in equivalent US dollars in public higher education in 1992

Country Expenditure per student Expenditure per student
US dollars as a percent of per capita GDP
European Communily
Belgium 6,850 37.9
Denmark 6,710 38.1
France 6,020 32.5
(Germany 6,550 32.2
Ireland 7,250 56.9
Italy 5,850 33.7
Netherlands 8,720 51.5
Spain 3,770 29.4
United Kingdom 15,060 95.2
Other Europe
Austria 5,820 32.3
Finland 8,650 59.7
Norway 8,720 49.4
Sweden 7,120 42.9
Switzerland 12,900 58.0
North America
Canada 12,350 63.3
United States 11,880 52.0
Central Europe
Czech Republic 3,590 50.2
Hungary 9,690 140.8

Source: Education at a glance. OECD 1995. Table F03.
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As was pointed out earlier, the share of private burden has been decreasing.
It should be added that per capita student expenditures are very high in Hungary.
Table 4 shows expenditure per student in the OECD countries and in Hungary
in equivalent US dollars (using purchasing power parities). In 1992, out of the
European Community countries, only in the United Kingdom did per capita student
expenditures exceed those in Hungary.

Per capita student expenditures are very high in Hungary if we take into
consideration the economic potential of the country. Table 4 shows that in 1992
140.8 percent of the per capita GDP was spent on a student in higher education in
Hungary, while in most countries only one half, or one third of the per capita GDP
was spent per student. The Hungarian expenditure level is unusual in Europe, but
it is not a unique phenomenon. Similar levels and patterns can be observed in many
developing countries where—compared to expenditures in primary and secondary
education—the costs of higher education are very high. Table 5§ compares differen-
tials in educational expenditure per student across levels of education in Hungary
and in the OECD countries. Data are comparable, as ISCED (International Stan-
dard Classification for Education) is used as a means of compiling internationally
comparable statistics.

Table 5
Relative expenditure per student by level of education (primary=100) in 1992

Country Secondary education  Tertiary education
Austria 150 160
Belgium 215 275
Denmark 129 181
Finland 127 226
France 175 236
Ireland 156 410
Italy 116 145
Japan 110 336
Netherlands 129 340
Norway 139 195
Spain 137 185
Sweden 110 149
Switzerland 195 359
United Kingdom 141 305
United States 115 212
Hungary 110 528

Source: Education at a glance. OECD 1995. Table F04.

Table 5 shows that differentials are higher in Hungary than in the advanced
countries. Per capita student expenditures at the tertiary level are fivefold higher
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in Hungary than at the primary level, while in the advanced countries the typical
ratio is 1.5:1. Nevertheless, in some countries such as Zimbabwe (1:5.6) Columbia
(1:5) and Mexico (1:5.7) the ratios are very similar to that in Hungary. (FEicher
1995)

One of the main reasons why per capita student expenditures are so high in
Hungary is that, despite the growth of enrolment in tertiary education in recent
years, participation in higher education is still very low. Average costs are high
because the proportion of fix costs are high and the economics of scale are not
utilized. Thus system-wide inequity is great within the educational system. A small
proportion of the population gets the majority of total educational expenditures.

Individuals accumulate public resources for education throughout their school-
ing career, not just at the level of study they are currently enroled in. The amount
of public resources an individual receives depends on his or her level of schooling on
leaving the school-age range, and on public spending per student at the different
educational levels. The share of public spending received by differently educated
groups of the population depends on the ratio of per capita student expenditures
at different educational levels, and on relative enrolment ratios. In the following,
we examine—using data for 1994—the distribution of cumulative public spending
on education within an age cohort.

We do not take into account dropping out of school, and we suppose that
enrolment ratios and the ratios of per capita student expenditures at different
educational levels remain unchanged over time. The results show the expected
cumulative gain of those enroled in primary school now, assuming that the above
mentioned ratios remain unchanged. With the help of Table 6 one can easily follow
the line of the calculation.

Table 6
Enrolment ratios, unit costs of cumulative public ezpenditures and aggregate cumulative
expenditure by level of education 1995

Level of Enrol-  Public unit Yearsin Cumulative No.of Aggregate  Share of
education ment cost per cycle public ex- students cumulative total aggre
ratio year of of penditure  (thou- expenditure gate ex-
(percent) study study per student sands) (100,000 penditure
(forints) (forints) forints) (percent)
Primary sch. 99.2 106,928 8 855,424 28 23,951 13.0
Apprentice sch.  25.5 128,146 3 1239,862 32 39,675 21.5
Secondary sch. 52.4 108,230 4 1288,344 49 63,128 344
Higher educ. 13.1 413,234 5 3354,514 17 57,027 31.1
All - p- w - 127 183,781 100.0

Those in the same generation who finish their schooling career with primary
schooling will accumulate 855,424 forints of public educational resources (which
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have been set aside for the given generation). Using participation rates we see
that this group accounts for 21.3 percent of the age cohort. (99.2 percent of the
age cohort is enroled in primary level; out of this 77.9 percent follow their studies
at the secondary level.) The aggregate amount received by those who have only
primary schooling is given by multiplying the number of persons leaving the school
system with primary education and the public spending accumulated individually.

For those who leave the educational system later we always take into account
the amounts received at the previous educational levels. For example, those who
leave the school system with apprentice schooling—25.5 percent of the age cohort,
that is 32 thousand persons—first accumulate 855,424 Forints in primary school;
then they acquire the public unit cost per year in apprentice school. This amounts
to 128,146 Forints a year, and they get it for three years. Cumulative public spend-
ing per student for apprentice school graduates is thus 1239,862 Forints. Similarly,
those who leave the educational system with secondary schooling first get the cu-
mulative public spending on primary education per student; then for four years
they receive the public unit cost per student in secondary school. As 52.4 percent
of the given age cohort is enroled in secondary education, and 13.1 percent of the
age cohort follow his or her studies in higher education, 39.9 percent of the age
cohort leaves the educational system with secondary schooling (i.e. 49 thousand
graduates). Those who are enroled in higher education—13.1 percent of the age
cohort, or 17 thousand persons—first acquire the cumulative public spending on
secondary school graduates, then five times the public unit cost per student at the
higher level.

Assuming static conditions in enrolment rates and relative public unit costs,
the distribution of curnulative public spending in the total cohort is given in Table 7.

Table 7
Distribution of cumulative public spending on education

Highest educational Percentage Percentage of cumulative
attainment of population  public spending on education
Less than primary 0.8 0.0

Primary school 21.3 13.0

Apprentice school 26.5 21.5

Secondary school 39.3 34.4

Higher education 131 31.1

13.1 percent of the given age cohort—i.e. those who attain higher education—
appropriate 31.1 percent of the accumulated public spending on education—a dis-
proportionally large share of the total sum. The results in Table 7 are also displayed
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by means of a Lorenz curve (Fig. 1). We may observe that the distribution of
public spending on education is quite unequal.
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Fig. 1 Distribution of public spending on education

It is to be noted that in the European countries differentials in per student
unit costs are smaller than in Hungary and, moreover, participation rates in higher
education are higher. This explains why the inequality within the educational
system is much smaller. As has been mentioned earlier, one of the reasons of the
high unit costs in higher education is that enrolment rates are low. A further
expansion of higher education may have a system-wide positive effect on equity.

It is questionable whether the introduction of tuition fees would not hinder
the further expansion of higher education, because tuition fees increase the private
costs of education and thus—at least in principle—decrease demand. In 1996—after
the introduction of the basic tuition fee—demand for higher education really did
decrease slightly: as a percentage of the relevant age group the decrease amounted
to 1 percent. However, it is not obvious that the reason for the decrease was the
introduction of tuition fees. It may also have been caused by a growing share of
entrants as a percent of applicants—that is, by the fact that the number of those
attempting entrance for the second or third time has decreased due to a higher
level of admittance (Table &).

The effect of the basic tuition fee on the demand for higher education is at
least a matter for further inspection. We do not know the demand elasticity for
higher education, and thus the magnitude of the effects on demand brought about
by the planned supplementary tuition fees. It seems to be possible that demand
will actually drop much less than most people suppose, because poor students have
only been admitted in a very small numbers up to the present. This is indicated,
for example, by the fact that in some of those universities where exemption from
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Table 8
Number of applicants and entrants in higher education

Year Number of Percent of applicants Number of Ratio of
applicants  applicants in the age entrants entrants/applicants,

group 18-22 percent

1991 48,911 6.7 20,338 41.6

1992 59,119 8.1 24,022 40.6

1993 71,741 9.3 28,217 39.2

1994 79,419 9.8 29,787 37.5

1995 87,061 10.2 36,685 42.1

1996 78,923 9.0 39,078 49.5

Source: Central Statistical Office. For 1996 Ministry of Education.
*planned

tuition fees was planned to be given on a means-tested basis (using income tax
returns for this purpose), there have not been enough applicants for the available
places (covering 20 percent of the students).

One also has to consider that for the poor, higher education is too expensive
even when it is free. Their current income is low and investment in education is
risky so they cannot afford to finance current private costs, despite the high future
private profitability. In particular, they cannot afford earnings foregone due to
attendance at an institute of higher education. For these reasons it seems that
exemptions from tuition fees can be of very little help in terms of equity.

The current practices of financial support do not seem to assist low-income
students either. The larger part of student grants is given according to school
achievements, not on a means-tested basis. Tax regulations for 1995 allow a de-
duction of 30 percent from income taxes; this is a regulation which discriminates
in favour of wealthier families because poor families may not have enough income
to enjoy the deduction.

Further expansion of higher education needs more money even if we take into
consideration the fact that marginal costs will increase more slowly than average
costs due to economics of scale. Thus it seems to be unavoidable that students must
finance a larger share of their higher educational studies. As private returns to
higher education are high, an adequate student loan programme would be a better
guarantee of equity than the present system of student grants if there existed the
possibility to acquire a loan for financing living expenses (not only tuition fees)
during the period of attendance at a tertiary institution.
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On student loans

In Hungary, there are two arguments which are usually raised against student
loan programmes. The first refers to the high risks faced by the lending institu-
tions and, concomitantly their reluctance to get involved in loan programmes. The
second argues that high inflation makes the implementation of a loan programme
impossible.

As for the first argument, it is to be noted that commercial lenders are always,
and everywhere, reluctant to float student loans because the risk is really very
high given the fact that a person’s future income cannot be mortgaged. This is
why all loan programmes contain a subsidy in the form of reduced interest rates
or government guarantees. In the short run the substitution of recent forms of
student aid with loans would only save a small level of resources. Nevertheless, the
experience of loan programmes shows that in the long run the system can achieve
significant savings of public funds, and these can then finance a further expansion
of education, among other things.

In the 1980s and 1990s student loan programmes were introduced in several
European countries, while some other countries—such as Canada, the US and the
Scandinavian countries—have had such loan programmes for decades. (Many de-
veloping countries have also introduced some kind of loan programme.) In most
of the countries students may get different types of loans. The highly subsidized
student loans are aimed at ensuring equity of opportunity. Usually this kind of
loan is means-tested, using the low income of students, or low parental income, as
the eligibility criterion. The criteria for student loans which are less subsidized are
usually less restrictive.

The second argument against loan programmes in Hungary relates to the
problem of high inflation rates. It is a real problem, but the so-called income-
contingent loans—put into practice in some countries already—can help solve it.
This type of loan means that students undertake to pay a fixed proportion of
their income each year over a given period after their graduation. Sweden, for
instance, introduced income-related repayment in 1989. This means that graduates
are expected to pay 4 percent of their income until their loan is repaid.

For Hungary the systems introduced in Australia and New Zeland are par-
ticularly instructive. In Australia tuition fees in public institutions were abolished
in 1974. In 1989 fees were again introduced in the form of the Higher Education
Contribution Scheme. Students have to pay a fee which covers 20 percent of the
average cost of a higher education place in every public institution. Students have
two repayment choices. First, they simply pay. Alternatively, they can choose to
repay the fee later in their career. They have to pay if and when they receive an
annual taxable income above an indexed minimum level. In that case they have
to pay 3, 4 or 5 percent of their annual income, depending on the level of their in-
come. Repayments are collected through the tax office. Students engaged in higher

Acta Oeconomica 48, 1996



J. VARGA: TUITION FEES AND STUDENT LOANS 309

education are eligible for a maintenance grant that is income-tested, but instead
of grants they may also get a considerably higher amount of loan for their main-
tenance costs. In 1992 an income-contingent loan was introduced in New Zeland
too. Students can borrow the full amount of compulsory fees set by their tertiary
institution; they can borrow for course-related costs and also for maintenance costs.
Students have to repay 10 percent of their income if it is above a certain level.

In Australia enough time has now passed to be able to judge the effects of
reintroducing tuition fees and the introduction of the loan programme. During
the past seven years the demand for higher education has not fallen. and the par-
ticipation of disadvantaged groups in higher education has remained unchanged.
(Harding 1995) It seems that some kind of an income-contingent loan would help
to alleviate the financial problems of higher education and it would probably be
more equitable than exemptions from tuition fees.
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PRIVATISATION AND REGULATION: RESTRUCTURING AND
CONFLICTS IN THE HUNGARIAN ELECTRICAL POWER
INDUSTRY

P. VINCE

Partial privatisation of the electrical power industry has been accompanied by the formu-
lation of new regulations, and new organisational and management models for the industry. The
main elements of this process include the setting up of legal limits which restrict state involvement
and the introduction of the normative price regulation. However, the first experiences of the new
system suggest that there are certain inconsistencies. Some of the unsolved issues concern the
inflationary impacts of the new price regulation, the new pattern of the non-proprietary regulatory
role of state, the formation of a new operating model for the sector such that it suits its changed
ownership structure, and the realisation of expected investments from the new owners.

Introduction

The present analysis sets out to review first experiences and outstanding
issues in connection with the restructuring of the Hungarian electrical power in-
dustry. The study first investigates changes, which have taken place so far, from
the perspective of the transformation of the organisational system of the Hungarian
economy. This transformation has led, among other things, to the radical alter-
ation of the former pattern of the power industry, which used to operate within the
organisational framework of a single company (trust). The analysis then goes on
to discuss the novel aspects of the management of the sector, especially the new
role of the economic administration—namely, administrative authority based on a
normative regulatory system. Another issue concerns conflicts which arise in every-
day managerial practice, modelled on the new regulations (e.g. clashes of interest
generated by the different respective endeavours of economic policy and the state
administration, foreign investors and companies still in state-ownership. Other
conflicts relate to the realisation of commitments made by the government to the
new owners at the time of the 1995 privatisation round. Special attention should
be paid, within this context, to issues connected with price regulation, because
these are of outstanding importance to all concerned (i.e. companies, government
and consumers). Moreover, price-setting problems are not simply generated by
the, often contradictory, positions of the parties involved, but by the internal con-
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312 P. VINCE: PRIVATISATION AND REGULATION

tradictions of the transformation of the sector; tension that has been building up
throughout recent decades and cannot be contained and longer.!

Antecedents

Up until recently, the entire Hungarian electrical power sector was covered by
a single enterprise. Production, transmission (i.e. wholesale distribution) and sup-
ply (i.e. retail distribution)—three technically and organisationally distinct func-
tions—used to be performed by a single trust (from 1963 to 1991), and a concern-
type public limited company (from 1992 on). The organisational concentration of
the activities concerned was further enhanced by the 1993 merger of the power
plants and the coal mines supplying them (a move justified by the fact that the
crisis management of the loss-making coal-mines was only feasible in this organ-
isational framework). Consequently, production and distribution activities, from
the coal-mine to the end-user—the foreign trade of electric energy included—were
performed by one and the same organisational complex. This monopoly was com-
plemented by the fact that the price of electrical energy was set by the government.
The monopoly organisation was thus in an ambiguous position—namely, it was
superior in strength to users, but exposed to central administrative non-normative
price formation. Moreover, instead of focusing on the viability and financial stabil-
ity of the power industry, the pricing policy of the government was dominated, as
it had been for decades, by such quasi-traditional considerations as the moderation
or delayed introduction of energy price growth in order to parry its unfavourable
social-policy and macro-economic effects (e.g. inflation, decline of demand.) Post-
poning the justified price increases of electric energy due to the rising costs of
inputs, however, led to the accumulation of financial tension within the sector.
This, in turn, warranted drastic price increases. Eventually, in the mid-nineties,
power companies, state privatisation and administrative authorities and consumers
alike had to face the consequences of these moves.

Changes prior to the 1995 privatisation affected the internal functioning
mechanism and structure of the organisation of the trust, not its monopolistic
position. In 1992, the single state enterprise of the branch was transformed into
a company. The centre and the subsidiaries of the trust were transformed into
public limited companies. One of the major consequences of the transformation of
the trust organisation, which had existed for decades, was the rearrangement of the
ownership structure of the sector. This, however, did not affect the survival of state
ownership; however, the right of disposal over earlier undivided state property was

!The sources of information for the present study include papers and analyses by experts in
the state administration and the electricity industry, the texts of the relevant legislation and regu-
lations, newspaper articles, statistics and professional consultations, and interviews with experts.
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replaced by disposal over divided state property. One state property segment of the
sector was assigned directly to the state property and assets management organi-
sations (first the AVU—the State Property Agency—, and then the AV Rt.—the
State Holding Company—, and finally the APV Rt., the Hungarian Privatisation
and State Holding Company). As for the rest of the property, these organisations
could only dispose of it indirectly by transferring it to the portfolio of the legal suc-
cessor of the former trust centre (i.e. the Hungarian Power Company Ltd., HPC),
which was a power industrial holding also in their ownership.

The former Hungarian Power Company, a state enterprise under the super-
vision of the Minister of Industry, was transformed into a series of public limited
companies in 1992. Half of the equity of each of these PLCs (created out of the
former trust members) was transferred to the ownership of the Hungarian Power
Company. The HPC was also vested with the management rights associated with
the equity share which remained in direct state ownership.

Since the HPC could no longer keep up the former operative, directives-based
managerial practice of the trust in its contacts with the new subsidiaries, the in-
troduction of new methods of corporate governance was put on the agenda. The
organisation started to reshape itself, and ownership and managerial rights within
the HPC became ever more distinct. The HPC as manager of the electric en-
ergy system established contractual relations between the various power plant and
distribution companies, specifying the economic and technical terms (e.g. inter-
nal prices) of their cooperation. The re-allocation of internal resources effectuated
by the IPC among the subsidiaries prevailed, albeit in a modified form and with
a modified functioning mechanism. There were two main re-allocation channels:
centralisation and re-distribution of depreciation, and re-allocation of profits to
loss-making companies. Cross-financing and the resulting levelling-out of compa-
nies had a two-fold objective: to concentrate resources on the realisation of priority
investment projects and on debt-service on the one hand, and to keep loss-making
companies in operation and solvent on the other.

The levelling impact of cross-financing was intensified by the fact that, by
1994, not only a few companies, but even the HPC itself were faced by deficits, so
much so that the company group ended 1994 with a HUF 10.8 billion deficit and
the HPC itself with minus HUF 2.7 billion. The deficits of both the traditional
loss-makers and the HPC kept increasing in 1995; the deficit of the latter reaching
HUF 56 billion.

With regard to the complex causes of the losses of the power companies,
special attention should be paid to those which were in connection with the de-
velopment of the consumer price of electricity. In the nineties, unregulated fuel
Prices, and the producer prices of electric energy which came in their wake, grew
faster than the consumer price of electrical energy set by the government. Although
the latter underwent a four-fold increase from 1990 to 1996, the costs level in the
electricity sector rose even faster.
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In addition to this price development trend, which exerted a strong negative
influence on every one of the power distributor and power plant companies, the 1993
mine/power plant merger also generated losses. The main idea behind the merger
was for the power industry to ensure the utilisation of the domestic coal reserves and
to help preserve the jobs of at least some of the miners, because mining—a heavy
loss-maker by that time—could no longer do that on its own. However, every one
of the merged companies also became heavy loss-makers, and their deficits showed
annual increases. The consequences of the loss-making operation were directly
responsible for putting privatisation—and especially to attract foreign capital—on
the agenda. The consequences of loss-making thus exerted a direct impact on the
selection of both the pattern and the implementation method of privatisation and
the establishment of the new operating model of the electricity industry.

The new operating model of the power industry

Regulatory and organisational pre-conditions of privatisation

The privatisation of the power industry, which required lengthy preparation
and the creation of a special regulatory system, was a procedure which differed fun-
damentally from the usual “commercial” privatisation of the majority of Hungarian
enterprises. In the latter case, it was sufficient to organise sales in accordance with
the general privatisation regulations in effect; successful implementation had no
special pre-conditions. The uniqueness of the implementation process, however,
was not the only peculiarity of the privatisation of power industry: it was also a
pre-condition to set up a comprehensive regulatory system for the whole electricity
sector. In what follows, the new ownership and operating systems of the sector will
be reviewed.

In order to launch privatisation and generate investor interest, it was first
necessary for the government to formulate the new operating model and price reg-
ulation system of the power industry. This process does not require a special expla-
nation: electricity being a very special commodity, its generation and sale differs in
many essential respects from those of other commodities. The production, trans-
mission, distribution and use of electrical energy is determined by monopolies of a
technical origin. Producers, distributors and consumers have little or no say when
it comes to choosing their terms of co-operation. Moreover, for technical, security
and economic reasons, the supplying of power pre-supposes central management.
(This is what explains the fact that this sector is characterised by operating con-
ditions that differ to a smaller or greater extent from general practice—e.g. there
are certain price-setting provisions and administrative regulations in the developed
market economies as well.) It has become inevitable to specify the terms of inter-
partner cooperation, to define the rules of price formation, to make a distinction

Acta Oeconomica 48, 1996



P. VINCE: PRIVATISATION AND REGULATION 315

between decision-making and managerial competence, and to determine the forms
and scope of state involvement and responsibility.

The above points explain why the transparent definition of the special oper-
ating conditions of the electricity sector has been of such outstanding importance
to potential investors: given the circumstances they could only forecast the short-
and long-term effects of their investments and the measure and expected returns
of their expenditures against the background of a stable legislative framework.

The legislative framework of the operation of the power industry

The current legislative framework of the operation of the electricity sector con-
sists of the Act on the Production, Transport and Distribution of Electric Energy
(1994) and the various governmental and ministerial decrees and resolutions issued
in its wake. The Act defines the functions of the state, i.e. issues assigned to the
competence of Parliament and the government. A special authority, the Hungarian
Energy Office, was established to issue licences, analyse the operation of the sector,
elaborate provisions and regulations, prepare price-setting and to protect the in-
terests of consumers. The practice of the previous decades had been characterised
by a lack of regulations. In comparison, one of the novelties of the new situation
was the determination of the limits of state interference. Another new element was
the definition of the structure, organisational system, activity and management of
the power industry, irrespective of the types of owners. This is what made it possi-
ble to deploy forms that are different from the previous state-owned, monopolistic
organisation, and also to launch privatisation. The Act defined the interrelation-
ship of the actors of the power industry (i.e. producer, transmissioner, distributor),
described their functions, and prescribed their mutual obligations—irrespective of
ownership. The role of the state was thus no longer based on state property, but
on the recognition that certain functions require administrative regulation.? The
latter include the formulation of the power plant fuel structure, the determination
of the relative weights of electricity imports and exports, the maintenance of supply
security. the formulation of investment conceptions, environmental protection and
the granting of licences.

The regulation of price-setting and cost-accounting is irrespective of owner-
ship structure too. The third new aspect of the Act is that price and costs calcula-

2The Act on Electric Energy and the regulation of the Hungarian electric energy system,
however, does not allow third party access to the transmission grids and lines. This aspect of the
Act is all the more noteworthy since the European Union is just making the first steps towards
€asing the traditionally monopolistic structure of the sector and at generating some competition.
It would probably be in the interest of the domestic electrical energy distributors to have a choice
of procurement sources, although the various power plant corporations would certainly interpret
the same opportunity in different ways.
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tion regulations have been pul on a normative basis. The Act declares the principles
of cost-based price regulation and profit-formation for long-term operation, and or-
ders that government should work out the relevant calculation procedures. It also
provides a list of several cost factors that were not included in the price of electrical
energy earlier. Under the Act, the new pricing system will take effect in 1997.

The Act on Electric Energy has thus established the conditions for the sec-
tor to operate in a new ownership and organisational structure which replaces the
former state-owned monopoly, and thus can take its place in the emerging mar-
ket economy. Production, transmission and distribution companies are no longer
obliged to have the same owner or belong to the same monopolistic organisation;
they can cooperate on a contractual and commercial basis with two conditions.
Firstly, central, administrative pricing shall prevail, but contrary to previous prac-
tice, it will be normative. Second, an extensive system of administrative provisions
necessary for the safe operation of the electric energy system shall be observed and
asserted.

Without going into the details of the Act, let us call attention to some of its
provisions that are subject to debate. The first to be mentioned is the rather vague
wording of the principle of price-setting, to which we shall return later on. Under
the Act. prices shall recover “the returns of justified investments and the costs of
efficient companies. and the profit required for long-term operation”. The problem
is that the interpretation of the attribute “justified” gives too much discretion to
the state authority which draws up the calculation procedure. (As shown clearly by
the debates between the companies and the state administrative authorities over
the necessary rate of the price increase, the ambiguities of the legislation may cause
serious conflicts and differences of interpretation. The first debates concerning the
different interpretations occurred in 1995, when the detailed regulation was first
announced to the public, and they have continued even after it took effect in 1997.)

Certain provisions of the Act concerning the extent and scope of state inter-
ference will also be tested in the near future. One of the test areas may be the
licensing procedure of new power plant constructions. Under the Act, beside the
official, administrative licences, power plants of a capacity exceeding a certain limit
(200 MW) require government approval, and projects of a larger size (in excess
of 600 MW or nuclear plants) the approval of Parliament. Future cases will show
whether political agreement after the professional licensing procedure will promote
or hinder the realisation of the investments.

It is hardly surprising that the Act makes mammoth investments of this sort
subject to political approval. Legislators wanted to reduce the inevitable uncer-
tainty attached to the restricting of the former unlimited competence of the state
and to cut back its influence on the operation of the sector by removing its right
to approve or reject such projects.
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Price-setting issues

The new price regulation system was meant to ease many types of “heredi-
tary” tension: most importantly, it should clear accumulated losses due to earlier
price-settings. create resources for investments, and also elaborate a transparent
set of rules (i.e. methods of calculation) for price-setting.

The new price regulation system was introduced in two phases. The first
one, which lasted until January 1997, set a profit-generating electricity price. The
government decreed that the price was to include 8 percent equity-based profit, and
cost components which had been neglected earlier, and announced a calculation
procedure for the profit to be asserted in the price of electric energy.

In the second phase, from 1997 to 2000, electric energy prices will still be
set administratively—but not arbitrarily—using normative rules which have an
established calculation procedure.

The structure of the new price system, which came into effect in 1997, can be
summed up as follows. There are three kinds of electric energy prices: power plant,
wholesaler and end-user (consumer) prices respectively. The wholesaler (HPC)
buys at different prices from each power plant in order to allow every one of them—
generating the necessary amount of electric energy at different cost levels—to realise
(or at least approximate) the 8 percent equity-based profit. The wholesaler ensures
transmissions of electric energy to the distributors at a uniform price, including
the price margin which guarantees the 8 percent profit segment. The didtributors
also sell electric energy at a uniform average price to the customers. (The various
user-group-specific tariffs producing differentiated individual end-user prices are
based on that average price.) Owing to the differences in the cost structures of the
distributors, there is no guarantee that every one of them can realise the prescribed
profit segment which, therefore, is asserted as an average for the distributors group
as a whole.

The crucial question about the current price system is whether the regula-
tion is as normative as intended. Under the Act on Electric Energy, the calculation
formula for determining electric energy prices from 1997 to 2000 (on an annual
basis for the year ahead) has three types of components. The first group consists
of factual data such as the volume, structure and prices of the inputs. The second
group expresses the ezpected appreciation of input items in terms of figures, and
includes the price indices of the input items, inflation rate forecasts and indices of
exchange rate movement. The last component group is subject to the discretion
of the price-selting authorities. Two components are worth mentioning in this re-
spect: the so-called “efficiency improvement co-efficient”, and costs which accrue
due to environmental protection regulations for power plants and which exceed
the inflation. The efficiency improvement factor is between 0.85 to 0.95, and it is
a multiplier destined to reduce the rate of the price increase calculated according to
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the price-setting formula within this band—i.e. it prevents the full-scale assertion
of the costs accrued.

The normative, transparent and predictable quality of the price regulation
system can be influenced (sometimes weakened) by the second and third group of
components listed above. Price indices of various types and the setting of the values
of the various price correction and inflation-linked factors used in the formula imply
a certain degree of uncertainty. This, however, is not only a natural concomitant
of measuring price development in general: it may also be related to the choice
of the methods of calculation. Theoretically, that is, the choice of the calculation
methodology may influence price development.

The most important element of the third component group, the so-called
efficiency improvement co-efficient, was built into the formula expressly to moderate
calculated price increases. This is the main tool of the state administration for
influencing the rate of price growth. In practical terms, this means that the state
administration can define what segment of the inflation (i.e. between 85 and 95
percent) shall be asserted in the input price indices applied in the formula. The
impact of administrative interference and discretionary powers is limited to a rather
narrow band; consequently, it can only moderate price growth to a relatively small
extent.

Although all these factors may make the movement of prices somewhat un-
certain, this does not alter the fact that, in the new system, companies will be
aware of the main components defining the date and order of magnitude of price
corrections, and the price-setting procedure in general.

Definition of base, initial eleciric energy prices

('alculating the costs and the profit segment of the 1997 initial, base prices
necessary for the implementation of the new regulation posed more serious method-
ological and accounting problems than the ones discussed above. The 1997 price-
setting was of special importance because this procedure formed the base prices for
the following four years—i.e. the price regulation system coming into effect was to
be based on the costs and profit asserted in these prices. Setting the initial prices,
moreover, was of utmost importance to the companies, most of them in deficit;
it was also important to the consumers, because of the fast growth of prices; and
it was also significant for macro-economic reasons, because of its influence on the
annual inflation rate. It was of special importance, moreover, for the government,
as the last occasion for them to influence prices before the inauguration of the
normative price regulation system. The new system reduces the scope of state in-
fluence considerably, to the definition of the efficiency improvement co-efficient, for
example.
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Transition from the old to the new system of price formation means that base
prices have to include all the cost factors (and the profit) that used to be neglected
earlier, but which are asserted under the Act on Electric Energy of 1994. Price-
setting may pose two kinds of problems. The first one is methodological in nature:
the procedure involves the definition and quantification of cost factors which were
neglected earlier. The second problem is due to the far-from-neutral context of this
process, loaded as it is with the conflicts of interests of the “stakeholders” —i.e. both
individual companies and professional and political groups of all sorts (represented
by state administration) and the government have high stakes in the outcome of
the procedure.

Methodological problems can be divided into two groups: the calculation of
equity-based profit, and the determination of certain “justified” cost factors. Most
problems relate to the scope and value of the factors to be taken into account
by the various calculations, because these will form the base of both the official
depreciation and the calculation of the profit.

With respect to capital charges, part of the problem relates to the manage-
ment of the effects of inflation: no complete solution has been found so far for this.
Power company assets were last valued in 1991, and depreciation is calculated on
the basis of that value. However, although the 20 to 30 percent inflation between
1991 and 1996 has reduced real depreciation to a fraction of its original value, no
new assets valuation was made available either at the time of privatisation or for
the determination of new prices. Consequently, one cannot eliminate the factor
of uncertainty in the price-setting process due to the difficulties of calculating real
depreciation.

Another question is the range of assel elements 1o be taken into account as
the calculation base of the 8 percent equity-based profit. Obviously, profit can only
be calculated on the basis of some, but not all the corporate assets. This circle
consists of assets necessary for pursuing the main line of activity (i.e. generating
an administratively priced revenue) and a definite segment of those that generate
no sales revenue. The identification of these assets as a profit calculation base
constitutes the source of many conflicts between the companies and the state price
administration. Corporate endeavours to extend the calculation base need not be
commented upon.

In all three groups of companies, the dominant items of the cost paltern are
mput fuels and electric energy. Let us point out another source of uncertainty
related to price regulation that may in practice be activated. Although prices are
set for a whole year ahead, the system allows for mid-year correction in certain
cases (if, for instance, the gap between calculated and real input prices exceeds 3
Percent, or the change of the fuel price index exceeds a certain pre-defined limit
etc.). The electricity prices may become disadvantageous for either the consumers
or the power companies; both parties may be interested in initiating mid-year
Price correction (although not simultaneously, of course). The regulation, however,
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does not specify such procedural elements, essential from the point of view of legal
security, as initiation criteria, as the minimum duration of the discrepancy, nor as
the time required for corrective action—in other words, it is not laid down how
long one or the other party must endure the unfavourable circumstances.

Cost factors neglected earlier but considered “justified” under the new price
regulation system must also be built into the prices. These include the costs of
environmental protection, insurance and future re-cultivation. However, there is
no established practice regarding the determination of the “justified” size of these
cost components and thus the process carries a great degree of uncertainty. The
cost factors in question must provide cover for the insurance costs of this enormous
mass of assets (i.e. hundreds of billions of Forints, considering the entire sector),
for the expenditures related to the imminent closure of mines and power plants,
and for compliance with environmental protection regulations. The problem is not
simply a methodological one. The task is to define cost components that were not
taken into account earlier; to decide which ones are to be considered “justified”
and as such be taken into account. Another source of uncertainty is the vagueness
of the regulations governing the assertion of environmental protection norms. Lack
of established practice and precedents makes it very difficult to pre-estimate the
pattern and volume of the expected, very significant, expenditures on the obsolete
power plants (whether for environmental protection or re-cultivation purposes), and
to integrate the relevant costs into the electricity prices.

Changes and conflicts

In the framework of the privatisation of the power industry, in 1995 and 1996
foreign strategic investors acquired minority ownership of shares of all (six) power
distributor companies and two power plant companies, and majority ownership of
shares of one power plant. The 1995 privatisation tenders of three power plants
ended without success. In 1996 other partly successful tenders were organised. It
was a special feature of the 1995 privatisation that, although foreign investors could
only acquire a minority share, the government ceded the management rights of the
companies to these investors. This unusual practice was intended to stimulate
investor interest by offering extra rights.

The appearance on the scene of winners of the tenders,® the modification
of the traditional functions of the Hungarian Power Company Ltd., and the de-
ployment of an administrative system of management relying on regulations have,
together, put the power industry into a brand new situation in many important
respects. This situation has three main characteristics: the new relations of owner-

3The new owners are French, German, Austrian, US and Belgian public, municipal and private
power companies.
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ship, the changed structure and the internal functioning mechanism of the sector,
and the modified administrative role of the state.

In what follows, we shall review some of the first experiences to see the forms
of old and new problems accompanying the working of the power industry that have
surfaced so far in the new system which is now taking shape. Also, an attempt will
be made to identify conflict solutions. We shall touch upon issues concerning the
development of the interrelationships of the main agents (i.e. the companies, the
HP(C and the competent authorities), the prospects for investments, and conflicts
emerging due to price regulation.

Remoulding relationships

One of the essential features of the new sectoral structure taking shape in
the wake of privatisation is the transformation of the interrelationship of compa-
nies within the same organisation to the interrelationship of independent companies
having different owners. Another essential new element is the changed role of the
state administration acting in its capacity as a regulating authority, not proprietor,?
in matters concerning the power industry and its consumers.

These changes have had the greatest effect on the successor of the old trust,
the Hungarian Power Company Ltd. The functions of the HPC will be transformed
in some respects now that it has sold its share of ownership in the subsidiary com-
panies. The inter-company redistribution of finances, for funding investments and
debt service and maintaining solvency, will be a thing of the past. The HPC’s new
role consists of four elements: operative management of the electric energy system,
wholesale distribution of electrical energy, elaboration of the contractual framework

4 The institution of the right of voting priority, of the so-called “golden shares”, was meant to
maintain a certain, limited, amount of state proprietary influence. The legal status of this scheme,
however, is somewhat uncertain, as indicated by the fact that the Companies Registry rejected
the application of some power companies possessing such shares.

The government created the golden shares scheme in order to guarantee state influence after
the debates preceding privatisation. The point at issue at that time was whether foreign investors
should only have a minority, or also a majority interest. The institution of golden shares was
seen as a compromise. According to the original intent, this type of share—implying special
rights—would give the state decision-making power in matters of strategic importance, even if the
majority ownership were sold.

Golden shares, however, would have limited the proprietary rights of the investors had they
Buaranteed excessive state interference; this prospect could have led to the withdrawal of potential
investors, or their offering much lower equity prices for the companies offered for privatisation.
The final solution is advantageous for the investors: the scheme does not allow state interference
in formulating the investment and dividend policy of the company (albeit the investor must
coordinate its policies with the state), but the state does have the right to interfere if the planned
changes affect the activity profile and organisational structure of the company.

Acta Oeconomica 45, 1996



322 P. VINCE: PRIVATISATION AND REGULATION

of cooperation with the companies, and formulation of the development /investment
policy of the sector.

Both the future and the privatisation of the HPC are still unsettled. All
that is known for sure is that no majority-ownership transfer will take place, but
the date and techniques of its privatisation and the identification of the circle of
investors (whether strategic or financial ones or portfolio investors) have not as
yet been specified. This pending situation has had some negative implications for
the company: the existence of the state-owned HPC gives investors an opportu-
nity to bargain with the state, to the detriment of the company. Some privatised
companies have made attempts to debit price increases demanded by the company,
and simultaneously they have tried to moderate price increases affecting everybody
from the consumer to the HPC. These attempts actually met with success at the
time of the January 1997 power price increases: the state-owned HPC could only
raise its prices at a lower rate than those of the privatised companies. This price
increase, non-preferential for the HPC, was the result of the state’s efforts to cut
down the negative socio-political impacts of such an increase.

Privatisation has made proprietary interests more clear-cut than they used to
be. Now they pertain solely to the operation of the company; no other, independent,
points of view are to be taken into account. New owners are no longer responsible for
the assertion of social policy, nor for inflationary, employment or industrial policy
considerations, nor for the contribution to the cross-financing of subsidiaries. The
novel situation allows new types of proprietary endeavours to appear.

The emerging conflict of interests between the HPC and the newly indepen-
dent companies is the result of the ever more forceful assertion of the new actors’
ambitions. Privatisation has led to the power industry being populated by many
actors. Companies, busy optimising their proper business position, have come to
confront the HPC. The latter has been transformed from a trust to a holding
and then (albeit a slight over-simplification), to wholesaler and electricity system
manager—i.e. it is an entity having mixed functions. In the post-privatisation era,
company-specific considerations have become an autonomous and very influential
factor. Now that it has lost most of its former managerial and proprietary functions,
the HPC will have to master its new role including, among other things, contin-
uous interest reconciliation with partners. The transformation of the traditional
structure of the power industry—i.e. the appearance of independent actors and new
owners in generation, transmission and distribution alike—makes the transforma-
tion of the internal operating mechanisms of the sector essential.
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The first experiences of partial privatisation

So far we can only register the initial activities of the first post-privatisation
months of foreign investors. Long-term perspectives must be evaluated with due
caution, especially if thinking of the many generalising statements of coming from
Hungarian professional, political, and public opinion—namely, that investors “do
not want to invest, they are taking money out of the country rather than bringing
it in”. To date, however, such opinions are based on impressions and assump-
tions rather than a systematic analysis of investor policy, because it is too early
to have accurate data which can provide hard evidence for such assumptions. It
will take time for the investors’ ambitions to take shape, especially in the context
of privatised Hungarian companies setting out to modify or transform the trends
and behaviour patterns of several decades. Therefore, at present only certain—
apparently—important elements of investor behaviour can be registered.

The unbalanced financial status of the newly privatised companies demands
instant reactions on the part of the new owners. If financial stabilisation is a de-
clared priority of the company, that explains why no new investments have been
launched. This explanation, however, seems a bit thin: investors could have pre-
pared the ground for investments aimed at capacity expansion in spite of the dif-
ficulties. Moreover, the fact that, apart from certain power plant construction
projects and initiatives, they have not done so, at least not in significant volumes,
is indicative of one of the dominant traits of their behaviour.

Investors may have reasons for this cautious wait-and-see attitude other than
the state of Hungarian business conditions. It may also be connected to the fact
that the improvement of the financial position of the companies not only depends
on their own efforts, but also on the outcome of their bargaining with the state,
concerning price-setting, for instance. Consequently, at the present moment it is
impossible to tell exactly to what extent the restraint which we can see is due to
the many uncertainties of the starting situation.

The general caution is not necessarily a manifestation of some uniform in-
vestor attitude. Investors differ both with respect to their proprietary background
(some are private, others public or municipal companies) and enterprise culture,
and their long-term goals may also be widely different. Nevertheless, one cannot
exclude the possibility that some investors will actually maintain this wait-and-see
attitude in the long run, instead of focusing on expansion.

The financial position of privatised companies is rather diversified. The power
industry ended 1996 with a deficit exceeding even that of 1995. All the distributors
were making losses in 1996, and the majority of the power plants and the HPC
itself were not better off either.

All the new owners have initiated changes which are aimed at reducing losses
and restoring financial stability. First of all they re-organised the financial and
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economic information systems and introduced new methods of financing. Investors
in general began by re-organising the financial and accounting systems of the com-
pany, not its technical infrastructure. The first rationalising measures have thus
been aimed at the modernisation of the organisation, at staff reduction, at the
establishment of new customer relations, and not at the renewal of the technical
infrastructure of the company.

Investment perspectives

One of the main reasons for the privatisation of the power industry was its
need for investments. In the absence of domestic (central budgetary and intra-
branch) resources, the capital demand generated by the postponed renewals and
the lack of urgently needed investments could only be met by involving foreign
investors. The capital demand of the power industry has, moreover, been raised by
the gradual assertion of environmental protection requirements and the investment
needs generated by Hungary’s accession to the Western European electrical energy
system (UPCTE).

There are many pending debates concerning the expediency of privatisation
both at the professional and the political level. The main objection against the
privatisation model being implemented now (and against any sales to foreign in-
vestors) is that the introduction of a profit-generating price regulation system would
make the attraction of foreign capital superfluous, because the accumulating profit
would provide sufficient capital cover for domestic owners as well. If this were
so, this would invalidate the main argument in favour of the privatisation of the
power industry to foreign investors and, consequently, this strategic branch would
not be handed over to foreigners, in accordance with international practice. Two
objections can be made to this line of argument. First, there is the argument that
the introduction of the profit-generating price regulation system was conditional
on the entry of foreign investors: had state ownership of the power industry been
maintained, the government could have avoided implementing it without serious
international consequences and disputes when faced with its unfavourable (macro-
economic, social) impacts. The second objection relates to the required capital
being ensured by profit accumulation. The ten to a hundred billion Forints capital
required for power plant investments scheduled for the coming years could not have
been produced in this way and in such a short time. Therefore, it was indispensable
to attract additional capital, and this required the contribution of foreign investors.
The expediency of privatisation will, in the final analysis, be proved or disproved
by the future development of investments in the electric energy sector. The current
picture is rather contradictory in this respect.
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Future investments are not only important from the point of view of the
power industry and its domestic suppliers. The establishment of a small power
plant would cost at least ten billion Forints, that of a larger one at least a hundred
billion Forints. (This latter may amount to billions even in dollar terms.) Envi-
ronmental investments generate capital demand of a similar order of magnitude.
Consequently, these major investments, realised in a concentrated way, will influ-
ence the productivity and performance of the economy and its overall employment
and investment level as well. Moreover, these investments also influence the macro-
economic situation via their foreign trade and balance-of-payment implications.

The investment possibilities and needs of the power industry are expressed by
the power plant investment strategies elaborated by the government. According to
the last variant, reconstructions and expansion will affect a total project capacity
identical to the current power plant capacities taken together: power plants with
a total capacity of 8000 MW will have to be renewed or created in the next 10-
15 years. Although it is well-justified to consider long-term needs estimations as
being rather uncertain, they may still indicate the order of magnitude of imminent
investments adequately. It will be necessary to make certain investments in the
coming years, as the respite exempting obsolete power plants from compliance with
the environmental protection regulations will expire in 2003-2004 (the exact date
is unknown yet).

The new (minority) owners of power distribution companies and power plants
could specify their investment-related intentions under the privatisation contract,
and in certain cases the tender criteria could also be included in the investment
commitment. These declarations project investments worth a total of USD 1.5
billion over the next five years. According to the tender terms, investors may
acquire majority ownership of the power plants by raising the capital stock, if that
serves the promotion of investments.

It would be premature to describe the changing trend of investments in the
power industry due to privatisation. The investments in question are such that the
larger ones among them need a long (5 to 10 years) lead time, and even “turning
the first sod” may take years of licensing and preparation work. Consequently,
no short-term, favourable macroeconomic impacts would be felt now even if the
investments had started right after the (partial) privatisation. Favourable effects
on the investment trend can only be expected in a few years’ time.

In this respect it is also worth investigating respective justifications for the
expectations in question. First of all, there can be no binding guarantees which
would allow an investor to be called to account with regard to the realisation of
his intentions. Although the details of the privatisation contracts have not been
made public, it seems reasonable to assume that it was not in the interest of the
investors to provide any guarantees, if only because of the high degree of uncertainty
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concerning the future; they only made some non-commital statements concerning
the realisation of investment plans.®

Actual investments do not depend on the investors’ decision alone: the local
municipality, the competent authorities, government and occasionally even Parlia-
ment must also approve/licence the project. This decision-making system, which
relies on the complex harmonisation of interests of many kinds, may in itself delay
or even prevent the acquisition of the required licences—i.e. the outcome of the
procedure cannot be predicted clearly by the investor.

The date, phasing and order of magnitude of the investment largely depends
on the company’s own opinion concerning the future development of its position
and conditions of operation. The investor may modify the original investment
intent expressed in the privatisation tender if he considers the long-term operating
conditions and chances of returns to be good. The cautious investment policy of
the investors (especially the distributors) in 1996 was due, among other things,
to their giving priority to getting acquainted with the new company, rationalising
it and eliminating its losses as soon as possible. In 1996, the deterioration of the
respective financial performances and growing losses of every one of the distributors,
and of the partially privatised power plants, may have induced, at least in the short
run, the new owners to revise their investment conceptions or modify the scenarios
of their respective investment projects. This may also depend on the investor’s
decision on investment financing: i.e. whether to attract additional capital or o
use the profit generated by the company. Unless the first alternative is chosen, and
power suppliers have shown little sign of that yet, the company will have to wait
until the investments in question can be financed from the profit generated by the
Increasing incomes.

The power price development trend is another important element in connec-
tion with the realisation of any investment plan. The 1997 price increase indicates
that there will be a 25 percent price rise for the population. Nevertheless, no infor-
mation is as yet available with regard the favourable impact of higher prices on the
performance and financial status of companies and, in turn, on their propensity to
invest.

The experiences concerning the motives and ambitions of the respective in-
vestors are also rather limited. Different patterns of behaviour are discernible, and
they clearly evaluate the possibilities and conditions in very many ways. Some
investors have serious investment plans (e.g. power plant construction projects),

5According to “Power failure”, an article published by Figyelé on 29 August 1996, the Su-
pervisory Board of APV Rt. (Hungarian Privatisation and State Holding Co. Ltd.) drew up a
report concerning privatisation. The article refers to that report when stating that privatisation
contracts include “no commitment, either joint ones by the vendor and the buyer, or individual,
nor detailed ones made by the two parties individually, concerning future investments... There is
not one word in the contracts about the buyers’ intention to launch... investment projects jointly
with the Hungarian owners by attracting additional capital.”
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while others tend to back out from whatever plans they had. Other policies include
reducing the share of ownership (i.e. partial sell-off) in order to moderate risks, or
demanding favourable—sometimes preferential—unique, guaranteed operating con-
ditions in return for an investment. Such special demands (relating, for example, to
the price and accepted volume of electric energy, and more than once to the state
guarantee thereof) have been expressed by potential investors most frequently at
preliminary negotiations over the construction of new power plants.

At present, investors’ decisions are motivated by their attitude of wait-and-
see: first of all they want to get acquainted with the operating conditions emerging
in the wake of the new regulations and evaluate their first experiences of cooperation
with the state administration. Nearly all investors are newcomers on the Hungarian
energy market, and their new positive or negative investment decisions are not
motivated solely by the returns on their earlier investments. Business plans are
also meant to substantiate and strengthen the position of investors versus the state
administration. In the meanwhile, they are looking for opportunities and methods
to make the competent authorities grant them favourable operating conditions.
Hence decisions can be conceived of as part of the learning process of pressurisation;
this is especially relevant given that 1996 was the period of the preparation for
the changeover to the new price regulation system. As such, it provided ample
opportunities for the newly privatised companies to test the various methods of
exerting pressure and attempting to influence the extent of the price increases to
be introduced.

Concerning the prospects of investment there are several factors that make
the pace and scale of the realisation of the investment ambitions of some (albeit
not all) investors uncertain. This must not be neglected when judging the reality
of the USD 1.5 billion aggregate planned investment figure calculated after privati-
sation. Different investor motives and the contradictory tendencies of the domestic
conditions together strengthen the assumption that one could hardly formulate re-
liable predictions concerning the future of these ambitions at present. Moreover,
given the nature of the investments in question, one can hardly expect any major
investment projects to be launched in the coming one or two years.

On the nature of conflicts

Finally, at the end of the analysis, let us review some of the points of anxiety
which characterise the new situation of the power industry since privatisation and
the alteration of the regulatory environment. The problems which culminated in
the 1997 price increase and price regulation conflicts have not been generated by
this new situation, but have been propelled to the surface by the tension due to
unresolved issues in the power industry that have been building up for a long time.
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Setting a profit-generating electricity price level was justified by the deficits of
the branch and the lack of resources for capacity expansion, reconstruction and
environmental protection investments.

Although the establishment of the new system of price formation was not pro-
voked by privatisation, the latter did play a certain role in the changes. The creation
and 1997 introduction of this normative regulatory system generated considerable
tension but the aim of providing companies with a profit was a pre-condition for
attracting investors. The entry of foreign investors has changed the conditions rad-
ically as compared to the situation of prevailing state, or even partial domestic
private ownership of the power industry. The appearance of foreign investors has
eliminated the possibility, so tempting to politicians, of postponing the introduc-
tion of tension-generating measures. The government could only have cancelled
the introduction of the new price regulation system at the cost of serious inter-
national discontent involving the negative reactions of foreign governments and
investors—and it must be admitted that there were some very forceful internal
political arguments in favour of postponement (e.g. with regard to unfavourable
social and inflationary impacts). Foreign investors were thus the prime-movers in
transforming the regulatory system of the sector according to plan.

Privatisation also influenced the formulation of certain elements of the new
regulation system, especially the determination of the 8 percent equity-based profit
segment, which was considered highly attractive for foreign strategic investors.

Although all policies making the power industry a more attractive target
for investors are also assumed to help diminish the investment backlog and the
improvement of the longer-term operating conditions of the sector, they also exert
an inflationary impact. The latter, in turn, aggravates the social problems of the
population, raises the overall cost level of companies (diminishing thereby their
competitive edge), and makes the financing of the educational/cultural and health
care sectors more difficult.

The crucial issue is to define the sharing of burdens originating from the so-
lution, (and brooking no delay) of the problems of the Hungarian power industry.
Whatever the decision is, it will certainly hurt the interests of some. At the time
when the conditions of privatisation were being established, two priority objectives
were 1dentified: the attraction of investors and the realisation of the highest possi-
ble amount of privatisation revenues. After the completion of partial privatisation,
the new operating mechanism of the sector was set up and as the date of the intro-
duction of the new price regulation system approached, inflation-generated tension
detrimental to the end-user was given more consideration. Another peculiarity of
the situation is that, on the one hand, government could only manage these conflicts
by setting the rate and exact date of price increases up to the end of 1996; after
that, the introduction of the normative regulation system restricted its scope of in-
terference and its licences very seriously in this area; on the other hand, base prices,
the point of departure of the price regulating mechanism which is to be effective in
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the years to come, have been set by this very power price increase. The breathing
space of the government is limited, on one side, by its-—codified—commitments to
investors, but it also has to take into account the social and inflationary impacts
of the price increases in question outside the power industry.

The preparation of the 1997 price increase had to balance (corporate and
private) consumer interests against those of the power companies. The resulting
price increase obviously implied serious burdens for the population, while the com-
panies of the sector considered it too small and initiated a price correction right
away. That is to say, the determination of the exact measure of price increases
is limited to a rather narrow band. Given the divided interests and perspectives
involved, one can hardly make an optimum decision, and neither has the range of
acceptable compromises been identified so far. Consequently, the privatisation of
the electric energy sector and the establishment of its new functioning mechanism
will, for some time to come, raise more open questions which will defy confident
answers.
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MANAGEMENT AND SALE OF RESIDUAL STATE
SHAREHOLDINGS IN HUNGARY

P. MIHALY]I

The case-by-case approach is viewed as the most salient feature of the Hungarian privati-
sation which stands in contrast with various mass divestiture methods applied in other transition
economies. The paper examines the origins, the raison d’etre of the case-by-case approach as well
as its consequences. It is shown that this privatisation technique has, by necessity, led to mixed
ownership where private owners have to live for a while in partnership with state or quasi-state
organs. From a corporate governance perspective the states’s residual shares pose an undesirable
burden on the privatisation process. Moreover, the subsequent sell-offs have proved to be much
less successful as it had been anticipated.

Introduction

Since the beginning of privatisation in 1989 Hungary, as it is well known,
has followed a case-by-case approach with regard to the selling-off of state assets.
Although there have been a large number of zigzags in policies and priorities, this
fundamental point has never been questioned. Consequently, there has been no
mention of voucher privatisation, free distribution or any other type of mass pri-
vatisation, on the assumed basis that these would not fit into the overall policy
framework of the country.!

The transition from a Soviet-type economic system to a full-fledged mar-
ket economy requires—inter alia—the corporatisation of state owned enterprises
(SOE). This would appear to be a simple technical operation. Trading in shares is
a convenient way to change the title of ownership for any given company. When
shares are traded, the old owner (i.e. the state) relinquishes all its claims and lia-
bilities in exchange for a negotiated sum of cash. Furthermore, only this method
allows for an easy partition of ownership either between several new owners, or
between the old and the new owner. Imagine the difficulties of selling half of a
factory, if “halving” is taken in its physical sense.

1. Once the necessity of corporatisation is accepted, another question arises.
Should corporatisation be a separate step, or should it take place only if and when
new owners (other than the state) are in sight? In most transition economies
corporatisation has been decreed in a straightforward way by the government. This
means that the state—or its representative agency—has become the sole owner of
100 percent of the shares. In the period 1990-92, the Hungarian authorities followed

'On the early experiences of privatisation, see Mihalyi (1992 and 1993).
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another option. After establishing the State Property Agency (SPA) in March 1990,
corporatisation was considered as a by-product of privatisation. Corporatisation
meant the creation of joint ventures.

Interestingly, this issue was never discussed at length from a theoretical point
of view. Given the buoyant foreign interest in acquiring stakes in Hungarian firms,
the SPA was far too busy with fulfilling this demand. Using arbitrary numbers
(60:40), the chart below shows how residual state assets are created through the
joint venture method.

SOE land, + Foreign 40 mn £
assets building, contribution: USD

valued at equipment,

60 mn trade

USD marks, etc.

Joint venture

[ SPA: | 60 % of equity I | Foreign partner: | 40 % of equity ||

Fig. 1 The origin of residual state assets through the creation of joint ventures

The essential details of the process were made in accordance with the following
considerations:

— How much money is the foreign partner willing to invest?

— What is the minimum stake in percentages that the partner wishes to
hold?

— What is the optimal break-down of the investor’s money between the new
company and the SPA?

— What is the role—if any—of the secondary owners (e.g. local authorities,
employees, banks)?

— Given the net debt of the company in question, what is the leverage the
new owners are willing to live with?

This technique has widely been acclaimed by Hungarian experts, even though
has been referred to under different names by different authors: e.g. dilution of cap-
ital, privatisation through capital increase, and mixed ownership—but its essence is
well depicted in Fig. 1. This method has led, by necessity, to mixed ownership and
thus the shares are divided between the new owner (in exchange for cash) and the
state (whose “in kind” contribution is honoured by a given proportion of shares).
Unless the state declares that it is willing to say that its contribution is to be zero
value, there is no way to divest 100 percent of the shares.
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In the period 1990-92, the prevailing view among policy-makers was that the
cooption of a foreign owner into the corporatised entity, through the creation of joint
ventures, was a very sophisticated way of securing efficient corporate governance
and adequate amount of fresh money to the SOEs. In retrospect, the process
appears to have been driven by simple down-to-earth reasons. Now, it is quite
clear that the majority of companies, which were privatised in this period, were
suffering from chronic cash shortages. This explains why the injection of fresh
money has been a necessary step for survival. The cash shortage has been the
primary reason behind the actions of the management of the company in question
and/or all other stakeholders (e.g. branch ministries, employees, trade unions, etc.).
The corporate governance aspect was hardly considered, if at all. To illustrate this
point, the case of the privatisation of the Hungarian airlines can be mentioned.
In 1992, two Italian companies? obtained 35 percent of MALEV’s shares, but no
money was paid to the Hungarian government. The whole sum of 77 million USD
was sunk in the company.

In fact, from this 77 million USD, 8.5 million USD was not actually paid-in for a long
time. Right after the closing contract, the Italian partner questioned the valuation of
the Hungarian contribution. In their view, the auditors had overvalued the old Russian
Tupolev aeroplanes. The 8.5 million USD was claimed to have been put aside on a Swiss
escrow account, but even this has never been officially confirmed. The tug-of-war about
the 1992 valuation went on until late 1996. As can be expected in such cases, both
sides have strong arguments, since mistakes were committed on each side. This story
exemplifies very well the pitfalls of such marriages.

In this period, the bulk of privatisation was carried out with foreign partici-
pation. One third of the deals, however, were transacted with Hungarian investors.
Nevertheless, the technique was the same. There were very few cases in which the
new owner obtained 100 percent of the shares. In most cases, the SPA retained
40-60 percent of the shares.

2. As time passed, policy-makers realised that corporatisation cum privati-
sation would take much more time than envisaged. On the other hand, start-up
companies were forced by law to assume a corporate form at the moment of their
inception (i.e. joint stock company or limited liability company). Quite clearly,
the coexistence of old state-owned enterprises and new corporate ventures has led
to numerous insoluble conflicts at the level of daily operations. It is enough to
mention that, according to Hungarian jurisdiction, if a state-owned enterprise goes
bankrupt, the state is not responsible for honouring the accumulated debt. (Under
“socialist” legislation the whole idea of insolvency was not seriously contemplated,
thus there was no binding regulation in connection with this matter.) By contrast,
the owner of a state-owned corporation is fully responsible—at least up to the value

2The new owners were the Italian state airlines Alitalia and its partner Simest.
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of its own equity—because this issue is abundantly circumscribed in the 1989 Com-
pany Act. If the corporation in question is 100 percent state-owned, there is no
limitation on the responsibility of the Hungarian state vis d¢ vis third parties.

This practical consideration has led to an acceleration of corporatisation, even
without the involvement of external players. The SPA and the later created second
privatisation entity—the Hungarian State Company (HSHC)—were forced by law
to complete the entire corporatisation process by mid-1993. In other words, in this
aspect of privatisation, Hungary joined the mainstream.

Leaving aside some of the details, the corporatisation of a Hungarian SOE
has meant the preparation of a so-called “transformation plan” with chapters on:

— production plans

— perspectives for employees (e.g. hiring/firing, employee ownership, social
benefits)

— inventory of assets (not older than 180 days)

— valuation of assets (not older than 90 days)

— excerpts from the land registry (not older than 30 days)

— audited balance sheets (not older than 180 days).

— draft of the shareholders’ agreement

— environmental audit

— plans for divesting non-core assets

— CVs for the proposed new board members® and other officials

- written comments from branch ministries on substantive issues, and on
the nominations of particular individuals for lending positions in the company.

— written comments from the Enterprise Council.

The management of residual shareholdings

In the remaining part of this study, it is assumed that the company in question
has already been privatised to a strategic partner—Hungarian or foreign—which
owns a substantial part of the company. It is also assumed that there are no other
players besides the Hungarian State.* Furthermore, it is assumed that the state

3The Hungarian legal system prescribes two levels of control for any joint stock company. The
3-11 member board is the lower level: this is controlled by a Supervisory Committee (SC) in
which the number of members is not limited by the law. In practice, the Board is more important
than the SC. For the sake of simplicity, in the discussion below SC-s are disregarded.

“This is a simplification, since in almost all cases municipalities and the employees are also
shareholders. For historical reasons, in some important companies the state is represented by 2 or
3 different institutions—e.g. APV Rt., a state-owned bank and the Tax Authority; this can lead
to bitter conflicts among the state players.
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privatisation agency is willing to exert directly its ownership right—i.e. without the
intermediation of a retained asset manager firm.®

Although not evident at first sight, experience has shown that it is almost
immaterial whether the strategic partner commands ownership over 30 or 51 percent
of a company. The motivation and the expertise of the strategic partner determine
the real division of power and authority. The private partner is stronger than the
state, chiefly because it has its own “single-mindedness”. By contrast, the state—
as represented by a government agency—has two weaknesses. First, it pursues
several objectives within one company and, second, it cannot concentrate enough
human resources at a given company. The lack of institutional memory is also an
important source of weakness. Experience has demonstrated that the staff of the
privatisation agency is unstable, and its files are not properly preserved. When it
comes to a conflict, typically the strategic partner is better prepared for the fight.

The legal environment is determined by the Company Law (which is uniform),
and the shareholders’ agreement (which is company-specific). The instruments of
managing residual state shareholdings are defined in the above-mentioned two doc-
uments. In fact, the shareholders’ agreements are significantly different from each
other, which adds to the difficulties. In the majority of cases, the state privatisation
entity (the APV Rt.—as is called today) has 3-5 seats on the Board of Directors
(which may, or may not be enough to guarantee a majority). In Hungarian prac-
tice, boards meet once a month, and this indicates that they shoulder a great deal
of the operational responsibilities. More important decisions are approved by the
shareholders’ meeting, where a single representative of the APV Rt. votes with
all the shares the state happens to own. The delineation between “routine” and
“strategic” decisions is determined in the shareholders’ agreement. Broadly, it can
be said that sharcholders’ meetings allow for the APV Rt. to be better prepared
and speak with a louder voice.

This system is far from being foolproof. In the course of Hungarian privatisation, a
number of techniques have been invented to circumvent tl}e general scheme. For exam-
ple, in the Hungarian telecommunication company, MATAV, the foreign partners were

®Between 1989-1996, there were only 10 cases in which the task of management had been
contracted out to private firms. This is a very low figure and is in stark contrast to publicised
policy intentions. In practice, however, these contracts proved to carry such a high risk that
both the SPA and the HSHC were cautious in this respect. In a nutshell, the problem revolves
around the moral hazard. Contracting out the asset management is pernicious, because the state
needs almost as much effort to monitor the asset manager as it does to control the company itself.
Another problem is the lack of collaterals. The asset manager cannot be “punished” in the event
of fraud, mismanagement or bad luck.
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successful in pressing for the creation of a so-called Operating Committee (OC), which
has gradually taken all decision-making powers from the board. In the four-member OC,
the foreign partner was assured of a majority by the chairman’s vote, so the Hungarian
majority on the board and at the shareholders’ meeting have lost their weight.

1. In the context of managing residual state assets, the tasks of the APV
Rt. are two-fold. First, the APV Rt. is expected to help its own company with
some value being added due to its greater macroeconomic oversight and its own
connections within the state bureaucracy. The APV Rt. is also expected to act as a
guardian of state assets, with financial assistance if required. Secondly, the APV Rt.
has to fulfil all functions emanating from the Company Law and the privatisation
laws. The nature of these tasks is rather formalistic, but they tie down a great deal
of the resources of the APV Rt.:

— designation of board members, chief executives and the external auditor

—— conceptualisation of remuneration and bonus schemes of the above-men-
tioned persons

— endorsement of business plans, balance sheets and other company reports

— approval of decisions concerning major investment and divestment, capi-
tal increases, loans etc.

— preparation of annual shareholders’ meetings

— keeping the state informed (controlling)

— keeping the public informed.

The workload connected with the above tasks is quite significant, if it is taken
into account that the portfolio manager of the APV Rt. cannot make decisions
alone.® He needs written approval from the CEO of the APV Rt. and/or its Board.
In addition, the APV Rt. has to functlon as part of the Government machinery,
which means—inter alia—that the APV Rt. has to consult upon all these issues
with other arms of the Government. Even in a simple case, such inter-ministerial
consultation can easily last up to 30 days (those cases when major disagreement
among the Ministries takes place right from the beginning are, of course, much
worse).

Although these tasks may seem to be superfluous and the long chain of com-
mand may suggest only bureaucratic red tape, these strict regulations have proved
to be important in the battle against corruption. Policy-makers have, so far, re-
frained from extending the decision-making power of individual portfolio managers.
Collective decision-making was and is a key principle that nobody dares to question.

2. The APV Rt., as the owner of residual shares, can choose between passive
and active behaviour. Passive behaviour would imply that the APV Rt. limits its
activity to the collection of revenues (i.e. dividends and proceeds from eventual
sell-offs). This seldom happens, in spite of the general acceptance of fundamentals

SIn fact, the term “portfolio manager” is a misnomer. “Desk officer” would describe much
better the functions performed by these APV Rt. employees.
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which can be found in any economic textbook. and despite the explicit request
of international multi-lateral agencies.” First, big institutions hate to be seen as
inactive. Desk officers are strongly motivated and well-paid, thus they tend to use
the economic and managerial power they possess.

The hyper-reaction of the APV Rt. to public complaints is a good example for illus-
trating the dangers of using this power. It happens quite often that employees of an
APV Rt.-company, or somebody from the street, sends a written complaint against the
management of a given company. Since the APV Rt. has its own internal supervision
unit, its inspectors can be on the spot in a matter of days. Unfortunately, most of
these reports contain unfounded allegations only, the investigation of which simply is
not worth the effort. Nonetheless, APV Rt. watchdogs often spend weeks verifying such
issues; this not only has cost implications but it can also contribute to the undermining
of confidence on the part of the strategic investor.

It is difficult for the APV Rt. to be passive in situations in which the strategic
partner’s main interest is to undermine the value of the residual shares. This can
happen in many sophisticated ways, but a simple capital increase can have the
same effect, too. If this happens, the state can loose the bargaining power that a
25 percent +1 vote-share block guarantees, unless the APV Rt. 1s ready to inject
the same amount of capital into the corporation in order to maintain its relative
position.

A recent example can provide some idea about the nature of the problem. Between
1990-1993, most of the 11 sugar refineries were privatised, being bought by foreign
investors; others remained directly or indirectly in state ownership. In the privatised
firms, the APV Rt. retained 25 percent +1 vote, which allows the Hungarian state to
block any unwarranted merger process. The rationale behind this residual ownership
is clear. Given the existing excess capacities, a merger of the foreign-owned factories
would make the life of state-owned firms very difficult, indeed. Thus there is a clear
conflict between the foreign owners and the APV Rt. In the given example, the Italian
Feruzzi group would like to increase its majority share in 3 Hungarian factories above 75
percent +1 vote, but so far the APV Rt. has vetoed these actions at the two shareholders’
meetings which have been held. The foreign partner, however, has a strong case, too.
The three companies are on the verge of collapse; they are all loss-makers and badly
need an urgent injection of capital.®

3. As time has elapsed, policy-makers have become familiar with a great
number of problems arising from the daily management of residual state shares.
Obviously, there is a serious “principle-agent” conflict. People on the spot are
better informed than those sitting far away from the scene of the action. This leads
to a bargaining game in which the parties involved can easily go quite far away
from the path of justified business principles.

"The World Bank, for example, has been working for years on a loan agreement with Hungary
which would put a limit on the APV Rt.'s scope for manoeuvre in such cases.
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The Hungarian Company Law offers very ambiguous options for the APV
Rt. in its role as the representative of state interests. Technically, the board of
representatives of APV Rt. can be named individuals or legal persons. If the
representative is a legal person, any APV Rt. officer can go and vote, provided he
or she can show their credentials. If the legal person takes the job very seriously,
he may insist on an APV Rt. board decision, prior to the board meeting of the
company in question. If this happens, the board meeting will effectively turn into

a shareholders’ meeting. It is clear that such a mechanism cannot work efficiently
on a regular basis. On the other hand, if the APV Rt.’s representatives are named
individuals and not paid officials of the APV Rt., there is a logistic problem: namely,
how can the owner’s opinion be known? Who is authorised to give guidelines to
this board member? A major conflict arises from the fact that board members are
fully responsible for their actions. In the worst case. they can be sued in a court
and they can be made liable for a value going up to their personal wealth. Thus
a balance has to be found between individual responsibility, professional ethic and
loyalty to the owner.

This is not easy. Potential board members, with management experience and
intimate knowledge of the industry, are typically production-oriented engineers. In
essence, their mentality does not differ much from that of the incumbent manage-
ment which is supposed to follow their directives, nor from the mentality of the
branch Ministry which is supposed to exercise regulatory control over the industry
as a whole. If we put all these elements together, we often find that the future
of many companies is being shaped by a narrow circle of industry people: we see
the very same names as owners, managers, board members, ministry officials, trade
unionists, etc.

There are counter-examples, however. In several companies, the state is rep-
resented by political nominees and/or medium-level ministerial officials for whom
board membership is nothing other than a supplementary source of income. Sooner
or later. even these people get involved. Although at the beginning their commit-
ment to the given company is rather weak, as time goes by they start to internalise
the values and the interests of the company. If this happens, they find themselves
in a role conflict. Instead of being a representative of the state in the company,
they become a representative of the company in their own sphere of influence (e.g-
Parliament, Ministry, trade union).

From a legal standpoint, this is a very serious issue. Hungarian jurisprudence
treats each company as an independent legal entity. The management and the
board are the organs of the company and they owe loyalty to the company. The
owners—i.e. the state and the strategic partner—can exert their property rights at
the shareholders’ meeting. The state—as a co-owner—may have the right to hire
and fire the Board and the management, but it cannot give direct instructions in
the course of the daily operations.
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It goes without saying that, in the given framework, the smooth management
of residual state shareholdings is to a large extent dependent upon the quality and
the motivation of the local management:

— Are they capable of running the company under normal circumstances?

— Are they capable of running the company under extraordinary circum-
stances?

— How independent are these managers?

— Do they want to run the company as neutral professional officers or do
they have special attachment to one of the co-owners?

— Do they pursue their own agenda?

These are very important questions, and the perceived answers determine the
attitude of the APV Rt. towards them. Let us consider these questions, one by one.

It is known that, since 1968, Hungary has relied heavily on the qualities of its
enterprise managers. The then famous New Economic Mechanism was chiefly built
on the principle of freeing enterprise managers from the tutelage of central planners
in daily business decisions. On the other hand, it is clear that in a market econ-
omy, new qualities are expected from managers. This is especially true given that
management tasks are particularly demanding in the immediate pre-privatisation
period. Experience has made it clear that in this respect the quality of management
is not uniform throughout the economy. Even if the exceptionally good and bad
examples are excluded from the analysis, interesting patterns emerge. High-tech
industries have better managers than those of the “sunset” industries. In a similar
vein, managers in the Western part of the country are generally more capable than
those leading firms in the East of Hungary.

After the sweeping political changes in 1989/90, the managers of SOEs were
trapped in a very difficult situation. The first post-communist government treated
them with a great deal of suspicion. Many were fired with or without any grounds
for their dismissals, old connections stopped working, new loyalties were born, etc.
In 1994, many figures from the apparatus of the former system came back with the
landslide victory of the Socialist Party in the second free elections. Once again,
people were replaced, old connections were broken, etc. These recent years have
certainly not been good, even for enterprise leaders with extraordinary capabilities
and strong wills. There has been a clear tendency for the best minds to leave the
state sector because of the political vacillation (and not simply due to the fact that
private sector can offer higher salaries).

In companies where the state is a co-owner, the management often has to
face a conflict of loyalties. This is particularly the case if the strategic investor is a
foreign company and the incumbent management is dissatisfied with the situation.
There are various issues which can arise in these circumstances. In some cases,
the management is alarmed at seeing the profits being transferred abroad. Often
the new owner fails to keep his contractual obligations, lay-offs may go beyond
agreed levels, and planned investments can be postponed. In practice, of course,
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the management is often divided. The developments in the company are assessed
differently by different people. It is then up to the APV Rt. portfolio manager to
find out what the truth is.

In the case of MATAV, the APV Rt. and the Ministry for Telecommunication have had
to fight a long and unpleasant battle with the German- American core investors to remove
the company’s Hungarian President and CEO. Rightly or wrongly, the Hungarian side
was dissatisfied with the man who had been nominated by the previous government at
the time of the first round of privatisation. His replacement, however, required the full
consent of the foreign partners. It took more than a whole year to solve this problem.
This protracted conflict, of course, did considerable harm to the company and delayed
the second round of privatisation. On the other hand, this was one of the reasons of the
conflict: that is to say, the Western partners were not interested in the second round
of privatisation, thus for them the entire issue was a good pretext for putting other
decisions on hold.

The privatisation process in Hungary has taken place in several forms. The
“classical” trade sale—i.e. the divestiture of existing assets—is only one of these
methods. “Bottom-up” privatisation is also important, the preconditions of which
are generated in daily business transactions. There are numerous instances whereby
the management of a privatised company pursues its own agenda. In such a case,
their objective is to siphon value from the company and pump it into their own pri-
vate firm in the form of a contractual agreement. In these cases, the management’s
position is strengthened if there is a conflict between the state and the private
owner, since this gives an opportunity for them to mislead both sides.

The performance of the APV Rt.—and its predecessors—also has to be as-
sessed critically. For most of their existence the SPA and HSHC acted as true
owners, fully supported by the law. APV Rt. officials have often failed to realise
that they, too, are part of the Government machinery. They may pretend to behave
as owners, but they are certainly not the owners. There is an enormous difference
between selling your own car and selling an APV Rt. company. There have been
many occasions when privatisation officials have been allowed to split or merge com-
panies, replace managers, sell assets, or send companies into liquidation without
being accountable for the consequences.

One of the reasons for the relatively poor performance of the APV Rt. has
been its excessive work load. In 1990, the government greatly underestimated the
burden of work waiting for the privatisation agency. For comparison, it is worth
noting that the East German Treuhandanstalt was staffed with over 8 thousand
employees, while in Hungary the combined staff of the SPA and HSHC was never
greater than 600. Very often a portfolio manager was responsible for 20-50 com-
panies at the same time—an impossible job. This made contracting out necessary.
The privatisation agencies were forced to retain legal and financial advisers, and
PR companies which, in turn, often led to corruption and confusion. If this is not
enough, it is worth noting that since 1990 there have been at least 6-8 major reor-
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ganisations within the privatisation agencies; thus the chain of command has been
broken several times even within the agencies.

The sale of residual state shareholdings

Privatisation serves a number of objectives simultaneously. This was already
the case in 1989, but as time has passed the list of their objectives has been extended
rather than shortened.

—- First. the issue of compensation attracted much attention from the gov-
ernment. The first non-communist government felt politically committed to give
token compensation to everybody who suffered under communism. Special coupons
were issued to all claimants which could be converted—inter alia—into equity in
privatised companies.

— The first set of privatisation laws® and bye-laws were based on the theo-
retical assumption that the divestiture of a company consists of two transactions:
buildings and equipment are to be sold together with the construction site (i.e.
the land). Furthermore, it was believed that both components represent a positive
value (X Ft for the factory + Y Ft for the land), so there is room for compensating
the municipalities for the “loss” of the land. In practice, this meant that local
governments were given 5-10 percent of the equity of the transformed company in
exchange for their land contribution.!?

— Later, the two government-created social security funds'! were promised
that they would benefit from a free transfer of state-owned shares worth approx-
imately HUF 300 bn. Although very little was accomplished in line with this
objective in the period 1990-1996.'% the issue has been in the forefront of policy
discussions since its inception.

— As an additional objective, the support of small shareholders appeared
around 1992. Within this category, two sub-groups were targeted: employees and
small investors. For both groups the SPA was asked to design cheap ways to obtain
shares in the privatised companies.

9The Company Act of 1988 and the Transformation Act of 1988.

10The trivial error in this logic, notably that companies may have not only assets (X + 1Y), but
liabilities (L) as well, had not been noticed for quite a while. In such cases, when the X +Y - L
was very small, or negative, the SPA did not feel being obliged to give shares to the municipalities.
As should have been expected at that time, the municipalities sued the SPA and won. In the end,
the conflict of the SPA with the municipalities resulted in a major political scandal in the second
half of 1996.

" There are two funds with similar organisational structures: one for administering the health-
care system and another in charge of the state-financed pension system.

12 A1) in all, not more than HUF 65 bn worth of equity had actually been transferred by the end

of 1996.
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— In the second hall of 1992, positive lists were created by various gov-
ernment ministries which defined so-called “long-term state ownership”—i.e. the
percentage of shares the Hungarian state should retain after privatisation. When
the HSHC was established, 167 SOEs were transferred under its umbrella with
“long-term state ownership” shares ranging from 1-100 percent.

—- In some instances, industrial policy was also formulated within the frame-
work of privatisation. Food processing companies, for example, were earmarked as
“special cases”, where 20 percent of the shares had to be retained for agricultural
producers, even if the majority of the shares were sold to a strategic partner.

— There were also recurring waves of “stock market privatisation” drives.!
Policy-makers, banks, pension funds and brokerage firms pressed for privatisation
through [POs, arguing that a full-fledged market economy could not be created
without a developed capital market. The idea was that a strategic partner is
required from the start and this will help boost the share values sufficiently in
preparation for the time when the SPA “dumps” its minority holding on the market.

As the list of objectives (or priorities) lengthened, the two state privatisation
agencies were forced to adopt a new strategy. In early 1993, an internal SPA
regulation limited the sale of equity to a maximum 51 percent in all privatisation
tenders in order to keep enough shares for the purposes indicated above. As far as
the HSHC was concerned, the requirement that it retain long-term state positions
was the rule anyway. In other words, this policy pursued by Hungary since 1992
can be referred to as multi-purpose privatisation, and it is bound to lead to residual
state ownership in all deals.

The way out from residual ownership-—and the inefficiency problems de-
scribed in the previous section—is a second privatisation round. The possibili-
ties are largely determined by the conditions set out in the first round and—to a
smaller extent—by the changes that have occurred since that time. In practice, the
following methods are used:

— Option. The first buyer can signal his additional buying intentions within
a pre-agreed time span at a pre-negotiated price.

Right of first refusal. If and when the state concludes a deal on the
divestiture of the residual shares, the first buyer can “jump in™ at the agreed price.

Disqualification of a second strategic partner. In such cases, the APV
Rt. can freely sell the residual shares, but a pre-agreed circle of strategic partners
cannot be taken on board.

3

13The Budapest Stock Exchange (BSE) was reopened in 1990, the first such institution to do
so in the region.
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— The method of secondary divestiture (e.g. stock exchange, trade sales,
free transfer to the social security fund, etc.) is already agreed upon.

The last two conditions had been agreed upon in the first round of the MATAV privati-
sation. After the first round, the Hungarian side had almost 70 percent of the shares.
In the sales-purchase agreement, however, possible competing partners were excluded
from future deals. Similarly, it was agreed that the Hungarian side would bring—at
some point—MATAYV to the stock exchange, but not without prior approval from the
strategic investors.

— Claw-back clauses have been in use since 1990/1991. The idea was to
prevent buyers from selling their own stake to a third partner without the prior
consent of the Hungarian state. This was believed to be particularly important in
those cases in which the state retained relatively large blocks of shares. ‘Thus many
contracts had claw-back provisions which

a) prohibited re-selling without state approval and

b) stipulated a division of capital gains between the state and the seller.

In practice, the intended objectives were not met. There are many tricks
for “getting around the state”: these could involve a chain of transactions (with §
or more successive changes in ownership), or a combination of resales, with asset
management or merger with a new company.

In many cases the future of the residual shares is determined to such an extent
in the first round, that they do not represent any value to any new investor. In
cases of this type, the APV Rt.’s only possibility is to continue selling to the first
core investor or hold the shares until there is a way to get rid of them in small
packages.

The story of MALEV is an example of the possibility of full reversal. Here, the
current problem arises from the fact that the Italian strategic investor—Alitalia—
has become financially weaker over the past 3-5 years and may be forced to divest
its holding in MALEV. This can happen only if the Hungarian airline company
appears attractive enough for a new strategic owner, who then will be prepared to
take over Alitalia’s shares and buy an additional 25-50 percent from APV Rt.

‘The divestiture of residual state shares is often difficult because the majority
partner already has full control over its company, thus he is not interested in spend-
ing more money on shares. In such cases, the state faces the classical stock market
problem---the problem of “exit”. Although there is some trading in these shares
on the OTC (over the counter) markets, typically the shares of such companies
do not fetch good prices at all. If the company has other shareholders—e.g. small
investors, employees, municipalities—they will also face the same problem. There
are already many examples of small investors demanding the full-price purchase for
their shares, but those who own 80 or 90 percent of the shares simply outvote any
such proposal.
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The truth is that current Hungarian legislation does not offer adequate protec-
tion for minority holders—-at least not by North American standards. Lawmakers,
stock brokers and experts are fully aware of the problem, but there is no easy way to
get out of the present situation. Imagine, for example, the consequences of moving
towards more generous practices in favour of minority holders. If this becomes law
and owners beyond a certain threshold are obliged to buy out minority shareholders
at an artificially set price level, nobody would buy anything less than 100 percent
in the first round of privatisation. Such a ruling, however, would be in conflict
with the Hungarian government’s policy of multi-purpose privatisation. In view of
this conflict, it is very likely that nothing can be done until privatisation has been
virtually completed.

There are cases in which a small, but very aggressive partner can make life
very difficult for the state as owner of residual shares. The best example is IKARUS,
the well-known bus manufacturer. The fate of this company was sealed in 1991,
when corporatisation took place through the joint venture method. A Russian
partner was brought in with 30 percent ownership, but the shareholders’ agreement
gave effective veto rights to them in virtually every issue. The Hungarian side
has been literally fighting day after day with the Russian partners, but they are
not willing to change their position. More precisely, they seem to be willing to
divest their shares if their original investment is fully repaid with accrued interest.
Unfortunately, such investors are not in sight, because the company is entirely
insolvent and it is only state support which keeps it above water. There have been
several attempts to auction IKARUS, but the presence of the minority partner
frightens outsiders. The likely solution to the problem is liguidation, which may
open the door for a serious investor to buy IKARUS not as a bundle of shares, but
rather as a bundle of assets (building, machinery, etc.).

In divesting residual shares, a new chapter seems to have begun in Hungarian
privatisation with the free distribution of utility company shares to local authori-
ties. This is an entirely new phenomenon and thus all conclusions may be subject to
revision at a later stage. As has already been described above, Hungarian jurispru-
dence acknowledges the ownership rights of local authorities to a certain package
of shares (5-10 percent) in each privatisation deal. Beyond this amount, local
authorities are guaranteed large packages from the shares of utility companies in
compensation for local efforts (public work, cash contribution, etc.) in developing
the energy network. In this regard, the electricity and gas distribution companies
are of high importance because heavy investments were made in these branches
during the 1960s and 1970s.

The whole matter is full of controversies. First, there is no straightforward
method for quantifying the volume of investment to be held by the local communi-
ties. (One gas or electricity distribution company may cover the territory of 2-300
hundred communes.) Second, there is a debate on the timing of the equity transfer.
Those municipalities which have expected relatively large blocks have usually in-

Acta Oeconomica 48, 1996



P. MIHALYI: MANAGEMENT AND SALE OF STATE SHAREHOLDINGS 345

sisted on a very early transfer. Their idea was to sell the shares in one block, prior
to the state privatisation company. Others, with equally large holdings, were more
interested in keeping their blocks. They wanted to use the shares to gain influence
in the management of the utility company.

After long quarrels, 12.5 percent of the privatised electricity companies and
40 percent of the privatised gas distribution companies were given to the munici-
palities. As expected, much of these shares were immediately sold (at a significant
discount) to a strategic investor. The fate of employee shares and shares obtained
in exchange for compensation coupons are quite similar. In the course of the 1995
utility privatisation programme, relatively large blocks were sold at discount prices
to employees and the management of the companies in question. These shares im-
mediately appeared on OTC markets. Subsequently they were also bought up by
the same strategic investors.

Trading on the OT'C' markets is potentially very important for the future of
the residual shares held by APV Rt. Currently. core investors are facing a situation
in which a small block of shares can be cheaply accumulated from the market, while
for large blocks they have to go to the APV Rt. It is too early to say what the
outcome of this situation will be. At the time of writing, both parties seem to be
waiting, to see which side is going to move first.

Conclusions

The experience of Hungary in managing residual state shares is largely neg-
ative. As far as the corporate governance of these companies is concerned, the
problem is mixed ownership. The state needs to invest a lot of energy to look after
its holdings and this becomes increasingly costly as time goes by. On the sell-off
side, it has turned out that long-term strategies in connection with multi-phase
divestitures cannot be implemented. This is because there is too much change on
the part of the state as an owner, and the overall situation is changing as well.

Policy-makers have to accept that time is against them. With the passage
of time, everything becomes increasingly complicated. At the moment of corpo-
ratisation companies have relatively clean balance sheets. After one or two years.
they are engaged in different contractual obligations (e.g. debts, guarantees, legal
liabilities. etc.), the reliable assessment of which is very difficult indeed. Events
have demonstrated, that the valuation of such liabilities is a very dubious exercise,
and no two experts are of the same opinion.

The main lesson to learn is that there is only one moment when the state
is in full control of the privatisation process: the beginning. Only 100 percent
Ownership can guarantee a clear-cut solution for creating a promising ownership-
Structure and/or to maximise sales proceeds. Thus, the beginning is the moment
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when decision-makers have to face all the risks and act decisively in divesting the
maximum amount of shares. This is a form of path-dependency. The decisions
which were made in 1988 or 1989 largely determine the marketability of the residual
shares today. In a similar way, with regard to companies due to go through the
first round of privatisation in 1996, the decisions made in connection with them
today will shape the future rounds of divestment.

References

Mihalyi, P. 1992. “Privatisation in Hungary”, Budapest: Institute of Economics, Hungarian Acad-
emy of Sciences, Discussion Papers, No. 3.

Székely, I. P. and Newberry, D. M. G. (eds.) 1993. Hungary: An economy in transition. Cam-
bridge: Cambridge University Press, pp. 84-117.

Acta Oeconomica 48, 1996



Acta Oeconomica, Vol. 48 (3-4), pp. 847-378 (1996)

PRIVATISATION IN EAST GERMANY: LESSONS FOR
HUNGARY

L. G. TOTH

The conditions of privatization taking place in the Eastern Lander were, determined by the
fact that an economic system, which has evolved over decades and was proven to be operational
enabling the logical interlinkage of its component, was introduced by taking over the elements of
the West German economic, institutional and legal system in a virtually unchanged form. The
reunification also implied a transfer of resources financed from the federal budget in a magnitude
which could not be reckoned with in the other economies in transition. This, resulted in the fact
that the internal market of Eastern Lander continuously expanded in the course of the economic
transition, which (would have) largely compensated East German businesses for the demand shock
suffered because of the collapse of the CMEA markets similarly to the businesses of the other East
Central European countries. While East German companies were exposed to relatively lesser
constraints on the demand side, the conditions of reunification on the supply side had the effect
of a real shock therapy. With the given wage level, the market value of the assets of East German
companies was most probably strongly in the red, while the extent of unemployment approached
20 percent. Under such conditions and the available income transfers, it was neither necessary,
nor possible to set the objective of maximising government revenues originating from the transfer
to private ownership in privatization strategy. Instead, the efforts of the Treuhand were focused
on supporting the economic restructuring taking place as a result of the investment projects to
be implemented to as high an extent as possible by the new owners, which was supplemented
by objectives aimed at retaining jobs. Economic restructuring consisted fundamentally of fitting
the East German productive capacities into the existing West German economic structure. The
methods of the Treuhand bore witness to a high degree of centralisation in the course of both
reorganisations and privatization. They began using property manager contracts corresponding
to the decentralised procedures and the method of manager buyout encouraging East German
entrepreneurs and company managers to acquire shares only at a relatively late stage of the
Privatization process. The implementation of privatization in a fundamentally centralised form,
however, did not eliminate the negative accompanying phenomena, the occurence of which has
frequently been attributed in countries employing less centralised methods of privatization to a
lack of central control.

Introduction

Among the former socialist countries the process of transferring state assets
to private ownership has virtually been fully accomplished in the former GDR. Pri-
Vatisation, as with some other aspects of the East German economic transformation,
has unique features which are different from the other economies in transition. It is

ardly possible to make direct comparisons or to draw lessons that could be directly
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applied to other transition economies. Nevertheless, it is by no means superfluous
to review the almost fully accomplished process of the East German version of pri-
vatisation, because presentation of the events and consideration of the problems
that arose may assist in the rethinking of certain strategic and practical aspects of
privatisation still in progress elsewhere.

The structure of this paper is as follows: first, the most important characteris-
tics determining the legal and institutional conditions of the East German economic
transition are listed; these features make the East German transition unique and
irreproducible elsewhere and they have had a decisive influence on the implementa-
tion of privatisation. The circumstances of the establishment of the Treuhand—the
number one controller and implementer of East German privatisation—and its le-
gal standing and the framework of its institutional operation are described in the
second section. However, in view of the fact that the privatisation practice and
experience of the Treuhand is focused primarily on the privatisation of industrial
companies, the privatisation and/or transformation of the other sectors (including
the banking sector) is also commented on. Conclusions summarising the issues
that are reviewed in relation to the East German privatisation elsewhere, and the
lessons that could be taken over in this sense, are presented in the final section.

Specific features of East German privatisation

During the period 1992-1993, the Eastern Lander of Germany became the
European region with the fastest economic growth, and it is projected that they
will achieve a GDP expansion of nine percent annually in the coming few years
(Habermeier 1995; Hoffman 1995). Since 1993, the expansion of industrial out-
put has played the decisive role in growth. Rapid growth, however, was preceded
by an unparalleled decline in GDP and particularly in industrial output in the
period immediately following German reunification.! Such a development of eco-
nomic performance was closely related to the circumstances of the implementa-
tion of reunification and the currency union—that is, the rapid transition to the
Deutschmark—which also had a decisive impact on the conditions of privatisation
taking place in the Eastern Lander.?

1In 1990, industrial output dropped by 22.4 percent, in 1991 by 31 percent, while the respective
figures for agriculture were 10.1 and 32.7 percent.

2Thus, for instance, preliminary forecast indicated that the 1:1 exchange rate of the East
German Mark to the Deutschmark in the course of the implementation of the currency union
would be concomitant with the need to immediately wind up a fifth of the enterprises of the
GDR; 50 percent of them would be able to survive in the market only with exceedingly high
state subsidies, and only 30 percent would be able to sustain themselves in the future (OECD
1990). This had a decisive impact on both current production and the privatisation prospects of
enterprises incurring losses (i.e. becoming non-viable).
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Following the political changes during the autumn of 1989, the question as
to how quickly the unification of the two German states (or more correctly, the
incorporation of the Eastern Lander into the FRG) should take place was resolved
in a very short period of time. The economic, monetary and social union—which
came into force on July 1 1990—essentially determined the fundamental features
of the set of economic institutions and the legal order to be enforced in the new
Eastern Lander of FRG, even before the political reunification of October. This was
brought about by introducing the economic system that had evolved over decades in
the Western part of the country, and it was transferred in an essentially unchanged
form.

Table 1
Public transfers to the Eastern Lander 1991-1994 (DEM billion)

19911 1992 19932 19942

Federal Government? 74 89 117 119
West German Linder governments and local authorities* 5 5 10 14
“German Unity” Fund 81 24 15 5
EC budget 4 5 5 6
Federal Labour Office® 25 24 18 18
Statutory pension insurance funds - 5 12 12
Gross transfer, total® 33 35 39 42
(-) Receipts of the Federal Government in East Germany’ 38 35 39 42
Net transfer, total 107 117 138 132

1F’artly estimated;

2Estimated;

3Including financial assistance to the Federal Labour Office;

“Including the waiver of turnover tax revenue as a result of the population-based distribution of
this tax:

"‘Corresponds to the share of the deficit incurred in Eastern Germany, which is being financed by
West German contribution payments;

6Excluding tax concessions, interest-subsidised loans and interest payments due to unification;
"Tax revenue and administrative reports.

Source: Habermeier 1995, p. 63 (based on the data of the Bundesbank)

We shall not dwell on it in detail but in any case the—elsewhere inconceivable—
transfer of resources incorporated in financing the East German transformation by
the federal budget must be mentioned (see Table 1). This is in part indirectly
related to the issue of privatisation (through financing an improving East German
standard of living and the maintenance of a social safety net providing protection
Similar to that in West Germany, under the conditions of growing unemployment
and widening regional differences). In part, however, it also bore direct influence
on the extent to which it has enabled the forgiving of a part of the former debts of
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East German companies and the assumption of guarantees on new loans, the sub-
sidisation of private investments in the Eastern Lander, and the implementation
of infrastructure development projects financed largely from federal government
sources.

The legal framework and the institutional system

Economic reunification meant, almost exclusively, the taking over of West
German laws, institutions and procedures; these were, in virtually all sectors of
the economy and related areas, subject to government regulation. Of the economic
laws and institutions affecting the ownership structure the following need to be
mentioned: the incorporation of personal liability for the organisation of business
activity (fundamentally on the basis of private ownership and for the activities
of companies in private hands), freedom of enterprise, company law, competition
regulations and labour laws.

The following also played a decisive role in specifying the fundamental condi-
tions for economic activities: the shift to a free price system (price liberalisation),
the liberalisation of foreign trade and capital movements, the introduction of the
Deutschmark, the establishment of the two-tier banking system (in which the pru-
dential rules pertaining to banks had to be identical with the West German rules
right from the very beginning with respect to capital adequacy and liquidity), the
implementation of a tax system fit for a market economy (the shift to personal in-
come taxation and taxation based on added value) by taking over the West German
tax rates in force, and the introduction of the West German system in all elements
of social security (i.e. unemployment, health and pension insurance).

In relation to the transformation of economic institutions, it is not only its
comprehensive nature, but also its speed, which can be regarded as a specific feature
of the East German economic transition. Eight months after the collapse of the
Berlin Wall in the autumn of 1989, the economic, monetary and social union came
into being; a few months after, political reunification was also an accomplished fact.
It is also important to draw attention to the fact that, inasmuch as the existing
institutional system of the West German economy can be regarded as coherent and
mature, an economic system was introduced in the East German economy which
was uniquely unified. Moreover, it was capable of organically guaranteeing the
compatibility and internal harmony of individual institutions and pieces of economic
legislation. This must be qualified as another unique feature among the economies
in transition, for experience has shown that other post-socialist countries adopted
institutional and regulatory elements originating from different advanced countries.
These elements incorporated varying levels of market economic development, which

regularly led to a situation in which no harmony could evolve among the various
sub-sectors.

Acte Oeconomica 48, 1996



L. G. TOTH: PRIVATISATION IN EAST GERMANY 351

The taking over of existing West German institutions and procedures in an
unchanged form naturally implied that the institutional inflexibilities which have
characterised the West German system in several areas have also taken root in the
East German economy in the early stages of the transition to a market economy.
Of these, the specific features of the market of production factors and particularly
of the labour market—which constrained the improvement of flexible corporate
adjustment and competitiveness through cost-reducing means—deserve particular
attention from the viewpoint of the development of privatisation.

The banking system and privatisation

The relationship between the banking system and privatisation deserves par-
ticular attention in economies in transition for two reasons. On the one hand, the
privatisation of the banks themselves gives rise to innumerable questions in view
of the generally strategic role of the banking sector in modern economies. This is
supplemented by the predominant share of the banking sector in financial inter-
mediation (this is an international comparison, of course, with the economies in
transition, which generally have an underdeveloped capital market). On the other
hand, the condition of the banking system, the behaviour of the commercial banks
vis @ vis the corporate sector (whether as lenders or, in some of the countries in
transition, as shareholders) have had a decisive influence on the circumstances of
the (possible) privatisation of individual companies. This includes both the appli-
cable strategies and methods of privatisation, as well as the conditions of contracts
in the case of the individual transactions.

The fact that the establishment of the two-tier banking system took place af-
ter the launching of the process of transformation cannot be regarded as a feature
specific to the East German economic transition. In most economies in transi-
tion, mono-banking systems had been in force until the collapse of the command
economic systems, as it fitted its logic. Yet the fact that the establishment of
the two-tier banking system was concomitant with the appearance of commercial
banks in private ownership can be regarded as an expressly East German special-
ity. In the territory of the former GDR elements were left out which, elsewhere,
represented an inevitable stage—namely, a two-tier banking system was created
out of the single-tier banking sector characterised by financial institutions in state
or collective ownership (with the direct corporate loans of the mono-bank being
distributed among them) and, at least in some of the countries in transition, the
beginning of the process of privatising the newly established commercial banks.

It is a well-known fact that the economic system of the GDR was one of the
most centralised ones. The former East German banking system was also adjusted
to this, as it consisted of the state bank (with both issuing and corporate lending
functions), the foreign trade bank financing foreign trade transactions, special fi-
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nancial institutions involved in agricultural lending and so-called “people’s” banks
and saving institutions which performed retail transactions.

As a first step in setting up the two-tier banking system, the corporate
lending function was separated from the state bank and assigned to two newly-
cstablished financial institutions in March and April of 1990 ( Plessing 1993; Carlin
and Richtofen 1995). One received the accounts of (industrial and construction)
companies in (East) Berlin, while the other, called Deutsche Kreditbank (DKB) got
the accounts of all other companies. DKB became the largest bank of the that time
in the still existing GDR. Upon its establishment, it was fully owned by the state,
with the ownership rights being exercised by the Treuhand® from April 1990.

In view of the fact that the newly established DKB lacked any commercial
banking experience, and it was obviously unable to cope with the tasks arising as
a result of the monetary reform (by then in an advanced stage of planning), the
East German authorities had ab ovo aimed at forging close co-operation between
the large West German banks and DKB. This also included the establishment of
ownership relations. Even before 1 July 1990, and the shift to the Deutschmark, the
Treuhand founded two joint venture banks with the two largest West German finan-
cial institutions—the Deutsche Bank and the Dresdner Bank. The West German
financial institutions had 53 percent ownership shares in the joint venture banks,
respectively. The two joint venture banks took over the entire network of the DKB,
the vast majority of its 13,000 employees and all its (corporate) clients. At the same
time, the DKB loan portfolio—largely consisting of non-performing loans—was not
transferred to the two new banks. The majority of the loan portfolio was held
by West German banks, but it was retained by the Treuhand. These claims were
exchanged into Deutschmark at a rate of 2:1 in the course of the currency union.
Following the conversion, the corporate loan portfolio amounted to a total of DEM
140 billion. of which the value of loans earlier granted to industrial companies was
DEM 100 billion, and construction loans amounted to DEM 40 billion.

The two new banks began to finance the East German corporate sector in
their own names and at their own risk only after 1 July 1990. Loans were granted
almost exclusively under the condition of a guarantee assumed by the Treuhand.
At the same time, they received the earlier claims, for the purposes of managing
them, by the end of the year. In December, the two large West German banks
each acquired a 100 percent holding in the joint venture banks, and thereby the
privatisation of the East German financial institutions—taking on the lion’s part of
financing the corporate sector—was accomplished. It is important to call attention
to the circumstance that the fundamental decisions pertaining to privatisation had
been made by the East German government still in office, and the essential steps
had been taken before the currency union.

3The Treuhand was set up by the Modrow government in the spring of 1990. Changes in the
functions of the institution will be addresses in more detail below.
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The “blitz-like” transformation of the entire banking sector was, in addition
to the above, a result of yet another important development: after the establish-
ment of the currency union, the foundation of banks (including that of branches)
became fully and immediately free in the East German territories. Furthermore, all
the more important West German banks, as well as a number of foreign financial
institutions, made use of this opportunity within a very short period of time. The
number of (private) financial institutions functioning in the Eastern Lander was
nearly 50 by the end of 1992, and the number of branches exceeded 750.

The rapid development and continuously secure operation of the two-tier
banking system based on private ownership was facilitated by a number of specific
features, in addition to the presence of West German financial institutions. These
features were either not at all present in the other economies in transition, or not
in this combination. On the one hand. the requirements, incidentally harmonised
with EU standards. which the banking supervision enforced in the Western part
of Germany (naturally also before reunification, and which were adjusted to the
requirements of one of the strongest and most secure banking sectors of the world)
immediately came into force following the implementation of the currency union.
On the other hand, with the Treuhand fully taking over former loans which had
become non-performing and guaranteeing new loans, it was possible to avoid the
risk of the accumulation of bad and/or uncovered loans within the banking system.
Thirdly, the massive West German presence in the banking sector of the East-
ern Lander was also concomitant with an extraordinarily rapid transfer of bank
technical, professional and management information and know-how. This was also
facilitated by the fact that, for instance, the two large West German financial insti-
tutions mentioned moved more than 1,500 bank employees to the newly established
branches of the Eastern Lander over only a few months (Meinecke 1993).

The role of foreign investors

One of the most spectacular characteristics of the new ownership structure,
which evolved as a result of the East German privatisation, was that under the
conditions of sales against cash,* foreign investors had a relatively modest role to
play among the shareholders of the newly privatised companies. If the Eastern
Lander of Germany are compared to the economies in transition employing non-
cash sales (i.e. give-away schemes) then, of course, the low foreign share among the
new owners is not outstanding. The strategy of privatisation based on giving away
State assets by right of citizenship expressly prefers the domestic private sector,
Which has a smaller purchasing power. However, this was not the fundamental

“In this context, we regard the assumption of substantial investment obligations (on the occa-
sion, at a symbolic purchase price) as equivalent to sales against cash.
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privatisation strategy of Germany, nor was the establishinent of an Kast German
middle class of owners by way of privatisation among the announced objectives.
Under these conditions, foreign private firms and entrepreneurs had, in principle,
equal chances in the competition for the East German companies paying cash (or
promising substantial investments) with the firms registered in the Western Lander
of Germany. In spite of this, it was most frequently West German firms that
acquired majority holdings in the privatised East German companies (see Table 2).
In other words, in the course of privatisation, the West German companies set up
their subsidiaries in the Eastern Lander ( Carlin 1993; UNECE 1994).

Table 2
Ouwnership structure of privatised Treuhand firms (share of firms, percent)

Firms sold by the Treuhand Large
West German
From mid-1990 Between January 1992 and quoted firms
until September 1994

September 1994

Less than 500 More than 500

employees employees

Dispersed ownership? 5.5 1.0 0.0 15.0
Large shareholders? 22.0 23:1 10.6 28.0
Majority owned® 72.5 75.9 89.4 57.0

of which by:
West German company 25.9 26.9 55.7 21.0
East German company* 10.9 127 121
Foreign company 2.0 o 6.8 8.8
Private West German

ownership 12.8 16:3 res’ 16.4
Private East German

ownership 12.2 11.3 2.0
Government 3.5 2.6 2.0 4.1
Total 100.0 100.0 100.0 100.0
Number of firms 8,351 6,217 397 174

!No shareholder with more than 25 percent of shares;

2Major shareholder holds between 25 and 50 percent of shares;

3Shareholders with more than 50 percent of shares;

*Company with address in East Germany (including East Berlin). Ownership of these companies
cannot be identified, but may in some cases be a West German company or private or foreign
company, for whom the establishment of a company in East Germany was the convenient rout€
through which to purchase a Treuhand firm.

Source: OECD 1995.
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While, in terms of magnitudes, the drawing-in of foreigners in the privatisa-
tion of large-scale industry produced approximately the same privatisation revenue
for the Treuhand as the other countries employing the sales against cash strategy
(primarily Hungary), the share of foreigners in privatisation transactions lagged
substantially behind that found elsewhere. It was also observed that foreigners
demonstrated an interest in the acquisition of the larger rather than average size
firms in the Eastern Lander of Germany. This is indicated by the fact that the
share of foreigners in the number of privatisation transactions hardly exceeded six
percent; they had a share of one-sixth of the proceeds of privatisation and of the
investment undertakings (to be discussed later in detail), while their share in em-
ployment guarantees was one-seventh (UNECE 1994).

An essential difference is, however, that while foreign investors have already
acquired a substantial role in a number of sub-sectors of an infrastructural nature
(as well as in industry) in the other economies in transition implementing major
privatisation programmes (and the continued privatisation of these sectors through
drawing in foreign capital is planned there), in the Eastern Lander privatisation did
not ab ovo cover a group of companies of a public service nature. These functioned
as national or local monopolies (and were retained in partial state, that is, Lander
or communal ownership). Nor, in the course of reunification, were such companies
incorporated in the West German distributor networks which were awaiting par-
tial privatisation (as, for instance, in the case of the national telecommunication
distribution companies which, respectively, produced the largest individual privati-
sation revenues in Hungary and the Czech Republic). In contrast, in the case of
the energy sector, the Treuhand and the German government made explicit efforts
to weaken the monopoly position enjoyed by the West German electricity distrib-
utors which had evolved in the Eastern Lander following reunification. This was
done by selling East German energy companies to foreign investors. It was a re-
sult of this endeavour that one of the largest East German electricity distributors,
together with the (brown) coal mine which guaranteed its supply, was acquired by
an American-English consortium of trade investors.®

The negligible role played by foreign capital in overall East German privatisa-
tion, in actual fact, does not require explanation. The dominance of West German
investments over any others has a number of contributory factors: common lan-
Buage and traditions, the possibility of reawakening family business ties which had
been forcibly broken following the division of Germany, and the coming into force
of the legal and institutional system of the West German economy in the Eastern
Lander, Furthermore, this created, without any kind of discrimination, a situation
for the West German investors—competitive in terms of capital strength—in which,
under the conditions of a privatisation strategy it did not employ the techniques
of people’s shares, coupons and other give-away schemes. Thus foreign investors,

“Keen as mud, The Economist, August 28, 1993.
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as well as East German citizens, could by necessity play only a subsidiary role be-
side West German capital. Another factor that most certainly contributed to the
predominant role of West German investors was that the owner and manager of
state property, the Treuhand, had (partially reactivated) West German managers,
consultants and other experts—including a large number of bank officials—to fill
the positions in the supervisory boards, newly established in the course of trans-
formation into companies (see below).

The main actor of East German privatisation: the Treuhandanstalt

The specific features of East German privatisation, which are outlined above,
put their seal on the institutions, legal framework, method of administration and
methodology employed in the process of privatisation itself. Naturally, these cir-
cumstances did not remain unchanged for the full period of the implementation of
privatisation but, to a minor or greater extent, were amended several times. The
privatisation practice of the Treuhand, the body entrusted with the administration
of East German privatisation, became the focus of attention primarily in relation
to large-scale industry. This, inter alia, can be traced back to the fact that, in the
economic structure of the GDR, state-owned industry was characterised by a very
high level of concentration, and this played a decisive role. According to the cal-
culations of the German Economic Research Institute (DIW, 1991), the combined
share of industry and construction in East German GDP exceeded 60 percent, while
in employment these sectors accounted for 45 percent in 1989 (calculated without
the employees of public administration, this latter share being 54 percent of the
workforce). Accordingly, large-scale industry (i.e. the group of companies in in-
dustry and construction employing more than a hundred people) was significantly
represented in the start-up portfolio of the Treuhand.

In addition to privatising large-scale industry, the Treuhand was also respon-
sible for the privatisation of trade and other service units (in which areas—i.e. minor
shops, workshops—private ownership had played an important role in the former
GDR). The Treuhand had the task of transferring state-owned agriculture into pri-
vate hands. Government decisions related to compensation (i.e. restitution in kind
and/or redemption against cash) and their enforcement, also had an impact on the
process of privatising the assets concentrated in the hands of the Treuhand. In view
of the predominant role of industry in the economy of the former GDR and the
substantial weight of industrial companies in the start-up portfolio of the Treuhand
(with respect to both their number and value), below we shall present primarily the
experiences accumulated in the course of the privatisation of (large-scale) industry-
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The organisation and its functions

The Treuhand was established by the Council of Ministers of the former
GDR (the Modrow government) in March 1990. Its original mandate was for “the
administration of people’s property with full rights”. According to the ideas of those
days, the transformation of state property in accordance with the requirements of a
market economy should have been implemented in the course of a longer transitory
period. Yet, before reunification in June 1990, based on the submission of the last
government of the GDR headed by de Maiziere, the so-called Treuhand law was
enacted. This specified the privatisation of “the assets formerly held by the people”,
within a limited period, as the fundamental task of the Treuhand. The Treuhand
law and the unification treaty also placed additional functions on the Treuhand.
Accordingly, the tasks to be performed by the institutions could be divided into
three major groups:® ;

—— privatisation and sale of assets held by the state in a manner harmonised
with the basic principles of a social market economy,

—- supporting the restructuring adjusted to market requirements, with spe-
cial respect to the impact which this process has on the performance and privatisa-
tion prospects of competitive companies worthy of improvement (Sanzerung); and

— in the course of the implementation of denationalisation, ensuring the
evolution of marketable corporate structures and efficient economic structures; to
facilitate this, the Treuhand was authorised to take out loans (to finance reorgani-
sation) covered by subsequent privatisation revenue (Breuel 1991).

During the first half of its approximately four years of operation, the Treu-
hand was accompanied by the dilemma of immediate privatisation or sale after
appropriate improvement. Another aspect of this question was the set of prob-
lems which imbued the German economic-political debates related to the Eastern
Lander from the beginning of the 1990s—namely, whether it is necessary to have
industrial structural policy in the new Lander and, if so, under the control of what
body should it be developed and implemented? (Schommer 1991; Watrin 1991).
In fact, however, the Treuhand, by virtue of its functions, size, the volume of as-
sets entrusted to it, the amount of financing available to it and its key role in the
developiment of capital supply, borrowing opportunities, business policies and. last
but not least, ownership structure of the companies in its portfolio, was ab ovo
the state institution determining structural policy to the largest extent (Gruhler
1992; Lichtbau 1993). Because of this, more pertinent questions were: on the ba-
Sis of what structural political guiding principle were the individual privatisation

®In addition to these, the Treuhand also received a whole range of minor tasks (for instance,
Management of the assets of the parties and mass organisations which had operated in the GDR,
tasks related to compensation, management of forests and agricultural areas and collaboration in
the retumn of communal assets).
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or restructuring decisions made by the institution, and had the guiding principles
changed over the course of times? In relation to this, it can be established that
structure formation by the Treuhand served to fit the East German companies into
the existing West German economic corporate structure in the large part of the
privatisation process.

The Treuhand functioned as a body of public law, professionally and legally
supervised by the Federal Ministry of Finance and the Federal Ministry of the
Economy. Although formally the Treuhand was a company limited by shares, in
terms of content, the federal laws pertaining to joint stock companies in force at
the time of reunification were not applicable to it.

On the one hand, the company law referred to above was amended in July
1992 so that the provisions pertaining to the controlling companies were not appli-
cable in the case of the Treuhand. Through this, the trust nature of the Treuhand
was eliminated. This enabled it to be free from the comprehensive clauses on un-
dertaking commitments; the latter can be enforced against a company which has
the controlling holding in another company. On the other hand, the Treuhand itself
was not subject to the company law but, in effect, to the federal budget (public
finance) law.

The structure of the most important controlling bodies of the Treuhand re-
flected, partly, the requirements of an institution operating formerly as a company
limited by shares and partly those of political (parliamentary) supervision. The
Treuhand was headed by a nine-member board of directors, chaired by Birgit Breuel
from 1991 until the liquidation of the Treuhand. The supervisory board ( Verwal-
tungsrat) consisted of the representatives of the political parties and organisations,
economic representative organisations and trade unions. The so-called Treuhand
Committee of the Federal Parliament and the system of the so-called Treuhand
cabinets set up in the individual Lander related to the activities of the Treuhand.

In addition to its Berlin head office, the Treuhand set up 15 regional offices
in the Eastern Lander: whereas the head office was involved in the privatisation of
the so-called large-scale enterprises, the latter were responsible for the privatisation
of enterprises employing less than 1500 employees. At the peak of its activities, in
the period between 1991-1993, the number of the Treuhand staff was about 4,000;
its successor organisations (to be described below) continued to employ about a
1000 Treuhand employees later.

The activities of the Treuhand were fundamentally determined by the fact
that a strict deadline was specified for the implementation of privatisation (and of
the transfer of assets and the liquidation of companies that proved to be non-viable):
the mandate of the organisation was set to expire at the end of 1994.
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The opening balance sheets

About eight thousand five hundred enterprises were put in the starting port-
folio of the Treuhand. (With several tens of thousand plants.) As a result of the
disintegration of other enterprises (disintegration which had begun earlier), the
number of enterprises later rose to nearly 15,000. At the time of the establish-
ment of the Treuhand (in the spring of 1990), the number of employees (of the
companies) under its supervision was 4.1 million. At that time this corresponded
to exactly one half of the entire labour force of the Eastern Lander. In addition,
about twenty thousand retail and seven thousand five hundred tourist units (hotels,
catering places, etc.)” and several thousand pharmacies and cinemas were also as-
signed to the Treuhand. In addition, the Treuhand was responsible for 2.3 million
hectares of arable land and 1.9 million hectares of forecasts® (Breuel 1991).

The assessment of the market value of the starting portfolio of the Treuhand
required a great deal of time and effort. To understand the nature of the questions
arising in the course of this, it is necessary to briefly describe a few features specific
to the company structure of the former GDR industry—based on the so-called
Kombinat system—and some of the moments of its transformation.

The disintegration of the Kombinat system in the period preceding the estab-
lishment of the Treuhand. The already mentioned concentration of East German
industry was matched with another feature also unique in comparison to the prac-
tice of industrial organisation in other socialist countries in the era: through the
so-called A'ombinat reform effected in 1979, the East German economy was reorgan-
ised into a few hundred production units. Each unit was regarded as self-sufficient
and called a Kombinate. The latter, implementing fundamentally a kind of vertical
integration, truly covered the activities belonging to a sub-sector. The enterprises
belonging to the Kombinate enjoyed only a minimum of independence. The ob-
Jective of this organisational solution was to turn supplier relations into internal
relations as far as possible (that is, to make them internal within a Kombinat, man-
aged as a basic unit by economic control). At the end of the 1980s, the number of
Kombinate was about 430 and there were three major types: Kombinate consisting
of a single giant enterprise, Kombinate functioning with the predominance of one
enterprise (Stammbetrieb), and the Kombinate in which the general managers were
not directors of the dominant enterprises belonging to them (UNECE 1994).

The disintegration of the Kombinat system took place even before reunifi-
Cation. In actual fact, it took place after the collapse of the GDR regime in the
autumn of 1989, through a kind of “spontaneous” transformation. The legal back-

) implement their privatisation, the Treuhand set up a subsidiary, while another subsidiary
8ot the task of managing and selling the real estate property of the Treuvhand.
aAltogether this corresponded to three-fifths of the territory of the Eastern Lander.
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ground to this was established by a law which provided for the transformation of
East German enterprises into companies (limited by shares). In the course of the
process of transformation, some of the Kombinate were totally liquidated, whereas
others were retained in an essentially unchanged structure, but in the form of a
joint stock company; in a third case, some enterprises seceded from the trans-
formed Kombinat and became fully independent; yet other enterprises remained
parts of the newly evolving holdings.

By the time the Treuhand took over the East German enterprises, 200 of the
altogether 430 former Kombinate had fully disappeared, while in other cases, impor-
tant organisational changes had taken place. Of the approximately eight thousand
five hundred companies originally transferred to the Treuhand, the number of “in-
dependent” firms was above seven thousand and the number of those belonging
to the newly set up holding companies exceeded 1100. The disintegration of the
KNombinat-system took place mainly in those industries manufacturing consumer
goods (i.e. a share of around four-fifths), and only to a much lesser degree in those
producing capital goods (two thirds). According to the evaluation of the Eco-
nomic Commission for Europe, although the Kombinate, which had been the most
artificial of formations, were wound up in the course of this “spontaneous trans-
formation”, the process contributed to the transitory reinforcement of structures
(for instance, monopolies). The latter proved to be non-viable and unsustainable
in the longer term (in the course of privatisation) (UNECE 1994). This impact,
however, could be asserted only in the short term because, with the opening up of
the East German economy, the presence of the West German and foreign companies
rapidly eliminated monopoly positions in the decisive part of the product markets.
This frequently resulted in the liquidation of a company which formerly enjoyed
a monopoly position. In actual fact, in the later stages, it was basically the new
entrants to the market (mainly West German, to a lesser extent foreign companies)
which proved to be the main guarantees of intensive market competition.

Preparation of the opening balance sheets of the Treuhand companies.  After
the currency union, East German enterprises that were transformed into companies
had to prepare their opening balance sheets® in terms of the new currency (DEM'Y).
(Naturally, the opening balance sheet of the Treuhand could be compiled only after
the completion of the company balance sheets.) In the course of the preparation of
the opening balance sheets of the individual companies (in terms of Deutschmark),
it had to be taken into account that different exchange rates were used in the
shift from East German legal tender to the Deutschmark in the case of loans and
deposits. It was also necessary to recognise that a substantial portion of corporate

9This section draws on Lichtbau (1993) and UNECE (1993).

1075 the following, the Deutschmark without any other adjective stands for the DM. To refer
to the legal tender of the GDR, the term East German mark is used.
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debts was transferred from the banks to the Treuhand after the currency union,
where debts were partially written off immediately. According to estimates made
before the currency union, the gearing ratio of East German companies could be
estimated at 0.3, which indicated meagre indebtedness of the corporate sector.
After the revaluation of corporate assets, however, it was demonstrated that this
indicator was at least 0.8, indicating an indebtedness near to the debt measured in
the West German corporate sector (OECD 1991).

The extent of the gradual loss of assets of the East German companies and of
the initial over-valuation of their assets is demonstrated even more plastically by the
comparison of the estimates pertaining to the value of the corporate assets trans-
ferred to the Treuhand portfolio between 1990 and 1992: early in 1990, according
to the valuation produced by the Modrow government, the value of the corporate
assets in the Treuhand portfolio amounted to DEM 1,365 billion. A few months
later, the first West German president of the Treukand, Detlew Rohwedder, (who
was later assassinated) estimated the same portfolio to be only DEM 600 billion;
finally, upon the final compilation of the opening balance sheet of the Treuhand in
October 1992—in the portfolio established retroactively for mid-1990—the value
of the holdings in the Treuhand companies amounted to no more than DEM 80
billion (Carlin 1993). The rapid loss in the value of corporate assets, beside the
obvious initial overestimation, can be attributed to two factors: first, as a substan-
tial number of East German enterprises were specialised in the Eastern (primarily
former Soviet) market, these enterprises lost virtually all their sales opportunities
with the collapse of the CMEA; moreover, the new competitors, the West German
firms, also appeared in the domestic market. Second, following reunification, wages
in the Eastern Lander rose so fast (particularly in comparison to the extent of pro-
ductivity improvement) that they made a substantial portion of the still existing
East German companies uncompetitive.!!

As revealed by the above, the preparation of the final opening balance sheet
of the Treuhand was prolonged considerably, as the original date for compiling
the DEM balance sheets of the individual East German companies was October
1990. In the course of the valuation—which extended to every company and lasted
nearly two years—and the financial reorganisation of the companies after this, the
Treuhand basically relied on Western consultants, working formally on the basis of
the assignment of the Federal Ministry of Finance. The valuation of companies was
based on three aspects: sales opportunities (markets), the quality of management,
and the existence (or lack) of Western partners.

e e

"1 As a result, the level of productivity in East German industry relative to the West German
Was also overestimated at the beginning of the transition. The productivity indicators were less
favourable than forecast and the rapid rise in nominal wages—in many cases specific wage cost
Per product unit—was higher in the Eastern Lander than in the former West Germany.
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Based on the above criteria, 70 percent of the East German companies were
deemed to be “viable”; this practically meant that at least one of their core business
activities was regarded as sustainable, even if further employment opportunities
were ensured for only a small portion of the original labour force. In the course of
valuation, the Treuhand had already launched certain reorganisation processes by
breaking up some of the larger companies, separating certain activities and relocat-
ing them in new units. This is normally referred to as passive (or pre-privatisation)
reorganisation, to distinguish it from the active or strategic restructuring. The
latter, according to the intentions, belonged to the scope of authority of the new,
private shareholders. In parallel, the process earlier referred to as “spontaneous
transformation” was also reinforced; in the course of the latter smaller or larger
firms, premises, etc. seceded from the Kombinate and somehow managed to survive
as companies. As a result, the structure of East German industry was substantially
modified already during the period of the maintenance of state ownership, and thus
the process of decentralisation progressed considerably. After this, the Treuhand
transformed the balance sheets of companies deemed to be potentially viable in
the course of valuation. This was in order that their gearing ratios and equity to
sales ratios more or less corresponded to the appropriate indicators of the West
German firms functioning in the given industry and having similar sales. This
was also concomitant with the fact that, in certain cases, not all the “inherited”
debts were written off, while in other cases, capital injection was effected. The
reason for this procedure was that in this way the East German firms regarded
as promising with respect to their markets, management and partner connections,
having gone through a minor reorganisation. did not have to bear an intolerable
debt burden as a kind of punishment for the past, yet they could not start with
a fully clean portfolio (that is without debts). This situation constituted an in-
centive for them to improve their financial results.!? Another important feature of
East German privatisation was that, until the completion of the valuation and the
“re-capitalisation” or “financial reorganisation”, no bankruptcy procedures were
launched. Having determined which companies could be regarded as potentially
viable and which ones were not, the latter were subjected not to bankruptcy pro-
cedures, but were immediately liquidated.!3

2In the discussion of the transformation of the banking sector, the fact that the state (Trev
hand) took over all the former bad debts of the new financial institutions has already been referred
to.

13This solution (for the use of which a separate law authorised the Treuhand) constituted 2
deviation from the (West) German bankruptcy law. It was based on the consideration that in the
course of the bankruptcy procedure conducted with the collaboration of the courts, the receiver
bearing in mind the interests of the creditors, aimed at collecting the maximum of claims. On the
other hand. the liquidators entrusted by the Treuhand could in principle better take into account
the criterion of safeguarding jobs.
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In transforming the former East German enterprises into companies pursuant
to the legal regulations pertaining to companies limited by shares, the appropriate
bodies of the two-tier (West) German corporate governance structure—that is, the
board of directors and the supervisory board—had to be set up at each company.
In view of the fact that the new owner was the Treuhand (at least for the time
being), it was the privatisation organisation that took action to fill the positions
in the new governing bodies. As already mentioned, it was West German experts
(managers, consultants, bankers) who sat on the supervisory boards, as decided
by the Treuhand. Through this, the transfer of corporate governance know-how
and methods -a process which took much longer and was much less comprehensive
in other countries--to the firms to be privatised was implemented relatively fast
(Carlin 1993; Aghion, Blanchard and Carlin 1994). On the other hand, however,
the West German corporate sector obtained considerable influence over the devel-
opment of the privatisation and reorganisation strategies of East German firms.
This sector virtually created an institutional facility for the Treuhand to take into
account the interests of West German companies in the course of supporting the
restructuring process, as well as in the process of making privatisation and/or lig-
uidation decisions (Roesler 1994).

The opening balance sheet of the Treuhand.  The largest item among the
assets of the opening balance sheet of the Treuhand (published in the autumn of
1992 but reflecting the status in July 1990) was constituted by the holdings in the
East German companies which it then managed. These assets amounted to DEM
80 billion, already referred to (Lichtbau 1993). The remaining part of the assets
consisted of holdings in mines and agriculture and forestry (valued at about DEM
23 billion). The claims against Treuhand companies represented an additional ap-
proximately DEM 12 billion. The largest item among the liabilities, totalling DEM
323.5 billion, was the “coverage for unforeseeable expenditure™ (Ruckstellungen).
This was required for the restructuring of the holdings and it amounted to DEM
215 billion. This sum covered the capital contribution to the companies, the costs of
the reorganisation and privatisation of companies and other expenditures related
to the transfer of the assets from the hands of the state.'* Another substantial
item on the liability side was the liability arising from taking over inherited loans,
totalling about DEM 40 billion.

The comparison of the equity of the Treuhand companies, and the costs of
Privatisation and other transactions related to the assets of the state, also revealed
that the overall market value of the companies to be privatised—with the given

4The solution also included restitution and the transfer of assets to municipalities. Here we
again call attention to the fact that the opening balance sheet was compiled two years after the
beginning of the operation of the Trewhand. In other words, most of these expenditures refer to

€Xpenditures actually effected.
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burden of wages largely determining the cost requirement of reorganisations and
privatisation preparations—was negative (Carlin 1993).

Arithmetically, the listed assets and liabilities of the Treuhand gave rise to
a deficit amounting to DEM 209.3 billion. Based on the information available in
the autumn of 1992 referring to conditions in July 1990, this amount could be
regarded as the (expected) balance of the Treuhand or, in more general terms, of
East German privatisation. In actual fact, an additional DEM 60 billion financing
requirement arose in the last two years of the operation of the Treuhand. Thus the
book result of the activities of the Treuhand was finally a loss of DEM 270 billion.!®

Methods of privatisation

The methods of privatisation employed by the Treuhand meant basically pri-
vatisation in favour of those having cash. This was not necessarily concomitant
with sales against cash, and even less with the buyer against cash promising the
highest price being able to acquire the state assets automatically. Furthermore,
this was especially true given that, on occasion, the potential buyer had to under-
take serious and tangible, controllable obligations under the condition of paying
an excessively low (even negative) purchase price against the further operation of
the assets acquired and against the implementation of development and investment
projects aimed at retaining and/or creating additional jobs. In relation to the pre-
sentation of the opening balance sheet of the Treuhand, the comparison of the costs
of privatisation (and reorganisation) with the value of the holdings in the Treuhand
companies reveals that there was a substantial deficit. This, in actual fact, also
meant that in a significant number of cases, the “sale” of the given company took
place at a negative price. That is, the Treuhand paid a subsidy to the “buyer”
(the entity continuing the operation of the state assets) so that the company, by
retaining its capacities and (a certain portion) of its labour force, was able to con-
tinue its main activity (deemed to be viable by the Treuhand). In the meantime,
it could also implement technological development projects and investments aimed
at modernisation.

This procedure was a logical result of the manifold nature of the functions
of the Treuhand —namely, the parallel objectives of the rapid “denationalisation”
of the former East German companies and the contribution to the establishment
of an efficient structure which would fit in with the West German economy.'® In
the course of the work aimed at exploring “viable” activities by specifying non-

15The comprehensive evaluation of the activities of the Treuhand covering criteria other than
the book result, is dealt with in the final section.

16 “The objective function of the Treuhand was restructuring and not to maximise privatisation
revenue and to minimise the costs related to liquidation” (Lichtbau 1993, p. 31.).
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viable activities and/or companies, the Treuhand had already passed a sentence
over the given company (or a part of the company): if viable, then it was to be
privatised (even at a low or even negative price); if non-viable, then it was to be
wound up. Naturally, this approach can be employed only under conditions in
which the primary goal is not to maximise the budgetary revenue originating from
privatisation in the short term.

Although maintenance of a specific level of employment was not included
among the declared tasks of the Treuhand after privatisation, there were in fact
two reasons for the enforcement of such criteria in the course of preparing the
privatisation contracts by the institution. On the one hand, with the continuously
rising wage levels established in the Eastern Lander after reunification (which could
be regarded as high and rapid, particularly in comparison to the level of productiv-
ity and its growth rate), the maintenance of the given level of employment would
have resulted in unprofitable operation, even beside a very low sales price in many
cases. Also, the Treuhand itself had initiated substantial redundancies in the course
of the “passive” reorganisation implemented before privatisation of the companies
belonging to its portfolio. This was partly in order to contain its own expendi-
tures, and partly to pre-empt such requirements of the future shareholders.!” All
this contributed to the fact that the conditions of disbursing subsidies to the new
shareholders frequently included the guarantee to retain jobs (or to reduce them at
a specified rate), in addition to the investment commitment.

Decentralised miethods of privatisation are frequently evaluated as deficient
from the viewpoint that they provide greater scope for corruption, fraud and other
abuses in the course of privatisation decisions. Yet the experiences of East German
privatisation do not support the assumption that the implementation of privati-
sation in a centralised form would ab ovo eliminate such anomalies. Although it
is obvious that across-the-board comparisons are not possible, it can definitely be
established that the negative phenomena referred to above also accompanied the
operation of the Treuhand and the privatisation process in the Eastern Lander.
Abuses were discovered in the case of some employees of the Treuhand as well as at
certain East German companies, and investigations frequently led to the initiation
of penal procedures.

17The matter at hand was that the vast majority of the expenditure related to unemployment
(benefit, retraining subsidy, the pay of part (short-) time employees) was incurred not by the
Treuhand but by other state institutions (for instance, the Federal Labour Office). The future
(mainly West German) shareholders expected the Treuhand to effect the large-volume redundan-
cies before the privatisation. This was because such a solution was cheaper for them (for instance
because of severance pay) and it also gave rise to less conflict with the trade unions (which, after
;etmiﬁcalion. also extended their activities to all of Germany) (Aghion, Blanchard and Carlin
994),
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Primacy of individual privatisation decisions. By virtue of the significance
of the tasks assigned to the Treuhand with respect to restructuring, additional
consequences arose with respect to the applicable methods of privatisation. In
contrast to the West European practice of privatisation, there were hardly any
cases of privatisation through the securities market, nor was there any drawing
in of financial investors in the privatisation process in a more vigorous manner.
Potential new shareholders were exclusively professional investors demonstrating
an intention to invest, and this had a decisive impact on the ownership structure of
the privatised companies, as presented in Table 2. On the one hand, the ownership
structure bears witness to a high degree of concentration while, on the other hand,
the majority shareholders were mainly West German investors.

It followed from the complex goals followed by the Treuhand, that virtually
every aspect of the individual privatisation transactions could constitute subjects
of bargaining in the course of the negotiations between the seller and the potential
investors (Schmidi-Schonbein and Hansel 1991). As in the financial restructuring or
passive reorganisation of the Treuhand companies, the Treuhand mainly employed
individual evaluation also in the course of the privatisation process. There were
no comprehensive rules of general force applicable to the selling procedure and the
Treuhand resorted to the so-called ‘simplified procedure” only in the respective
cases of two thousand firms employing less than 50 people. These firms had been
earmarked in advance, in the course of which the ones selected were acquired by the
bidders offering the most favourable investment and job retention schemes under
the condition of a fixed price (Lichtbau, 1993).

The lack of generally valid procedures and transparent decision-making crite-
ria also meant that pre-determined guidelines have not been announced or applied
with respect to the sales price either; prices changed depending on the agreement
reached by the Treuhand and the (potential) buyer with respect to the other con-
ditions. The trade-off between prices and other conditions (commitments) in the
vast majority of cases changed also: for instance, the commitment to retain a given
number of jobs reduced the price payable to varying degrees, depending on whether
the company to be sold functioned in an area regarded as a deprived region or was
more favourably located. The Treuhand also asserted other considerations (for
instance, the social and political consequences of the liquidation of an industry re-
garded as strategic or which provided a large number of jobs) in determining the
conditions of individual privatisation transactions.

In taking into account the individual aspects of the transactions, in principle,
the Treuhand evaluated the bids of all the potential investors. It did not employ
automatic mechanisms on the basis of which certain bids could have ab ovo been
excluded. Yet the general experience, criticised right from the very beginning, was
that the Treuhand committed itself to a particular bid already at a relatively early
stage in the privatisation process of the given company, and after that it discussed
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(negotiated) its details at length rather than devoting more time to choosing from
a wider range of bids (Hdrtel et al. 1992).

Commitments undertaken by the investors with respect to future investment
projects and job retention/creation played at least an equal role (with the purchase
price payable in the course of the privatisation of the East German companies) in
expanding the tasks of the Treuhand. The scope of activity was maintained fol-
lowing the termination of the institution—namely, the fulfilment of commitments
undertaken in the contracts was monitored. In view of the fact that such commit-
ments were undertaken in the vast majority of the privatisation transactions, the
controlling function gained on importance within the work of the organisation as
early as the last stage of the operation of the Treuhand. The importance of the
controlling function is indicated by the fact that the Treuhand unit responsible for
the supervision of performance of the obligations undertaken in a contract joined
the privatisation process (taken in the wider sense) during the phase of preparing
the contracts. Moreover, its mandate lasted until the final performance of the obli-
galions undertaken by the buyers (Kigydssy-Schmidt 1992). From this viewpoint,
it is important to draw attention to the fact that the majority of the investment
commitments were for a period after 1994 (for instance, only two percent of the
investment commitments undertaken by the end of 1993 became due by the end
of 1992). Therefore there is not much in way of practical experience with regard
to the actual realisation of the greater (future) investment projects, undertaken
under the condition of lower prices (Carlin 1993). In case of default with respect to
the performance of the investment and job creation obligations undertaken in the
privatisation contracts, the contracts provided for the payment of a penalty (liqui-
dated damages), payable by the new shareholders; the amount of the penalty was
generally set so that violating the promise of investment and job creation should
not be more favourable than paying the penalty.!®

New methods of privatisation. The privatisation and reorganisation methods
employed by the Treuhand changed somewhat after the implementation of a major

5 The backlogs, in the case of jobs to be retained, were sanctioned by a penaltly amounting to
DEM 5-40.000 per job. The penalty was naturally applicable only in cases in which the reasons
for deviation from the obligations undertaken were unambiguously specified and could be accepted
without the payment of a penalty. With respect to the period conceming data on forfeit, promises
Were also available. Thus it can be established that the vast majority of the new shareholders
met their obligations which had been undertaken with respect to investments in the privatisa-
tion contracts. 90 percent of the investment obligations undertaken from 1991 were performed
(Krakat 1993). The picture is somewhat less favourable in the case of job creation/retention.
(In 1991, 83 percent of the promised job creation was realised.) However, the less favourable
€conomic circumstances were found to be more acceptable in this case. Overall, the problem of
the non-performance of obligations arose in about a thousand cases of the several tens of thou-
sand privatisation and other type of asset transfer contracts. Of these, the difference of a major

Magnitude affected only about 200 cases.
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part of the privatisation of East German industry. By the second half of 1992,
most of the privatisation process (and company liquidation), with respect to both
the number of companies and the number of their employees, had already been
accomplished. The remainder, however, had such an unfavourable concentration
regionally and, partially, sectorally that rapid privatisation and/or liquidation did
not seem to be possible thereafter. It was at this stage that the Treuhand began,
to a certain extent together with the regional governments concerned, to pursue
a regional industrial policy and to employ new privatisation and reorganisation
methods (Lichtbau 1993).

Of the latter, the establishment of the so-called Management KG ( Komman-
dit Gesellschaft)—which can be regarded as essentially an asset manager—was the
most important. In accordance with the asset management contracts concluded
mainly with West German managers or consultants, the “future-oriented”, and no
longer passive, reorganisation of the companies still retained in the ownership of
the Treuhand was entrusted to the asset managers. The latter were encouraged to
conclude the reorganisation successfully by taking a share of the future successful
privatisation revenues. The costs of company reorganisation were borne by the
Treuhand . Altogether five Management KGs established in 1992-1993 and these
managed a total of 69 East German companies with a total of 32,000 employ-
ees. The companies were designated by the Treuhand and the selection criteria
included the “viability” of the company concerned. This “viability” also involved
reorganisation requirements, the lack of immediate privatisation prospects, and the
employment of at least 250 people (UNECE 1994).

Another initiative worthy of mention was the more intensive use of man-
agement buyout (based on loans), which the Treuhand resorted to following the
realisation that the preference of investors with trade experience in the given in-
dustry and the financial means had the effect of virtually excluding East German
managers from the privatisation process. This privatisation procedure was accepted
and employed by the Treuhand only in those cases—as an initiative of “privatisa-
tion from below” (UNECE 1994, p. 181)—when parts of companies were privatised.
Accordingly, more than two thirds of the firms privatised in this manner were small
businesses, where the number of employees did not exceed 50.

The job performed

Until its termination at the end of 1994, the Treuhand privatised a total
of 14,576 companies. Foreigners acquired 855 firms, while the number of units
privatised through management buyout was 2,697 (OECD 1995). The number of
companies designated for privatisation, where the process had not been accom-
plished till the end of 1994, did not exceed 150. However, these employed a total
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of about fifty thousand people. In the case of the agricultural areas entrusted to
the Treuhand, the significance of final privatisation was less than that of lasting
leasehold: the former affected about 61,500 hectares of agricultural and forestry
area, while more than 960,000 hectares were leased.

Privatisation, as demonstrated, was fundamentally aimed at obtaining invest-
ment commitments and promises to retain jobs. The fact that the new sharehold-
ers made commitments to effect new capital investments to a value totalling DEM
206.5 billion (to be accomplished by the beginning of the next decade, although
approximately half of the amount is due in the period between 1994-1996) and the
promise to retain nearly 1.5 million jobs, should be evaluated against these goals.
The (gross) proceeds of privatisation at the Treuhand approached DEM 65 billion.
The balance of the organisation in the years 1990-1994—as already referred to—was
a deficit of DEM 270 billion, which substantially exceeded investment commitments
undertaken by the new shareholders for 1990-1996.

With respect to the progress of privatisation, it is worth noting that the
majority of companies were taken out of the Treuhand portfolio by the end of
1992. In actual fact, the Treuhand did not conclude any substantial privatisation
transactions in 1990, while in 1994 it no longer did so; it was the period between
1991 and 1992 which brought about the breakthrough in privatisation. At the
end of 1990, privatisation revenue totalled a mere DEM 2.5 billion, investment
commitments were below DEM 50 billion, and the new investors guaranteed that
they would retain 200,000 jobs. Two years later, privatisation revenues exceeded
DEM 40 billion, the value of the investment commitments was nearly DEM 170
billion, and the maintenance of over 1.4 million jobs was guaranteed by contracts.'*

Follow-up work

Although by the end of 1994 the Treuhand performed a substantial number of
the tasks entrusted to it, the performance of certain activities remained necessary
even after the termination of the organisation. For an expressly transitory period,
Successor organisations were set up to perform these tasks under the supervision of
the Federal Ministry of Finance (OECD 1995).

The Betetligungs-Management-Gesellschaft mbH Berlin (BMGB) continued
the main activities of the Treuhand. This was set up in a company form and
is responsible for the privatisation of the Treuhand companies not yet sold. Its
portfolio also includes the firms earmarked for final termination, the liquidation of
Which takes a longer period, mainly for reasons of environment protection.

19The data in between the two dates above, that is, as of December 31, 1991: privatisation
revenue: DEM 19.5 billion, investment commitments: DEM 114 billion, number of jobs: 930,000

(Gruhler 1992; Lichtbau 1993).
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The Bundesanstalt fir vereinigungsbedingte Sonderaufgaben (BVS) functions
as a state institution responsible for monitoring performance of the obligations of
the new shareholders undertaken in the contracts concluded with the Treuhand.
BVS is responsible for the continued management of the property of the former
East German mass organisations and for their transfer from state ownership; it
is also in charge of the information centre of the Treuhand, the DISOS GmbH,
which functions as an independent company, also earmarked for privatisation. It is
planned that BVS will complete its activities by the end of 1996.

The tasks of the management of the land and real estate property and the
further privatisation of the Treuhand were inherited by two organisations which
had earlicr existed: the Treuhand Liegenschaftsgesellschaft (TLG) and the Boden-
verwertungs- und verwaltungs GmbH (BVVG).

The balance of East German privatisation

The strategy developed for the privatisation of the East German companies,
which determined both the speed and the cost requirement of the process, could
be more or less automatically derived from the conditions of German reunification.
These could be regarded as external from the viewpoint of privatisation. The
currency union realised virtually overnight (with the well-known exchange rate) and
the political commitment to rapidly increase East German real incomes resulted in
such a drastic supply shock for East German industry that it very suddenly turned
the value of industrial assets into the red. The demand side shock also experienced
in the other economies in transition (due to the collapse of the CMEA market, and
the opening of the domestic market to foreign suppliers as a result of rapid import
liberalisation) only added to this. However, in contrast to the practices of the other
East Central European countries, as a result of the massive transfer of West German
(mainly public) funds., the domestic market expanded dynamically, and the demand
side constraint (shock) did not generally hit East German manufacturers. The
formulation of the conditions of sustainable growth under such conditions required
that German economic policy set the goal of encouraging investments to be effected
in the Eastern Lander. Whereas the rapid growth of investments in infrastructure
was deliberately financed from public sources, the approach taken in relation to
manufacturing investments was that, if possible, these should be implemented on
the basis of the decisions of the new shareholders who would take business criteria
into account.

This circumstance had a two-fold impact on the privatisation strategy. Op
the one hand, it ab ovo made it possible for the primary objective of privatisation—
beside the fundamental goal of dismantling state ownership—to be not the max-
imisation of the revenue from the sale of state-owned assets. Instead, the loosely
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defined intention of facilitating the development of competitive market structures
was the guiding motive of privatisation. Also, the government body in charge of
privatisation was able to handle the expansion of private investments, thus laying
the foundations for restructuring as one of the most important decision criteria in
the course of individual privatisation transactions. The objective of retaining jobs
at the privatised companies was closely related to this.

While the Treuhand encouraged new investment projects and job creation
schemes by direct subsidies and discounts from the privatisation purchase price, it
can be assumed that the reduction of jobs at the companies held by the Treuhand
took place at a rate faster than warranted. This can primarily be attributed to the
fact that the Treuhand was insensitive to the social cost of unemployment (borne
largely by other government institutions, like the Federal Labour Office), while its
own budgetary constraint forced it to economise on the wage costs of the companies
within its portfolio (Carlin 1993; Aghion, Blanchard and Carlin 1994).

In addition to the privatisation of state assets by the given due date and
their partial liquidation, on the whole, the Treuhand proved to be successful also
in the encouragement of private investments. The combined financial results of
the East German corporate sector improved substantially. In 1993, for which the
most recent processed data are available, the pre-tax losses of the corporate sector
amounted to no more than DEM 2 billion and, although the sales to profits ratio was
still negative, at its value of —4.1 percent, it indicated a substantial improvement
in comparison to the double-digit negative indicators registered in the preceding
years (Deutsche Bundesbank 1995). The number and share of profitably operating
companies rose spectacularly and these companies could be characterised by above
average expansion of their fixed assets and investment growth.

The East German state assets were concentrated at the Treuhand in a vir-
tually unparalleled manner. This was manifested not only in the concentration of
nominal share ownership but also in operative decisions. This type of ownership
concentration is worthy of attention from the viewpoint of the other economies in
transition from two aspects. On the one hand, the concentration of state assets
in a single body can be evaluated as positive from the aspect that temporary as-
set management and privatisation belong within the competence of a single state
institution; the possibility of conflicts arising between the various ministries and
other state organisations in relation to privatisation was much more limited than
in the countries where decisions pertaining to state assets were assigned to the
authority of several state institutions according to criteria related to the period of
state ownership. This was partly due to the fact that ownership structures had
been much clearer in the former GDR than, for instance, in Hungary. On the other
hand, the centralisation of the Treuhand, which also permeated individual privati-
sation and reorganisation decisions—coupled with a lack of fixed procedural rules
of privatisation—was a negative feature of the East German privatisation process,
in comparison to privatisation taking place in a decentralised manner. The latter
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has involved profit-oriented private firms to a greater degree, under similar starting
conditions. The centralisation permeating the entire privatisation scheme was also
indicated by the use of asset management contracts only at a relatively late stage
in the privatisation process, and also only in a narrow range. Centralisation was
also demonstrated by the limited use of the method of management buyout, which
would have encouraged East German entrepreneurs and managers to take part in
East German privatisation.
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TRANSITION BY SECESSION: THE CASE OF SLOVENIA

A. SCHNYTZER-J. SUSTERSIC

This study presents a model of spontaneous privatization based on the rational expected-
utility maximizing behaviour of incumbent communists—such as those in the republics of federa-
tions, e.g. the former Soviet Union or former Yugoslavia—who foresaw the end of communist rule.
These individuals used nationalistic policies to increase their popularity in the circumstances of
new, independent democratic systems and transformed political power into asset ownership via
spontaneous privatization. The conclusions of the model are shown to be consistent with the

Slovene experience.

1. Introduction

This study presents a model of spontaneous privatization based on rational
expected-utility maximizing behaviour of incumbent communists—such as those in
the republics of federations, e.g. the former Soviet Union or former Yugoslavia—
who foresaw the end of communist rule. These individuals used nationalistic policies
to increase their popularity in the circumstances of new, independent democratic
systems and transformed political power into asset ownership via spontaneous pri-
vatization. Both for ease of exposition and in order to maintain the focus on the
optimization problem facing the respective republican communist leaderships at the
time in question, we have abstracted from the strategic interactions between the
federal and republican governments. The model presented in Section 2 is an exten-
sion of that developed in Schnyizer (1993). There, the focus was on the behaviour
of incumbent communists in an independent country in which privatization policy
was seen as the only decision variable in the maximization of expected utility. In
this situation, nationalistic policies were used in conjunction with the facilitation
of privatization legislated by the then federal government.

The purpose of adopting a nationalistic policy was to gain political support in
the event of a collapse of the communist dictatorship and a transition to democratic
government. Seclion 3 is devoted to a detailed discussion of the specific case of
Slovenia. ‘The results of the model described in the first part of the study are
shown to be consistent with the Slovene experience. Thus it is shown that the
Slovene communist leadership exploited federal privatization legislation to carry
out spontaneous privatization. We then use opinion poll data to show that the
major factor determining the popularity of the Slovene communist leadership, in
the face of economic crisis and political opposition, was a carefully balanced policy
of Slovene nationalism. Our conclusions are presented in Section 4.
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The model

The model presented here refers to a typical situation. Consider the incum-
bent communist government in a republic of a federation. It maximizes expected
utility, E(u), by setting the extent to which it will facilitate implementation of
federal privatization legislation via the proportion of republican state assets to be
privatized, 3, a continuous variable defined on [0, 1], and the extent of nationalistic
activity, a, a non-negative, continuous variable. Therefore it is assumed that federal
privatization legislation simply permits privatization of state assets. The republi-
can communist government then determines the percentage of local state-owned
assets to be privatized. The allocation of capital to members of the nomenklatura
is accomplished via spontaneous privatization, whereby enterprise managers are
given the power to sell the enterprises under their control at prices they are more
or less free to determine.

Under a communist dictatorship, the incumbent rules earn rents from state-
owned assets.! Communists derive utility from both rents and profits, there being
a tradeofl between the two. Consequently, an increase in [ leads to an increase
in profits from each privatized asset, but also to a loss in the rents derived from
the asset when it was state-owned. Under a communist dictatorship, utility, (g,
is a concave function increasing in rents, Rp. and profits, mg. These, in turn, are
concave functions of 3, the former decreasing and the latter increasing. Since, on
the basis of revealed preference, it may be supposed that communists prefer a unit
of rent to a unit of profit, it is assumed that Up decreases monotonically in f3.

Should the communist regime collapse, a democratic polity takes its place
and the utility of the communists, U4, takes on a new functional form. It is
still an increasing concave function of rents, R4, and profits, mg, but these are
now concave functions of both 3, as before, and increasing concave functions of
a new variable, m, the expected popularity of the communists at the first free
elections. Expected popularity is important for the communist rulers because,
following regime collapse, the extent to which they are permitted to retain rents
and/or profits is determined by the influence they have in the new democratic
government. Thus, for example, should the communists be extremely unpopular,
the new government may renationalize spontaneously privatized assets—thereby
eliminating communist profits—and replace communist managers in state-owned
enterprises—thereby eliminating communist rents. Let m = m(«a,f3), a concave
function increasing in both arguments. Assume that (/4 is concave and shows @
monotonic increase in . Assume further that communists would prefer that their
dictatorship does not collapse. Thus, U/4 < /g for any given values of o and 7.

!For a discussion of rents under socialism, see Hillman and Schnytger (1986) and Winiecki
(1990).
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Communists face uncertainty from two sources. First, there is the possibility
that the communist dictatorship will come to an end. The probability of internal
regime collapse, g, can be defined as g(8) + go, where g(3) is a concave function
with dg/dg approaching zero in the limit as g approaches 1, and go is an exogenous
parameter. Second, there is the possibility that the federal government will send
troops to the republic and quell successfully any incipient independence movement.
The probability of successful military intervention, p, can be defined as p(a) + po,
where p(«) is a concave function with dp/da approaching zero in the limit as
p approaches 1 and pg is an exogenous parameter. Should a successful military
intervention take place, the incumbent republican communists receive zero utility.
Assume, further, that @ and 3 are independent activities with respect to expected
utility. That is, the second-cross-partial derivative of E(U) with respect to these
decision variables is zero. The optimization problem facing the communists is given

by (1):
n;apr(U):(l—P)QUA'*'(I"Q)(I“P)UB (1)

The first-order conditions for an internal solution to the maximization of
expected utility are given by equations (2) and (3):
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Conditions (2) and (3) show the different tradeoffs facing the government.
To assist in their interpretation, consider the cases where p and g take on extreme
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values. Thus, when there is no possibility of internal collapse (g = 0), the second
term in (2) vanishes. The first and third terms are both negative, since a stable
communist regime prefers rents to profits at # = 0. Consequently, (2) is negative
and there is no privatisation. Suppose now that g = 1; that is, the regime is certain
to collapse. In this case, the first and third terms of (2) vanish and the marginal
expected utility of privatization is positive. In other words, there is complete pri-
vatization of state assets. Hence, not only does the optimal value of § increase in
g, but an internal equilibrium will obtain—if at all—only if there is uncertainty
about the probability of internal collapse.

Now, for ¢ = 0, the second term in (3) vanishes, leaving that condition
negative—namely, since nationalism contributes to popularity and the latter is
relevant only in a democracy, under a stable communist regime, there is no nation-
alistic activity. For ¢ = 1, condition (3) is reduced to a simple tradeoff. Therefore
the first term is negative, indicating the marginal loss in expected utility arising
from an increased probability of successful military intervention as the extent of
nationalism increases. On the other hand, the second term represents the marginal
gain from an increase in e, arising from the increased profits and rents made avail-
able to the communists by their increased popularity with the electorate. Hence
the optimal level of nationalistic activity rises with g, but the rise is constrained
by the impact of @ on the probability of successful military intervention.

Now, the probability of military intervention impacts only on condition (3),
having no bearing on the optimal level of privatization. When p = 1, condition (3)
holds as an equality for all values of a. In other words, since successful military
intervention leaves incumbent communists with nothing, the level of nationalistic
activity is irrelevant. However, when p = 0, the communists face a tradeoff similar
to that which applied for g = 1. Therefore, increases in a lead to expected losses,
at the margin, from an increased probability of military intervention and expected
gains from increased popularity with the electorate.

Consider now the impact of changes in exogenous parameters on the optimal
levels of @ and 3. Since the cross-partial derivative of E(U’) with respect to o and
3 is zero, the signs of these impacts are given by the sign of the partial derivative
of the relevant first-order condition with respect to the relevant parameter. First,
suppose there is a change in the value of go. Then differentiation of conditions (2)
and (3) with respect to go yields, respectively, inequalities (4) and (5):

PE(U)

3ﬁ6g0 é [MUA"ﬁ + MUAR/’] o [MUBwp' Sl MUBRﬁ] B 0 (4)
A*E(U) dp
—_—60690 :_d—a[UA_UB]+(1~p)[MUARC'+MUAwa] S 0. (5)

Thus an exogenous increase in the probability of internal regime collaps®
leads to an increased level of both privatization and nationalistic activity. Noté
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however, that the increase in « for a marginal increase in g is less, the greater is
the probability of successful military intervention.

The impact of an exogenous change in the probability of successful military
intervention on the behaviour of the communist regime is given by (6) and (7):

Q2E(U)

— =0.

589pa W
OE(U

Since p does not appear in condition (2), changes in py obviously have no
effect on the optimal value of 8. On the other hand, a marginal increase in pg leads
to a decrease in «, although the extent of this decrease is higher, the greater is g.

3. The Slovene experience

1. Summary background

Slovenia was formerly a republic in the communist Yugoslav Federation. To-
day, it is an independent country? in which former communists still play an im-
portant political role. The results of the first democratic elections held in April
1990 illustrate their relative popularity.® According to the Yugoslav Constitu-
tion then in force, a three chamber parliament was elected. In the Representative
chamber (whose membership was determined by proportional representation) and
in the Chamber of Communes (where members were elected by majority vote), a
coalition of seven opposition parties (henceforth “Demos”) won a majority of 43
out of 80 seats (53.8 percent) in each chamber. The third chamber—the so-called
Chamber of Associated Labour--was one of the remaining peculiarities of Yugoslav
self-management. Constituencies for this chamber included various branches of the
economy (e.g. industry, agriculture, construction, private agriculture and crafts)
and of public services (e.g. education, science, health, armed forces). In this cham-
ber, 43 out of 80 seats were won by candidates with no reported party affiliation;
Demos ran second with 22 seats (i.e. 27.5 percent).

However, although this distribution of votes enabled Demos to form the first
democratic government, ex-communists by no means disappeared from the political
scene. If we sum the results for the Party of Democratic Reform and the Socialist

. 2In December 1990, more than 90 percent of the population voted in a referendum for an
Independent Slovenia, and in June 1991 independence was proclaimed. This provoked an invasion
by the federal army; this failed after ten days and federal forces moved out of Slovenia.

YAl data on elections are taken from Volitve 1990 (Elections 1990).
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Party (which developed from the League of Communists and the Socialist League
of Working People), we see that together they won 23.8 percent of seats in the Rep-
resentative Chamber, 12.5 percent in the Chamber of Communes and 13.8 percent
in the Chamber of Associated Labour. The League of Socialist Youth, which com-
prised young communists as well as left-wing activists from new social movements,
won 15 percent, 17.5 percent and 5 percent of seats in the three chambers respec-
tively. In the presidential elections, Milan Ku¢an—the president of the Slovene
Parliament from 1982 to 1986, the last president of the League of Communists of
Slovenia and undoubtedly the leader of reform-oriented communists—won against
Joze Pucnik, the president of Demos, with Kucan receiving a convincing majority
of 58.6 percent.

In November 1989, groups of citizens from Serbia declared their intention to
organize a meeting in Ljubljana, the capital of Slovenia, to protest against what
they called “the separatist policy of the Slovene leadership” 4 The Slovene par-
liament banned the meeting and took measures to stop buses and trains carrying
demonstrators from the Slovene border to Ljubljana. Faced with these measures,
the Serbs decided to cancel the meeting. This suggests that the Slovene commu-
nists were aware of the republic’s defence capabilities some time before they were
put to the test in a direct military conflict. We conjecture from this that the value
of the variable, p, in our model, was nearer to zero than to one. A low value of
p, accompanied by an increasing value of g, implies a high level of nationalistic
activity, . On the other hand, an increase in the level of a leads, in turn, to an
increase in p. We would predict, therefore. a carefully balanced policy of raising
nationalist sentiments among the population. In subsection 3, we present evidence
in support of this claim and show also that nationalism was an important deter-
minant of Slovene communist popularity. In the next subsection, we present the
federal policy that enabled spontaneous privatization.

2. Privatization policy

In December 1988, the Yugoslav government passed the Company Law. It al-
lowed the socially-owned companies® to merge, to split up, to establish new socially-
owned companies and to transfer social capital from one company to another. Do-
mestic and foreign legal entities and natural persons were allowed to establish pri-
vate companies (also corporations) or to invest capital in socially-owned companies:

4Similar demonstrations in Kosovo, Vojvodina and that part of Croatia with a Serb majority:
preceded the replacement of opponents of the Serbian leader, Slobodan Milosevié.

%In Yugoslavia, companies were not owned formally by the state, but were considered to b€
socially owned, and their assets were called social capital. For the purposes of this study onlys
the terms “state-owned” and “socially-owned” are used interchangeably.
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In the latter case, these would become so-called mixed companies, meaning that
their capital was partly social and partly private.

Although the declared purpose of the law was not privatization of social
capital, it became the legal basis for spontaneous privatization. Korze (1992) gives
a detailed description of various combinations of social capital transfers, and the
issuing of shares to private persons; in these ways social companies were effectively
privatized or their business transferred to new private companies. He estimates
that approximately 450 companies in Slovenia have been involved in the use of these
methods of spontaneous privatization; this amounts to 37 percent of all companies
that were to be privatized (Aorie and Stmonets 1991).

A year later, in December 1989, the federal government introduced the Social
Capital Circulation and Management Law.® It allowed the selling of social capital
to domestic and foreign legal entities and natural persons. The proceeds of such
sales would be collected by the development funds of republics and the decision to
sell had to be approved by the workers’ council.

In August 1990, the federal government tried to speed up privatization by
amending the Social Capital Circulation and Management Law.” Socially-owned
companies could now be privatized by issuing shares to their employees at generous
discount and credit conditions. Some other restrictions were also removed. How-
ever, in Slovenia, only 17 companies decided to issue these internal shares (Korze
1992). Madzar (1992) reports that by June 1991, in all of Yugoslavia, 2200 compa-
nies had been either completely privatized or transformed into mixed companies;
these companies accounted for 14 percent of total social capital. He remarks that
workers were reluctant to sell companies because proceeds would not be retained by
them. We can conjecture from this remark that most companies were privatized by
spontancous privatization on the basis of the Company Law or by issuing internal
shares.

Is this federal legislation consistent with our model? The Company Law
was introduced as a part of market-oriented economic reform by which the federal
government tried to solve the severe economic crisis of the country. The decision to
use this law for spontaneous privatization was left to managers of companies. They
had plenty of reasons for expecting regime collapse: events in the Soviet Union and
other socialist countries, and unprecedented economic crisis and emerging political
opposition in some parts of the country were ominous indicators. It is therefore not
surprising that in Slovenia, where democratic opposition was most developed®—and
consequently g was high—managers made use of the given opportunity to substitute
Profits for rents.

®An English translation can be found in Boehm and Kreaci¢ (1991).

"For an English translation, see Boehm and Krea¢i¢, 1991, under the title “The Social Capital
L&W" [

8See for example Lydall, 1989.
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During the year after adoption of the Company Law, there were many events
likely to lead to an increase in g. In January 1989, the first opposition political
party was established in Slovenia; during this year it was decided that democratic
elections would be held in all republics in 1990; inflation reached a monthly rate of
65 percent in December 1989. In accordance with our model, the federal government
reacted to the increase in g by providing a legal framework for the spontaneous
privatization of socially-owned companies. In spring, non-communist governments
were formed in Slovenia and Croatia and g—from the viewpoint of Belgrade®—
became almost a certainty. The Federal government reacted by amending the Social
Capital Law in order to speed up privatization. There is also evidence that internal
shares were chosen because they were expected to gain popular support and to
mitigate possible dissatisfaction with spontaneous privatization. Reporting on the
officially proclaimed goals of the federal programme for ownership restructuring,
Korze and Simoneti (1991) write:

One of the important objectives of privatization should be the dispersion of ownership

to a broad strata of the population, with the aim of creating a board coalition for
market-oriented economic development. (p. 93)

It is believed that privatization can stop the bleeding of socially owned enterprises. Those
enterprises are currently losing the best people. They are moving into the emerging
private sector, taking with them most of the ideas, experience, know-how and business
contracts... (p. 94).

These statements are supportive of our supposition that besides assuring
profits from private capital, privatization is perceived as a means of increasing
expected electoral support for communists.

The new Slovene Parliament decided in October 1990 that any privatization
transaction based on federal legislation should obtain approval from the Agency
for Privatization in advance. At the beginning of 1991, the government prepared a
draft privatization law, based on decentralized privatization, favouring insiders in
companies. In April 1991 the Prime Minister invited a Harvard economist, Jeffrey
Sachs, to speak to the Parliament. As a consequence, the Deputy Prime Minister,
who had prepared the draft law, resigned, while the government started preparing
a different privatization law, based essentially on the centralized free distribution
of shares via investment funds and vouchers. The arguments on privatization led
finally to the dissolution of Demos and in April 1992 the Parliament elected Janez

9The model presented in Section 2 is for republican communists; however, the conclusion that
an increase in the subjective probability of regime collapse leads to increased privatization may
be assumed to hold also for the central communist government. On the other hand, it is obvious
that privatization legislation was welcomed by republican communists. Thus, both laws weré
passed in the federal parliament with large majorities, while almost all other elements of the
reform package were rejected. Moreover, at around this time, relations among the republics wer¢

particularly strained. For example, in December 1989, Serbia enacted a trade embargo against
Slovenia.
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Drnovsek— former president of Yugoslavia and now president of the Liberal Demo-
cratic Party (former League of Socialist Youth)—to be the Prime Minister. In
November 1992, the Parliament finally passed the Law on Ownership Transforma-
tion, which is essentially a compromise mixture of earlier proposals.

This law also demands the recension of any privatization transactions which
are under suspicion of being designed such that they disadvantage social capital.
It is surprising that the provisions for recension have not been challenged as yet at
the Constitutional Court, since many of the transactions that are now seen to have
diminished the value of social capital were legal at the time of their accomplishment.
Even more peculiar is the provision that only transactions after 1 January 1990 are
to be considered, although the Company Law was passed in 1988. The first public
report on recension was issued in August 1993 by the Social Accountancy Service.
Recension is to be carried out in 965 companies. The report itself details the findings
of recension in 28 companies (2.9 percent of total). The total value of damages to
social capital in these companies is estimated to have been around 14 million DM.
The prevailing methods used in spontaneous privatization in these instances were
transfers of business functions to private companies, holiday allowances paid to
employees in excess of the monthly salary, credits for buyouts with a real interest
rate below 8 percent, distribution of profits in mixed companies to the disadvantage
of social capital, and undue cancellation of financial claims on other companies.

3. Nationalistic policy and the sources of communist popularity

A severe economic crisis began in Yugoslavia in 1981 (Lydall 1989) and it
continued to deepen until the Federation disintegrated. Under these circumstances,
it was to be expected that the government(s) would become increasingly unpopular
as the crisis intensified. However, the popularity of political leaders in Slovenia
increased towards the end of decade. The results of several public opinion polls are
used here to inquire into the possible sources of this increased popularity. It will
be shown that the poll data are consistent with the following hypotheses and the
results of our model: nationalism is most likely to be a major source of communist
Popularity in multiethnic countries, and both nationalism and economic reform
are used to increase popularity as the end of a communist dictatorship becomes
illcreasingly likely.

The poll data were taken from several studies conducted in Slovenia on a
tepresentative sample of approximately 2000 people, and in fact the recordings
have (aken place annually since 1968. However, focus here is on the period from
1987 (the first year for which popularity data are available) to 1990 (when the first
free elections were held). Unless otherwise indicated, the data and statements in
the following discussion refer to this period and to Slovenia exclusively. Whenever
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possible, use is made of the original poll results; when not, we use commentaries
and casually quoted results from articles of researchers.!®

The League of Communists became increasingly unpopular through the ‘eight-
ies: 45 percent of respondents regarded its reputation “among the people” to be
low, and an increasing percentage claimed that its policies were not consistent with
the interests of the majority of the population (16.6 percent in 1986, 34.7 percent
in 1989). However, the popularity of some leaders increased rapidly. In 1987, dif-
ferences between politicians vis d vis their popularity were low.!! However, in 1988
the popularity of the leaders of three central institutions increased dramatically
and they became the most popular Slovene politicians; their popularity remained
at this high level throughout 1989.12 On the other hand, two other top leaders
who had ranked in the top five in 1987 moved downwards on the scale.'® Some
opposition leaders made a successful breakthrough in popularity, but they were
always far from challenging the three communist leaders.'* Some communist who
had never been high-ranking also gained in popularity.!®

The increasing popularity of communist leaders is surprising, not only in light
of the economic crisis but also because 1987 was already a year of significant op-
position activity, and this continued to intensify thereafter. In the 1987 poll, 44
percent of the respondents expressed their willingness to participate in the new

10In the text only references to articles are made. We give a list of sources for poll data at the
end of the paper.

"1 Respondents were asked to name 2 (in 1987) or 4 (thereafter) politicians who, in their view,
had the best reputation with the population. Owing to this change in the number of politicians
in question, and since ranks are not reported, the results from different years are not directly
comparable. A question of this type possibly also involves a bias in favour of persons occupying
leading positions, since their names come first to the respondent’s mind. However, such a bias
could not account for the dramatic increases in their popularity and differences between them.
We believe that the available data allow us to establish the increasing or decreasing popularity of
some politicians; however, individual results should be taken as no more than an illustration.

12These were Milan Kuéan, President of the League of Communists (11 percent in June 1987,
27 percent in May 1988 and 65 percent in November 1988); Joze Smole, President of the Social-
ist League of Working People (16 percent, 36 percent and 54 percent respectively); and Janez
Stanovnik, President of the Presidency of Slovenia (0 percent—not yet the president, 36 percent
58 percent respectively).

13These were Stane Dolanc, member of the Presidency of Yugoslavia, a communist of the
older generation (results: 12 percent, 12 percent and 5 percent respectively); and Dusan Sinigoj:
President of the Executive Council—i.e. the government of Slovenia—(10 percent, 8 percent, 2
percent respectively).

14The highest results were achieved by Igor Bavéar, the leader of the informal Committee for
the Defence of Human Rights (20 percent in November 1988 and 10 percent in 1989); and Mojc?
Dréar-Murko, a journalist who ran for the Presidency against Stanovnik in “indirect elections” i
1988 (8 percent and 2 percent in 1988, and 8 percent in 1989).

15The most notable was Janez Drnovéek, who in 1989 was elected by direct competitive popula®
vote as a Slovene member of the federal Presidency, and was ranked fourth on the popularity scale
in 1989 (with 35 percent of “votes").
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social movements (e.g. pacifists, environmentalists, feminists, etc.); a group of in-
tellectuals published a booklet with a programme for Slovene independence. (Nova
revija 1987) In 1988 and 1989, the Committee for the Defence of Human Rights
organized a few public protest meetings, provoked by a trial against some opposi-
tion members at the military court. The activity of the Committee was partially
confronted and partially (informally) supported by the Slovene political leadership.
(Jansa 1992) In the 1989 poll, 45 percent of respondents supported the demands
emerging from the meetings, but when asked directly whether they supported the
Slovene leadership or the Committee, 25 percent decided for both, 22 percent for
the leadership, and only 15 percent for the Committee.

What were the sources of the communists’ relative popularity? To provide
at least a tentative answer, we use the poll data to outline the intensity and de-
velopment of demand for different types of institutional reform (as products of the
political market), to consider potential sources of supply, and to draw conclusions
concerning the most probable origins of Slovene communist popularity.

a) The demand for democracy. The data suggest that the Slovene population
recognized and approved of a process of gradual democratization. The share of the
population that felt that, in a given year, there was more democracy than five
years before fell gradually from 1978, when the question was first posed; however,
in 1986 it started to rise again.!® A high, but only slightly increasing share of
the population supported the idea of having more candidates run for one post,
and a great majority approved the establishment of new political organizations in
1988.17 As we have seen, the leaders of new political groupings did not outrank the
leading communists in their popularity. This suggests that the popularity gained by
leading communists as credit for introducing democratic reforms outweighted the
popularity lost due to the diversion of support to emerging political competitors.
however, the fact that in 1988 only 47 percent agreed that Slovenia had more
democracy than other parts of Yugoslavia suggests that political reforms were not
the major source of communist popularity.

b) The demand for religious freedom. In 1986, the Slovene archbishop was
allowed, for the first time, to speak on national radio at Christmas, and Joze
Smole, president of the Socialist League of Working People, wished viewers a merry
Christmas on national television. At the same time, approximately 55 percent of
respondents declared themselves to be religious, a great majority of them being
Catholics. According to the 1987 poll, 75 percent celebrated Christmas, 50 per-
cent approved the Christmas congratulations, and Smole was found to be the most

——

6 This opinion was shared by 72 percent in 1972, 37 percent in 1982, 14 percent in 1984, 19
Percent in 1986 and 28 percent in 1988.

”Competit.ive elections were supported by 60 percent in 1984 and by 65 percent in 1988; new
Organizations were supported by 71 percent.
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popular Slovene politician.!® This would indicate that by relaxing their attitude
towards religion and the Church, communists seem to have been able to add a major
constituency to their support. Yet, on the other hand, in 1987 only 37 percent of the
population agreed that religious people were in any way disfavoured (28 percent in
1984), and in 1988 as many as 73 percent agreed that there was sufficient religious
freedom (82 percent in 1982). These results suggest that religious people were only
a limited and slowly increasing potential constituency.

¢) The demand for economic reform. In 1978, only 2 percent of respondents
felt that people had, in general, a lower standard of living than five years ear-
lier. By 1982, the figure had risen to 29 percent, while by 1984 it had climbed
to 67 percent and remained at that level in subsequent years. Consequently, very
few people believed that the federal government was capable of solving the crisis.
Government credibility increased when the new Prime Minister, Ante Markovi¢,
introduced market-oriented reforms.!® An increasing percentage of the population
supported the proposals that private share-holding in firms should be permitted
and that all forms of ownership should be treated equally under the law.*’ These
results support our supposition that introducing economic reforms and changes in
ownership structure brings popularity to communist governments. The poll data
show that there was undoubtedly a high potential for gaining support by advocating
economic reforms, but the federal government was a strong competitor to Slovene
communists in exploiting it. Consequently, since economic reforms were introduced
largely at the federal level, there are insufficient data to test the hypothesis that
economic reform—and in particular privatization—was a major factor accounting
for the popularity of the Slovene leadership.?!

d) The demand for nationalist policies. Slovenia was the most highly devel-
oped region of Yugoslavia, so it is not surprising that economic immigrants from
other republics constituted around 10 percent of its population. Several studies
based on poll data have documented an increasingly adverse popular attitude to-
wards these “foreign” workers. (Klinar 1982, 1991a, 1992 and Krajnc 1991) For
example, there was a growing feeling that the Slovene language was being threat-

18n the above-described popularity question, Smole won 16 percent of “votes”, whereas the
second and third ranked Dolanc and Kucan received 12 percent and 11 percent, respectively.

19The fraction of respondents that believed the federal government to be capable of solving the
economic crisis fell from 27 percent in 1987 to 10 percent in 1988, but it had increased to 51
percent by June 1989,

20Private share-holding was supported by 25 percent in 1986, 36 percent in 1987, and 48 percent
in 1988; diverse ownership forms were supported by 72 percent in 1988 and by 82 percent in 1989:

21 For example, Marki¢ (1990) reports that, at the beginning of 1990, more people (73 percent)
were satisfied with the republic than with the federal government (57 percent). Yet, on the other
hand, according to the poll data the president of the republican government was not among thos¢
leaders whose popularity increased—see note 11,
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ened, and foreign workers were ranked second among the reasons for this.22 More
significantly, an increasing proportion of the respondents agreed that new immi-
gration should be stopped or restricted.?® Slovenes were also becoming less willing
to establish primary and secondary social relationships with other nationalities.
Klinar (1991a) points out that, during the eighties, so-called “ethnic distance™ had
increased substantially and that its reasons and targets had changed. At the be-
ginning of the decade it was modest, based on cultural differences; it was most
intense towards Muslims—that is, inhabitants of Bosnia with an Islamic religious
background—, and Albanians from Kosovo. By the end of the decade, it was far
greater, and it was most intense towards Serbs. There are reasons for believing
that this shift in the “most disliked nationality” was induced by political develop-
ments. Serbian leader Slobodan Milosevi¢ was by far the most unpopular politician
in Slovenia.’* In 1988, 69 percent of respondents indicated that politicians were
regarded as the main cause for national conflicts in Yugoslavia, and among them
first place was taken by the Serbian leadership (and second-last by the Slovene
leadership). These figures imply that communist politicians who announced that
they cared for the Slovene language or who indicated that they might favour a
reduction in immigration to the republic, would enjoy support from a large and
rapidly growing constituency.

e) The demand for secession. Many data show that the Slovene population
was increasingly dissatisfied with the relations between the different republics and
provinces in the Yugoslav Federation and that there was increasing support for
the option of increased autonomy and finally the secession of Slovenia from the
Yugoslav Federation. In 1982, 48 percent felt that relations in the Federation were
satisfactory, but by 1987 only 26 percent still held this view. In 1986, 30 percent
agreed that less money should be given to the underdeveloped parts of Yugoslavia,
but only a year later as many as 52 percent of the respondents supported this view.
In 1988 and 1989, 80 percent of the respondents were of the opinion that republics
should develop their own autonomous political and economic reforms. During the
discussions about proposed changes in the constitutions of the Federation and the
Republic, the view that Slovenia should be granted more autonomy gained increas-
ing support (i.e. 50 percent in 1987, 58 percent in May, and 75 percent in November
1988—there was a slight fall to 67 percent in 1989). Discussions about secession
were regarded as meaningful by 29 percent in 1988 and by 47 percent in 1989. It
Was felt that Slovenia would have better opportunities for development after seces-

2Thus 16 percent in 1980, 39 percent in 1986 and 66 percent in 1987 were, respectively, con-
cerned about dangers to the preservation of the language (Krajnc 1991).
3 The figures were 52 percent in 1983, 60 percent in 1986, and 74 percent in 1988.
A 10 1988, 48 percent named Milogevié as the Yugoslav politician with the most unacceptable
ideas; in 1989, 61 percent were of this view. Second place was occupied by the federal Prime
inister, Branko Mikuli¢, in 1988, and by Stane Dolanc, the Slovene member of the Federal
residency, in 1989; but they received only 9 percent and 5 percent of the “votes”, respectively.
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sion by 53 percent of respondents in 1987, by 58 percent in 1988 and by 72 percent
in 1989. The secessionist constituency thus reveals characteristics similar to those
of the nationalist constituency.

f) The relative importance of demand for different products in the political
market. In 1987, when asked about which elements should be changed in the
constitution, 39 percent of respondents named the economic system, 32 percent
indicated relations between republics and provinces, 28 percent the tax system, 20
percent the education system, and 20 percent the electoral system. It should be
noted that both the tax and education systems were issues related closely to the
autonomy of republics. In 1989, to the question whether certain rights should be
secured explicitly for the Slovene Constitution, 77 percent of respondents agreed
that autonomy should be included, but only 58 percent found it necessary that
the freedom of political association be incorporated explicitly. When questioned in
1988 as to what new opportunities would emerge for Slovenia if it were to secede
from the Federation, 25 percent named economic development, 14 percent claimed
that more money would stay in the country and only 3 percent mentioned greater
democratization. [t seems that demand for economic reforms and nationalist or
secessionist policies were the most “lucrative” political demands.

g) The supply side of the political market. It has been noted above that
the Slovene leadership faced a strong federal competitor in satisfying the demand
for economic reform. On the other hand, they controlled almost completely the
supply of nationalist policies or programmes. The leadership itself was careful in
making public statements of an overtly nationalist kind, but there is evidence to
suggest that they were very much aware of the importance of their mother tongue
as an instrument of nationalistic policy. Thus, their primary objection against a
federal education reform was that Slovene writers would be underrepresented in
textbooks.?® Further, their behaviour with respect to the trial before the military
court in 1988 was indicative both of their use of Slovene as a policy tool and of
their capacity to control the supply of nationalism. In the 1988 poll, 86 percent
of respondents agreed that the use of the Serbo-Croat language by the court in
Slovenia infringed upon its authority, but “only” 69 percent agreed that the trial
was politically fabricated and 63 percent that the execution of the verdict should be
prevented. Slovene communists publicly condemned the use of a foreign language,
but did nothing to prevent the actual imprisonment. (Jansa 1992) Such behaviour

25The education reform began in 1974. Its stated primary objective was to tailor education t©
the immediate needs of companies. The idea was that everyone should be employed immediately
upon completion of secondary school, and undertake further study only if the employer saw fit. In
1982, a petition against the reform was lodged. As a result, the Socialist League organized a serie®
of public discussions, but the leadership ignored all criticism. (Milharéié-Hladnik and Susters®
1986) On the other hand, after 1984 the Slovene leadership often criticized the obligatory basi®
education programme, arguing that it did not assign equal weight to the particular language 2"
literature of the respective nations in the Federation.
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is also consistent with the prediction of our model that, in raising their popularity,
communists will take account of the probability of intervention. It is clear that
by opposing the execution of the verdict outright, Slovene politicians would have
risked more (in terms of increasing the probability of intervention) than they did
by protesting against the use of the Serbo-Croat language alone.

However, the opposition, which was surely more radical than the communists
in its national programme, was prevented effectively from competing with com-
munist leaders for nationalist support. There was virtually no scope for making
statements more extreme than those of the communist leadership, since any such
action might have provoked intervention from the centre (Belgrade) against the
opposition.?® Thus, the probability of intervention both moderated local commu-
nist responses and effectively created a barrier to entry into the political market for
nationalist support to the benefit of the incumbent Slovene rulers. Thus it seems
reasonable to conclude that, as indicated in our model, nationalistic policies were
important elements of communist policy in the face of an increased probability
of system collapse. Furthermore, in the years 1987-1989, over 60 percent of the
population believed that the Slovene political leadership had committed itself to
secure the autonomous development of Slovenia within the framework of the Yu-
goslav Federation. This suggests that this potential constituency was exploited well
by Slovene communists. On the other hand—and this is predicted by the model—
popularity via nationalism was accomplished somewhat indirectly, given that direct
calls for independence might have induced dangerous intervention from Belgrade.

4. Conclusions

In this study, we have presented a model of spontaneous privatization based
on rational expected-utility maximizing behaviour by incumbent communists in
the republic of a federation, who foresee the end of communist rule. They use
nationalistic policies to increase their popularity in the new independent democracy
and transform political power into asset ownership via spontaneous privatization.
It has been shown that the behaviour of the last Slovene communist government
Was not inconsistent with the predictions of the model.

While the primary focus of the study has been on the period prior to regime
change, some comments on the more recent past are in order. Schnytzer (1993)

260ne such example was the reaction to Nova revija (1987), which published the secessionist
Programme of the emerging political opposition. The Federal Party reacted by condemning it,
and the leadership of the republic followed their example. On the other hand, the Slovene leaders
tried to take credit for preventing the federal public attorney from taking legal action against the
authors of the booklet. A similar strategy was used by the leadership of the republic in the case
of the aforementioned trial before the military court. For more details, see Jansa (1992).
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has argued that democratic, anti-Communist East European governments use poli-
cies connected with privatization in their attempts to maxinuze political support.
Under these circumstances—as distinct from a case in which efficiency considera-
tion predominate—the critical question becomes: who will gain from any chosen
privatization scheme? Schnytzer suggested that spontaneous privatization is more
favourable to ex-communists, whereas the centralized distribution of state assets to
the population maximizes the cost of acquisition of state assets by communists and
is more beneficial to the electorate at large. The two-year debate on privatization
policy in Slovenia following the regime change supports the assertion that politi-
cal support is paramount: decentralization was advocated consistently by left-wing
parties, and centralized (free) distribution by right-wing parties.?” An important
role was played by the Chamber of Associated Labour, which refused to accept
the voucher model. Although the majority of members of this chamber was not
affiliated to any party, they voted in line with the interests of ex-communists. Since
the majority of this chamber consisted of representatives from companies who had
probably made use of spontaneous privatization, this confirms our supposition that
allowing spontaneous privatization buys management loyalty and thereby politi-
cal support. The ultimate legislative outcome of the debate has been the kind of
compromise predicted by a political support-maximizing model of government.

At the time of writing this study there are no detailed data available on the
extent, regional distribution and dynamics of spontaneous privatization. Such data
would enable us to test the predictions of our model with respect to exogenous
changes in popularity. We would expect to find that privatization accelerated after
election (when the noncommunist government was formed), that it slowed down
after the presentation of the first draft law, that it accelerated again after Sachs’
speech and, finally, that it slowed down after Drnovsek’s election to the post of
prime minister. Furthermore, a positive correlation is to be expected between the
extent of spontaneous privatization in a commune and popular support for ex-
communist parties. It is to be hoped that the recension process will provide data
useful for further research in this regard.

We have shown that Slovene communists tried successfully to increase their
popularity as the probability of regime change increased. The chief sources of their
popularity were the nationalist and secessionist sentiments of the population. The
main reason for this was that the segment of the population with such sentiments
constituted the most rapidly growing potential constituency. A second reason i
that the support from the other most promising constituency—namely, people sup-
porting economic and ownership reforms—was in great part diverted towards the
federal government of president Markovi¢, which introduced market-oriented re-
forms. The opinion of a part of the public that autonomy is a prerequisite for
economic development might well be the result of the efforts of the republical

2"For an account of the privatization debate, see Kovaé (1993).
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elite to gain support from the economic reform-oriented constituency. Finally, the
perceived threat of intervention from Belgrade enabled incumbent communists to
establish a virtual monopoly in the market for nationalism.

Our findings vis @ vis popularity and nationalism raise a problem of the
“chicken and egg” variety. What was first: nationalism among segments of the
population. or nationalist leaders? It is arguable that, as with chickens and eggs,
it is only proper to speak of the endless propagation of the species. Suppose that
at the outset, people “autonomously” believe that the use of the Serbo-Croat lan-
guage is outrageous. If politicians in search of popularity respond to such tastes
by condemning the language, people will feel justified in their rage and this may
encourage an intensification of their nationalist attitudes. However, the poll data
indicate that nationalist attitudes started to intensify before the dramatic increases
in communist popularity, so we may suppose that communists reacted mainly to
the developing tastes of the population (and the increasing probability of regime
collapse) and did not purposely create these tastes in the first place.

The second free elections in December 1992 showed that the support for com-
munists was not short-lived. They received 13.6 percent of the vote and became the
third strongest party in the new Parliament. Milan Kucan was reelected president
of Slovenia, with no serious competitor. The nationalist constituency, however,
gathered around the newly-established Slovene Nationalist Party, which won 10
percent of the vote and became the fourth ranked party. Several studies conducted
in a multi-party environment following regime change (Klinar 1990, 1991a. 1991b,
1992) have shown that ex-communists do not constitute the most nationalist party.
Indeed, those who voted for the former League of Communists were shown to be
more tolerant towards immigrants and refugees and more sceptical about rapid
secession; however, all these studies refer to the post-election period, when the De-
mos government led the final preparations for secession. On the one hand, these
results support our contention that the communists were able to gain nationalist
support before regime change owing to the barriers to entry in the political mar-
ket. When democracy was established, the barriers disappeared and the nationalist
constituency moved to parties with more direct and explicit nationalist or seces-
sionist programmes. On the other hand, it is also clear that in order to explain
the persistence of ex-communist popularity long after the original regime change, a
different explanatory framework is required. There is evidently considerable scope

for further research in this area.

June, 1994
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THE HARDENING OF THE BUDGET CONSTRAINT IN
POST-SOCIALIST ECONOMIES: THE CASE OF SLOVENIA!

A. SUSJAN

The hard budget constraint is one of the most typical features of the post-socialist eco-
nomic environment. The increased stringency of finance conditions at the microeconomic level has
revealed large differences between ex-socialist enterprises in their ability to adapt to the new cir-
cumstances. In this study it is argued that in what used to be market-oriented socialist economies,
like Slovenia or Hungary, these differences are rooted in the past, in various degrees of managerial
experience adopted by firms during the “socialist times". The theoretical exposition of this view
is based on the institutionalist concepts of the finance and expansion frontier. The relevant policy
strategies are considered, particularly with regard to unprofitable ex-socialist enterprises.

Introduction

This study deals with the dual character of the post-socialist corporate sector
which has emerged as a consequence of the hardening of the budget constraint, and
with some of the ensuring policy dilemmas and strategies. The analysis mostly
refers to the situation in Slovenia, although the hardening of the budget constraint,
with the resulting duality of the post-socialist corporate sector, has during the last
five or six years been typical of almost all the economies in transition. Slovenia is
often considered to be an exemplary case for studying transitional processes. The
reason is that, due to its smallness, the economic flows of transition are here much
more transparent than in other post-socialist economies. In many respects the con-
clusions obtained in the case of Slovenia provide a pattern for developments going
on in some other post-socialist countries on a much larger and more complicated
scale.

The first section presents a brief overview of the Slovenian post-socialist eco-
nomic performance; this is characterized by the hardened financial constraint, out-
put decline, rise in unemployment and other economic consequences of transition.
In the second section the duality of the post-socialist corporate sector is explained
by using some concepts of the institutionalist theory of the firm. Policy implications
are considered in the third section, mainly concerning the question whether soften-

!An earlier version of this paper was presented at the Second Annual Conference on Central
and Eastern Europe: “Towards the New Millennium”, organised by the Centre for Research into
East BEuropean Business, The Business School, Buckinghamshire College, in Chalfont St Giles
(UK) on 18 and 19 June 1996. Helpful suggestions by an anonymous referee of this journal are
Bratefully acknowledged as well as comments by O. Nor¢i¢ and M. Lah. The usual disclaimer

applies.
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ing the budget constraint is an appropriate measure to be applied in transition or
not.

The post-socialist business environment

The case of Slovenia—a classical transition route

After its secession from socialist Yugoslavia in 1991 Slovenia embarked on
the process of transition. As with other ex-socialist countries, the transition of the
economy has been based on three main areas of activity: macroeconomic stabiliza-
tion, supply-side restructuring and privatization. In the early stage of transition
(1991-1993) priority was given to macroeconomic stabilization, while measures for
economic restructuring lagged behind and privatization did not even begin.2 The
priority of stabilization measures in the first two years of transition was a normal
reaction of economic policy-makers to persisting hyperinflationary expectations in-
herited from the Yugoslav system and enhanced by further liberalization of prices.
After the introduction of a new, Slovenian currency in October 1991 (which was
considered a symbolic act of economic liberation and independence) the stabiliza-
tion of its value was obviously a necessary step in order for economic policy to gain
credibility.

The policy of macroeconomic stabilization has only been partially success-
ful. It has been directed towards three goals: (1) monetary stabilization, (2) wage
controls, and (3) fiscal discipline aimed at eliminating budget leakages. (1) The suc-
cess can be mainly attributed to monetary stabilization which has been achieved
by restrictive monetary policy led by the Bank of Slovenia. As a result, consumer
price growth fall from hyperinflationary levels in the years 1991 and 1992 to the
present level of 8.5 percent (see row 3 in Table 1). (2) In controlling wages the
economic policy has been less successful. Real wage growth (row 4 in Table 1) has
been erratic and in discordance with productivity and output growth. Since 1993
real wages have been growing faster than GDP and this has had negative effects on
capacity utilization and employment. Wage cost rises have tended either to squeeze
profits or to negatively affect external competitiveness and the growth of exports
on which Slovenia as a small economy vitally depends.® (3) The fiscal discipline

2The postponement of privatization to the second stage of transition (1994-1996) was mainly
due to the long drawn-out debates about the privatization model to be implemented and to the
conflicting political interests blocking the privatization legislation to be passed in the Parliament-

®In the early stage of the transition high wages and salaries in some segments of the public
sector contributed to excessive wage demands in other sectors. The most significant “wage push”
came in 1993, when real wages went up on average by more than 16 percent. Net wages have been
stagnating since 1994, but the problem for promoting economic growth has remained in the form
of relatively high levels of gross wages caused by high rates of employer's contributions.
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has considerably improved in comparison with the pre-transitional period. Never-
theless, several forms of budget leakages have remained “in operation”, particularly
in connection with various political and regional interests. We shall return to this

problem below.

Table 1
Some main macroeconomic indicators of the transition in Slovenia

Indicator/Year 1991 19921993 ' 1994 ' 1985
(1) GDP growth (percent) -93 -6.5 1.5 5.0 4.8
(2) Unemployment rate (percent) 8.2 116 144 144 144
(3) Inflation rate (percent) BI7 S 5420103 .2 L32i3: 30 1L9I8R LS5
(4) Real wage growth (percent) -11.0 -89 164 6.0 4.9

(5) Real interest rates (percent) - 28 Tipo 204 5 1890 139
(6) Budget sur(+)/def(—) (percent of GDP) 2.6 0.3 03 -0.2 -

Source: Bank of Slovenia Monthly Reports, 1995.

Beside its positive role in reducing inflation, the process of monetary stabiliza-
tion has also had a strong negative impact on the real sector of the economy. The
stabilization measures have caused a sharp decline in output and employment. The
economic crisis has been most deeply felt in various industrial activities (e.g. mining,
manufacturing, energy, construction), because their earlier growth was structurally
the least balanced. In the initial stage of transition industrial production fell to
the levels of the late 1960s.* The “transitional” recession was exacerbated by the
disintegration of the Yugoslav market, on which Slovenian industry used to sell a
considerable share of its output. For other post-socialist economies a similar effect
was provoked by the demise of the CMEA which resulted in the collapse of exports
to Eastern markets. Aggregate output reached its lowest point, and began to turn
in 1993, when for the first time in five years the rate of output growth was not
negative (see row 1 in Table 1).> At the beginning of 1993 the economy probably
hit what Nasilowski (1995) calls the frontier of the shock-therapy-path. It is likely
that aggregate output decline would have been smaller if stabilization measures
(1.e. money restriction, reduction of government expenditures and devaluation) had

*For a taxonomy of the factors of output decline during transition see Rosati (1994). Almost
all the considered factors are also relevant for the Slovenian economy, as well as the conclusion
that the role of demand-side factors in the reduction of output (i.e. individual consumption,
government expenditures, non-government investments, net exports) is more important than the
role of supply-side factors (i.e. credit squeeze, devaluation).

° After persistent stagnation in the eighties, the rapid fall of the Slovenian GDP began in 1989,
When Slovenia was still a federal unit of Yugoslavia and caught in the hyperinflationary spiral of
its self-management socialist system. The harsh anti-inflationary progranune launched in Slovenia
after its secession from Yugoslavia thus only enhanced the contraction of output and employment.

11* Acta Oeconomica 48, 1996
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been accompanied from the very beginning by supply-side restructuring and priva-
tization measures. However, because of the delay in their application, the output
decline was more persistent. This was mainly due to the lack of market adjusted
production programmes, to the continuation of the X-inefficiency characteristic for
socialist enterprises, and to various forms of “wild” privatization.®

Contraction of demand and output has resulted in the internal “rationaliza-
tion” programmes of firms, which have had the effect of disposing of redundant
labour. Dismissals have been massive, because under socialism a large share of the
“active” labour force was in fact unemployed at the working place; the reason for
this was the political request that full employment be maintained at any cost. High
unemployment rates over the last four years (see row 2 in Table 1) have thus, to
a large extent, been due to the transformation of the “latent unemployment” into
open, registered unemployment.” Another way of disposing of redundant labour
has been early retirement. During the last six years the ratio between the num-
ber of retired persons and the number of employed persons has risen from 0.55
(1990) to the present level of 0.696 (1994). Similarly, the ratio between the number
of retired and unemployed persons and the number of the employed persons has
moved from 0.631 in 1991 to 0.865 in 1994.% These figures clearly indicate that
the “social costs” of transition in Slovenia have been very high. A higher level of
social transfers necessary to cover these costs (the rapidly increasing number of
retirees has been accompanied by the indexation of pensions with the average wage
growth) has led to an increase in taxes. This has tended to negatively affect the
entrepreneurial profit expectations and consequently investment and growth. Such
conflicting tendencies could have easily resulted in a fiscal trap if it had not been
for some active policy measures applied in the second stage of transition.

To stimulate economic growth while keeping the budget balanced has been
a major goal of economic policy in the second stage of transition (1994-1996).
According to the data in rows | and 3 of Table ! there has been a gradual eco-

S1n the absence of privatization legislation, the early period of transition in Slovenia, as well as
in other post-socialist economies, was marked by “wild” privatization. Hillman (1994) uses the
term “spontaneous privatization”. Large ex-socialist enterprises were split up and their capital
assets privatized through “unfair” procedures, usually carried out by insiders. One such procedure
involved deliberately bringing the enterprise to the edge of bankruptcy in order to force buy-outs
at favourable terms.

"Latent unemployment was a phenomenon typical of socialist economies. In former Yugoslavia
more than one third of workers were estimated to be “unemployed” at the working place. Ac-
cording to the Final report of the Slovenian Ministry of Economic Affairs on industrial an
development policy in Slovenia (1994, p. 27), in the period 1990-1992, ex-socialist firms with
more than 250 employees abolished 183,461 working places, while during the same period 54,014
new working places were created by firms with up to 250 employees. The difference closely coin”
cides with the number of unemployed in the initial stage of transition.

8In 1989 and 1990 this ratio was 0.437 and 0.493, respectively (see Mencinger 1995).
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nomic revival since 1993,° and thus economic policy has been relatively successful
in achieving this goal. This can be attributed to the macroeconomic restructur-
ing programme launched in 1993; its aim was to support small- and medium-sized
enterprises and to stimulate export-oriented production. Fortunately, the restruc-
turing of the Slovenian economy coincided with favourable conditions in the world
economy in the period 1994-1995, and this situation has contributed to the stability

of foreign demand and the growth of exports.!?

The increased stringency of finance conditions

From the microeconomic perspective the most typical feature of the post-
socialist business environment has been the increased stringency of finance con-
ditions. The change of finance conditions can be illustrated with some elements
of the institutionalist theory of the firm. Lavoie (1992) following Wood (1975)
explains the firm’s behaviour with the finance frontier curve and the expansion
frontier curve. While the latter depends on the firm’s internal (i.e. managerial and
technological) potential, the former reflects finance conditions as representing the
key element of the business environment. The finance frontier curve depicts the
firm’s growth rate as a function of its profit rate. It tells us that in order to sustain
a faster growth rate the firm must collect a higher rate of profit, thus providing
itself with sufficient investment funds. The impact of a higher level of profits is
twofold: (1) it raises the internal accumulation of the firm and (2) increases its
“credit-worthiness” and consequently the firm can get more funds from banks. The
finance frontier function (f) in fact indicates the maximum growth rate (g) that
can be achieved by the firm at a given profit rate (r) and at a given interest rate
(#); or, in other words, it indicates the minimum profit rate that is necessary"to
achieve a certain growth rate at a given interest rate. Although the model was
originally designed to support the institutionalist view of a “capitalistic” manage-
rial firm maximizing long-run growth instead of short-term profits (see for example
Shapiro 1990), it is also a marked feature of the socialist economic system, where
important elements of firm behaviour were growth and expansion.

The socialist business environment was characterized by soft financial con-
straint. This typical socialist “disease”, according to which firms" behaviour was
9Beside positive rates of GDP growth and non-increasing unemployment, and a rising trend in

the production of investment goods—its real growth being 13.5 percent in 1994 (Bank of Slovenia
Monthly Report, 12/1995, p. 54)—may also be considered an indication of economic revival in the

Period since 1993.

1014 is significant that the Slovenian transition has been, from the very beginning, accompanied
by a permanent surplus in the current account of the balance of payments. As a rule the trade
balance deficit (surplus only in 1992) has been compensated by the surplus in the export of

Services,
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not constrained by their financial position, was first identified by J. Kornai and
termed by him the syndrome of soft budgel constraint (see for example Kornai
1986). Under socialism the viability and growth of firms were not preconditioned
by their rational economic behaviour and this was one of the main causes of their
economic inefficiency, technological backwardness and their structurally unadjusted
production.!! There were several forms of direct or indirect state support on which
socialist firms could always count. Kornai (ibid.) defined four ways by which the
budget constraint of socialist firms was softened: (1) subsidies granted by national
or local governments on the basis of lobbying, etc.; (2) taxation, when its rules
were subject to bargaining and political pressures and when the fulfilment of tax
obligations was not strictly enforced; (3) credits, granted when the terms of repay-
ment were vague and when postponement and rescheduling of debt service were
a regular practice; (4) cost-plus pricing, whereby a firm could promptly adjust to
cost increases by raising its prices.

In Slovenia (which was then a part of federal Yugoslavia) access to favourable
credits was the most usual form of soft budget constraint. Enterprises could get
loans at favourable terms which they actually never repaid due to rising inflation.
According to Ribnikar (1987) soft credits combined with cost-plus pricing proce-
dures were the fundamental source of inflation in the Yugoslav socialist system.
The economic background of remarkable growth rates was therefore thoroughly
unsound. The resulting structural disproportion was covered up in a variety of
ways. The loss-making enterprises were bailed out by joint credit arrangements
with banks (often controlled by these same loss-makers), and by local, regional and
federal authorities. Additionally, there was a widespread phenomenon of interfirm
crediting. Instead of paying their suppliers from their funds, firms in liquidity
troubles issued bills of exchange and other promissory notes which then circulated
as money substitutes. Beyond the banking sector there thus evolved a vast sys-
tem of endogenous money creation which speeded up inflation and covered up the
structural and social problems of the economy.!?

In Lavoie’s model the finance frontier of a firm, as the relationship between its
profit rate and the rate of growth, is determined by the interest rate (¢) payable on

1n a socialist economy “profitability must not play a decisive role: entry, exit, expansion and
contraction of the firms does not depend on profitability but is decided by the higher authorities
applying other criteria. A loss-making firm or a whole sector can survive indefinitely, pmvided
that the higher organs of the State want it" (Kornai 1986, p. 13).

12From the Yugoslav perspective endogenous money creation was also a way of alleviating th¢
inherent ethnical problems of the multinational state. The “balloon” inflated by money substitutes
exploded in the second half of the 1980s with the collapse of one of the most fast growing and,
apparently, financially sound Yugoslav enterprises. The ensuing financial crisis exacerbated the
previously latent ethnical conflicts which led to the final disintegration of Yugoslavia in the early
1990s. Similar developments, although on a much larger scale, also took place in the Soviet Union-
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the firm’s capital, and by the admissible leverage ratio. Lavoie derives the finance
frontier function from the equation

I=(P—iK)+q(P - iK) (1)

showing the firm’s investment (I) to be financed with its retained profits (P —iK)!3

and with borrowed capital, the latter being a multiple of the current level of its
retained profits (¢(P — i¢A')). The multiple ¢ is a proxy of the leverage ration (i.e.
the ratio of the external funds to the retained earnings) and is, according to Lavoie
(1992, p. 111), determined by the interaction of the lender’s risk as perceived by the
banks and of the borrower’s risk as perceived by the managers of the firm. Dividing

the equation (1) by K we get

I/K = (14 q)(P/K 1)

Taking into account [/K = g and P/K = r, and rearranging them, we obtain

r=i+g/(1+9) (2)

Equation (2) represents the firm’s finance frontier function, which shows the
relationship between the rate of growth (g) of the firm and its rate of profit (r).
In diagrammatic presentation the leverage ratio (¢) determines the slope of the
finance frontier function (see for example f; in Figure 1) and the interest rate ()
is its intersection with the y-axis.!4

If we transfer Lavoie's concept to the socialist economic environment, we
can say that a typical socialist firm was faced with a lowly positioned and flat
finance frontier function (see f, in Figure 1).'®> Real interest rates were low or
(in socialist economies with high inflation) even negative. In addition, accessible
leverage ratios were high, because the banks were under the control of political
authorities and granted, under political pressure, credits even to unprofitable firms.
Socialist firms were therefore able to grow at relatively high rates in spite of having
low or negative profit rates. This means that their growth was mostly financed
with the funds provided by the “generous” banking system. Although, in normal
circumstances, combinations of profitability and growth below the finance frontier
cannot be attained, socialist firms often lived even in the area below f, (light shaded

13Retained profits are total profits (P) reduced by interest payments on capital borrowed
through loans or bond issues (iK).

R higher interest rate pushes the firm'’s finance frontier upwards, and this requires the firm
to achieve a higher profit rate to sustain a given growth rate. A higher leverage ratio reduces the
Steepness of the function and enables the firm to attain a desired growth rate at a lower profit
rate,

lsFi_qurc ! in this section and Figure 2 in the next section are adapted from Lavoie (1992,

Pp. 112, 117).
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area in Figure 1). This was mostly the case with the so-called “political” factories,
whose existence was supported by the political authorities and sustained through
extensive subsidies, tax exemptions and other forms of soft budget constraint. The
position of f, in Figure I is based on the negative real interest rate levels and soft-
credit availability. Taking into account all other forms of soft budget constraint and
reformulating Lavoie’s model accordingly would make the typical socialist finance
frontier curve even more flat.

Fig. 1 The strengthening of the financial constraint

In the post-socialist business environment the finance conditions have changed.
After the collapse of socialism the banking system liberated itself from political pa-
tronage. Consequently, in the initial stage of transition interest rates went up,16
criteria for granting loans became very restrictive, and enforcement of credit obli-
gations was made effective through legal sanctions. At the macro level the in-
creased financial discipline caused more confidence and this led to the stabilization
of the financial system in general. At the firm level financial constraint was thus
strengthened. In Figure I the hardening of the financial constraint of firms in the
post-socialist period is illustrated by an upward shift of the finance frontier curve
(here a straight line) and by the expansion of the shaded area (by the dark shaded
zone) which is not accessible to firms. A typical finance frontier curve faced by
the post-socialist firm is highly positioned and steep, determined by a high averagé
interest rate and by a low admissible leverage ratio (see f; in Figure 1). In additio?
to high interest rates and restricted credit availability, restrictive fiscal policy has
reduced subsidies and other forms of soft budget constraint.

16For real interest rates in post-socialist Slovenia see row 5 in Table 1.
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The changed business environment has considerably affected the firms' con-
duct. Since the positions under the finance frontier curve in a normal economic
system cannot be sustained, it is obvious from Figure I that the “viability zone”
of firms (above f;) is, in the transition, much more restricted than it used to be
under socialism. For an ex-socialist firm to attain the desired rate of growth a
much higher level of internal accumulation and profitability is necessary than in
the pre-transitional period. The hardened financial constraint has also been a
major obstacle in the process of economic restructuring. Due to severe finance
conditions the restructuring of enterprises has mostly been concentrated on their
internal organization and lay-offs and much less on investment programmes. Struc-
tural adjustment of the economy depends on investment. Weak investment activity
is therefore an additional explanation for the sluggishness of industrial restructur-
ing in the early stage of transition and for the continuation of structural distortions

inherited from the socialist system.

The duality of the post-socialist corporate sector

The viability of ex-socialist enterprises

The socialist economies were composed of large state-owned or socially owned
enterprises with several hundred employees.!” An important objective of the so-
cialist authorities was the maintenance of long-term full employment and large
enterprises (“corporations”) were considered the most appropriate in this respect.
Although socialist “corporations” had political rather than economic backgrounds,
many of them exhibited surprisingly high growth rates, particularly in Slovenia.

The corporate sector, composed of ex-socialist “corporations”, has retained
considerable importance in many post-socialist economies. In Slovenia all the large
enterprises (with more than 250 employees; see rows 3 and 4 in Table 2) are of
Socialist origin, whereas the majority of small- and medium-sized firms have been
established over the last seven years. Despite the “entrepreneurial wave”, which
has brought about the creation of 20,000 new firms during the last six years, the ex-
Socialist “corporations” still employ (in various industries) more than 50 percent of

7 In Slovenia firms were said to be in “social ownership”; however, this was in fact no more than
an original theoretical solution with no practical value. The firm was theoretically owned by the
Workers, although in practice it was unclear who actually owned it. The only advantage of such
A system was that firms and their management were relatively autonomous in economic decision-
Making in comparison with “classical” socialist systems with state-ownership. Consequently, the
Production of socially-owned firms was more responsive to the demands of the markets than the
Production of state-owned enterprise (which was determined by bureaucratic state plans). If there
Was financial trouble the budget constraint of a socially-owned firm was nevertheless softened by

the state.
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Table 2
The performance of Slovenian firms according to their size™

(1) (2) (3)
Number of Percentage of Percentage of Percentage of
employees firms employed total proceeds

in a firm

1992 1994 1992 1994 1992 1994

0- 50 91.60 94.94 10.05 17.11 21.16 30.13

51 — 250 5.96 3.79 27.06 28.66 24.36 24.42
251 - 500 1.43 0.79 19.00 17.80 17.16 13.90
over 500 1.01 0.48 43.89 36.43 37.32 31.55

100.00 100.00 100.00 100.00 100.00 100.00

(4) (5) (6)
Number of Percentage of Percentage of Percentage of
employees proceeds from profits loss
in a firm exports

1992 1994 1992 1994 1992 1994

0- 50 8.21 16.13 32.08 40.29 14.85 43.36
51 - 250 17.52 19.37 22.22 19.67 18.77 26.92
251 - 500 16.53 15.12 11.22 11.40 19.74 12.77
over 500 57.74 49.38 34.48 28.64 46.64 16.95
100.00 100.00 100.00 100.00 100.00 100.00

*The table is calculated on the basis of the official data of the Slovenian Agency for Payments,
Supervision and Information (calculation by the Business Analytical Service of the Faculty of
Economics, Ljubljana, 1996).

the currently employed labour force!® and provide nearly 65 percent of the Slovenian
exports (see columns 2 and 4 in Table 2). On the other hand, we see (column 6)
that they also have a 30 percent share in the aggregate losses of the economy.'’
Many ex-socialist enterprises, accustomed to soft budget constraint, have not been
able to operate profitably in the post-socialist business environment, characterized
as it is by restrictive monetary and fiscal policies.

According to their performance the ex-socialist enterprises in Slovenia can
be divided into successful, internationally competitive enterprises on the one side,

181t is significant that among the new firms there has been a large number of firms with zere
employees. In 1992 and 1994 their share in the total number of firms was 44 percent and 33
percent respectively.

19The share of ex-socialist enterprises in total losses has been considerably reduced in comp&’i'
son with the initial stage of transition when it exceeded 65 percent (1992). The reduction has bee?
achieved by the restructuring process and by the closing-down of many unprofitable “giants”.
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and unprofitable ones on the other. While the former have been undergoing the
privatization process, the latter have not been included in privatization schemes
at all. Most of the unprofitable ex-socialist enterprises are highly indebted and
have uncompetitive production programmes, outdated technology, and inefficient
management. Although they are economically not viable, their winding up remains
a delicate issue, because they employ a considerable share of the labour force.

The sectoral distribution of the Slovenian ex-socialist firms with respect to
their respective performances does not give a clear-cut picture. We can still say
that some of the best performing ex-socialist firms come from the pharmaceutical
and chemical industries and from the textile industry, while the most problematic
ex-socialist firms can be found in the sectors of machinery and metals, construction
and electronics.

The ostensible duality of the post-socialist corporate sector can be attributed
to the differences in the managerial experience which the firms accumulated under
socialism. This is particularly valid for those post-socialist economies which in the
past practised so-called “market socialism” (like Slovenia—which was at that time
a part of socialist Yugoslavia—, or Hungary) and where the managerial function
was not only a transmission of decisions taken at higher levels. In these economies
an individual firm’s management was much more autonomous when making eco-
nomic decisions than in command socialist economies. The managerial function
was more explicit and the firms varied in the quality and potentials of their man-
agement. Using the institutionalist theory of the firm, these interfirm differences in
managerial potentials can be illustrated by the dynamics of the expansion frontier.

Different ezpansion frontier levels of ez-socialist enterprises

While the finance frontier indicates the profit rates that are required to sustain
various growth strategies, the ezpansion frontier (e) associates with each growth
rate (g) the profit rate (r) that can optimally be realized. In principle, the position
and slope of a firm’s expansion frontier depend on the efficiency of its management.
According to Lavoie (1992, p. 115) the ascending portion of the expansion frontier
curve may be attributed to investment, which allows for the introduction of new
technologies, new products, etc. and thereby enables higher profit rates; its negative
segment is due “to the inherent difficulties of management in coping efficiently with
change and expansion” ( ibid.). The area above the expansion frontier curve is not
accessible to the firm. For a growth-maximizing firm the optimal position is at the
Intersection of the finance and expansion frontier curves.

In command socialist economies the production of state-owned enterprises
depended on the decisions taken in central planning bureaus. The managers of
€nterprises were administrators and had no discretionary power over the produc-
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tion and investment process. The result was technological backwardness of socialist
production. Socialist managers could be made to produce, but they could not be
compelled to innovate. In fact there were no incentives for the managers to be inno-
vative: income distribution was exogenously determined and the budget constraint
was soft. In the market-oriented socialist economies the situation regarding the
managerial function was different. Managers, although controlled by political au-
thorities (and chosen by political criteria), were relatively autonomous in economic
decision-making. Therefore many of them acquired a high level of managerial skills
and knowledge. The income distribution framework was more stimulating than
in command socialist systems and the firms could benefit from their successful
performance.

Consequently, in market-oriented socialist economies there were wide differ-
ences in the performance of socialist “corporations”. On the one hand, there were
mostly export-oriented enterprises with efficient managerial teams which continu-
ously carried out innovation in the production process in order to keep pace with
competition on the Western markets.?® These enterprises had highly positioned
expansion frontier curves (e.g. e; in Figure 2) and were able to expand with high
growth rates (g2). On the other hand there were enterprises with less capable man-
agers which relied on less demanding inner markets and therefore did not need to
be very flexible and innovative. Their efforts were mostly directed towards lob-
bying for state subsidies, tax concessions and other forms of state support. The
expansion frontier curves of these firms were low and declining (e;) but because of
soft financial constraint (f,) the firms were nevertheless able to survive and grow
(91)-

In the socialist economic environment the interfirm differences with respect to
managerial capabilities, innovativeness, and consequently in the expansion frontiers
had little relevance for the viability of enterprises. These differences were equalized
by mild finance conditions and by other forms of soft budget constraint which was

20Some authors today pay considerable attention to the historical dimensions of socialist and
post-socialist transition of Central and Eastern Europe ( Good 1994). The fact that socialist firms
in Slovenia exported to the Western European markets much more than firms from other Yu-
goslav republics was not only geographically conditioned (by its vicinity to these markets), but
also had historical precedents. The Slovenian people have always been economically closely linked
to Western and Central Europe. In spite of this the Slovenian transition belongs to the “endogé
nously driven transitions” as distinguished from “exogenous transformation”. A most notabl
example of the latter is East Germany which has experienced an “institutional transfer” fro™
West Germany since unification (Wiesenthal 1996). Other historical dimensions of the relatively
successful economic transition in Slovenia could be related with the former market-oriented socia!’
ist system. This is particularly true with regard to the fact that the entrepreneurial function W&
never completely suppressed (like in command socialist economies) and that socialist manager
as mentioned above, retained a considerable degree of independence in economic decision-making:
For more information about the historically rooted conditions of Slovenian economic developmcnt
and transition see Fink-Hafner and Robbins (1997), especially Chapters 2, 15, 15 and 17.
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Fig. 2 The expansion frontier curves

the most typical form of socialist income redistribution. However, in the post-
socialist business environment, characterized as it is by the shift from f, to f;
and by strong downward pressures on the expansion frontier curves (caused by the
collapse of domestic markets, reduction of government expenditures, etc.), these
differences have become crucial for the survival of enterprises. Since the positions
under the finance frontier curve are not accessible in the long run, it is obvious
from Figure 2 that only the enterprises with highly positioned expansion frontiers
can resist the restrictive post-socialist finance conditions. Other firms have little
chance of survival, unless they rapidly increase their profitability by pushing their
expansion frontiers upwards. Those ex-socialist enterprises which were in the past
exposed to foreign competition, and which have therefore got experienced managers
and access to the international market, have managed, mainly by switching to
the foreign markets, to offset the downward pressures on their expansion frontier
curves and to remain above the finance frontier. They are today in a much better
Position?! than those enterprises whose managers were in the past not under the
Pressure to innovate and/or whose losses were continually “socialized” through soft
budget constraints.

For Slovenia this view is supported by recent empirical work (Bole 1993)
jNhich shows that in the initial stage of transition (1991-1992) large enterprises
Increased the share of exports in their total sales by 19.4 percent, while at the
Same time the rise of exports of small firms was negligible.?? This impressive

—

" Here I exclude the current debates on the issue whether the exchange rate policy led by
the Bank of Slovenia is stimulating enough for exporters or not. The fact is that from a longer
Perspective only those socialist firms which have been able to sustain their shares on the Western
Markets have remained technologically competitive.

21, the post-socialist period small firms, which were typically absent in socialism, have appeared
On a massive scale. However, they are mostly concentrated outside manufacturing, being in the
trade sector, where they search for profit opportunities by importing consumer goods but do little
Yo promote the export of domestic goods.
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extent of “market switching”—that is, replacing the collapsed Yugoslav market with
the Western markets—has mostly been due to those ex-socialist enterprises which
gained experience on the international markets before the transition. Therefore,
after the collapse of the Yugoslav market, their managers were quick to restructure
production and expand their markets abroad. On the other hand, those ex-socialist
enterprises which had under socialism entirely depended on the inner markets, state
military expenditures, etc. have remained passive throughout the transition; their
managers have been unable to adjust to the new circumstances.

The dual character of the post-socialist corporate sector which has emerged
in the changed post-socialist business environment, can thus be explained by the
differences in the accumulated managerial experience and in the attained level
of international competitiveness of ex-socialist enterprises (both categories being
the determinants of their expansion frontier functions). In Slovenia, and in those
ex-soclalist countries which used to pursue “market-socialism”, these differences
represent a development which began in the past on the basis of the behaviour and
performance of socialist enterprises.

Policy implications

The unprofitable elements of the post-socialist corporate sector (composed of
those ex-socialist firms that have remained in the zone below f;) pose some dilem-
mas for economic policy. In attempting to alleviate the situation of the unprofitable
ex-socialist enterprises economic policy has two options: (1) It can help them to
push their expansion frontier curves upwards, which means increasing their effi-
ciency and profitability. This can be achieved by actively supporting the processes
of restructuring and privatization. (2) It can selectively lower the finance frontier
curves of the unprofitable enterprises thus loosening the financial constraints con-
fronting them and expanding their “viability area”. This can, for example, be done
by subsidizing interest payments or by providing state guarantees for bank loans
to these enterprises. In reality there is often a combination of both types of mea
sures. (One can hardly design a good programme of active support for enterpris
restructuring without including some measures that relax the financial constraints
which firms have to face.) However, what is important is the strategic orientatio?
of economic policy and today it is widely agreed that this should be in favour ©
the first option.

Restructuring and privatization are the two essential processes of economi¢
transition necessary for increasing the profitability and efficiency of ex-socialis!
enterprises.’®> However, the unprofitable ex-socialist enterprises often remain pas

23With respect to privatization this is not necessarily true. For a critique from this e'.ta.ndp"i“t
see Rider (1994).
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sive as far as restructuring is concerned and try to continue the old practices by
concentrating on efforts to obtain—either directly or indirectly—funds from the
state budget. If this were to take place on a large scale, such softening of the
budget constraint would have serious budgetary implications and would tend to
destabilize the business environment. In this respect the behaviour of the unprof-
itable part of the post-socialist corporate sector is obviously in opposition to the
interests of the “healthy” part of the economy and its stable business environment

(see also Susjan 1996).

The strategic orientation: enterprise restructuring and aclive labour market policies

In Slovenia the majority of unprofitable ex-socialist enterprises have been
transferred to the so called Development Fund—a state institution specially de-
signed for solving the problem of loss-making ex-socialist enterprises.?* A lesson
taken from the past four year activity of the fund is that a distinction has to be made
between those unprofitable ex-socialist enterprises which are considered to possess
technological and other potential features necessary for survival and growth, and
those enterprises which are definitely not viable. The latter should in principle be
liquidated as soon as possible so as to prevent further accumulation of losses. With
the viable enterprises restructuring is necessary in order to activate their potentials.
The aim of the restructuring process is to push the firms’ expansion frontier curves
upwards to enable them to earn profits and start growing.

The restructuring of a loss-making but potentially solvent ex-socialist enter-
Prise, which is carried out either by the existing management (sometimes supported
by the Development Fund advisers and experts) or by a new managerial team (often
appointed by the Development Fund), has to be centred on three main parameters:
(1) output (product), (2) organization (employment), and (3) investment (technol-
ogy).
1. One of the most important ways of output restructuring is product in-
Novation. New products enable a firm to expand its markets and this pushes the
€Xpansion frontier outwards.

2. Expansion of the market can also be pursued by introducing organizational
Changes. In order to expand existing markets and to conquer new markets a mar-
keting department is usually set up and distribution network reorganized. Another
dimension of organizational change involves the reduction of costs. The unviable
Units of an enterprise have to be closed down and redundant elements of the work-
force laid off. Internal organization of the viable units has to be rationalized so as
to eliminate typical organizational inefficiencies inherited from the socialist system.

Again, this often leads to lay-offs.

* Similar institutions can be found in other ex-socialist countries (e.g. the Trevhandanstalt in
€rmany).
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3. Modernization of technology through investment in capital equipment
and/or R&D is necessary to increase the profitability and competitiveness of the
enterprise and to secure its long-term future. Investment is related to product
innovation.

Experience shows that enterprise restructuring in Slovenia has been centred
on organizational changes, with lay-offs being the most widespread method of adap-
tation (Mencinger 1995). Product innovation has been less intensive and invest-
ment has definitely been the weakest point.?® This is consistent with the findings
of Carlin et al. (1995)—namely, that in Central and Eastern Europe there is little
evidence of “deep restructuring”. The restructuring process has remained shallow
for several reasons but the most important of these is the absence of a significant
increase in investment.?® The most likely explanation for this seems to be the
lack of internal and external investment funds (caused by the increased stringency
attached to financial conditions) and the lack of capable managerial groups.

Apart from the lack of investment funds and experienced managers there have
been two other, sporadic obstacles to the “deepening” of the enterprise restructuring
process. The first stems from the fact that large unprofitable enterprises have still
not been privatized. Therefore the workers or workers’ councils of these enterprises
feel that they are the “owners” of the capital assets and thus they attempt to block
management by organizing strikes, etc. They are reluctant to accept any active
restructuring measures because they fear for their jobs. It very often happens that
managers and not workers are the ones that have to leave the enterprise.?”

Another impediment to the restructuring process of the ex-socialist enter-
prises has been their “wild” privatization. “Wild” privatization of an ex-socialist
enterprise is usually carried out by a group of its managers who set up a private “by-
pass firm” to the socially-owned enterprise. The profitable part of its production
programme—involving technological know-how, established business relations and
a distribution network—is then gradually transferred to the new private firm.?

25The empirical evidence of weak investment activity can be found in the data which refer t0
the production of investment goods. In the initial years of transition in Slovenia the production ©
these good was constantly declining by 20 percent p.a. on the average. The falling trend was made
to slow down in 1993 and finally reversed in 1994 (Bank of Slovenia Monthly Report, 12/1995
p. 54.).

26 An exception to this is the enterprises that have been acquired by foreign multinationals and
thus received necessary investment capital. In Slovenia, for example, a large ex-socialist firm in
the chemical industry was bought by a transnational corporation which invested in the complet®
reorganization of the firm's technology and production.

27 Again, this is consistent with the findings of Carlin et al. (1995): “Since undertaking restri¢”
turing generally entails cuts in employment and the shedding of social assets by the enterpris®’
the losers from restructuring will oppose it and will attempt to mobilize support to threaten b °
job of the manager” (p. 428).

?8In a brief period immediately after the secession from Yugoslavia, several newly establis}‘cd
firms took advantage of an ex-federal law according to which costless transfers of capital We*
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The unprofitable production, together with the majority of workers and all the
debts, remain the burden of the “social” enterprise; during this process the latter
has definitely become an unviable empty shell.?® :

Since rising unemployment has been one of the most pressing problems accom-
panying the process of enterprise restructuring, economic policy which supports the
restructuring process has given priority to active labour market measures. These
measures comprise (a) retraining and education programmes, (b) facilitating the
matching process in the labour market (including the establishment of an adequate
system of unemployment insurance which should temporarily offset the shock of
losing a job, while not weakening the intensity of the job-search process), and (c)
assistance in creating new jobs.3’

A segment of the labour market to which not enough attention has been paid
Is the managerial labour market. As mentioned above, only the experienced man-
agers can undertake the restructuring of an enterprise and push its expansion fron-
tier upwards. Economic policy should therefore strive to improve the functioning of
the managerial labour market, both on the supply side (managerial education) and
on the demand side (defining incentive schemes and the position of management in
non-privatized enterprises).

Active support for enterprise restructuring also requires financial assistance
with regard to investment in new products and competitive technologies. In this
field economic policy runs up against the dilemma concerning the time when it is
appropriate to relax the budget constraint of post-socialist enterprises.

Possible between productive units. The law, which had originally been designed to contribute
to the restructuring of rigid socialist production, was later abolished, but “wild” privatizations
Carried out on its basis were not revised.

29 awild” privatization can only be prevented and stopped with more rigorous financial control.
At the end of 1994 the Slovenian Government authorized the Slovenian Agency for Payments,
Supervision and Information to check the past capital transfers of the ex-socialist enterprises. The
Agency has not finished its work yet, but its partial reports have already revealed considerable
dimensions of “wild” privatization. According to the data “social” capital has, in this way,
been reduced by 69.7 billion tolars (1.1 billion DM). Although severe retroactive measures have
been implemented in order to restore the value of “social” capital, not much can be expected
from this source. The phenomenon of “wild” privatization is closely connected with the old
Political nomenklature which has, in this way, regained strong economic positions and thereby
also political influence in the Parliament. There is therefore little hope for the retroactive laws
Concerning the past privatization procedures passed in the Parliament. The redistribution effects
of “wild" privatization will thus determine the new class structure of Slovenian society. According
to the typology of abstract attitudes to institutional changes in post-socialism (Miéoch 1992)
Slovenia could, in this respect, be ranked somewhere between the “radical liberal” and the “blind
Communist” orientation; these are characterized by tolerance or silent consent to the “stealing of
State property”.

*In a recent study on the analytical framework for designing active labour market policy, Calm-
Jors (1994) defines three basic subcategories related to this policy: (a) job broking to make the
Matching process more efficient, (b) labour market training to upgrade and adapt the skills of work-
ers, and (c) direct job creation through public-sector employment or private-sector subsidization.
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Softening the budget consiraint: an auziliary or “last resort” measure

Although the budget constraint of post-socialist enterprises has hardened (as
was indicated in the first section), the possibility of soft budget constraint in the
transition economies still exist. After all, even developed market economies with
democratic political traditions are not immune to such practices. Politicians in
developed market economies often intervene at various levels to bail out a firm
in financial trouble or to protect a certain sector from foreign competition. Post-
socialist governments are today exposed to similar pressures, but on a much larger
scale (Staehr 1994). In principle, the response to such pressures should be negative,
otherwise the post-socialist economies may relapse into the soft-budget-constraint
syndrome which would boost inflation and undermine the achievements of stabi-
lization (Kornai 1992).

However, in practice, cases can be found in which lowering the finance fron-
tier curve of an ex-socialist enterprise is considered justified. For this purpose it is
useful to follow Laki (1994) who evaluates the aggregate behaviour of ex-socialist
enterprises and their methods of adaptation to the transformational recession on
the basis of indicators of solution and of delay. At the firm level one can speak
of indicators of solution, when corporate management exhibits genuine efforts to
restructure the firm through product, marketing and organizational innovation. If
such a firm carries the burden of old debts which hinder its growth, then it is rea-
sonable that it is granted a favourable long-term loan or a temporary subsidy to
clear up the past and “start a new life”. At the same time, it has to be strictly
stipulated that it is a one-time measure and not a practice to be continued. Con-
trary to this, indicators of delay prevail if the firm’s management has no long-term
plans to restructure, innovate and invest and concentrates on methods such as late
payment of suppliers (forced crediting), production for stock, taking short-term
credits to finance working capital, non-payment of taxes and contributions, etc. in
order to delay the bankruptcy.®® No concession in terms of relaxing the budget
constraint should be given to such enterprises. They should be closed down as
soon as possible, because their methods of adaptation are likely to cause liquidity
problems to spread to other enterprises.

The closing down of unviable ex-socialist enterprises may, in certain cases,
cause considerable problems to economic policy-makers. In Slovenia one such en-
terprise often employs up to 80 percent of the active labour force of a particular
region. Although the least costly from a macroeconomic perspective, the liquidation
of such an enterprise would cause disastrous social consequences from a regional

31 Nasilowski (1995) speaks of the “wait-and-see policy” of state-owned enterprises. The latte’
count on assistance from the state and refrain from investing and modernizing their productiv®
capacity. Consequently, the existing productive apparatus is no longer able to produce compemi"e
goods.
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perspective. Again, here we are dealing with a legacy of the past system. Re-
gional (or local) specialization was typical of socialist economic systems. In many
cases socialist enterprises were designed (by the political authorities) to provide the
economic and social base of a particular region. The enterprise then ensured em-
ployment and was the regional tax base, thus indirectly providing the region with
a health service, education, culture, and housing. It was a social institution in the
first place and a production facility in the second place. Its production was assured
by state orders, so rational economic behaviour was not necessary. This type of
firm (also called a “political” firm or “political” factory) had the lowest expansion
frontier curves and after the collapse of socialism such firms were completely unable
to adjust to the new environment. They developed little technological and output
potential and that is why today they are hardly worth restructuring.

Even so, the liquidation of such enterprises is a delicate problem, particularly
considering the extensive employment function which these enterprises performed
for their environment in the previous system. Therefore, in order to prevent social
discontent in some of the most critical cases, the Slovenian government has de-
cided to take on the “lender of last resort” function and to postpone the inevitable
bankruptcy of these enterprises by giving them state guarantees for revolving bank
loans; these loans are then spent on workers’ wages and on the repayment of old
debts.?? Such “buying” of social peace in fact means lowering the finance frontier
curves of enterprises on a discriminatory basis, and it also represents a relapse into
socialist practice.3® In spite of its positive short-term role in alleviating social ten-
sions, resorting to such measures produces at least two negative long-term effects:
(1) it erodes the belief in the “fairness” of the system and (2) it tends to destabi-
lize the business environment by adding to the budget deficit; this is because the
repayment of loans granted to the unviable enterprises will sooner or later have to
be covered by the state budget. As a result of (1) the intensity of the restructuring
efforts is likely to diminish and firms in financial troubles return to the old practice
of lobbying for state guarantees. Since the transition from socialism is generally
coupled with political decentralization, such practice very often becomes intermin-
gled with regional interests that are opposed to the centre. The main question
addressed to the centre, of course, focuses on the reason why firms in some regions
are privileged in getting the guarantees. As far as (2) is concerned, any extension of

A giant bus and truck manufacturer in a north-eastern region of Slovenia is the most recent
and typical example of the “buying-social-peace” policy. In 1995 it was given state guarantees for
additional bank loans; however, due to its absolute uncompetitiveness on the international market
there was little hope that it would ever be able to repay these loans.

aasoftcning the financial constraints on unviable ex-socialist enterprises could be taken as an
element of gradualism in the overall radical strategy of transformation in Slovenia. According to
the institutionalist school this would be an example of “the impurity principle” (Hodgson 1988,
Pp. 254-256) with state guarantees and subsidies functioning as an atypical but necessary element

of the transformation process.
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the budget deficit has a negative impact on the fiscal and profit expectations of the
profitable firms in the economy and thereby on their investment. Running a larger
budget deficit may also arouse higher inflationary expectations and these put pres-
sure on the exchange rate and jeopardize the achievements of stabilization policies.
Another negative macroeconomic effect is that softening the financial constraint of
unviable ex-socialist enterprises through state guaranteed bank loans causes a bias
in the banking system against the financing of new, more profitable firms ( Perotti
1994). The reason is that the repayment of state guaranteed loans is absolutely
secure while this is not the case with the financing of other ventures. This effect is
also observable in Slovenia.

The issue of softening the budget constraint of unviable ex-socialist enter-
prises should therefore be approached very carefully; it is no use offering general
solutions when firm-specific or region-specific solutions are vital. Credits to such
enterprises should be limited and strictly supervised, possibly granted in sequential
parts related to the fulfilment of certain conditions.

The consequences of the hardened budget constraint are sometimes described
in terms of Schumpeter’s concept of creative destruction (Kornai 1992). Bankrupt-
cies of firms that are incapable of surviving in the changed business environment
represent a short-term cleansing of the economy which is painful but healthy; it is
healthy because it leads to long-term advantages such as renewal and reorganization
of production, technical progress, innovation and growth. One of the problems for
economic policy-makers is that the cleansing process lasts longer than their politi-
cal mandate and thus it is very difficult to persuade the electorate that the present
cuts in employment are a precondition for lasting advantages which should occur
sometime in the future. This is particularly true of regions which, as described
above, gravitate towards a single ex-socialist enterprise with no prospects of eco-
nomic survival. If this occurs, relaxing the finance frontier of such an enterprise
(for example, by state guarantees for bank loans) can also be seen as buying the
votes of the regional electorate for the next elections. If this practice gains broader
dimensions, we will then be able to speak of a “political business cycle” emerging
in a post-socialist economy. The economy would get on a cyclical growth path
determined by politically motivated stop-go policy measures which would prolong
the process of economic (and political) transition.®

34The phenomenon of “the political business cycle” was first perceived and analysed by M.
Kalecki who defined it within the framework of social and political changes resulting from the
governmental decision to maintain full employment (Kalecki 1943).
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Conclusion

The post-socialist change of the economic environment, which is characterized
by the hardening of the budget constraint, has differentiated the Slovenian post-
socialist corporate sector on the basis of the managerial capacities of ex-socialist
enterprises. We have seen that the origin of the differences in managerial capacities,
and consequently in the achieved levels of the enterprise expansion frontier, can be
traced back to the behaviour of socialist enterprises in market-oriented socialist
economies.

Under socialist economic conditions these interfirm differences in the quality
of management were rendered unimportant for enterprise viability due to vari-
ous forms of soft budget constraint. In the post-socialist economic environment,
however, the successful performance of management—measured by the product,
marketing, organizational and technological innovation which determine the ex-
pansion frontier level—has become crucial for enterprise viability and growth. The
transition period is characterized by a hardening of the budget constraint; never-
theless, the demands by firms for state assistance are extremely strong and thus
the government has to be very careful not to relapse into the old socialist practice
of overall subsidization. The strategic orientation of economic policy should be
directed towards pushing up the expansion frontiers of firms. Only in exceptional
cases should the government relax the finance frontier of a firm. In due time, when
the banking sector perceives that the profitability and growth of firms originate
from a sound economic basis and business confidence improves accordingly, the
stringency of finance conditions in post-socialist economies can be relaxed in an
appropriate manner. However, these conditions will never again reach the “soft”
levels that they used to have under the socialist economic system.
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EVALUATING HUNGARIAN INCOME INEQUALITIES:
THE ROLE OF LABOUR MARKETS AND SOCIAL POLICIES

I. GY. TOTH

Introduction

Despite the fact that Hungary (compared to other post-socialist countries)
had some comparative advantages in terms of economic liberalisation and reforms,
the systemic change has been accompanied by a deeper and longer than expected
“transformational recession” (Kornai 1993). Structural adjustment in the economy
has generated increasing social problems: namely, a marked increase in unemploy-
ment, a decline in real wages, and increasing poverty.

Inequalities were expected to rise, at least temporarily, during the transition
“From Plan to Market” (as one of the most recent evaluations of the end-century
Central and Eastern European adventure ( World Bank 1996) refers to it). However,
inequalities were not just expected to widen: the growth of wage and income differ-
entials was also considered to be among the crucial requirements of an environment
attempting to foster more efficient resource allocation.

The anticipation of the Hungarian pioneers seemed to have passed by 1996:
some other post-socialist countries have now caught up with Hungary in terms of
Institutional reforms and have been able to show higher growth rates over the past
two years. The main elements of systemic change are now in place and it is time for
the assessment of achievements. Little is known, however, about the actual range
of income inequalities in the post-socialist countries. This study aims to provide
a contribution to the better understanding of the growth, extent and nature of
income inequalities in Hungary, as seen from an international perspective.

It is divided into two parts. In the first part a short description of two im-
Portant factors shaping inequalities will be outlined. The effects of markets—in
particular the labour market—will be described, as distinct from the role of state
redistribution. The second part of the paper moves onto more shaky ground: Hun-
garian income inequalities will be placed in an international context. Differences
between, and similarities to Western and Eastern counterparts will be described.

An earlier version of this paper was prepared with the help of a grant received by TARKI from

the PHARE PMU in Budapest (grant No: HU 9209-03-01-L1).
The author is grateful to Michael F. Forster and Péter Szivds for their valuable comments on the

€arlier draft.

0001-6373/95/$5.00 © 1996 Akadémiai Kiadd, Budapest
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For reasons of lack of space, this study contains only “telegraph-style” glossaries
with regard to the data-sets used and methodological terms expressed in the an-
nexes.

The two most important factors shaping income inequalities: labour markets and
social policies

There are two major determinants of income inequalities. One focusses upon
the allocation of jobs and earnings possibilities through the labour market, and the
other is concentrated around the redistribution of taxes, through the state budget,
from those having higher incomes to those having lower incomes. This section
attempts to shed some light on these factors that contribute to the shaping of
income inequalities.

Labour market developments: a fundamental change in labour market participation

There have been four important developments in the labour market since the
early nineties:

— There has been a dramatic decrease in economic activity (most notably,
participation rates have fallen by an unprecedented magnitude).

— A substantial increase in unemployment was experienced between 1990
and 1993: the ILO unemployment rate peaked at almost 14 percent in February
1993.

— The share of the private sector in employment has also increased. The
increase, albeit taking place under the circumstances of relatively shrinking overall
employment, has been dynamic, climbing above two thirds of total employment by
1996.

— Shifts in formal employment patterns have been accompanied by a growth
of the hidden economy, bringing unfortunate consequences for financing and the
operation of social and economic policies.

The most striking feature of the effects of the transition on the labour market
has been the drastic decline in employment. While GDP dropped by almost a fifth
of its 1989 value, employment also dropped by more than 13 percent in the first
four years after 1989. Between 1989 and 1993 more jobs were destroyed than
were created in the whole of the previous communist period. (Timdr 1994) Some
of these important trends can be traced in Figure I. This phenomenon was also
accompanied by a sectoral change in employment (a 50 percent drop in agriculturaI
employment, a 25 percent fall in industry and construction, while employment ip
the tertiary sectors increased substantially in all areas except trade and transport)-
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The most impressive increase took place in financial services, this being an effect of
the banking reforms in the second half of the 1980s. Although the sectoral change
resembled a rapid modernisation of employment structures, a closer observation
raises doubts. The large drop in agricultural employment was mainly a result of
the privatisation of co-operatives and also of their subsidiary units which carried
out industrial activities and services. Consequently, the increasing share of services
which occurred mainly because of the drop in tertiary employment was not as great
as in other sectors of the economy. This increased further in 1996. (Boeri and Scott
1996)
Part of the fall of employment appeared as an increase in unemployment. The
build-up of open unemployment started in the 1980s in Hungary; however, until
1990 it remained fairly low, not exceeding 1 percent of the economically active
population. In this period the number of vacancies still exceeded the number of
registered employed. The dramatic increase in unemployment rates (to 8.2 percent
by January 1992, and to 13.6 percent by February 1993) started in the summer of
1990. The rise of unemployment, however, was only partly caused by increases in
dismissals and enterprise shutdowns (Micklewright and Nagy 1994). Moreover, the
capacity of the economy to absorb those outside the labour market was very low.
Therefore, long-term unemployment rapidly increased. In 1995 over 40 percent of
those unemployed had been jobless for more than a year. (Csaba 1995)

The rise of unemployment, though rapid and unprecedented, did not offset
the fall in employment. Between January 1990 and January 1995, the employed
Population fell by more than 1.4 million, while unemployment increased by ap-
Proximately 500 thousand. These two trends resulted in a drop of more than 900
thousand in the economically active population. The size of the active-age pop-
ulation remained largely the same, so this drop was not a result of demographic
trends. The growth in inactivity was primarily due to social policies which lowered
¥3bour market supplies through increased education enrolment and an easier entry
Into the pension system. This characterised the developments in 1990 and 1991.
Then, in 1992-1994, economic inactivity also spread among those of active age, and
this became the most important source in the growth of inactivity. (ZTable 1)

The dynamics of the increase in the private sector were impressive. While in
1989 the share of private sector employment was some 10 percent, it increased to 14
Percent by 1991, then leapt to almost 50 percent by the beginning of 1993. In 1996,
Private or partly private forms of employment already constituted more than 60
Percent of total employment and over 70 percent of employment in the competitive
Sector (Bedekovics, Kolosi and Sik 1997). The increase of the share of the private
Sector in total output was even more impressive. Already in 1992 approximately
44 percent of the GDP was produced by the private sector (TARKI-GKI 1994).

Tivate sector output was largest in trade and agriculture, while in mining, energy,
edllca.tion, and health it was below 5 percent. Meanwhile, private production in
Manufacturing climbed above 40 percent. Some analysts show the share of the
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Table 1
Reasons for exit from the labour market 1990-199/
(changes in 100 respondents, composition as a percent of total exits)

1990 1991 1992 1993 1994

Population, in thousand 10375 10355 - 10337 = 10310 - 10277
Economically active population 5495 5404 5202 5015 4767
of which: employed 4984 4869 4462 4098 3937
unemployed 24 100 406 663 632

Annual exit to inactivity*
persons (in 1000) 135 232 212 264 232
persons as a percent of labour force 2.5 4.3 4.1 5.3 4.9

Components in percent
Decrease of employed pensioners

above retirement age 39.3 43.5 37.7 20.5 17.2
Increase of pensioners of active age 23.0 27.6 9.0 7.6 10.8
Increase of students of active age 26.7 125 8.0 4.5 1.3
Increase of inactive persons of active age 3.0 9.9 46.2 66.7 69.8
Increase of those working abroad 8.1 6.5 -0.9 0.8 0.9
Total 100.0 100.0 100.0 100.0 100.0

*Exit from employment or unemployment to economic inactivity
Source: Labour force accounts; own computations

private sector in GDP as being above 70 percent in 1996. (EBRD 1996)

The organisational change (and, sometimes, chaos) of an economy in tran-
sition has resulted in a growth of the hidden economy. Estimates about its size
prove that if the 1992 GDP had included the hidden economy, it would have been
16 percent higher than published figures. This clearly indicates an increase from
11.2 percent in 1980 and 12.6 percent in 1990. However, since some parts of the
hidden economy are estimated within the officially published GDP, this 16 percent
is only part of the story. The total GDP was approximately 29.6 percent higher
in 1992 than the “documented” or “exposed” GDP since the official GDP estimate
contains already some part of the hidden economy. (Arvay and Vértes 1993) The
shrinking of the revenue base certainly undermined the ability to finance social
policies, given that contributions can be levied only on visible incomes. Further-
more, since continuing social commitments require a permanent flow of revenué
taxes on legal activities have to be kept high; this certainly has a harmful effect oP
the competitiveness of the Hungarian economy.

The above-mentioned developments have had some micro and macro Jevel
consequences. Concerning the micro world, a drastic polarisation of employment
opportunities has taken place and there has been an increasing dispersion of wag®
and income inequalities. As for the macro consequences, the growth of inactivity

Acta Oeconomica 48, 1996



REVIEWS 419

and non-employment in general have together presented a very difficult dilemma
for the financing of social policies. In 1995 for every one hundred employed persons
we can find one hundred and sixty three to be supported; this represents a serious
burden for the employed persons. (Figure 2) The increase in non-employment was
the largest among the Central and Eastern European countries. This may also
explain, at least partly, the difficulties the Hungarian economy now faces when

looking for ways of recovery.

Polarisation of employment opportunities

Although less emphasised by labour economists and sociologists, harsh selec-
tion processes have been taking place in the employment opportunities open to the
Population. Skills and personal strategies that may have been successful in pre-
transition Hungary have had to be re-valued; some combinations of personal assets
have been devalued, while others are now valued more than previously. It seemed
quite clear right at the outset of the transition that the selection process would oc-
cur systemically rather than simply randomly, and also along clearly defined social
dimensions.

The first important characteristic that should be noted here concerns the
mechanisms of labour market adjustment. The composition of those being driven
out of the labour market differed markedly from those who were able to remain
there. Earlier it was assumed that the restructuring would take place in such a way
that employees of the shrinking public sector would be able to shift to the private
sector after experiencing some spells of unemployment. However, this did not
Prove to be the case. Most of the movements from the public to the private sector
Were direct job-to-job shifts (Boeri 1994; Koll¢ 1993) and both ownership sectors
Were net contributors to the unemployment pool in 1991-1995. Those driven out
from the labour market may or may not have experienced spells of unemployment,
and most of them ended up in inactivity. They were either supported by some of
the social policy systems (e.g. early retirement, maternity benefits, etc.), or they
became an additional burden on the active members of their households.

Insights into the nature of inflows, outflows and exclusion in the labour market
are provided by information drawn from 1993 panel data shown in Table 2, via the
Hustration of the social characteristics of the employed, unemployed, and inactive
Population. More interestingly, the data illustrate the characteristics of those who
Moved between sectors. The figure shows the respective divisions according to
Women, age and education in the various sectors, and also the proportions of those
Who changed sectors.

The respective stocks of those working in the public or private sector in terms
of average age or years of education did not differ very much. The unemployed were
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Table 2
The social characteristics of individuals in the labour market, 1992/1993

Observed Share of Average age Finished school- n
population women (years) years (average)  (weighted)
Stock (March 1993)
Total active age population 50.3 37.70 10.57 2610
Public sector 59.1 37.72 11.32 917
Private sector 46.4 37.32 11.24 673
Unemployed 34.7 36.56 9.90 291
Flows (between April 92 and March 93)

From public to private 52.8 38.0 11.0 212

of which: “privatised” 51.8 38.4 10.9 170

“mobile” 56.7 36.4 11.4 42

From unemployed and inactive

to private 56.4 30.5 10.9 56
From private to public 58.0 38.2 11.0 107
From private unemployed

and inactive 39.9 40.7 10.0 82

N = 2610

Source: Hungarian Household Panel, own computations

younger and much less educated than the other groups. The share of women—and
this seems to be a peculiarly Hungarian phenomenon—were much lower among the
unemployed (35 percent) than that of men, and were more concentrated in the
public sector (which showed a high share of women at almost 60 percent).

Comparing the characteristics of the people flowing from one sector to the
other with the respective characteristics of the population stock of the overflow
sector, one can see that the people changing from public to private firms were
younger and somewhat more educated, with women being under-represented. On
the other hand, people working in firms which became privatised were somewhat
older and less educated, with women being even more under-represented.

Flows from the unemployed and inactive to the private sector were charac
terised by a larger share of women (56 percent), by the better educated, and bY
the younger. (For example, the average age of these “lucky” unemployed was som®
six years lower than the average age of the unemployed in general.) Generally, the
road from the private sector led mostly to unemployment and inactivity. MostlY
male, the lower educated, and older persons travelled that road.

Further flow analysis (not shown in Table 2) reveals that flows according '©
type of settlement seemed to favour those living in Budapest, while persons living
in villages and other rural areas had more chance of becoming unemployed.
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The risk of unemployment differed widely by social strata. (Scarpetta and
Torres 1995) The most vulnerable groups were the young, the unskilled and gypsies.
Their unemployment rates were significantly higher than the average throughout
the period. Rates of unemployment for females are not higher than male unem-
ployment rates. This quite peculiar feature of Hungarian unemployment can partly
be explained by the differential rates of job destruction in “male” and “female”
industries, by the wide range of maternity benefits available, and by differential
rates of inactivity.

More recently, the number of unemployed has gradually decreased. By 1995,
the registered unemployment rate had decreased to approximately 10 percent, with
520 thousand people registered as unemployed. Although some signs of economic
recovery appeared in 1993-1994 (the fall in GDP slowed and industrial produc-
tion in some sectors unexpectedly increased) it was not the main reason for the
decrease in the number of registered unemployed. As a result of some legislative
changes in unemployment policies (including several cuts in the duration of benefit
eligibility between 1991 and 1994), an increasing number exhausted their eligibility
for unemployment insurance benefits. Chances for re-employment were higher for
the young and mobile, for males, and for higher-skilled persons. The chances of
becoming inactive seemed to be determined respectively by gender and educational
levels. Women were more likely to become inactive than men, especially those with

a lower level of education.

The dispersion of earnings and marketl income inegualilies

The differential chances of remaining in the labour market also determined
earning possibilities. The earnings of those who were able to stay permanently
in the labour market increased much more than earnings of those who had only
.tempora.ry employment (76th 1997). However, the fall of the real value of market
Incomes in general was bigger than the fall of the real value of social insurance
benefits (most notably pensions) (Bedekovics, Kolosi and Sik 1997).

In general, the dispersion of earnings grew significantly during the transition.
pccupational status seem to be a very important determinant for wage differentials:
In 1994 the average for non-manual workers was approximately 70 percent higher
than that of manual workers. Wage differentials by gender were also marked: male
Wages tended to be approximately 23 percent higher than female wages on average.
(KSH 1995)

Structural changes in employment were paralleled by shifts in the income
Composition of households. During the transition, in general, the number of house-
_holds receiving primary market incomes increased and the role of market incomes
I the income package of households decreased. While in 1992 market incomes
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Table 3
Dispersion of various types of incomes in Hungary, 1992-1995

1992 1993 1994 1995 1996
GINI  recipient ~ GINI  recipient = GINI  recipient GINI recipient GINI  recipient
households, households, households, households, households,
percent percent percent percent percent
market incomes 0.4656 84 0.4707 80 0.4993 78 0.5064 78 0.5012 80
other non-public incomes 0.6433 16 0.6872 21 0.7190 21 0.6889 16 0.6584 19
pre-transfer incomes 0.4717 87 0.4796 81 0.5045 82 0.5101 81 0.5041 83
public social transfers 0.3727 39 0.3561 42 0.3657 42 0.3666 44 0.3791 42
social insurance benefits 0.3179 72 0.3523 75 0.3539 (i3 0.3611 71 0.3789 71
pre-transfer incomes +
public social transfers 0.4512 88 0.4555 83 0.4789 85 0.4870 84 0.4842 85
total household incomes 0.2950 100 0.2775 100 0.2947 100 0.3162 100 0.3085 100

Note: Gini coefficients in this table show the concentration of non-zero equivalent incomes of households (e = 0.73)

Source: Téth, forthcoming
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accounted for some 63 percent of total household incomes, they fell below 60 percent
by 1995. This was mostly offset by the increase of the share of pensions, especially
old-age pensions. In 1996 it seemed that the shares of various incomes in total
household incomes had stabilised. Therefore, the overall tendency appears to have
been that the deteriorating balance between market and non-market incomes had
not worsened further.

The dispersion of the market incomes of households increased by some 10
percent in the period 1989 to 1995, as shown by the values of the Gini coefficient.’
This change was dominated by an increased dispersion of earnings, while compara-
tive figures for cash property incomes showed the reverse. If all pre-transfer incomes
(i.e. market incomes and non-public inter-household transfers) are taken together,

then the dispersion also increased, from 0.47 to 0.50. ( Table )
Trends in market incomes also appeared in the income differentials of house-

holds. Previously, income inequalities were more compressed in Hungary than in
OECD countries. However, with the liberalisation of wage policies, inequalities
among different social strata increased. The ratio in mean incomes of the upper-
most decile to that of the lowest decile increased from 3.8 in 1982 to 5.2 by 1991.
From 1991 to 1994, the ratio increased further. In 1996, households in the highest
decile (as measured by per capita incomes), shared well over seven times more than

the lowest decile (Bedekovics, Kolosi and Sik 1997).
As a summary, it should be concluded that the most important division lines

were drawn between labour markets and those being excluded. These trends had
their consequences on the earnings and income positions of the various households.
Further analysis of these trends will be given in the section below on poverty and

Inequalities.

The role of social policies in shaping income inequalities

! In addition to market trends, social policies also played an important role
In shaping inequalities. Most of the current social welfare benefits were developed
In Hungary during the socialist era. Among them, the cash programmes include
Pensions, family leave and bonuses, sick and disability pay, some limited needs-
based welfare payments, and, more recently, unemployment insurance. Their scale
and scope were based upon a centrally planned economy, in which most prices

'An easy interpretation of Gini coefficients can be seen in the graphical representation of
Loren curves. If cumulative population shares and their camulative income shares are presented
as Lorengz curves, the Ginis are defined as the areas between the curves and the line of perfect
¢quality (45 degrees), as the ratio of the whole triangle. The value of the Gini ranges between
0 (total equality of incomes) and 1, when all incomes are concentrated in one person in the
Population, Thus, Ginis above 0.4-0.5 show relatively high inequalities.
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were controlled, and substantial subsidies were granted throughout the economy.
In addition to these points, the health and education services were financed and
provided for free by state (governmental) agencies, and significant fiscal support was
granted to the housing sector as well. Three aspects of change in this system will
be traced here: macro costs, income composition of households and the incidence
of social transfers.

Welfare expenditures

Despite the continued (though sometimes hesitant) efforts of government to
reduce and restructure the role of the state in the economy, the share of govern-
ment expenditures in the GDP remained fairly stable at approximately 57 percent
between 1990 and 1994. However, the transition brought a significant shift in
the structure of expenditures: government expenditures on economic services fell
dramatically, paralleled by a marked increase in the relative size of welfare expen-
ditures. Although expenditures on social protection fell in real terms (except for
social assistance payments), an increasing share of GDP had to be devoted to fi-
nancing social policies. While the country enjoyed less than one-fifth of the OECD
average GDP per capita, the social expenditure share in GDP climbed to about
1.4 times the OECD average by 1992. (Téth 1994; OECD 1995) Hungarian data
were, at that time, comparable in magnitude to the highest spenders in the OECD.
(Figure 3)

Part of the expansion of social expenditures may be attributed to the in-
creased demand for social policies, regardless of the effects of the transition: e.g-
demographic challenges such as the ageing of society, the increase of the dependency
burden, and the chance in family patterns. Other factors were endogenous. Real
wages stagnated between 1989 and 1993, but the fall of household real disposable
incomes was over 10 percent in the same period. As a result, poverty rates based
on subsitence minima increased, from around 10 percent in the 1980s to more than
30 percent in 1995. (Kolosi, Szivés and Bedekovics 1996)

Social expenditures may have gone down between 1994 and 1996, but theré
are as yet no comparable data. However, a decrease in the share of social expendi-
ture may be suspected because of the slight increase of the GDP and also becausé
of the austerity measures introduced in March 1995, when the promising growth
figures of 1993 and 1994 were accompanied by a widening of macroeconomic dis*
equilibria. Fiscal and current account deficits reached a level (7 and 9 percent i
1994, respectively) that was perceived as unsustainable by the government. A strict
stabilisation policy was announced in March 1995, containing measures like deva‘l'
uation of the national currency, a strengthening of the tax base and cutting publfc
sector wages, employment and social expenditures. Consequently, macroeconomi
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balances improved by the end of the year, although many observers believe that
this result was too high a price in terms of the high social costs.

Income composition of households

In general, in recent years there has occurred a significant growth of the share
of social incomes in the composition of household budgets due to the transition
process. The proportion of households with no market incomes at all has remained
fairly high throughout the period: only about 80 percent of all the households had
registered market incomes. The rest either rely solely on social incomes and social
insurance benefits or, possibly, on help from other households or other household

members. (Forster and Toth 1994)

Table 4
Share of various income types in total household incomes 1992-1996

Income types 1991/92 1992/93 1993/94 1994/95 1995/96

market incomes total 62.8 55.8 54.3 59.8 SXA
social insurance incomes total 30.0 34.2 34.8 32.6 35.7
pensions 26.0 29.5 30.2 29.2 32.8
unemployment insurance benefits 1.5 2.1 1.9 151 0.8
maternity benefits 1.5 1.4 1.3 1.2 162
public social transfers 5.6 6.2 6.0 5.2 5.2
social assistance payments 0.6 0.8 0.5 0.5 0.5
family allowances 4.5 4.5 4.2 3.6 3oL
inter-household transfers 0.5 0.4 0.7 0.5 0.7
other household incomes 17 3.4 4.2 1.9 1.3
total 100.0 100.0 100.0 100.0 100.0

Note: percentage distributions computed from total incomes of households.
Source: Hungarian Household Panel, own computations.

The proportion of households enjoying earnings-related social insurance ben-
efits is almost as high as the ratio of market income recipients. More than half of
Such households receive some sort of pension (old age pension, disability pension,
Widow’s pension) and about 13 percent of all households received some form of
Unemployment benefit (either insurance or assistance benefits) between 1992 and
1996. The proportion of recipients of maternity benefits seems to be decreasing
sl°""ly, at around ten percent of all households. Approximately one-third of all

Ouseholds receive family allowances for at least one child, whereas only about 10

Percent of households receive social assistance.
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Table 5
The composition of household incomes by employment status of the household head, 1995
(as a percentage of total income)

Income types Employed, Unem- Pen- Inac- Awver-
public private ployed sioner tive age
sector sector

1. Market incomes 85.3 84.2 51.4 227 47.7 59.9
2. Barnings replacement benefits 75 7.8 27.1 72.3 19.1 32:6
2a Pensions 4.1 4.3 5.0 70.8 13.1 29.1
2b Unemployment benefits 0.6 0.7 15.9 0.6 4.0 1.3
2c Maternity benefits 1.4 1.8 3.9 0.2 1.9 1.2
3. Public social transfers 5:6 5.8 19.4 222 25.9 S|
4. Social assistance 0.4 0.3 1.0 0.5 5.7 0.5
5. Family allowances 4.1 4.7 13.4 1.2 9.6 3.6
6. Other income types 17 2l 2.1 2.7 73 2.5
Total 100.0 100.0 100.0 100.0 100.0 100.0

Total, thousand Forints per year 319.2 3253 166.1 2232 1365 25%4

Note: the numbers in the table show distribution and amount of total equivalent incomes, e = 0.73.
Source: Hungarian Household Panel, own computations.

The role of market and non-market incomes according to the various groups
appear in Table §. As the data show, market incomes accounted for approximately .
22 percent of the incomes of households with heads of pensionable age. They
also accounted for 48-51 percent of the incomes of the inactive persons and the
unemployed, and for approximately 85 percent of the incomes of households where
the head was employed. The most vulnerable groups rely more heavily on some
form of social transfer; however, even in their cases, social transfers may not be the
most important sources of income.

Incidence of the social transfers

A great majority of Hungarian households receive social incomes in som¢
form. Overall, it is clear that the wide inequalities of primary earnings (there is &
more than twenty times difference between the earnings in the top decile and earn”
ings in the bottom decile) are significantly reduced by social incomes. Nonetheless:
the distribution of various social incomes between deciles shows different patterns:

As has been indicated already, the decrease in the share of households e
ceiving market incomes was accompanied with an increasing dispersion of marke!
incomes among those receiving market incomes. However, inequalities of equiv#”
lent pre-transfer incomes were at least partly compensated by transfers, albeit only
in the first half of the period. In 1992-1993, the inequalities of total househol
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incomes, despite increases in pre-transfer inequalities, even decreased as a result of
social redistribution. The next two years, however, showed how controversial was
the role of redistribution in the narrowing of income inequalities. How this came
about will be explained further in the following paragraphs.

Various social programmes certainly did play a role in shaping overall in-
come inequalities. To understand their role more fully, illustrations of the possible
redistributive effects of social programmes are shown in Figure 4. Five different
distributional patterns are presented there with the help of Lorenz curves (based
on the cumulative distribution of incomes in fixed cumulative population deciles,
defined on the basis of total adjusted household equivalent incomes).

There are five different hypothetical distributional patterns. Should all the
deciles receive the same amount, Lorenz curves will be equal to the diagonal. When
some of the income types show a somewhat concentrated distribution, the shape
of the Lorenz curves will deviate from the diagonal, either upwards, or downwards.
A distribution is called “targeted” when a distribution of certain income types is
skewed to the left (i.e. towards the direction of the lower deciles). The line called
“unequal” shows a distributional pattern skewed towards the right (that is, towards
the uppermost income deciles). When the income deciles in the middle receive
more than the average, we may call it a “middle class” distributional pattern. In
Principal, a fifth pattern may also occur: when the two ends of the income scale
receive relatively more of the given income types. This will be called a “bi-modal”
distributional pattern.

Figure 5 shows the distributional patterns of market incomes and social in-
Surance benefits in 1995. From this it is clear that unemployment benefits show a
targeted pattern, despite the fact that they both were earnings- and employment-
related at the time of the survey. Pensions show a sort of “middle class” pattern.

Figure § also shows the distributional pattern of social assistance payments
and family allowances. Social assistance seems to favour the poor, though seemingly
to a lesser extent than maternity or unemployment benefits. Family allowances were
close to the “equal” distributional pattern—that is, most of the deciles received
approximately the same amounts.

It should be noted, however, that there had been important changes in the
fiiStributional patterns of various social incomes during the previous two years. This
18 shown in Figures 7-11. For the sake of clarity, two data points (1992 and 1996)
are presented. A closer observation of the trend would allow us to conclude that the
“targeting” of various benefits has been improved during the last five years. There
May be two reasons for this observation. The first is the assumption that social
benefit, recipients tended to shift down in the income ladder. The second possible
€Xplanation can be found in some of the institutional changes in the various social
Programmes. There is only one exception to this trend: pensions tended to move
towards a more “middle class” pattern, most likely as a result of the changed benefit

Indexing practices.
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The impact of transition on poverty and inequalities

The impact of transition is going to be analysed here in two steps. First,
long-term trends in inequalities will be sketched. Secondly, poverty rates and their
incidence will be shown to illustrate the situation of the most vulnerable groups.

Income inequalities in a long-term perspective

Long-term time series data on income inequalities (sketched roughly by decile
shares of the two outermost income deciles, and of the two middle income deciles
in Figure 12) highlight some important trends.

The first is that inequalities in Hungary started to grow much earlier than the
generally perceived date of the systemic change. This “ideal” date (which certainly
was very important in the history of other Eastern European countries) may not
even existed in the case of Hungary. Inequalities started to increase at the beginning
of the eighties, when liberalisation of economic activities (e.g. the introduction of
more market-like elements into the operation of the economic system) characterised
economic policies.

The second important feature is that the growth of inequalities certainly
accelerated around the turn of the decade. This was the time when the really big
jump in inequality measures occurred.

The third important message shown in the chart is the permanent deteriora-
tion of the situation of the middle classes. The relative shares, of the fifth and sixth
deciles decreased over almost the whole period. The fourth conclusion concerns the
last few years: it seems from these data that the really turbulent changes are over
and that the most recent movements in inequalities resemble some sort of “fine
tuning”, rather than fundamental changes. (Sik and Toth 1997)

Poverty

Poverty has increased and become more visible in Hungary in the last couple
of years. Various sources all prove this fact. According to the latest data from the
Hungarian Central Statistical Office, the absolute number of people living below the
poverty line in 1992 had risen by approximately 50 percent from its relatively stable
level of 10 percent poverty rates in the 1980s. (KSH 1993) According to data from
the Hungarian Household Panel, poverty had grown to 22-25 percent by 1993, and
further increased to about 30-35 percent by 1995. (Kolosi, Szivés and Bedekovics
1996) The World Bank estimated that poverty affected around half of the total

population in 1993, considering the subsistence minimum as a bench-mark. (World
Bank 1996a)
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An account of the composition of absolute poverty based on data from the
Hungarian Household Panel was carried out by Kolosi et al. (Kolosi, Szivés and
Bedekovics 1996), while the charting of the compositions of relative poverty was
initially carried out by Andorka and Spéder (Andorka and Spéder 1993a, 1993b,
1996, Andorka 1996). Some recent analyses took a detailed look at the composition
of poverty using three different equivalence scales and four definitions of poverty.
(T6th, Andorka, Forster and Spéder 1994; Andorka, Spéder and Toth 1995; An-
dorka 1996)

As earlier studies on poverty show, there are a few distinct categories of
poverty. First and foremost, Gypsy families are very seriously affected by poverty.
Their poverty rate is very high—when taking the upper limit of the lowest quintile
as a threshold, 69 percent of all gypsy households are poor and some 72 percent of
those living in families in which the head-of-family is a Gypsy are poor. A more
refined analysis shows that if a more restrictive definition of poverty is used, the
percentage of Gypsy poor will be higher. Longitudinal analysis also proves that
this population has practically no chance of escaping from their poverty.

Table 6
Summary tabe: household specific poverty rates for certain high-risk population groups in
1998
poverty definition 50 percent of lowest lowest

median incomes  decile  quintile

education of the head: less than primary 8.5 20.8 41.3
education of the head: primary 8.3 13.9 30.2
type of settlement: detached house 9.9 18.8 42.4
type of settlement: village 7.9 117 23.8
employment status of the head: unemployed 16.2 24.8 41.0
household type: lone parent 14.3 22.5 34.2
household size: 5 + members 8.3 158 227
number of children: 4 4 children 34.2 51.9 65.2
ethnicity of the head: gypsy 38.9 54.2 69.8
all households 4.8 10.0 20.0

Note: households are ranked on the basis of their equivalent (e = 0.73) incomes
Source: Téth, Andorka, Férster and Spéder (1994)

Also, it is clear that the demographical determinants of poverty are very
Pronounced. Poverty rates are higher among households with at least three children,
or if the head-of-household is under 40 years of age, or if he/she is raising the
children alone. Differences between various household types are smaller for age
Categories between 40 and 60 years, but here also single-parent families and families
With three or more children were more likely to be poor. Finally, households headed
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by an older person (above 60 years of age) are greatly at risk of being impoverished if
the elderly person lives alone. The lower we go in the income hierarchy, the greater
the numbers of families with four or more children and of single-parent families,
and (obviously at least partially in consequence) the greater the number of people
from three-person households, or five-or-more person households. As regards age,
the younger heads of households are over-represented in the lower poverty strata.

Home location and education have a great influence on poverty. People with
a lower-level education, and those living in the lower segments of the settlement
hierarchy (most in rural areas) are especially vulnerable to the risks of poverty.
Those living in isolated farmhouses, or in homes where the head-of-family is poorly
educated (i.e. has finished less than 8 primary school grades) are twice as likely
as the average to be poor. In addition, the lower the level of income, used as the
poverty threshold, the more at risk these groups are.

Finally, labour markets can also play an important role in the determination
of poverty. Those living in households with an unemployed head run a risk of being
poor which is twice as high as the average. It should be added, however, that it
is not primarily the group of the temporarily unemployed which is threatened by
permanent or long-term impoverishment. In their case unemployment leads to tem-
porary difficulties in making ends meet. Rather, those who have been permanently
driven out of the labour market, and who are not yet eligible for pensions or other
social-security benefits are the ones who are truly in trouble.

How does Hungary rank in international comparisons of income inequalities?

Shifting the analysis from a national to an international scale is always diffi-
cult. However, it is very important to know how a country ranks alongside others.
Knowledge about other countries with roughly the same circumstances may always
lead to stimuli for change.

In the case of income inequality comparisons the problems are even more
exacerbated. Historical traditions, differences in survey methodology and the data
used, and many other factors may hinder the relevance and accuracy of compar-
isons. However, since an excellent attempt was made most recently to assess the
extent and relative ranks of inequalities between countries (Atkinson, Rainwater
and Smeeding 1995), it is hard to resist the temptation to put Hungary into the
data series of OECD countries. This comparison can even show where Hungary
arrives in the family of the OECD countries, when joining The Club.

It should be noted at the outset that numerous methodological problems had
to be solved before starting these comparisons. The most important difficulties
involve the harmonisation of income concepts, the appropriate choice of the obser-
vation unit and of the equivalence scale for adjusting household incomes, and also
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the choice of the inequality measures. Without any further explanations it should
be stated here that both in the book of Atkinson, Rainwater and Smeeding and in
the preparation of this study the greatest care was taken. In this way a reasonably
comparable set of data was acquired and at least it is highly unlikely that any other
data-set can compete with the reliability of the data used in the following sections.

With the inclusion of more and more countries, the exclusive club of the
OECD is becoming less exclusive and more heterogenous. From the point of view
of income inequalities and social structural differences, the following classification
can be suggested. Countries with a developed, Scandinavian-type welfare state and
substantial wealth belong to the first group. Countries of continental Europe with
corporatist-traditional social structures, characterised by social market economies
belong to the second group. A third set of countries is characterised by significant
economic wealth but less extensive welfare states. It is mainly the Anglo-Saxon
overseas countries which can be put into this group. Countries from the Far East
should certainly be mentioned separately: in their case it is not only the strength of
their economies and the almost complete lack of welfare state structures, but also
a number of cultural differences which justify the separate classification. Finally,
some of the less developed countries from the European peripheries can be placed
in the last group. It is mainly the Mediterranean countries and Ireland that may
be classified here.

Figure 13 ranks 16 countries. The ranking dimension shows the level of
inequalities as measured by Gini coefficients and percentile ratios. It is clear from
the chart that Northern and Western European welfare states show the lowest level
of inequalities, while countries lacking extensive welfare states (USA as a prime
example) and some countries with lower levels of economic development (Ireland,
for example) are at the other end of the scale.

Great caution, however, is required in making any sort of definitive ranking.
TFirst, even the two measures chosen here show different rankings in some cases.
Secondly, sometimes even the choice of the equivalence scale can change the ranking
of the countries. Thirdly, we have reliable and comparable data for only slightly
more than half of the OECD countries. We can just guess which group of the
missing countries is the most important: those suspected of being really unequal
countries (Spain, Portugal or Turkey, for example) or those presumably having
much lower levels of inequality (Denmark, for example). Both groups are missing
from the comparisons.

Another possibility of comparison is provided in Figure 14. The respective
Populations of the observed countries are grouped into five relative income brackets.
The benchmark is the median income in each of the countries. Those living on less
than half of the median are considered to be poor, while those living on more than
double of the median income can be classified as rich. The median plus-minus
twenty percent defines the middle income groups, while the rest of the population
is grouped into lower and upper middle classes.
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Again, the ranking (based on the “width” of middle classes) is very similar
to the previous one. Welfare states have wider middle classes, while more unequal
countries are characterised by the presence of the two extremes.

The last ranking presented here shows the relative shares of the rich (i.e. the
uppermost decile) and of the poor (i.e. the lowermost decile) in the total incomes
of the respective countries. Again, the social distances are smallest in the Scandi-
navian welfare states, with continental Europe having more unequal patterns. The
rest of the rankings are less obvious.

Hungarian income inequalities may have been very similar to those of the
welfare states during the eighties. With the process of the transition, inequalities
have grown and put Hungary into the group of the less equal countries: in the
middle of the nineties the level of Hungarian inequalities was already somewhere
around the German and French level. However, there is one thing which differenti-
ates Hungary from these countries, and this is the distance between the highest and
lowest social groups. Furthermore, if the distance between middle classes and of the
uppermost five percent is measured, Hungary belongs to the least equal countries
in the OECD, at least as far as those countries concerned for whom we have reliable
data.

As a summary we can state the following:

— Hungary entered the OECD as a lower income country with a medium
level of income inequalities.

— As far as the social structural implications of income inequalities are
concerned, Hungary seems to be somewhere halfway between the liberal economies
and the welfare states.

— Hungarian inequalities are characterised by relatively bigger social dis-
tances between the upper classes and the middle classes.

A final comparison concerns Hungary and the other Central and Eastern Eu-
‘ropean countries. The measurement of inequalities in CEE countries is even more
difficult than it is in Western Europe. The nature of the turbulent changes, the
extent of the black economy, relative shortage of reliable data, the different role
of money in social relationships, and methodological differences in available survey
details all hinder any serious comparisons and mean “add-ons” to the difficulties
mentioned for Western countries. Nevertheless, recently two international organi-
sations (EBRD and IBRD) have made some attempts to assess the development in
the transition countries. These reviews also attempted to show differences in the
extent and structure of inequalities. Since we felt uneasy with some of the data,
Rudolf Andorka, Zsuzsa Ferge and I started to search for other evidence for the
“Visegrad” countries. The rest of this section relies on the findings of that search-
(Andorka, Ferge and Tdth 1996)

There is no doubt that inequalities have increased significantly in the transi-
tion economies. It is also widely accepted that there has been a dramatic increase
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in some of the countries, while others have produced much smaller increase in in-
come inequalities. However, data about Hungary in some of the reviews ( World
Bank 1996) suggest that this country is an outlier: income inequalities in Hungary
have increased by an usually small extent, so that Hungary is one of the countries
having the lowest levels of inquality.

“Nevertheless, we found this latter finding at variance with our earlier knowl-
edge on the issue and gathered a number of survey results. In our search we
found two sufficiently comparable data-sets. The Luzembourg Income Study (LIS)
database is a collection of income surveys of the participant countries contain-
ing data-sets for the beginning of the nineties. The Social Consequences of the
Economic Transformation (SOCO) survey consists of several country surveys, con-
ducted at the beginning of 1995, reflecting conditions in November 1994.

Table 7
Comparing income inequalities across CEE countries: percentile values as a percentage
of the person equivalent (e = 0.5) median incomes and Gini coefficients

P10 P90 P90/P10 GINI

LIS data, 1992
Czech Republic 65 155 2.36 0.207
East Germany - - - =
Hungary, 1991 L 180 3.46 0.289
Poland 51 192 3.76 0.290
Slovakia 66 149 2.25 0.189
SOCO Survey, 1994
Czech Republic 60 185 3.10 0.249
East Germany 58 150 2.60 0.221

Hungary 57 175 3.05 0.279
Poland 39 189 4.90 0.352
Slovakia 61 167 2.73 0.230

Source: Andorka, Ferge and Téth 1996, the authors computations, from the SOCO survey and
Sprout, 1995, Table 1. Figure 1.

Table 7 summarises the most important results derived from the LIS data
and from the SOCO survey. In both parts of the table person equivalent incomes
(e = 0.5) are presented.

Our conclusions, based on Table 7, were that the rank order of these countries
did not change between 1992 and 1994. The rank order of the countries can be
described as follows: Poland, Hungary, Czech Republic, Slovakia.

As a summary, we presented the rank order of the selected countries according
to their level of income inequality obtained by the different methods and data-sets.
Out of ten measurements we found Hungary to be least unequal in only one case. In
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the remaining cases, Hungary appeared more unequal than the Czech Republic, the
eastern part of Germany and Slovakia. However, we found that there are a number
of inconsistencies in the data which may be due to methodological differences;
furthermore, there may be some unknown or not fully explained sociological or
other differences.
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Annex: DATA SOURCES
LUXEMBURG INCOME STUDY (LIS) DATABASE

The Luxemburg Income Study (LIS) is an ongoing project which aims to
produce comparable income distribution data for the developed countries. The
original micro surveys produced in the home countries may not have been designed
to be used for international comparison. However, the LIS staff has made serious
efforts to produce a variable structure for each of the deposited microdata files in
order to improve their comparability. This data-set also contains files for some of
the Central and Eastern European countries and some preliminary computations
have already been completed. (For the use of LIS data on OECD countries see
Atkinson, Rainwater and Smeeding 1995).

SOCO DATABASE

The second available set is derived from one constituent part (Part A) of
the database derived from the project on the Social Consequences of Transition
(the so-called SOCO project), initiated and sponsored by the Institute fir die Wis-
senschaften vom Menschen located in Vienna. Part A of the database consists of
a collection of already available data on social and economic trends in five coun-
tries (Czech Republic, former East Germany, Hungary, Poland and Slovakia). It
contains a set of comparative tables including statistical and sociological data on
labour market, household income and expenditure, and poverty in CEE countries.
This database was produced by national experts from the above countries, under
the auspices of the SOCO project. This part of the SOCO project was directed by
Jiry Vecernik from the Institute of Sociology of the Czech Academy of Sciences. In
what follows we refer to it as the SOCO Database.

SOCO SURVEY

The SOCO survey is a cross-country survey executed also (as Part B) within
the framework of the SOCO project. The survey was planned to be an international
comparative exercise. Perfect comparability is, of course, almost unachievable, but
the national teams designed the survey with this objective in mind. The survey—
referred to hereafter as the SOCO survey—was conducted in early 1995. The
questionnaire was administrated to 1000 randomly selected households by country.
(The countries were identical with those in Part A.) The project was directed by
Zsuzsa Ferge from the Department of Social Policy of E6tvos Lorand University,
Budapest. A draft international report with the title Social Costs of Transition was
produced by Zsuzsa Ferge, Endre Sik, Peter Robert and Fruzsina Albert (Ferge et
al 1995) and some papers have been published in Hungarian and English journals.
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Since the SOCO Survey was not designed to be an income survey, it has many
limitations (to which we return in the text).

HUNGARIAN HOUSEHOLD PANEL

The Hungarian Household Panel Study (HHPS) was started at the initiative
of Rudolf Andorka, former Rector of the Budapest University of Economles and
Tamds Kolosi, now president of the Social Research Informatics Centre (TARKI)
The project, headed by Istvan Gyérgy Téth, director of TARKI, started with a
2600 household-nationally representative sample, with detailed questions on labour
market positions, incomes, housing situation and attitudes of the respondent house-
holds. This longitudinal survey (a joint exercise of the Department of Sociology of
the Budapest University of Economics, and TARKI) follows the original sample
using year by year the same methodology, similarly to other panel studies in Europe
(e.g. GSOEP, BHPS, PSELL and others), and in the US (for instance, the PSID).
The results derived from the HHPS were first published in a series of working pa-
pers (Sik and Téth 1992, 1993, 1997; Téth 1994) and later they were used in a
great number of Hungarian and English publications. Some further information on

HHPS can be found in Téth, 1995.

TARKI REFORM SURVEY

This survey was carried out by TARKI within the framework of the research
entitled “The effects of public sector reform on the income distribution of house-
holds” (later we call it “REFORM” research), sponsored by the Ministry of Finance.
This survey covered a sample of 10,000 households, and was carried out in June,
1995. It was not designed to serve as an income survey. However, the size of the
sample and the methodology for acquiring income data makes it a good data source

for control.
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THE STARTING YEAR OF A HUNGARIAN “FARMER”*

L. LAKI-M. NAGY

Introduction

There have been three major changes in agricultural property relations in
Hungary during the last 50 years. These changes were all characterised by political
radicalism rather than by rational considerations of an economic or agricultural
nature. They also put farms in totally different economic conditions, and the sizes
of the farms, and ways of acquiring land were always changed. Moreover, each time
the majority of the farmers had to start out to equip and develop their farms from
zero level (not all the changes will be mentioned here but the main elements will be
pointed out in order to make it easier understand the case study to be discussed).

1. The land reform of 1945 resulted in the elimination of a land property
system that had feudal origins. According to the then effective law lands greater
than approximately 140 acres were expropriated; as a result more than 7.4 million
acres—i.e. 35 percent of the land of Hungary—became the property of new owners.
(The situation before the land reform was that 0.2 percent of the landowners held
30 percent of all the lands, while the minor owners—with lands of less than 7.4
acres—constituting 73 percent of all owners possessed only 10 percent of the lands.)
During the land reform 642,000 applicants acquired lands, each new holding being
an average of 7.4 acres. The new owners were mainly people who had not owned
any land before and had neither the equipment nor the experience necessary for
farming. (Berend T. 1976, p. 35.)

2. In 1948—just three years after the above-mentioned land reform and after
the communist takeover—the organisation of basically soviet-type collective farms
began. During the re-organisation there were many cases in which physical force
was used against those owners who did not want to join the collective farms, and the
campaign created severe social and economic tensions—lands were left uncultivated,
people fled from the villages, and production was considerably reduced.

The different communist governments which followed the takeover had dif-
ferent attitudes towards the tensions: sometimes people were allowed to leave the
collective farms, other times force was even used again to get them “in”. There
were 468 collective farms registered in 1948, 5224 in 1953, and in December 1956,
right after the revolution, only 2087. The organisation of collective farms came to

*This case study was prepared in the framework of the research “Transition of Villages, Devel-
opment of New Forms of Work Organisation”, conducted by the Institute for Political Science of
the Hungarian Academy of Sciences and financed by the National Fund for Scientific Research.
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an end in 1961, when there were 4228 agricultural collective farms in Hungary. The
following decades witnessed many changes in these farms with respect to joining
them, equipping them with machines and the introduction of modern production
systems. In 1989, the period of the systemic change, there were 1252 registered
collective farms. After 1961 they accounted for approximately three-quarters of
cultivated lands. (Pdl 1996)

3. There were lands that remained in the possession of the members of the
collective farms, villagers and other groups of the population: they owned some
8-9 percent of all lands (i.e. 1.3-1.4 million acres) after 1961. There were different
reasons for this situation: some lands were left for the families partly because of
their resistance, and partly because members of the collective farms in the 50s
and 60s received payment for their annual work—mainly in crops—only at the end
of the economic year. Thus the lands they received ensured their livelihood and
supplemented the low wages in the collective farms. Another reason was that the
networks of shops and supplies in the villages were underdeveloped, and people
were forced to grow plants and keep animals for their own consumption. From the
late 70s a considerable level of small-scale production developed on those lands;
this tendency was permitted and, moreover, even supported by the political power.
Agricultural census in 1972 registered 1.6 million, in 1981 1.5 million Hungarian
households where agricultural production was conducted. The majority of those
households produced independently, but there was also a considerable production
of goods on the basis of the principle of “surplus” over the needs of the household,
as well as “for market”. Experts estimated the share of the latter in the 80s as
accounting for some 10-15 percent of the whole of small-scale production. The
weight of agricultural small-scale production is illustrated by the fact that 50-66
percent of potatoes, vegetables, fruits, eggs or pork at that time were produced by
agricultural small-scale producers. (Oros 1983)

4. After the systemic change in 1989-90 again laws were adopted dealing
with the subject of lands as private property and concerning the compensation of
the previous owners and their heirs. Therefore, politics and the law ensured wide
possibilities for acquiring lands and starting independent farming. However, there
were serious limitations hindering those efforts, such as the loss of foreign markets,
the reduction of the home market, the lack of capital and resources, and the prob-
lem of achieving access to loans. The change went ahead and today one can see
many different types and sizes of farms all existing at the same time. In 1995 for
example, there were 2117 transformed cooperative farms, 3636 limited companies,
2624 partnerships and 29,976 registered “individual entrepreneurs”. (Laky 1995)
According to the 1994 agricultural census the number of “individual farmers” is
higher (at approximately 51,000) than that of individual entrepreneurs. The lat-
ter group includes only those who have a tax registry number, while “individual
farmers” represent a general category that includes all households where a certain
level of agricultural production is conducted. There were, accordingly, 1,675,000
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households registered in 1994 as “individual farmers”; they owned 5.4 million acres,
cultivated 3.7 million acres and leased the remaining land. (Sipos 1996)

Agricultural production has continuously decreased in the 90s, during the
property and structural changes; in 1995 accounted for two-thirds of the production
of 1989. The number of those employed in agriculture decreased to 176,000 in 1995
(i.e. 6.5 percent of all employed). Agriculture produces 6-7 percent of the GDP
and around 20 percent of are exports (including the food industry). Agriculture is
a net exporter; imports are around one-third of exports.

The following case study deals with the first year of an individual and a
family household who used the opportunity to acquire lands in the framework of
compensation, and tried to establish an individual farm.

The massive redundancies of recent years and the concomitant long-term
unemployment that has resulted from them, raise the question: “How to continue?”
for many who live in the villages but who had been working for a long time—i.e.
before the systemic change—in industry, construction, and services, etc.

Due to the lack of job opportunities they are in a difficult situation when
they have to decide whether they are going to attempt an activity far from the
profession they had been working in for decades; yet if the activity offers some
hope of getting out of their present situation there is often little choice. Such a
forced decision occurs, for example, when someone is trying to change his whole
life, which has been spent in industry, by establishing an agricultural enterprise.
The present case study follows the first year of a “forced-farmer”.

Family, education background, employment history

The “farmer” who is the subject of this case study was born in 1949. He
finished the elementary school of his village and then, in 1967, successfully com-
pleted the course at an engineering secondary school in a nearby town. He worked
in an agricultural cooperative, and after national service in the army worked with
the “Volan” transport company; later, he worked with an “oil company” as a car
mechanic, driver, maintenance mechanic and heavy machine operator. In the late
70s he returned to his village and became a works manager at a local branch of a
major telecommunications company, albeit for a much lower wage than in his pre-
vious jobs. The local branch of his company started dismissals in the early 90s, but
his workshop was closed only in 1993 and it was then that he became unemployed.
After returning to his village he got married. His wife used also to work for the local
branch of the same company—she is now a housewife. They have two 14 year old
children who attend secondary school. The boy studies agricultural engineering,
and the father hopes that he is going to take over their farm. The father of the
“new” farmer also lives with them—he himself ran a farm in late 40s—early 505
and is now retired. Although he was not deprived of extensive lands during the
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organisation of the cooperatives (since these lands were owned by his parents) and
was never a member of a cooperative, he has accumulated serious experience in
agricultural production and farming over recent decades. He was, on one hand, al-
ways employed in agriculture (e.g. raising cattle, working for a fodder-mixing plant
and later for a pig farm dealing with artificial insemination); on the other hand, he

has always been involved in household farming.
Since the two children do not live at home, the father and the son and his

wife live in a 130 square metre, four bedroomed house with bathroom and central
heating, and it is well-equipped with durable goods.

Production—farming history

The family—Ilike the vast majority of Hungarian families—had in the past
tried to replace, supplement and enlarge cash income using the possibilities of the
“second economy”.

Interestingly, the head of the family had not used such opportunities since,
being a single man, he had undertaken jobs that involved long hours, round-the-
clock readiness and an unsystematic way of life—for these reasons his wage was
much higher than the average. However, after his return in 1979, as a price for
more consolidated conditions—i.e. a maximum of two shifts and the title of the
works manager—his income had dropped radically: from the previous monthly
10,000 forints to 4,000 forints. Given this situation, and the facts that he had a
wife, children and they had to build a house, the “second economy” entered his
life. Sometimes he undertook transport jobs on Saturday and Sunday, sometimes
theoretical and practical driving courses. He also participated in the household
economy, but his “second economy” was more concentrated outside the sphere of

agriculture.
Agricultural production was mainly the task of his father and the women of

the family.

There was, first of all, the plot where the house was built (this plot being
about 1/3 acre), a vineyard of the same size (inherited from the grandfather), and
a 2/3 acre orchard that they bought in the early 80s. Besides that, there was 1.5
acres of land which they had been renting from the local council for decades; on
this rented land they produced mainly corn. When they needed a small plot for
potatoes or some other crops they just asked a relative or an acquaintance who was
a member of the cooperative farm, and on the basis of their application the needed
plot was provided.

They had some 100 chicken every year, and 20-30 of their hens were left
after the summer too, and these provided the eggs needed by the family in winter.
Besides the chicken they had 10-20 ducks, and they sometimes kept geese. Once
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they tried to increase the number of geese to around 50 for their feathers and liver,
but the corn that they produced was not enough to feed them, and it was too
expensive to buy, so they gave up this experiment in the following year.

Pigs were their main product. They always had 2-3 sows, and the 20-30
young ones were sold or fattened. The profitability of this activity depended on
the family income. the prices of young pigs, feed and the buying prices, and on
the foot-and-mouth disease which sometimes hit them. In the 70s they fattened up
30 pigs annually throughout the decade, but in some years the number was twice
this figure. From the early 80s— after an epidemic—they gave up fattening for the
market, and they sold the smaller of the 2-3 sows, and kept only 4-5 of them for
fattening to meet family needs.

The market contacts that he was able to use for the enterprise were concen-
trated around three areas. First of all, there were the opportunities around his
jobs in the “first economy”, since while working for the transport and oil compa-
nies he travelled and worked all over the country. Algyd, Nyiregyhdza, Ozd and
Szolnok were the towns he visited and worked in and they were far away from his
home town and from each other too. Later, as a works manager, he participated
in an important development project being carried out by the company and spent
a longer period in Switzerland to learn the new technology the company wanted
to introduce in Hungary. During his work he got a broad circle of acquaintances
and knowledge of almost all the country. This experience meant that his mobility,
interests and innovative thinking were far beyond the average of the members of
agricultural cooperatives or of people living in the village.

His contacts from the “second economy” were partly connected with the
transport company that he used to work for on Saturdays and Sundays as a driver
and loader, and partly with the Hungarian Defence Union (MHSZ), where he led
driving courses. The latter contact gave him significant financial advantages in
getting spare parts for his machines, because acquaintances informed him when the
parts he needed were available at the wreckage dump. He had a lot of contacts at
the dumps and he travelled to far away towns to get the necessary spare parts.

Further market contacts were built around pig-breeding: he had contacts,
mainly through his father, to the company selling and buying livestock on the basis
of choosing the types to buy, and selling buyers in the village.

It was the popular specialised press——e.g. magazines like Magyar Mezégazda-
sdg (Hungarian Agriculture), Kertészet és szé6lészet (Gardening and Wine-growing),
Szabad Fold (Free Land) and some other publications and a few specialised books—
that ensured orientation in production and professional information.
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The beginning

As has been mentioned, the subject of this study lost his job in 1993. He
was not able to find a job in his profession, and the employment office could only
provide him with unemployment benefit and there were no firm job offers. The
employment perspectives did not seem too promising in the long term either, but
he was obliged to provide the means of subsistence for his family as well as education
for the children; as a result of the “fortunate” coincidence of different factors he
became more and more interested in establishing an agricultural enterprise. What
were these “fortunate” circumstances?

His father received 150,000 forints worth of compensation coupons which—
unlike many others—he was not going to sell. On the contrary, despite his age,
he made up plans for farming. His son, our “new” farmer, got a severance pay of
several months salary from his company, plus some bonus too, and it seemed to be
a good idea to invest this money in compensation coupons. The offer and price of
compensation coupons was good in the village, so he was able to buy from relatives
and others the amount of coupons he needed. Furthermore, his wife inherited a
significant sum of money, so it was possible to buy at least part of the machinery and
equipment too. It was of course an important condition of the rational investment
in machinery that somebody should have the necessary knowledge in the family:
it was ensured by the educational background of the head of the family and his
employment history as mechanic, heavy machines operator, and driver. Besides
the encouragement he received from his family with regard to his ideas about
the agricultural enterprise, the wider circle of relatives also came to help: they
assisted right from the beginning by giving advice and suggesting contacts, as well
as contributing a good deal of cash. Finally, he managed to sign a contract with the
AGROKER company about selling 80 tons of wheat; this provided the possibility
for advance purchases worth 400,000 forints.

Summer and autumn were mainly devoted to preparations: i.e. purchase of
the machines. making them functional, modifying the plans, etc. Some actual
farming work also had to be done—like ploughing and sowing. During the winter
he attended a course on plant protection in order to enlarge his possibilities with

respect to the buying and usc of chemicals.

The land

As a result of the compensation and purchases our “new” farmer got acquired
about 110 acres of land. This land is located in five sites around the village; the
largest piece of land is 32 acres while the smallest is 10 acres. These plots can be
reached within half an hour from the house and the greatest distance between any
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two pieces is not more than 5 kilometres. (It has to be mentioned that the farm is
bigger than his own land, since he rents another 7 acres.)

The production structure of the enterprise was influenced by the conditions,
the possibilities and the farmer’s striving for security. The respective land areas
devoted to specific crops are shown below (although they are approximate due to
conversion of the measures):

wheat 61 acres
triticale 9 acres
barley 6 acres
corn 17 acres
meadow 11 acres
medic 6 acres

The 11 acres of meadow and 6 acres of medic presented him with “ready-
made” conditions, since when he bought them they had already been sown. The 61
acres of wheat provided the opportunity for a contract (i.e. a secure market), and
for advance purchase of seeds and machines. The production of barley and triticale
can be explained by the necessity to distribute the work on the basis of time, since
with the given machines it was impossible to organise the earthwork, sowing and
harvesting more effectively. Besides this, the security achieved by relying on more
diversity played a role in choosing the crops, as well as having a corn field.

When purchasing land, the farmer had taken into consideration the fact that
he wanted to “get back” the lands of his grandparents, so he also thought about de-
velopment opportunities. One of the larger pieces of land—that with the meadow—
is suitable for irrigation, since it is possible to build a water reservoir there. This
development opportunity is part of the long-term plans of our farmer.

The machines

All the machines—except the trailer which was bought within the framework
of an advance purchase contract—are old and used. Our farmer spared neither
trouble nor pains in searching all over the country for the machines that he needed
and was able to buy and then repair them. He called on all his old and new
contacts, relatives and friends when searching for machinery, since—and it is a
typical Hungarian situation—even the used machines were bought not from dealers,
but from their previous owners. Moreover, some of them were not even bought but
exchanged.

In order to have a better picture of the age, state and performance of the
machines it is useful to look at some of the most important purchases:

— a John Deere tractor, 35 h.p., 26 years old, price: 190,000 forints;
— a Dutra tractor, 100 h.p., 24 years old, price: 150,000 forints
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— a combine with a 2.5 metre wide cutting part, 68 h.p., 34 years old, price:
275,000 forints.

From the prices one can also assume something about the age and state of the
bale-maker bought for 85,000 forints, the sprayer for 35,000 forints, the plough for
28.000 forints, or the trailer for 20,000 forints (compare such prices with the price
of the trailer bought in the framework of the wheat-contract—the new trailer cost
200,000 forints). Besides the above-mentioned machines the farmer has a hoeing
plough, a field-tiller, a roller, a potato-harvester, an artificial fertiliser distributor
and a pump.

It is worth mentioning in relation to the machinery that, on the one hand, it
is only due to the farmer’s knowledge of engineering and his skills as a mechanic
that those machines can now be operated and put to use. On the other hand,
besides the 250--300 hours of work spent on fixing the machines, he has to maintain
a “worksliop” at home, including its equipment, and has to ensure a continuous
supply of spare parts; this raises serious problems in the case of the 25-30 year
old machines, and there are even such problems with machines that are new on
the Hungarian market but are several decades old (for example, the farmer had to
produce some spare parts himself, and had to travel to Germany to get a spare part
for the combine which was broken during harvest). Although his farm is considered
to be well-equipped, due to the lack of machinery the farmer has to rent (for some
100,000 forints) “outside” machines necessary for the distribution of chemicals and
harvesting.

The “sensitivity” of the Western-made machines causes further problems
which concerns his competitiveness: for example, it is not advisable to run these
machines using cheap fuel such as diesel oil which is sold for heating at much lower
prices than the type sold as fuel (due to the fact that the former has serious qual-
ity defects). The reason for this is that the cost of the repair of Western-made
machines and their spare parts is much higher, not only because it is necessary
to travel abroad to get them but because they have to be paid for in hard cur-
rency. If Hungarian and Eastern-made machines are also “sensitive” in the sense
given above, it is because the supply of spare parts is similarly difficult, and those
machines which are decades old also need expensive parts. Considering what has
been said above, there is no need to explain further why it is so important to have

contacts in companies dealing with scrap machinery.

Farm buildings
The farmer actually had no farm buildings when he started out besides the

sties built for the household plot. However, some buildings were badly needed
already in autumn of 1993 in order to store the seed grain—at that time stored on
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the terrace. Then followed the need for facilities to store the new crop, and a shed
was required for the machines.

The farmer decided to make significant investments in autumn and winter
of 1994 in order to meet those needs. He started to build—using mainly his own
building capacities—a storage for 400 quintal of corn built together with a 100
square metre shed for the machines. To reduce the costs he used mainly the wood
from his own land (such as beam, board and lath), and spent cash only for building
materials that he was not able to produce (e.g. bricks and roof-slate) or do himself
(c.g. carpentry). In this way he was able to reduce the costs considerably since,
according to his estimate, the full costs would have been some 450-500,000 forints,
but he paid only 140,000 forints. This was, of course, only the beginning and the
new facilities only met the most burning needs of the farm. He considers it to
be unavoidable that. in the long-term he will need to build storage for the grain
in order to reduce the negative influences of market fluctuations and to avoid the
pressure of having to sell the crop immediately.

Operational costs

In addition to the investments mentioned above, everyday costs also required
a good cash. Although the contract with AGROKER included an advance for the
costs of the seed grain and artificial fertilisers (180,000 forints), he had to buy the
seeds for corn and triticale (30,000 forints); moreover, more fertilisers were needed
(79,000 forints), as well as chemicals (20,000 forints), and he really needed more all
of those, but there was no cash available. During cultivation, sowing, harvesting
and transportation, the fuel costs amounted to 270,000 forints and spare parts
were bought for a total of 70,000 forints. A greater expense—120,000 forints—was
involved in the cost of the harvest and the distribution of chemicals in that he
had to pay workers due to the shortages in his own capacity. Other costs can be
considercd such as payments for “friendly help” during the harvest (21,000 forints),
extra transportation costs (12,000 forints paid by the farmer above the sum paid
by AGROKER) 10,000 forints for the pack-thread, and many other costs which did
not show up in his accounts. For example, operational costs do not reckon with
the 250-300 hours of work spent on the repair of machines, and the 100-150 hours
spent on the production of spare parts (as mentioned above, it is difficult to get
parts for the old machines and it is therefore much cheaper to make them). Some
seed-costs are not counted as expenses either, because the farmer got the barley in
exchange for sunflower seeds.

The price of the wood used for building the storage facilities and shed, and
that of cutting it was also not cash expense: the farmer compensated for these
items with ploughing and sowing. Cash payments can also be avoided in purchase
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of machines: our farmer exchanged the hay from his 11 acres meadow for a corn-
sowing machine. The bargaining on the rent for the extra plots was actually going
on while this study was being prepared: some asked for a pig as payment, others
wanted corn or wheat (the bargaining was not about whether payments should be
made in cash or in products, but about the value of the products, since they are
always calculated in forints).

The assistance of friends and neighbours during ploughing and sowing or har-
vesting are not counted in cash either. However, our farmer has had bad experiences
in this respect: he got assistance from only a very few of those individuals whom
he had helped with his own machines in the previous year, though he was counting
on such help during the autumn ploughing because of the state and performance
of his machines. It is a problem not only if this extra help is not forthcoming, but
also if help appears at the wrong time—in other words, help appears but not in
the optimal period from the point of view of the given work. This problem causes
losses. It is also difficult to count expenses because the household and the farm are
not separate: some expenses are within the family budget (e.g. petrol for the car,
travel, telephone, etc.), and the fodder and working hours spent on the pigs that
eat the corn produced on the farm do not show up in the accounts.

Travel undertaken for the purchase of machines and smaller transport jobs
that the farmer carried out using the trailer of his Trabant car are also not included

in the recorded expenses.

Incomes

Incomes are surveyed here in a time-order, since the possibilities for invest-
ment and for cash payments can be understood in these terms.

As a result of the contract with AGROKER in November 1993 it was possible
to make an investment worth 420,000 forints (it is a typical state of affairs in
Hungary that the contract did not say a word about interest rates, but when the
wheat was sold, the company asked 79,000 forints as interest).

In December 1993 he got 66,000 forints support for sowing, then 140,000
forints in May 1994 as compensation for damages caused by the building of a
natural gas pipeline on parts of his land. From among his crops the first money
he received - beginning in June—was for medick (27,000 forints), then for barley
in June (32,000 forints), and in July—August for the wheat (341,000 forints) and
triticale (123,000 forints). After the harvest he got 126,000 forints for making
the bales and selling them. When our survey was being made he had not sold
his corn, but he calculated that he would receive around 320,000 forints income.
As was the case with expenses, the incomes do not contain the value of natural
exchanges and mutual favours involved with ploughing, sowing, harvesting, the
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distribution of chemicals and mowing. These activities would be expensive but
they are not accounted. even if people evaluate the different works and crops in
forints and try to compensate each other on that basis. The evaluation of the
payment for certain activities is also rather deceptive, since a new customer should
not be discouraged by a high price, and the old customers should also be kept in tow
using the same principles, as is the case of favour-business with relatives and friends.
One should take into account that our farmer is less competitive (with his Western-
made machines) than others who use cheap diesel oil. This is why his decisions are
not always economically rational, since he charges for the work involving machines
only about the prime costs necessary for maintaining his “competitiveness” (he
does not count amortisation and wages). On the other hand, in several cases he
had to give those machine jobs for other people higher priority than the work on his
own farm and this frequently jeopardised his own results or caused direct self-loss.
Such decisions caused a lot of conscience problems for our farmer, since it was and
still is difficult to reconcile the rational economic interests of his own farm with
the surrounding network of traditional relative-neighbour-friend mutual relations,
interdependencies and pressures (e.g. lack of money). This network represents an
environment which is much more far-reaching than the actual economic realities
expressed in money. One never knows when a contact with a friend or a relative
will be needed. The knowledge, information or just goodwill from such contacts
might cost several tens of thousands of forints, even if one measures only in terms
of cash. (Last year, for example, he had to travel to Germany in the middle of the
harvest to buy a spare part for the combine, and it was a friend who helped with
his car, contact and knowledge of language. The value of that gesture was great in
terms of money too, since the harvest was delayed for only one day.)

The results

Below are details showing the balance of the investments, expenses and in-
comes that the farmer counted and which appear in terms of money:

Investments (forints)

1. purchase of land 356,000
2. purchase of machinery 1,097,000
3. building of the storage and shed 136,000
Total: 1,589,000
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Ezpenses (forints)

1. seed grain 208,000
2. diesel oil 270,000
3. spare parts 61,000
4. artificial fertilisers, chemicals 79,000
5. machine work 116,000
6. other (transportation. wages, etc.) 43,000
Total: 777.000

Incomes (forints)

. AGROKER advance (interest discounted) 341,000

1

2. sowing support 66,000
3. compensation for the losses 140,000
4. wheat 341,000
5. triticale 123,000
6. barley 32,000
7. medick 27,000
8. making the bales and selling 126,000
9. estimated price of the corn to be sold 320,000
Total: 1,516,000

The difference between the incomes and expenses—including the corn which
was still waiting to be sold—is approximately 750,000 forints; this figure repre-
sents the gross result of the farm after cultivating 110 acres and selling the product
(without the corn it does not reach even half a million). There is one year’s agri-
cultural work behind it-—without the hours spent on repairing the machines—plus
the permanent participation of his father and wife in the works and the “help” of
his children during summer holidays.

This gross result may be evaluated from the point of view of the minimal
income necessary for the survival of the household, (i.e. the family) taking into
account the amortisation—namely, in connection with the necessary future invest-
ments needed to ensure continuity of production (e.g. procurement of seed grain,
chemicals, fertilisers, etc.); and considering the needs for development and accumu-
lation, or the debts (as mentioned earlier, the “greater” family assisted the farmer’s
investments with loans worth 650,000 forints). However, the result has to be eval-
uated by taking into consideration all these elements, since we are talking about
an enterprise.

The farmer appreciates that the next year cannot be started without further
loans, and that the farming and the structure of products of the following year will
contain more elements of pressure than rational economic decisions.
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Experiences, considerations, dilemmas

Our farmer acquired valuable market experience in his first year. It became
clear to him that he should be extremely careful with contracts, and he now knows it
is important to read not only the small print, and that all the offers which seem to be
“too favourable” should be considered very carefully. Loans that mention interest
rates only as a minor matter, or only in general, he now regards as suspicious. Those
contracts that offer great possibilities for advance purchases and secure production
should also be considered twice since usually they do not mention that the company
charges higher prices for the products and services than the normal market prices.
To put it in an other way: they charge more for the same seed grain and artificial
fertiliser than other companies.

On the other hand, the farmer witnessed the lack of contracts or more pre-
cisely the lack of willingness to sign contracts: companies did not seem ready to
sign contracts for certain products even without the minimal guide price being
mentioned. In such cases there is no need to be so cautious about “tricks” like
those mentioned above, but there is no security of production either.

Our farmer—to avoid the problems noted above—is trying to change the
structure of his products to meet the local needs he recognised. The local market is
represented by the needs and demands of neighbours, acquaintances and relatives,
reflecting the actual shortages in the village. Such a decision, of course, also contains
risks, since it is not guaranteed that the present needs will remain until the end of
the production cycle.

There is a clear demand on the local market for machine work and for trans-
portation, combined with trade that he is capable of meeting with his present
machines. Neighbours and acquaintances would need the timely and high-quality
ploughing and sowing and other works, but they would not cover his capacity for
the whole year, and the single works might hinder the work on his own farm. On
the other hand, he experienced that he could sell products he bought from pro-
ducers or wholesalers (e.g. artificial fertilisers) right from the trailer and at a good
profit, using the considerable gap between the wholesale prices and the prices of-
fered by local retailers. This kind of “manipulation” is alien to him and it bothers
his sense of morality, since he considers it irreconcilable with the existing habits of
interdependence and mutual help among neighbours and acquaintances. Moreover,
he is not able to foresee the possible reactions of the existing and emerging local
retail traders. They are also acquaintances, and it is not so easy for him to decide
whether to compete or cooperate with them.

The above points show that our farmer has been constantly faced with the
problem of developing the profile of his enterprise: should he remain in agriculture,
giving priority to his own farm, or should he turn towards work done for hire with
his machines, or try to trade by relying upon his acquaintances, local shortages and
his transportation capacities.
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The last two options are not motivated by a desire to abandon agriculture or
its low income, but rather by the fact that his current expenses are not synchronised
with the current incomes (due to the cycles of production); as a result he always
faces problems of payments. Of course, he could balance such problems with cheap
loans, but they are not available, so he has to move to other directions: he could
either be forced into “standing on several feet” in the production (i.e. covering
current expenses by selling animals), or he could undertake work for hire with his
machines for cash payment; another alternative would be for somebody from the
family to look for a job that ensures regular payments. He has already considered
the possibility of undertaking some part-time job at a company since, given his
experience, it would be possible to manage his own farm with the existing machines
being parallel with it. So, the need (or pressure, or possibility) of becoming a part-
time agricultural entrepreneur has already emerged in the first year.

His existing machine pool, its state and development possibilities also cause
serious dilemmas. His machines are old, overused, need constant repair and the
supply of spare parts is also problematic. However, he is able to repair them
on his own, so there is no need to pay a mechanic; he is independent of the skills,
equipment and workload of another mechanic or workshop, and there is no need for
him to develop his knowledge and workshop (which would also involve considerable
investment).

Our farmer suffers from the lack of adequate institutions for acquiring infor-
mation, and there is no interest representation. Ile is a member of the farmers’
club, where he is able to meet new agricultural entrepreneurs like himself but, al-
though theoretically all of them see that they depend mutually on each other and
appreciate there is a need for joint action, they are trying to enlarge their local
possibilities and markets at each other’s cost. He has had bad experiences in his
cooperation with other farmers during the one year of his enterprise since some of
them have not returned the machine work carried out for them as a favour. This
is why our “new” farmer does not trust local agricultural entrepreneurs, and has
understandable reservations concerning (theoretically) mutually advantageous and
seemingly rational joint purchases of machines or joint forms of farming.

Our farmer considers it important that he is independent—he has become his
own master and he wants to remain so. As he admits, he works much more being
an entrepreneur than he used to as a wage worker. He does not regret losing his
former 8-hour day. nor does he miss the “infrastructure” (for example, warm food
is taken to him to the fields only during the summer work). However. he admits
that he has a worse life-style since he became an agricultural entrepreneur. He, and
the family, miss the summer family excursions, travels in Hungary and abroad-—
namely, holidays. He understands that agricultural production makes it necessary
to consider constantly the way he uses his income-~investments and current pay-
ment obligations always have the priority. Moreover, agriculture necessitates a new
type of organisation of the family, family work and life in general.
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Plans for the coming year

According to our farmer, on the basis of the experience of the first year, there
are three basic economic conditions for possible “success” in the following year:

— investments should be reduced to a minimum, and only the most needed
machines should be bought, with the understanding that any particular machine
should pay for itself in the same year:

~ current expenses should be reduced and this can be achieved with many
things, from the purchase of seed grains to the reduction of the “favours” (e.g.
ploughing, sowing) done for others. This means he has to concentrate on his own
farm, and it should be given priority in his planning. This, of course, may cause
problems as well, given the importance of mutual relations among neighbours and

relatives, and natural exchanges which occur in his cil'.cumstances;
— incomes should be increased, partly by changing the production structure,

partly by increasing the size of the lands used.

Nevertheless, the consistent realisation of the above considerations is hindered
and limited by the structure and quality of the machine pool. The ability to
maximise income by adjusting the production structure is limited by the machine
pool, since only certain crops can be cultivated in sufficient quantities with the
machines he has and which can cope with minimal development.

One should also consider as limitations the bad experiences with the contracts
of the year before, the limitations of available finance for artificial fertilisers and
chemicals, the lack of contracts and the uncertainty of the market. All these things
mean that he is trying to sell his product on the local market and thus mainly
producing for the demand of which he has experience.

It is a serious question with regard to what it would cost—in terms of contri-
butions, taxes, etc.— to become an agricultural entrepreneur officially. He suspects
that his “orderly arranged status” would cost more, but in the winter he was not
sure of what his expenses would be, and could not see whether his farm would be
able to bear the weight of further debts.
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BOOK REVIEWS

HOLZMAN, R.-GACS, J.-WINCKLER, G.
(eds): Output decline in Eastern Europe. Klu-
wer Academic Publishers. 1995.

“By the time the transition is over, I sus-
pect that we may have quite a good under-
standing of how it could have been done prop-
erly.” writes J. Williamson in his summary.
The book is a selection of presentations given
at the Conference on Qutput Decline in East-
ern Europe: Prospects for Recovery? which
took place in Laxenburg, Austria, on [8-22
November 1993. The title of the volume is
straightforward and factual, though the subti-
tle: “unavoidable, external influence or home-
made?" is revealing. One can sense all the hes-
itation and uncertainty in searching for valid
causes of events. The book is excellent, care-
fully edited and well constructed. The ex-
perts, the research workers, and the economists
having any interest in the transition process—
that is to say, almost every professional-—may
and often will take it from their bookshelf and
use it to their satisfaction. It will offer, for-
tunately, not all-purpose answers but alterna-
tive approaches, well-formulated questions, and
quite a variety of different opinions with a dom-
inant common feature: this shows wise self-
restraint.

When a volume has several authors, it
is always difficult to assure evenness in stan-
dard and harmony in the treatment of subjects.
This is doubly true of books that carry confer-
ence papers. This time the editors have man-
aged to maintain high quality throughout by se-
lecting contributions they regard as excellent.
To retain the atmosphere of the conference, the
volume includes contributions by speakers who
were asked to comment on the major contribu-
tions, as well as summaries of the numerous top-
ics. The slightly didactic arrangement of the
writings is amply compensated for by the di-
versity of approaches and the presentation of
conflicting views. The book is also a valu-
able source for research.

The book owes its topicality to the re-
gretful fact that throughout Eastern Europe
there has been a marked macroeconomic out-

put decline in the wake of the upheavals of the
late 1980s. This has occurred despite a wide va-
riety of political efforts to counter it, and al-
most independently of the nature or timing of
the reform package introduced. As time has
gone by, individual traits have emerged along
with the shared ones. Diversity has made re-
search a doubly difficult task.

Output decline during transition is dis-
cussed under three headings: (1) problems of
measurement, (2) the causes of output de-
cline, and (3) related economic policy fac-
tors.

As analysts have always concentrated
on the causes and expected consequences of
the political and economic aspects of transi-
tion, until recently insufficient attention was
paid to the measurement of economic perfor-
mance. The economists specialising in measure-
ment face the task both of working out meth-
ods for reliable measurement and the stan-
dardisation of diverse statistical systems. It is
far from being an easy task to collate statis-
tics of the MPS type of command economies of
the past with the distorting effects of price sys-
tems where factors other than supply and de-
mand played the main role, and it is not easy
to observe spheres that elude measurement: c¢.g.
the respective grey and black economies of the
transition countries. The papers written by
Arvai and Dallago respectively offer an apt dis-
cussion of these questions.

However, the way these problems are
routinely treated—with an anxious insistence
on standardised macroeconomic indices and
concern about success when the figures show
growth, or failure when they fall back—may
be misleading. Often there is contradiction be-
tween a one-sided emphasis on output-related
figures and the real aims of transition. It
would be a mistake to regret the dwindling of
the output of manufacturers of military equip-
ment or the closing down of loss-making compa-
nies. It might be conceded, however, that even
in such cases the short-term approach may dif-
fer from the long-term one. When the value
of transition is assessed by way of measure-
ment, it is unwise to apply old approaches.
The paper by Earle offers a remarkable dis-
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cussion of the shortcomings of the conven-
tional approach to these questions. He pro-
poses Lo analyse, in the first place. changes in in-
puts and resource allocations, instead of look-
ing at outputs. Even in cases in which out-
put declines-—he argues—only detailed research
can enable the analyst to make a value judge-
ment. Earle is of the view that in the transition
countries output figures conceal, rather than re-
veal real performance. By way of an exam-
ple he refers to Albania. Even though in 1993
that country’s growth was higher than that of
any other country in the region, it would be
a mistake, he writes, to conclude that Alba-
nia is ahead of the other countries in transi-
tion.

The majority of essays discuss the causes
of output decline, either by offering compar-
ative analyses, or by way of country stud-
ies or case studies. A welcome self-restraint
marks the argumentation of the authors (which
has largely been missing from previous publi-
cations on transition). In the early phase of
transition the analysts were much more self-
assured in pointing out the main cause of out-
put decline and, even more so, how to rem-
edy it. Nowadays authors acknowledge the co-
existence of conflicting theories, each of which
may be plausible. The essays in this vol-
ume employ the following categories and meth-
ods of argumentation: the conventional macroe-
conomic categories, like factors of supply and
demand; the categories of the economics of
adjustment: i.e. shock and response; Janos
Kornai's notions of soft budgetary limits ver-
sus hard budgetary limits. Having examined
Hungary, Poland and Czechoslovakia, Borein-
stein and Ostry conclude that during the ini-
tial years, the changes in output levels oc-
curred almost without any structural transfor-
mation. In other words, the responses to the
shock of structural changes were to come later.
In his analysis of the case of Poland, Berg ex-
amines whether or not the Western litera-
ture of transition pays sufficient attention to
the fact that-—along with the changes occur-
ring in connection with the factors of sup-
ply and demand—the departure from a Soviet-
type economy forms the main stream of adjust-
ment in the transition countries. It is hardly
surprising that among the essays devoted to
the shock effects, the majority address the ef-
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fects of the collapse of Comecon (Rosati, Gdcs).
Calvo, Coricelli and Gomulka discuss changes
that have occurred at company level. These es-
says examine the following problems: the finan-
cial situation of companies, the mutual indebt-
edness of a wide circles of companies, the short-
age of credit, and the end of the “soft” bud-
getary limits. Other authors associate output
decline with tendencies in government spend-
ing (Chu, Schwartz), employment (Valentinyi)
and privatisation (Capek).

These essays are valuable for several rea-
sons: they are based on a thorough and logi-
cal assessment of the situation, and the quan-
titative methods of analyses employed may in-
spire other researchers to apply similar meth-
ods for other countries (although it has to be
borne in mind that certain issues cannot be sub-
jected to multi-country comparisons).

However, reassuring it may seem to em-
ploy a method for exploring the causes of the
problems, one cannot help asking for the ways
of how best to exert an influence on these pro-
cesses and how to predict the future. Asif to an-
swer such questions, the third part of the vol-
ume is devoted to possible courses of future
action, including the limits and difficulties.
There seems to be consensus among the au-
thors that the conventional tools of conven-
tional economics do not have the same effi-
ciency in transition economies. Both the for-
eign economic advisers and the decision-makers
of the countries concerned have yet to come
to terms with this lesson. The differences be-
tween Western economies and the transition
countries are so marked that certain meth-
ods that work in the West may even be coun-
terproductive in this part of the world. The
pieces written by Raiser and Nunnenkamp fo-
cus on the role played by the governments of
certain countries before, during and after pri-
vatisation deals; Bucher discusses the connec-
tion between the European Community and
how transition countries open their markets;
Ades, Kiguel and Liviatan survey expericnces
in liberalisation.

Williamson offers a summary review of
all the contributions to the conference. lle ar-
gues that, certain shortcomings of the pa-
pers apart, there has been progress in the way
economists understand what is going on. The
heated debate is over between the advocates of



shock therapy and those of step-by-step transi-
tion. Sobering up has followed the euphoric ex-
pectations of the period around 1989. The mod-
est results, and slower than expected speed of
transition have caused disappointment. It may
give some consolation to recall that reconstruc-
tion proceeded in Western Europe after the Sec-
ond World War slower than it was expected in
1945. It was widely thought a few years ago
that, in view of the step fall in demand and run-
away unemployment, there should have been
temporary protection for the crisis sectors of
transition economies. No such recommendation
would carry weight nowadays- ~at least, not in
Central Europe. It is more convincing to argue
that the question of whether or not the new sec-
tors will succeed depends on whether the insti-
tutional vacuum left by the collapse of the com-
mand economy is filled by something else. Gen-
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erally speaking, it can be concluded that the ad-
vocates of Keynes' emphasis on generating de-
mand were absent from the conference. The ad-
vice which was so often repeated before: to
lay stress on the supply side and spced up pri-
vatisation, was not seen as the most attrac-
tive method. Instead, the participants in the
conference stressed that privatisation should
be adequate rather than speedy if the com-
petitive markets are to be penctrated. Ac-
cording to the final conclusion, the only ra-
tional strategy for Eastern Europe's transi-
tion countries is ezport-driven growth. This
has several preconditions, including the require-
ment that the West should not seek to solve its
own problems by restricting access to its mar-
kets.

ZS. BEKKER
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