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Preface to the Series and Acknowledgments

The present volume is a component of a series that is intended
to present a comprehensive survey of the many aspects of East
Central European society.

The books in this series deal with peoples whose homelands lie
between the Germans to the west, the Russians, Ukrainians and
Belorussians to the east and north, and the Mediterranean and
Adriatic seas to the south. They constitute a particular civilization,
one that is at once an integral part of Europe, yet substantially dif-
ferent from the West. The area is characterized by a rich diversity
of languages, religions and governments. The study ofthis complex
area demands a multidisciplinary approach, and, accordingly, our
contributors to the series represent several academic disciplines.
They have been drawn from universities and other scholarly insti-
tutions in the United States and Western Europe, as well as East and
Central Europe. The author of the present volume is a prominent
Hungarian expert of his theme.

The editors are responsible for ensuring the comprehensive-
ness, cohesion, internal balance, and scholarly quality of the series
they have launched. We cheerfully accept this responsibility and
intend this work to be neither justification nor condemnation of the
policies, attitudes, and activities of any person involved. At the
same time, because the contributors represent so many different
disciplines, interpretations, and schools of thought, our policy in
this, as in the past and future volumes, is to present their contribu-
tions'without major modifications.

The Biographies of Key Personalities and the Selected
Bibliography were compiled by Julianna Parti.
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Ms. Andrea T. Kulcsar gave extensive help in arranging, refin-
ing, type-setting of the text, and preparing the appendices. | wish to
express our gratitude to her.

Budapest, March 15, 2000
Béla K. Kiraly
Editor in Chief



Foreword

The first paper in this volume was written in 1985 and the last
in 1995.1The ten years in between the two years produced a polit-
ical change of historic importance, which replaced the one-party
system in Hungary and the other communist countries in Europe
with a multi-party system: dictatorship gave way to democracy. It
is true though that the period of brutal Stalinist dictatorship in
Hungary had ceased well before 1989-90: the system’s adversaries
were suppressed with a softer hand. Furthermore, there is still fric-
tion in the way democracy operates today, so that efforts towards
political centralization and curbing the scope of opposition appear
time and again. Nonetheless, 1989-90 can be said to mark a water-
shed in the political history of modem Hungary.

While the political change was sudden, the transformation of
the Hungarian economy shows continuity in many respects. To put
it more precisely, there is a kind of mixture of continuity and dis-
continuity in the economic sphere, with the former having a large
share—larger than in the political sphere. This mixture is apparent
in the three studies included in the volume. Here, in the Foreword,
let me point to just a few aspects.

Hungary serves as a prime example of what is known, in the
discourse on post-socialist transition, as the “gradualist” strategy of
transformation. This ties in with the fact that structural transforma-
tion in Hungary started as early as 1968, so that it had a longer time
to run its course. The reforms before 1989-90 and after the change
of system had a gradualist character. Although some measures or
packages of measures—abolition of the system of planning direc-
tives in 1968, the introduction of bankruptcy legislation in 1992, or
the adjustment and stabilization package in 1995—had an exten-
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sive and lasting influence on the economy, the process of replacing
the socialist system with the capitalist system involved hundreds
and hundreds of small steps.

In many countries of the post-socialist region, the transforma-
tion of property rights hardly started until the political change.
However, there were some exceptions, where the process had
begun much earlier. Hungary had been in the vanguard in this
respect, so that the private sector showed significant development
in the second half of the K&dar era. To quote the first study in this
volume, written in 1985, “The most spectacular trend of the
Hungarian reform process is the growth of the private sector.”2

The same study suggested that the reform process would cer-
tainly come to a standstill if the political, ideological and legal bar-

riers to further development of the private sector remained.3
Overcoming these barriers and speeding up the development of the
private sector only became possible with the political turning point,
the change of system. The governments and economic agents of
post-socialist Hungary alike refrained, in a traditional spirit of grad-
ualism, from the course taken, for instance, by the Klaus govern-
ment of the Czech Republic, whose actions were aimed at distrib-
uting the wealth of the state free of charge, and speeding up the
process of privatization spectacularly and artificially. Instead, the
course taken in Hungary encouraged and created the conditions for
an organic growth of the private sector. State assets were sold and
an inflow of foreign capital was permitted and encouraged. This led
to a growth in productivity unequalled anywhere in the post-social-
ist region except Poland.

However, insistence on continuity and gradualism had harmful
effects as well. The second study in the volume analyses in detail
the policy of “goulash communism” that came about in the K&dar
era. The dictatorship was “soft”. The regime could not or dared not
keep the people down by repression. Instead it strove to win their
benevolent support or at least to render them politically passive. It
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preferred to run up foreign debt rather than take unpopular restric-
tive measures at home.

This attitude survived after the political turning point as well.
Successive governments refrained from introducing the strict mea-
sures that would protect or restore the country’s internal and exter-
nal economic equilibrium.

Only with the stabilization package of 1995 was there a radi-
cal departure from this lenient, and in many respects populist
macroeconomic strategy. It was a painful operation, causing much
public suffering, but it succeeded in correcting the severely distort-
ed proportions of the macroeconomy. It also set out to cut the bur-
geoning state expenditure and thereby reform the role played by the
state.

The last study in the volume, assessing the initial visible
results of the adjustment package, was written in 1995. Since then,
these results have become all the more apparent: economic growth
has accelerated, and the restoration of the internal and external
equilibrium has proved sustainable. The temporary acceleration of
inflation entailed in the package has been steadily slowing down;
the disinflation too is taking place in a gradualist fashion. However,
any exaggerated or overconfident attempt to extrapolate from all
this into the future could easily be a serious mistake.

The struggle for macroeconomic stability is by no means a bat-
tle that can be won at a stroke. It is a constant war, demanding vig-
ilance and perseverance against populism, and eschewing cheap
promises. There is always a danger of expanding the paternalist
state again, that the government may loosen financial discipline and
decrease efforts at efficiency. The warnings contained in these three
studies remain timely in Hungary and in the other post-socialist
countries.

Budapest, Hungary, and Cambridge, MA, January 2000
Janos Kornai
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Notes

Many people change their view of the world during great turning
points in history. That happened in Hungary in the 1990s. Indeed,
some people did so several times, and if they expressed their
momentary opinions in writing, they may feel ashamed to publish

them again. o o
My interpretation of socialism and capitalism, the command econo-

my and the market, dictatorship and democracy remained the same
after the change of system in 1989-90 as they had been before. | pre-
sent my present-day readers with my previous writings in good faith,
because | believe their message remains valid to this day.

This view of mine remained fairly isolated in the literature of the
time, in Hungary and abroad. Most analysts in those days considered
the most significant gain of the reform to be the market orientation
assumed by state-owned firms.

| use deliberately the phrase “the study suggested”. It should be
remembered that it was written in 1985, under the legal publishing
constraints of that time. So the final part of the study expressed the
author’s negative opinion in the form of questions, not statements.

I am sure that readers understood the author’s real message in those
days, when the art of “reading between the lines” was widely prac-
ticed. | trust that in that sense readers today will be able to empathize
with the style of the period.
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I. INTRODUCTION 2

The Hungarian economy has undergone major systemic
changes in the last 30 years. The impact of the reform is felt by
every Hungarian citizen. The influence of the Hungarian experi-
ence, however, does not stop at the borders of this small Eastern
European country. At least the temptation to follow a similar road
appears in other socialist countries. The leaders of the Chinese
economy are studying the Hungarian situation carefully in an effort
to learn from its successes and failures. In the Soviet Union and in
a few smaller Eastern European countries, where a genuine reform
has not yet begun, the advocates of more far-reaching changes fre-
quently refer to Hungary. It is probably not an exaggeration to say
that the Hungarian reform has some global relevance.

According to a widely held view, the Hungarian economy has
become or is close to a system of ‘market socialism’. Referring to
Oscar Lange’s3 famous model of socialism, Paul R. Gregory and
Robert C. Stuart4 write: ‘In a general way, NEM (the New
Economic Mechanism of Hungary) bears a close resemblance to
the Lange model’.51 am convinced that this interpretation of the
Hungarian reform is erroneous and the purpose of this paper is to
support my rejection of this view. At the end different ‘visions’ of
market socialism will be reviewed and confronted with Hungarian
reality. But before this confrontation of ‘vision’ with reality, a pos-
itive description is needed. | will try to answer the following ques-
tion: if it is not ‘market socialism’, what is the true nature of the
present Hungarian system? For an answer, we have to go into some
detail in reviewing the Hungarian situation, so as to avoid oversim-
plification.
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This paper addresses the general reader, not only the specialist
in comparative systems and socialist economies; therefore it cannot
avoid including information known to the experts. The approach is
largely ‘institutional’; data are used for illustration. There is no
attempt to support rigorously formulated hypotheses with econo-
metric analysis. Many important questions remain unanswered; the
paper stops at the present frontier of research in Hungary and else-

where.
There are dozens of books and hundreds of journal articles

about the Hungarian reform.67 The paper is not an utterly mechan-
ical compilation of every treatment. It recognizes and presents the
principal alternatives, but, in the end, it describes and appraises the
Hungarian reform in the light of my own views. It is best to say at
once: This is a subjective description and appraisal of the
Hungarian reform, its intellectual background, and its real develop-
ment. Another personal remark is in order. Although my writings
are not without some intellectual influence in my country, | do not
claim to be regarded as one ofthe ‘architects’ of the reform. | was
not and am not a government official or a member of any decision-
making body, or a formally appointed adviser. In other words, | am
accountable neither for the great results of the reform, not for its
shortcomings. At the same time, | was and still am a firm support-
er and a critical observer of the reform process. It is hoped that this
special position gives me a certain closeness to the events, but also
the necessary distance for a frank and fair appraisal.

Subjectivity is not identical with originality. The paper con-
tains some ideas originating in my own writings but also the ideas
of other economists whose contributions will be acknowledged. In
some cases the originator cannot be traced, because the thought or
formulation has been generated anonymously and now belongs to
the folklore of the Hungarian economics profession. In some
respects this paper reflects a rather wide consensus shared by a
larger group of Hungarians. That does not imply that something
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like a universally accepted ‘Hungarian view’ exists. Economists in
Hungary are no less divided in their opinions than their colleagues
in any other country.

The review is not impartial; my own set of desiderata will
become clear to the reader as he or she goes through the paper. Yet
the article will remain in the domain of positive analysis and dis-
cuss a few intellectual currents; there is no attempt to present my
own updated blueprint of an ‘ideal’ socialist system.

Because this paper deals with institutional changes, it
inevitably touches on problems in the fields of sociology, social
psychology, political science, and political history. Nevertheless,
this is the work of an economist concentrating on economic issues
without aiming at a thorough analysis of their political aspects.

The Hungarian reform was not a sudden action, but a slow
process. Its intellectual history started with papers of Gyodrgy Péter8
presenting a penetrating criticism of the old system and a draft of
the reform.9 The history of practical reform measures began in
1956-57 with the abolition of compulsory deliveries in agriculture,
although the dominant feature of the period 1957-64 was the con-
servation of the old bureaucratic economic mechanism. An impor-
tant milestone was reached in 1968, when a whole package of sub-
stantial changes was introduced. Further steps came later. But the
reform process did not follow a one-way road even after 1968:
phases of progress were followed by reversals. After the great
reform wave of the late sixties the years 1972-79 again represented
a period in which anti-reform forces could break through. A new
wave of reform measures started in 1979 and has been going on
since. Apart from consecutive ups and downs, proreform and coun-
terreform tendencies have been manifest side by side continuously.

Unfortunately, limitations of space do not allow a discussion
of the historical evolution ofthe reform. This paper focuses on phe-
nomena that prevailed throughout the 1968-85 period and charac-
terize the present state of affairs, with only occasional backward
glances.
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The Western reader will recognize many issues familiar to him
or her from his or her experience in his or her own economy or, at
least, in the public sector and administration of his or her own coun-
try. It would certainly be instructive to discuss similarities and dif-
ferences between different socio-economic systems. There is also
an extended theoretical and empirical literature on certain issues,
which are the Western counterparts of problems discussed in this

paper for the Hungarian case. For example, there are many valuable
studies on taxation, price and wage control, regulation, privatiza-
tion, and the relationship between government- and state-owned
firms in non-socialist economies. Except for a few occasional hints,
such comparative study and a survey of the Western literature on
the analogous issues go beyond the limitations of the present paper.



Il. CONCEPTUAL CLARIFICATION

There are a few general concepts that represent key building
blocks in our thought, concepts that are not unambiguous. We do
not pretend to arrive at generally applicable exact definitions. The
purpose of this section is more modest: to clarify in a rather prag-
matical manner the meaning of certain concepts in the context of
the present paper.

1. Economic systems

We use the term economic system to mean not only ‘grand’
systems, like ‘capitalism’ or ‘socialism’, which could rather be
regarded as system ‘families’, but also the particular members of
such a family. Contemporary Czechoslovakia, Hungary, and
Yugoslavia, for instance, have different systems, although all three
are socialist countries.

Instead of an abstract definition, | give a summary list of the
main components of an economic system:

*  The organizations functioning in the economy: for example,
administrative organs, non-profit institutions, firms, house-
holds, associations;

*  The distribution of the various forms of ownership and proper-
ty rights;

*  The distribution of decision-making power;

* The information structure: types of information flowing
between organizations;

*  Incentives motivating the decision-makers;
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*  The role of political organs and the government in economic
affairs;

* Laws and governmental resolutions, that is, the formal legal
regulation ofthe economy’s operation;

* Informal ‘rules of the game’: routine behavioural patterns
enforcing, hindering, or complementing the formal legal regu-
lation.

The list is not exhaustive.10 The components are interdepen-
dent; they cannot be chosen arbitrarily.

In the Hungarian literature the terms economic mechanism or
simply institutional circumstances are used more or less as syn-
onyms for economic system.

We contrast the concept of policy with the concept of system.
The former is the determination of certain variables by policy mak-
ers within the framework of a given system. In this respect we fol-
low the usage of Hungarian discussions, which consistently apply
the distinction between issues of economic policy and issues of the
economic mechanism.

2. Bureaucratic and market coordination

A system coordinates the activities and interactions of its
members, i.e. individuals and organizations. For the sake of our
study we distinguish two pure types of coordination.1l

a) Bureaucratic Coordination.. There is a vertical relation-
ship between the coordinating individual or organization and the
coordinated individuals or organizations. Control is exerted by a
microlevel hierarchy. Administrative coercion and legal sanctions
compel individuals and organizations to accept orders and prohibi-
tions from above. The vertical relationship is lasting and institu-
tionalized; it is mutually acknowledged both ‘above’ and ‘below’.
The transactions are not necessarily monetized, but if they are, the
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subordinated individual or organization is financially dependent on
the superior. The bureaucracy is active in the allocation of
resources and in the redistribution of income.

b) Market Coordination. There is a horizontal relationship
between the buyer and the seller individual or organization; the two
participants are equal from the legal point of view. The individuals
or organizations are motivated by financial gain. In its pure form
market coordination takes place at prices based on agreement
between buyer and seller. The transactions are monetized.13

Some writers prefer a wider definition; the present paper, how-
ever, will apply consistently the narrow definition outlined above.
We refer to market coordination only if money, prices, and profit
are at work.

The debate over the reform of socialist systems can be trans-
lated into the language of the above classification: the participants
suggest alternative combinations of the basic forms. Systemic
changes in the real world can be described as new combinations of
the two basic forms with shifts of relative weights and new linkages
between them.

3. Reform

Reform is a notion widely used by many parties and political
movements all over the world. The present paper will apply a nar-
row definition designed especially for our discussion. We reserve
the term reform for the change in a socialist economic system, pro-
vided that it diminishes the role of bureaucratic coordination and
increases the role of the market.

The modernization of a highly bureaucratic regulation of the
economy with the aid of computers is not ‘reform’. Nor do we give
this name to efforts aimed at tighter labour discipline. Useful as
these policy measures might be, they do not imply change of the
system; they do not lead to a reduction in the role of bureaucracy
and to an increase in the role of the market.
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In this sense there are only three countries where a genuine
reform process is in progress: in the order of inception these are
Yugoslavia, Hungary, and China. There are signs that perhaps
Poland will follow suit.



I1l. THE STATE SECTOR

We divide the economy into two main social sectors:, organi-
zations working with capital owned by the state and the rest of the
economy, that is, the non-state sector. (The adjective social will be
used throughout to refer to the sectors distinguished by ownership.)
Systemic changes associated with the state sector are discussed in
Section Il and with the non-state sector in Section IV.

Table | : Share of social sectors in employment and national income
(percentage distribution)

Distribution of active income Contribution to
earners national income
1966 1975 1980 1984 1975 1980 1984
1. State sector 65.0 70.9 71.1 69.9 73.3 69.8 65.2
2. Non-state sector
a Cooperatives 30.7 24.9 25.5 25.9 17.8 19.8 20.6
b Household farming - - - - 4.0 3.2 2.8
¢ Auxiliary production
ofemployees - - — — 3.0 3.7 5.9
d Formal private sector 4.3 4.2 3.4 4.2 1.9 3.5 5.5

Sources'. Column 1 CSO, 1967, pp. 52-53; Column 2: CSO, 1976, pp. 92-
93; Columns 3-4: CSO, 19853, p. 23; Column 5: CSO, 1976, p. 58; CSO,
1982, p. 87; CSO, 1983b, p. 93; Columns 6-7:CSO, 1985a, pp. 55, 60;
CSO, 1982, p. 85; CSO, 1983b, p. 98; CSO, 1985c, p. 77.

Data broken down according to our classification are not available for the
contribution to national income in 1966.

Note\ The non-state sectors are discussed in Section IV. ‘National income’
is a net output concept within the framework of the ‘Material Product
System’ (MPS), the accounting system used in socialist countries. Except
for sectors 2b and 2c, the table does not cover the informal private sector.

15
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The state sector, it must be emphasized, was and still is the
dominant sector of the Hungarian economy. As shown in Table 1,
about two-thirds of officially recorded total national income is pro-
duced by state-owned firms.4

1. The abolition of mandatory plans

We begin with a brief description of the command economy by
which the state sector was administered in the pre-reform period.5
Usual synonyms are the traditional centrally planned economy or
classical socialist economy, economy of the Soviet type, or simply,
the ‘old” economic mechanism contrasted with the reformed ‘new’
one.

The national plan is elaborated by the Central Planning Board
and approved by the highest political bodies. After that, the plan is
strictly mandatory. The economy is governed by a bureaucracy,
organized in a multilevel hierarchy.16The plan indicators at the top
are successively disaggregated from higher to lower levels. At the
bottom, the state-owned firm gets hundreds or thousands of manda-
tory plan indicators each year, containing four sets. Firstly the set
of output targets, whenever possible, in physical terms or in aggre-
gate real terms expressed in base-year fixed prices. A multiproduct
firm may get as many output targets as it has products or groups of
products. Secondly, input quotas, again in physical or real value
terms. This set contains the rations of centrally allocated materials
and semifinished products, indicating not only quantity and quali-
ty, but also the supplier obliged to deliver. There are also labour
quotas and wage funds. Thirdly, mandatory financial indicators
concerning production costs, profits, credit ceilings. Fourthly, a list
of certain actions to be taken by the firm: introduction of new tech-
nologies or products, investment projects, and so on. Although all
plan indicators are compulsory, certain ‘priority indicators’ are
enforced more strictly. Typically this is the case with at least one
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indicator of aggregate output, with some ceilings on wage expendi-
tures, and also sometimes with a few specific export targets.

The flow of information is not unidirectional. The firms sub-
mit proposals in the course of plan elaboration and they report
results during and after the plan period. The more important flow,
however, is the flow downward: commands given by the higher
level to the lower level of the hierarchy.

One of the most tormenting properties of the command system
is rigidity. Commands once given are hard to change. Any change
must go through a multistage process of approval in different sec-
tions and different levels of the hierarchy. The system of detailed
plan indicators is, of course, interdependent; it is a kind of a ‘gen-
eral equilibrium’ image of future economic processes. It is required
that the spillover effects of any significant change should be fol-
lowed in all other segments affected and appropriate adjustment
should be made. Planners understandably are not fond of such extra
work. As a consequence, response to unexpected shifts in supply,
demand, or technology is slow and incomplete.

Top planners seek to assure ‘taut planning’.7 The plan must
have a ‘mobilizing’ effect, extracting maximum output from given
resources. This is one more reason for rigidities: there are no easi-
ly accessible reserves left to be used for quick adjustment.
Furthermore the plan leads to defensive tactics on the part of sub-
ordinates. It is in the interest of the firm’s manager to hide the gen-
uine capabilities of the firm and to fix a more law target that can be
fulfilled comfortably even if supplies do not arrive on schedule. Of
course the staff of the higher authorities knows this. ‘Plan bargain-
ing’ evolves: the superior planner wants more output out of less
input, the subordinate wants the opposite. In the course of realizing
the plan, the manager’s motivation is to achieve target, perhaps
even to exceed target slightly, but this must not be overdone.
Otherwise the exceeded target of this year will be incorporated into
the mandatory target of the next year. As a consequence, a restric-
tive practice is common.18
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Input-output combinations are distorted. The direction of dis-
tortion depends on the exact nature of the ‘priority’ indicators. If,
for example, gross output in aggregate value terms is enforced rig-
orously, the manager’s interest is to produce goods containing large
quantities of expensive material. Ifthe output target is given in tons
or, as in textile industry, in metres, the manager is motivated to pro-
duce heavy goods or thin textile. Output plans must be fulfilled at
any price, neglecting all other ‘non-priority’ objectives or those the
authorities are less able to check, like the improvement of quality,
the introduction of new products, reduction of costs, and proper
maintenance of machinery and buildings.

The abstract model of the command economy operating in the
state-owned sector is a strictly vertical bureaucratic control, exe-
cuted by a disciplined bureaucracy in a consistent way. Real com-
mand economies are not as ‘pure’ as the model; some horizontal
coordination exists too. This proceeds partly on a non-pecuniary
basis: informal agreements of reciprocal help are made between
cooperating producer and user firms, complemented by some
incentives in money terms to the suppliers for the sake of more reli-
able deliveries (i.e. a half-tolerated, half-forbidden ‘market’ rela-
tionship). In any case, the system in the Hungarian state sector in
the early fifties was rather close to the model of a pure command
system.

There were minor changes introduced in the late fifties and
early sixties, for example, some limited forms of profit sharing for
employees. When the dispute over reform revived in the mid-six-
ties, there were discussions about how far the country should go in
the abolition of commands. Finally, the leadership opted for a rad-
ical solution. After careful preparation, the whole short-term com-
mand system was completely abolished in one stroke, beginning
with the first of January, 1968. The state-owned firms were formal-
ly declared to be autonomous regarding short-term output and input
plans.
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Orthodox economists in Eastern Europe had been afraid that
the socialist system would collapse without mandatory planning. It
turned out that they were wrong. This paper will make many criti-
cal comments about the Hungarian reform, but this must not over-
shadow one of the most impressive and undeniable conclusions
concerning the Hungarian systemic changes: the radical abolition
of short-term mandatory planning is viable even without a fully
developed market mechanism.

2. Dual dependence

What replaced the command system? A state-owned firm of
the reformed Hungarian economy operates in a condition of dual
dependence. It depends vertically on the bureaucracy and horizon-
tally on its suppliers and customers. A brief look at the life of a
state-owned firm will illustrate how the system of dual dependence
works.

Entry. The creation of a state-owned firm is the result of a
lengthy bureaucratic process. It may be initiated by an individual or
a group, but the very active support of bureaucratic organs is need-
ed for success.

Recently the legal conditions for establishing small state-
owned enterprises have been eased. Existing firms can ‘branch out’
and create subsidiary enterprises half subordinate to and half inde-
pendent of the founder. There is also some possibility of entry by
non-state producers as potential competitors of the state-owned
firm, but this is subject to severe restrictions.

Exit. There are state-owned firms that go out of business, but
their number is rather small and the exit (both final liquidation and
absorption by another state-owned firm) is decided by bureaucratic
producers. ‘Death’ is not the outcome of a natural selection process
on the market. No substantial positive correlation can be found
between exit and persistent loss-making or insolvency.19
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Selection and appointment oftop managers. This remained the
most important vertical linkage. Until some changes in the mid-
eighties the leading executives of a firm were appointed by a supe-
rior authority. A successful manager will be promoted either by
moving upward within the same firm or by transfer to another firm
or to some state agency. Similarly, a successful official in a ministry
may be appointed to the directorship of a large firm. There is no
genuine job market’ for managers; their career depends to a large
extent on the opinion ofthe top bureaucracy. Therefore, it is under-
standable that one of the main objectives of managers is to please
their superiors.

In 1985 new regulations were introduced. The top managers in
the majority of state-owned firms are no longer appointed by the
higher authority, but elected, directly or indirectly, by the employ-
ees of the firm. The administrative and political organizations have
formal or informal veto powers over both the preselection of the
candidates and the outcome of the election. It is too early to
appraise the results of these arrangements.

Determination ofoutput. The firm’s autonomy has increased a
great deal in this respect. Short-term annual plans are determined
by the firm. The superior authority does not set aggregate output
targets and that is an important change. It still puts forward, how-
ever, informal ‘requests’ telling the firm what is ‘expected’ from
the managers. Typically, certain deliveries are urged for export or
for a customer who is a protégé ofthe intervening official or for the
elimination of certain pressing shortages. In any case, the manage-
ment of the firm will usually be willing to comply.

Determination ofinputs. The all-encompassing system of for-
mal material rationing and allocation has been dissolved, though a
few goods are still centrally allocated. There are, however, informal
quotas, licenses, or other restrictions.2

Horizontal linkages between state-owned firms in their capac-
ities as sellers and buyers certainly have becomestronger than they
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were before the reform. The linkages are mixtures of genuine mar-
ket contracts following business negotiations about prices, quality
standards, and delivery dates, and of ‘gentlemen’s agreements’
based on reciprocal favours. But the horizontal linkages are still not
insulated from the decisive influence of vertical regulation. In case
of disagreement or contract violation, complaints are addressed to
the bureaucracy, which is asked for judgment and intervention.

Choice oftechnology. Administrative intervention occurs, but
it is not wide-spread. The firm’s autonomy has increased substan-
tially in this respect.

Determination of prices. Prior to the reform, the price of
almost all goods produced by state-owned firms was set arbitrarily
by administrative organs. The relative prices were grossly distort-
ed. The rules have changed several times in the course ofthe reform
process. Some prices are still determined administratively, although
usually under some influence and in quite a few cases under strong
pressure on the part of the firms. The majority of prices ceased to
be administrative, at least nominally, after 1968. Most of such
prices have still not become genuinely free market prices, either.
Bureaucratic price control has different ways and means to exert
strong, in some cases, decisive influence on price formation.

Firstly, for many goods strict rules prescribe how to calculate
the price. Regulations determine the cases in which a ‘cost-plus’
principle must be implemented. For such calculations there are
strict instructions as to how costs should be calculated and what are
the permitted profit margins. In some other cases the application of
the so-called competitive pricing principles is mandatory. Profit
margins for goods sold on the domestic market must not exceed the
profit margins achieved on export markets. Similar correspondence
is prescribed between price increase for domestically sold and
exported goods.2L There are many exceptions to the declared calcu-
lation principles, again determined by a long sequence of bureau-
cratic rules.
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Secondly, many of the changes nominally decided within the
firm must be reported in advance by the producer to the price
authority, which may or may not intervene, formally or informally.

Thirdly, there are laws against ‘unfair profit’ and ‘unfair
price’. These are, of course, vague concepts; much depends on
interpretation and arbitrary judgment. Because firms are audited
frequently, there is always the concern that their pricing practice

may be condemned.
Unfortunately, there is no study available that would give a

clear appraisal of how the present Hungarian relative price system
compares with a rational one, reflecting relative scarcities more or
less correctly. Some authors argue that prices have come much
closer to rational proportions than they did before the reform, main-
ly because the main raw materials, energy, and many tradable
goods are closer to relative prices on the world market.2 Others,
the author among them, accept these results but maintain that a
large degree of arbitrariness still prevails, because of the wide-
spread and bureaucratic interventions mentioned above. In an inter-
dependent price system each arbitrary aspect spills over and leads
to further distortions. As we shall see later, an arbitrarily differenti-
ated system of positive and negative taxation exists, which
inevitably leads to price distortions. An indirect piece of evidence
supporting the views of the critics is provided by a study of Léaszlé
Halpem and Gyoérgy Molnar,Z8who calculate a ‘cost-plus’ shadow
price system based on uniform profit rates with the aid of an input-
output table. The calculation24 shows a strikingly wide dispersion
of the shadow-price/actual-price ratios.

The impact of prices on firms’ decisions has become some-
what stronger in the wake of the reform, but it is still not decisive;
we will discuss that later. But even if firms eagerly watch prices,
they may still give the wrong signals.

Determination of wages and employment. An important
change: absolute ceilings on the total wage bill that had been one of
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the most powerful target figures in the prereform era were com-
pletely abolished. There are still several bureaucratic instruments of
interference in wage formation. The instruments have changed sev-
eral times since the beginning of the reform process. To mention
just a few: progressive taxation of the firm linked to average wages
or to wage costs or to the increase ofwages; wage policy guidelines
associated with strong pressures to follow them.

As a result of the reform, mandatory employment quotas were
abolished, but formal and informal restrictions on hiring labour
reappeared in the seventies, as a reaction to growing labour short-
ages.5

Credit. Hungary has a highly centralized monetary system.
There is permanent excess demand for credit. The banking sector,
except for new institutions to be discussed later, acts as a credit-
rationing administrative authority and not as a genuine bank fol-
lowing commercial prinicples.® It is strongly connected with the
planners’ and the other authorities’ supervision of the state-owned
firms. Granting or denying credit is almost uncorrelated with the
past or present profitability and credit worthiness of the firm. To
some extent, the opposite relationship is true. The credit system is
used frequently to bail out firms failing on the market. Perhaps a
more market-oriented practice will evolve soon following recent
changes in the financial sector. We return to this issue in Section
VI/3.

Taxes and subsidies. Before the reform firms had to pay all
gross profits, except for a minor profit retention, to the central bud-
get. The introduction of taxation, which leaves the post-tax profit
with the firm, is an important change. The tax system is, however,
extremely complicated. The total number of taxes and subsidies of
different sorts to be paid by or to state-owned firms is between 290
and 300.2Z Few of them are based on rules that affect all firms uni-
formly. Many tax or subsidy regulations appear to be general, but a
closer look shows that they are calibrated to affect only a small tar-
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geted group, in many instances only a few dozen out of 1,600-1,700
firms. These are ‘tailor-made’ rules. In addition, ad hoc tax exemp-
tions are granted or payments due are postponed to help firms in
financial trouble. Firms suffer from the unpredictability of taxation.
Any time that the central authorities feel that firms have ‘too much
money’, tax rates may be arbitrarily increased or new taxes intro-
duced or firms might be forced to save (for example, by prescrib-
ing mandatory deposits or reserves).

The total of all subsidies for the entire state-owned sector is
about equal to the total gross profit before taxation; the total taxes
are even larger than total gross profit because the state sector is a
net tax payer. This means that a huge reshuffling of gross profits
goes on taxing away and handing out money through hundreds of
channels.

Investment. Investment decisions and financing were highly
centralized before the reform. As a result of the reform, the firm’s
discretion has increased; a substantial fraction of profit can be
retained for investment purposes. Nevertheless, central power is
still very strong. For major projects the firm needs additional capi-
tal either from the bank or from the governmental budget. Only a
small part of state sector investments, about one-fifth of the total, is
really decided at the firm’s level and financed exclusively form the
firm’s own savings. As for the rest, the firm must come to an agree-
ment with those who give external assistance; consequently the
bureaucracy can have a decisive influence on the allocation of
investments.28B Another form of intervention is to freeze the firm’s
savings originally reserved for investment purposes.

The central allocation of investment resources is not based on
profitability criteria. Almost the opposite is true. Redistribution
assists the losers with money taxed away from firms making large
profits. A closer look at the financial data of firms in the study of
Komaéi and Matits,2 Matits and Temesid and Varhegyi3 shows
that there is no substantial correlation between pre-or post-tax prof-
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liability in a certain year and investment activities in later years (no
effect of past and present profitability). And there is no substantial
correlation in the opposite direction, either, namely, between
investment activity in a certain year and pre- or post-tax profitabil-
ity in later years. Thus, expected future profitability has no effect,
assuming that there is substantial correlation between expected and
actual profitability.

The situation is eased to some extent by recent developments.
New financial intermediaries have been created, and new ways of

raising capital are permitted. We shall come back to that in Section
VI3.

3. Soft budget constraint and weak price responsiveness

In official declarations, profitability is the main criterion in
appraising the performance of a firm. The bonus ofthe managers is
profit-linked and there is also profit sharing for employees.2 It was
hoped that these measures would transform the firms into genuine
profit maximizers. This has not happened. The situation is illustrat-
ed in Table 2.

First let us look at the losers. Loss, even if long term, can be
compensated for by different means: ad hoc or permanent subsi-
dies, ad hoc or permanently favourable tax conditions or bail-out
credits. Price authorities can be permissive, allowing increase of the
administrative price or deviation from certain interventionist price
rules. The author3 coined the term soft budget constraint to
describe this phenomenon. The financial position of the state-
owned firm is not without influence. Although there is a budget
constraint that forces some financial discipline on the firm, it is not
strictly binding, but can be ‘stretched’ at the will of the higher
authorities. In principle, the firm should cover expenditures from
revenues made on the market. In practice, earnings from the market
can be arbitrarily supplemented by external assistance.



26 Janos Komai

Table 2: Transition probabilities due to fiscal redistribution in the state
sector of manufacturing in 1982

From original To final profitability
profitability
Loss-maker Low Medium High
profitability profitability profitability

Loss-maker .233 .500 122 .145
Low profitability .038 .853 .103 .006
Medium

profitability .000 734 .206 .060
High profitability .008 .394 .515 .083

Source and detail: Matits (1984a, p. 48).

Note. The research background of this table is indicated in note 19.
Transition means the proportion of firms in any given original profitabil-
ity class that became members of a given final profitability class as a result
of fiscal redistribution. The transition from ‘original’ to “final’ profitabil-
ity means the transition from the pre-tax and pre-subsidy position to the
post-tax and post-subsidy position.

The crucial issue is the fate of the chronic loss-makers. Their
fate will clearly show whether profit is something ‘dead serious’ or
only an illusion. The state bureaucracy exhibits a paternalistic atti-
tude toward state-owned firms. This is understandable, for they are
creations of the state, and the creator cannot let them down. There
are strong social and political pressures to keep ailing firms alive
for many reasons, for example, for the sake of job security3} or of
import substitution. But many observers ask the following ques-
tion. If the firm is in deep financial trouble and for socio-political
reasons it cannot be closed down, why at least are the managers not
fired? Such harsh treatment would—so these observers say—
increase the influence of the profit motive. In fact the managers
may either stay or are transferred to another job without significant
loss in income and prestige. The reason is simple. Because of the
thousands of bureaucratic interventions, the manager does not have
full responsibility for performance. In case of failure he can argue,
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perhaps with good reason, that he made all crucial decisions only
after consulting superiors. Furthermore, many of the problems are
consequences of central interventions, arbitrarily set prices, and so
on. Under such circumstances, the bureaucracy feels obliged to
shelter the loss-makers.

At the other end of the spectrum are firms making large prof-
its. Table 2 shows that there is a peculiar egalitarian tendency oper-
ating to reduce larger profits. The budget constraint is not only soft,
but also perverse. Because of the ceaseless and unpredictable
changes of financial rules, taxes, and subsidies, firms feel insecure
and exposed to the arbitrary improvisations of the bureaucracy.®

There are differences in terminology, but in substance a large
group of Hungarian economists agree: financial discipline is lax,
and there is no strong market coercion to enforce the search for
profits. This ‘soft budget constraint’ syndrome has many negative
consequences. Only one will be mentioned at this point, namely,
weak responsiveness to prices, especially on the input side. If a
wrong adjustment to relative prices does not entail an automatic
penalty through a well-functioning selective market process, the
firm does not have a strong stimulus for quick and complete adjust-
ment. There are some studies, unfortunately not many, that show
the firms” weak response to relative prices. Judit Szabé and Imre
Tarafas, 3 with the aid of multiple regression analysis, demonstrate
that changes of the foreign exchange rate have only a weak impact
on producers’ choice of the output and still less of inputs.

We are facing a vicious circle between the arbitrariness and
irrationalities of the relative price system on the one hand and the
soft budget constraint syndrome on the other, as argued by Halpem
and Molnéar,37 Antal,8and Komai and Matits.3® Because prices are
arbitrary and distorted, firms have legitimate reasons to ask for
compensation. And when external assistance is granted, it leads to
the preservation of the wrong price.
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4. Size distribution, monopolies

The size distribution of firms in Hungarian production is much
more skewed in favour of large units than in developed capitalist
economiesd as illustrated in Table 3. In 1975 in Hungarian indus-
try the three largest producers supplied more than two-thirds of pro-
duction in 508 and 637 product aggregates.4L The extremely high
concentration weakens or eliminates potential rivalry and creates
monopolies or oligopolies in many segments of production.

Table 3: Size distribution of firms in manufacturing

Hungary Sample of

capitalist
economies
Average number of employees per firm 186 80
Percentage distribution of employees by
size categories:

10-100 14 35
101-500 26 33
501-1000 19 13
more than 1000 41 19

Source and detail: Ehrlich (1985b, p. 92).

Note: The figures refer to averages of various years in the seventies. The
right column covers the following sample of countries: Austria, Belgium,
France, ltaly, Japan, and Sweden.

There are quite a few organizations that have the legal status
of a ‘state-owned firm’, but are practically playing the role of a
state authority. Their number now is smaller than before the reform,
but still not negligible. They have the power to determine the
rationing of the goods or services they supply to customers. For
example, this is the situation with the monopoly company deliver-
ing automobiles. There is a monopoly bank with the exclusive right
to grant consumer credit and mortgage loans.
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In the last few years, there have been serious efforts to break
up monopoly positions and to partition large entities into several
smaller ones. The size distribution has become somewhat less
extreme, shifting a little toward smaller units. But the process is
slow and meets with strong resistance.

There is a peculiar disparity in the treatment of large and small
state-owned firms. On the one hand, large firms are much more
successful in lobbying for favours, particularly for investment
resources. Some of them are in great financial trouble; nevertheless
large credits or subsidies are granted to them.£ On the other hand,
smaller units count for less in the eyes of the supervisors. They suf-
fer less form frequent inspections, and it is easier for them to evade
certain rigid regulations than it is for large firms.8

5. Summary: from direct to indirect bureaucratic control

The reform has improved the performance of the Hungarian
state sector. Firms now have more room for manoeuvre; they have
become less rigid and more adaptive. They respond in a more flex-
ible way to changes in demand and pay more attention to quality
improvement and technical progress. These achievements become
even more visible if one compares Hungaiy with the unreformed
socialist economies.

This appreciation notwithstanding, the reform went only half-
way. Hungarian state-owned firms do not operate within the frame-
work of market socialism. The reformed system is a specific com-
bination of bureaucratic and market coordination. The same can be
said, of course, about every contemporary economy. There is no
capitalist economy where the market functions in the complete
absence of bureaucratic intervention. The real issue is the relative
strength of the components in the mixture. Although we have no
exact measures and, therefore, our formulation is vague, we venture
the following proposition. The frequency and intensity of bureau-
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cratic intervention into market processes have certain critical val-
ues. Once these critical values are exceeded, the market becomes
emasculated and dominated by bureaucratic regulation. That is
exactly the case in the Hungarian state-owned sector.4 The market
is not dead. It does some coordinating work, but its influence is
weak. The firm’s manager watches the customer and the supplier
with one eye and his superiors in the bureaucracy with the other
eye. Practice teaches him that it is more important to keep the sec-
ond eye wide open: managerial career, the firm’s life and death,
taxes, subsidies and credit, prices and wages, all financial ‘regula-
tors’ affecting the firm’s prosperity, depend more on the higher

authorities than on market performance.

In the course of the reform the bureaucracy itself has changed:

it has become less tightly centralized. It is a peculiar complex of
partial multilevel bureaucracies that often act in an inconsistent
manner; it is more polycentric than before the reform. The head of
each branch has his own priorities and performs his own interven-
tion, granting favours to some firms and putting extra burdens on
others. The more such lines of separate control evolve, the more
they dampen each other’s effects.

The ‘rules of the game’ are not generated in a natural, organic

way by economic and social processes; rather they are elaborated
artificially by the officers and committees of the administrative
authorities. They are, of course, never perfect: they do not produce
exactly the results expected and are therefore revised time and time
again. Hence they are unable to provide stable guidance for the
behaviour of the firm. Once the reactions of the firms become man-
ifest, the rules are revised again.

The role of the state is not restricted to determining or influ-
encing a few important macro-aggregates or economy-wide para-
meters like the exchange rate or interest rate. As we have seen,
there are millions of micro-interventions in all facets of economic
life; bureaucratic microregulation has continued to prevail.
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The firms are not helpless. Every new tactic of the higher
organs evokes new countertactics. First of all, bargaining goes on
about all issues all the time. This is a bargaining society, and the-
main direction is vertical, namely bargaining between the levels of
the hierarchy, or between bureaucracy and firm, not horizontal,
between seller and buyer. All issues mentioned in Section 111/2—
entry, exit, appointment, output, input, price, wage, tax, subsidy,
credit, and investment—are subject to meticulous negotiations,
fights, lobbying, the influence of open or hidden supporters and
opponents. The Hungarian literature calls this phenomenon ‘regu-
lator bargaining’; it has taken the place of ‘plan bargaining’ which
had prevailed in the command economy. Firms had quite a bit of
bargaining power even in the classical command system and their
bargaining position improved substantially in the new system,
especially in the case of large firms.

If bargaining does not succeed, there is one more instrument in
the hands of the firm: to evade the regulations preferably not in an
explicitly illegal way, but by using some tricks, seemingly follow-
ing the letter ofthe law, but violating its intentions. And then, when
the lawmaker recognizes that there are loopholes, he tries to create
a new, more perfect decree—and the game starts again.

Let us sum up. For future reference we need a short name for
the system that has developed in the Hungarian state-owned sector.
We propose calling it indirect bureaucratic control, juxtaposing it
with the old command system of direct bureaucratic control. The
name reflects the fact that the dominant form of coordination has
remained bureaucratic control but that there are significant changes

in the set of control instruments.



IV. THE NON-STATE SECTOR

1. Digression: the reform in agriculture

Sections Il and IV proceed generally by reviewing the various
social sectors based on different types of ownership. Here in this
section we digress to take a closer look at all ownership types in
one particular branch, agriculture. This is perhaps the most suc-
cessful area of the reform. It is therefore instructive to discuss agri-
culture as a whole.%6

Contradictory tendencies have developed in the last 25-30
years. The share of state-owned farms remained rather stable. There
were two big waves of ‘collectivization’, that is, the forced forma-
tion of agricultural cooperatives: the first in the early fifties and the
second in 1959-61. The latter brought more than two-thirds of
arable land from private ownership into the hands of the coopera-
tives. Members of the cooperatives were allowed to hold only a
small private plot and a few animals. The present shares of the var-
ious types of ownership are shown in Table 4. Still, in spite of dra-
matic changes in the direction of collective ownership, Hungarian
agriculture is different from the prototype ‘collectivized’ organiza-
tion of agricultural production.

Cooperatives. This has remained the largest social sector in
agriculture. Many important changes have occurred in their func-
tioning. In the prereform system the position of a cooperative was
not far from that of a state-owned farm. It was tightly fitted in the
framework of a command economy; it received detailed mandato-
ry plan targets like state-owned firms. As a result of the reform
process, the system of mandatory plans was abolished in 1966, just

32
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as in the state sector two years later. Frequent informal interven-
tions, however, remained.

Even in the old system leaders of the cooperatives were elect-
ed and not appointed; that was the essential legal difference
between a state-owned and a cooperative enterprise. In practice,
however, elections were manipulated and there was only a formal
approval of the preselected managers by the membership. This
practice has not been rooted out, although the participation of the
members in the selection and appointment of managers has become
more active; the word of the membership carries more weight than
it did.

In the cooperatives of the early fifties material incentives were
weak. Compulsory delivery quotas at very low administrative
prices absorbed the largest part of production. In other words, the
peasantry carried a heavy tax burden. In years of poor harvest even
seeds for the next year and foodstuff for the farmers’ own con-
sumption were barely left in the village. In the expression coined
during those times, the attics of the farmers’ houses were swept
clean by compulsory deliveries. The sale of surplus on the market
was legally permitted, but little or no surplus was left to sell.

There have been substantial changes in this respect. Some
(though not all) price distortions, both on the output and on the
input side, have been eliminated. Material incentives are strong. As
has been mentioned, the compulsory delivery system was aban-
doned as early as 1956-57. The cooperatives can sell to state trade
organizations on a contractual basis, but they are allowed to do their
own marketing if they prefer. The cooperative as a whole is moti-
vated to earn more income and more profit. The cooperatives have
more autonomy in deciding how to use their own profit. In many
areas a special kind of decentralization is applied within the coop-
eratives: working teams or individuals are in charge ofa certain line
of production and get their own share of their production line’s net
income.
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Table 4\ Contribution of social sectors to total agricultural gross output
(percentage distribution)

Sectors 1966 1975 1980 1984
State-owned farms 16.4 18.0 16.8 15.3
Cooperatives 48.4 50.5 50.4 51.1
Household farming 23.7 19.0 18.5 18.4
Auxiliary production

and private farms 11.5 12.5 14.3 15.2

Source: Columns 1,2, and 3: CSO, 1983b, pp. 28, 37 and 116; Column 4:
CSO, 1985c, p. 73.

Before the reform, agricultural cooperatives were prohibited
from engaging in any but agricultural activities. In the reform

process non-agricultural activities have developed. The coopera-
tives have engaged in food processing, in the production of parts
for state-owned industry, in light industry, in constmction, in trade,
and in the restaurant business. The share of non-agricultural pro-
duction in the total output of agricultural cooperatives was 34 per
cent in 1984. In this way profits have increased and seasonal
troughs of employment can be bridged more easily.46

Private householdfarms of cooperative members. Here one
finds the most dramatic changes. Whereas the legal limitations on
the size of the household plot have remained unchaged,4 much
more family work is devoted to this special kind of private agricul-
ture. Restrictions on keeping animals and on owning machinery
have been lifted. Household farms produce a large percentage of
meat, dairy and other animal products, fruits and vegetables. With
few exceptions, there is no legal restriction on selling output, and
prices are determined by supply and demand on the free market for
foodstuffs; hence the peasants have a strong incentive to work hard
and produce more. The attitudes of both the cooperative and of the
agricultural administrative apparatus towards the householdfarm
are now very different from what they were. In the old system the
cooperative was hostile; private household farming was regarded as
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a ‘bourgeois remnant’ that should be replaced soon by collective
forms of production. Now private household farming is declared a
permanent component of agriculture under socialism. Cooperatives
render assistance in different ways: They provide seeds, help with
transport, lend machinery, give expert advice, and assist in market-
ing. A remarkable division of tasks has evolved in which the coop-
eratives concentrate more on grain and fodder, which can be pro-

duced most efficiently by large-scale operations, while private
household farms focus on labour-intensive products where small-
scale operations succeed better.

We do not want to paint an idealized picture: in fact, there are
many problems in this area. There have been periodic capricious
bureaucratic interventions into the household farming sector, con-
fusing the farmers and weakening their confidence. There are gross
distortions in prices offered to the private producers by the state
trade organizations, who are the main buyers of many agricultural
products. In spite of these problems, the household farms are rela-
tively successful.

Auxiliary agriculturalproduction. Hungary is a country with a
strong agricultural tradition. People working in non-agricultural
professions like to have a garden or a small plot, where they can
grow fruit and vegetables, or raise poultry or pigs. The liberaliza-
tion measures in agriculture gave new impetus to these activities.
Auxiliary agricultural production turns out to be a non-negligible
proportion oftotal output, covering not only a substantial portion of
the participating households’ own consumption, thereby decreasing
demand for marketed products, but also contributing to the market-
ed supply. Some of these producing units developed into special-
ized, capital-intensive private farms producing commodities almost
exclusively for the market.

State-owned farms. The share of state-owned farms in total

agricultural output has not changed much, but their situation is now
different. All the systemic changes discussed in Section Il also
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apply to the state-owned area of agriculture. Here we also find dual
dependence, but the relative strength of the market is stronger and
that of bureaucratic coordination is weaker than in other branches
ofthe state-owned sector. Prices are more reasonable, managers are
more ‘entrepreneurial’, and the profit motive is more intense. The
difference is explained mainly by the fact that in agriculture a small
number of state-owned enterprises are surrounded by a very large
number of more competitive, more market- and profit-oriented
cooperatives and private household farms. The minority’s behav-
iour adjusts to some extent to the behaviour of the dominant parts

of the branch.
To sum up: Hungarian agriculture shows a particular blend of

spectacular successes and unresolved problems. The main achieve-
ments are the significant improvement of domestic food supply,
some good results in exports and the stronger motivation for work
in all subsectors. But all these results were obtained at high cost:
with the aid of a very large investment of capital and of the peas-
ants’ hard ‘self-exploitation’.

The present size distribution is unsatisfactory; medium size
units, smaller than the large-scale state-owned and cooperative
units and larger than the ‘mini’-scale units in household farming are
almost non-existent. In other countries with highly developed agri-
culture the dominant form is a farm operating with a small number
of people, but with high capital intensity. Such an efficient and
highly productive form has not yet developed in Hungary either in
the cooperative or in the private sector. Development in that direc-
tion has been hindered by the privileges of the existing large-scale
units and by conservative bureaucratic restrictions.
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2. Non-agricultural cooperatives

We now return to our main train ofthought, discussing the var-
ious social sectors one by one. Our next topic is the cooperative
sector and because we have discussed agricultural cooperatives in
Section 1V/1, we focus here on the non-agricultural cooperatives.
Their significance has increased in the reform process in manufac-
turing, construction, commerce, and services. They are similar to
the agricultural cooperatives in many respects; we will not repeat
what has been said already.48 One important distinction: there is
less favourable treatment of non-agricultural than of agricultural
cooperatives as far as credit, tax, subsidy, and import are con-
cerned.

What are the main similarities and differences between state-
owned firms and cooperative enterprises? Everything described in
Sections I11/I and I11/2, the abolition of mandatory plans and the
dual dependence of the enterprise, applies to the cooperatives as
well. There is, however, a difference in relative weights; in all
issues (exit, entry, selection of managers, price, wage, tax, credit)
there is somewhat less bureaucratic intervention and somewhat
stronger influence of market forces than in the state sector. The
budget constraint is somewhat harder; non-agricultural coopera-
tives (especially the smaller ones) cannot expect unconditional sur-
vival®and almost automatic bail-out by the bureaucracy. The coop-
erative is much more responsive to prices; its profit motivation is
stronger.59 The cooperatives receive less favourable treatment than
state-owned firms in the allocation of investment credits and subsi-
dies.

The average size of the cooperatives is much smaller than that
of the state-owned firms, and this has been so especially in recent
years, because more possibilities have opened up for establishing
so-called small cooperatives that work under easier and more flex-
ible legal and financial conditions than do the rest of the coopera-
tives.
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The situation of cooperatives is important form the viewpoint
of socialist ideology. The idea that cooperatives will be one of the
basic forms of ownership in socialism, or even the basic form, has
a long-standing intellectual tradition in the Hungarian Left. The
advocates of the traditional cooperative idea have always stressed
the principle of voluntary participation. Nowadays this principle is
more or less consistently applied in the non-agricultural sector.
(The same cannot be said about the formation of cooperatives in the
past.) There is general shortage of labour in Hungary. The vast
majority of present members therefore, have a genuine choice
between entering and remaining in a cooperative or getting ajob in
other sectors. Those who stay seem to prefer this form because it
combines the efficiency of a medium size firm with a certain degree
of participation in managerial decisions. The linkage between indi-
vidual and collective performance and individual earning is more
direct than in the state-owned firm. Of course, a conclusive test can
come only if the economic environment of the cooperative sector
becomes more competitive and market oriented, and the coopera-
tives have to demonstrate efficiency and profitability against more
vigorous competition.

3. The formal private sector

The most spectacular trend of the Hungarian reform process is
the growth of the private sector. From the point of view of ideolo-
gy, this is the boldest break with orthodoxy.

The term private sector has both narrower and wider defini-
tions. In the present section we discuss only a well-defined part of
it, theformal private sector; other parts and also some definitional
problems will be the topics of the next section. What distinguishes
the formal private sector from the other private ventures is that it is
officially licensed by the bureaucracy.
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Table 5 shows the size ofthe formal private sector. The major-
ity of personnel are craftsmen, construction contractors, shopkeep-
ers, and restaurant owners. They work alone or are assisted by fam-
ily members or a few hired employees. The size of this sector has
increased rapidly in the last few years when the authorities began
to grant licenses more liberally. Also the regulations concerning
employment became less restrictive: at present the maximum num-
ber of employees, apart from family members, is seven. This is, of
course, a very small number for those accustomed to private mar-
ket economies, but large in comparison with other socialist coun-
tries. It means the legalization of ‘small capitalism’. We must add
that medium- or large-scale capitalist business is prohibited in
Hungary.

A new form has appeared recently: the so-called business
work partnership, a small-scale enterprise based on the private
ownership by the participants. It is a blend of a small cooperative
and a small owner-operated capitalistic firm. This form also
belongs to the formal private sector.

The formal private sector is still a minor segment of the econ-
omy (see Table 5). Nevertheless, its rate of growth is remarkable:
mere permission to exist and perhaps also some encouragement in
official speeches were enough to induce a sudden boom.
Apparently thousands of people had a latent desire to enter private
business, at the first opportunity, they ran to join the formal private
sector. And this happened in the face of many difficulties. Private
business is at a disadvantage in getting inputs from the state sector.
It rarely gets credit from the state-owned banking sector and there-
fore must rely on raising money through private and frequently ille-
gal channels. Private credit does not have satisfactory legal back-
ing.

It is widely believed that tax evasion is quite common; in any
case, enforcement of the tax law is rather lax. Tougher enforcement
could easily scare away many people from private business. This
leads to a wider issue, namely the problem of confidence.
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Table 5: The size of the formal private sector (in thousand of persons)

1953 1955 1966 1975 1980 1984

1. Private craftsmen 51.5 97.6 71.3 57.4 63.7 76.1
2. Employees and apprentices

of private craftsmen 4.0 16.0 26.7 19.7 20.1 26.9
3. Private merchants 3.0 9.0 8.5 10.8 120 22.4
4. Employees of private

merchants - 1.0 15 34 8.2 285
5. People working full time in

business work partnerships 11.0

6. Total number of people
working full time in the
formal private sector 58.5 123.6 108.0 91.3 104.0 164.9

Sources: Rows 1 and 2 in Columns 1, 2 and 3: CSO, 1972, pp. 12-13;
Rows 3 and 4 in Columns 1and 2: CSO, 1957, p. 61; Rows 1and 2 in

Columns 4, 5 and 6: CSO, 1985, p. 324; Rows 3 and 4 in Column 3: CSO,
1967, pp. 56, 199; Rows 3 and 4 in Columns 4 and 5: CSO, 1981, pp. 132-
133, 325 and CSO, 1976, p. 93; Rows 3 and 4 in Column 6: CSO, 19854,
pp. 52-53, 210.

Note: Since 1968 individuals who have a regular full-time job in the state-

owned or cooperative sector can get a license for a second part-time job in
the formal private sector. Data for 1984: 47.2 thousand individuals work
as part-time licensed private craftsmen, and 31.5 thousand individuals as

part-time members of business work partnerships.

At present the majority of people working in the formal private
sector are probably satisfied with their current income. Perhaps
they are not all aware that their relative position in the income dis-
tribution is much better than that of small business people in a pri-
vate market economy. There, craftsmen or small shopkeepers usu-
ally have very modest incomes. In Hungary, many of them are in
the highest income group. Yet they cannot be sure how long that
will last. These individuals or their parents lived through the era of
confiscations in the forties. In spite of repeated official declarations
that their activity is regarded as a permanent feature of Hungarian
socialism, deep in their hearts they have doubts. That is why many
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of them are myopic profit maximizers, not much interested in
building up lasting goodwill by offering good service, and quick
and reliable delivery or by investing in long-lived fixed assets.
Encouragement and discouragement alternate; quiet periods are
interrupted by orchestrated media campaigns crying out against
‘speculation’ and ‘profiteering’. A confidence-strengthening expe-
rience of many years is still needed to extend the restricted horizon.

4. The informal private sector, the second economy

We must start with conceptual clarification. Hungarian experts
dealing with private activities and income earned outside the state-
owned and cooperative sector do not agree on terminology and def-
initions.8L The present paper applies the following notions.

To the informal private sector belong (a) all private activities
pursued outside the formal private sector as defined in the earlier
section and (b) all income that does not originate as payment for
labour service rendered in government agencies, officially regis-
tered non-profit institutions, state-owned firms, cooperatives, and
formal private business. The activity and income components (a)
and (b) of the definition are not completely overlapping.

Thefirst economy is composed of the governmental agencies,
officially registered non-profit institutions, state-owned firms, and
cooperatives. The second economy is the total of the formal and
informal private sector.32 A caveat: the decisive mark distinguish-
ing “first’ and ‘second’ economy in this usage is not legality versus
illegality, or payment of taxes versus tax evasion. (That is the com-
mon criterion in the Western literature on the‘shadow economy’.)
Many activities in our second economy are legal; a part of second-
economy income is taxed. We apply a system-specific classifica-
tion. The first economy is the sphere that was regarded by the pre-
reform orthodox interpretation as the genuine ‘socialist’ sector, the
second economy was classified as ‘non-socialist’. We discuss this
manifold sphere from various angles.
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Working time. Hungary, with some delay, follows the tenden-
cy of industrialized economies by reducing hours of work in the
first economy. Simultaneously, activities in the second economy
consume more time than ever before. Some people work in the sec-
ond economy as their main activity. Some members of a family are
active full time in the private household farm, while other members
of the family are employed in the state-owned farm or in the coop-
erative. Many pensioners have a full- or half-time (illegal or ‘half-
legal’) activity. But the majority work in the second economy as an
activity supplementary to a first job in one of the formal sectors.
They ‘moonlight’ in the evenings, weekends, during paid vaca-
tions. It happens, illegally, that people work while on sick leave,
paid by the national health service, or during regular paid working
hours at their first job.

Aggregate data are shown in Table 6. The incredibly high (one
to two) ratio between total working time spent in the second and
first economies demonstrates the high preference of a large part of
the Hungarian population for more income and higher consumption
over leisure. This isjust one of the secrets of the ‘Hungarian mira-
cle’: people are willing to work more if allowed; they will exert
themselves for the sake of higher consumption. In a large percent-
age of families, members are working to the point of psychological
and physical exhaustion.3

Of the 33 per cent of active time spent on second-economy
activities, a smaller part is spent in the formal private sector, thus
contributing to the officially recorded GDP. The larger part of the
33 per cent is spent in the informal private sector. Depending on
how productivity is measured in the informal private sector, this
subsector may add perhaps 20 per cent or more to the officially
recorded GDP.
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Table 6: The relative size of the second economy

Firsteconomy Second economy
(State-owned firms (Formal and informal
and cooperatives) private sector)

(per cent) (per cent)

1. Distribution oftotal active time

(excluding time spent on house-

hold work and transport) in 1984 67 33
2. Contribution of social sectors

to residential construction

measured by the number of new

dwellings) in 1984 44.5 55.5
3. Contribution of social sectors

to repair and maintenance

services in 1983 13 87

Sources: Row 1: Timar (1985b, p. 306); Row 2: CSO, 19853, p. 139; Row
3. Belyo and Drexler (1985, p. 60). Both studies rely on micro-surveys
(interviews and questionnaires).

Notes'. The table covers both the officially recorded and unrecorded part
of total activities. The figures concerning the latter are based on estimates
elaborated by the researchers who compiled the data base of the table.
Figures in row 1 are aggregates of all branches of production, including
residential construction. The latter is also surveyed separately in row 2.
The “first economy”’ figures include the activities of so-called enterprise
business work partnerships, which will be discussed in Section IV/5. The
'second economy' figures include household farming and ‘auxiliary pro-
duction of employees'. The ‘second economy’ figures in row 3 are the sum
of three parts: formal private sector 14 per cent, informal private sector
excluding ‘do-it-yourself’ activities 19 per cent, and ‘do-it-yourself’
activities within the household 54 per cent.

Production for own consumption: the role of the household.
Before the reform there was a strong tendency to reduce the role of
the family and the household as a producing and property-owning
institution and to shift more and more activity and property into the
domain of large and preferably state-owned organizations. The
reform reversed this trend to some extent.
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The reversal is not consistent and is accompanied by many
frictions. A kind of vacuum is present in some areas: the old forms
of socialized services are no longer fully responsible for meeting
demands on them while the household and the family are not yet in
a position to take over these responsibilities satisfactorily.%

We have already discussed an important form of production
for own consumption: the extension of private household farming
and auxiliary agricultural production. These activities serve partly
the household’s own needs. The other extremely important area is
housing. The trend in the prereform system was towards public
housing. All apartment houses were nationalized; tenancy was
rationed by the bureaucracy. This trend has been reversed. In 1980,
71.4 per cent of the total housing stock was in private ownership

and the rest was owned by the state. The trend continues: 85.7 per
cent of the dwellings built in 1984 were private.% The new shift is
associated with severe social and economic tensions.%

A further example is transport. Khrushchev advocated the
complete abolition of private cars in favour of public transport as a
desirable trend in socialism. Present-day Hungary is overcrowded
with private cars. The number of privately owned cars increased
13.7 times from 1966 to 1984. But repair service and the building
and maintenance of the road network cannot keep up with the
increasing number of private cars.

There are many more examples of the reversal from ‘social-
ization’ toward self-sufficiency within the family and household:
child care, sick care, cooking and other household work, and do-it-
yourself repair and maintenance. How far the latter trend has gone
is demonstrated in Table 6.

Contribution to consumer supply. Another approach to indi-
cate the importance of the second economy is to look at the contri-
bution to consumer supply. Table 6 presents a few characteristic
data demonstrating the extremely large share of the second econo-
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my in this respect. And, of course, there are many more areas not
shown in the table.

Yields of private property. The preceding paragraphs of
Section 1V/4 discussed activities where the participant in the sec-
ond economy combined his own labour with his own equipment,
say the toolkit of a repairman. It may happen, however, that he uses,
illegally, the equipment of his first-economy employer. There is
also another category of person: income earners whose source of
second economy income is a return from some private property.
The most common example is the subletting of privately owned
housing or the renting out of second homes in recreation areas,
either to long-term lessees or to short-term visitors and tourists.5/

Legality. There is a wide continuum running from perfectly
legal, ‘white’ and perfectly illegal, ‘black’ activities, the latter
being only the caseswhere law is strictly enforced. An informal pri-
vate sector or a second economy exists in all socialist countries.
Quantitative comparison is not possible, but experts are convinced
that the share of this sector in Hungary is much larger than in most
other socialist economies. This is a direct consequence ofthe state’s
attitude. There is a deliberate effort to legalize formerly illegal
activities, or to be tolerant of ambiguous cases, provided that these
activities are regarded as socially useful or at least not harmful.
This tolerance awakened tremendous energy in a large part of the
population. It is certainly not a very satisfactory organization of
human activity; it is full of conflicts and unfair actions, but still,
without the tolerance, this energy would remain dormant. It must be
added, however, that the spirit of tolerance and the trend toward
legalization do not work consistently. What has been said about
alternations of encouragement and discouragement of the formal
private sector applies even more to the informal sector. As a conse-
quence, the situation here is rather unstable.
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5. Combined forms

A characteristic feature of the Hungarian reform is the experi-
mentation with different mixed forms, combining state ownership
with private activity or private ownership. We discuss briefly three

forms.
Firms in mixed ownership. A few dozen firms are owned joint-

ly by the Hungarian state and foreign private business. A sharing of
business by the Hungarian ownership state and Hungarian private
business does not exist.

Leasing. This form is widely applied in trade and in the restau-
rant sector. Fixed capital remains in state ownership, but the busi-
ness is ran by a private individual who pays a rent fixed by a con-
tract and also taxes. He keeps the profit or covers the deficit at his
own risk. The lessee is selected by auction; the person offering the
highest rent gets the contract. In 1984 about 11 per cent of the shops
and 37 per cent of the restaurants were leased this way.3B

Enterprise business workpartnership. In contrast to ‘business
work partnership’, which is a form clearly belonging to the formal
private sector as shown in Section 1V/3, here we look at a group of
people who are employed by a state-owned firm. They do some
extra work under special contract for extra payment, but in some
sense within the framework of the employer state-owned firm. In
many cases the team is commissioned by its own firm. Or it gets the
task from outside, but with the consent of the employer. In many
instances the members are allowed to use the equipment of the
firm. The ‘enterprise business work partnership’ can be established
only with the permission of the managers of the firm; each member
needs a permit from his superiors to join the team.®

The purpose of creating this new form is clear. It gives a legal
framework for certain kinds of activities, formerly not legal, men-
tioned in Section 1V/4 and at the same time allows the employing
firm to keep some control over these activities. Many managers
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support this arrangement because they can get around central wage
regulation in this way: the partnership undertakes work for extra
payment that it would otherwise do (perhaps in regular overtime)
within the framework of its regular job. The number of such units
is increasing rapidly. It was 2,775 in 1982 and grew to 17,337 by
the end of 1984.80 Many observers are highly critical and question
whether it is really efficient to have a first and a second job within
the same organization. On the other hand, the arrangement may
perhaps lead to some healthy intrafirm decentralization later on.

6. Summary: strong market orientation
and bureaucratic constraints

As we have seen, the reform process has created or strength-
ened a large variety of non-state ownership forms and activities. It
is a great merit of the reformers that they allowed or initiated such
experimentation with courage and an open mind.

In the midst of the variety of forms, there are a few common
features. The economic units in the non-state sector (perhaps with
the exception of large cooperatives) have a hard budget constraint;
they cannot rely on the paternalistic assistance of the state as far as
survival and growth are concerned. They enter business in the hope
of profits and they go out of business if they fail financially. All
activities are more market oriented and price responsive than those
carried out by the state-owned firms.

The non-state sector acts as a built-in stabilizer of the econo-
my, which is less sensitive to the ‘stop-go’ fluctuations so strongly
felt in the state sector. It is able to grow even when there are trou-
bles with the balance of payments or restrictions on import and
investment.

The non-state sector is, however, not free from bureaucratic
control. There are permanent restrictions and regulations, and also
unpredictable, improvised interventions and frequent changes of
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the rules. The same phenomenon we have just praised, namely,
bold experimentation, can also be rather confusing. The lack of sta-
bility and the many bureaucratic restrictions do not give full scope
to the initiative of the individuals engaged in the non-state sector.

Nevertheless, with all its shortcomings, the appearance of a
vital non-state sector represents something brand new and impor-
tant in the history of socialist countries.



V. OVERALL RESOURCE ALLOCATION
AND DISTRIBUTION

In Sections Il and IV we surveyed various social sectors. In
this section we shall be studying issues that cut across the econo-
my, regardless of the breakdown by ownership forms. We shall also
make a few remarks concerning the relationship between the social
sectors.

1. Planning

In the usage of socialist countries ‘planning’ has a double
meaning. First, it refers to an ex ante exploration of possibilities
and comparison of alternative solutions. A plan sets targets and
assigns instruments to fulfil the targets. The ‘product’ of the plan-
ners’ work is the plan itself—a document accepted by the political
and legislative bodies, which serves as a working program for the
government. Second, the term planning is also used to denote what
this paper calls direct bureaucratic control. The official ideology of
the command economy deliberately wanted to convince people that
these two concepts are inseparable.

We suggest a strict separation of the two concepts and reserve
the term planning only for the first. The official documents of the
Hungarian reform adopt this interpretation when they repeat that,
although mandatory targets and quotas are abolished, planning
must be maintained.

Nominally, these resolutions have been implemented. The
planning apparatus is at work, and plans are elaborated in due
course. Nevertheless, a closer examination shows that planning has

49
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not found its appropriate new role. One would expect that after
being freed from the nuisances o f ‘dispatcher work’ (that is, setting
quotas, checking performance, urging deliveries, etc.), the plan-
ner’s time and intellectual energy could finally be spared for his
genuine tasks of exploration, calculation, comparison, and ex ante
coordination. These possibilities have not been fully exploited.
There are efforts to elaborate long-term plans, but the linkage
between these plans and the atetual regulation of economic affairs is
rather weak. Planners have achieved impressive results in coordi-
nating short-term macro-policy and the micro-regulation described
in Section 111/2 in a state of emergency (for example, when tensions
developed in Hungary’s international credit position). Yet the prob-
lem has not been solved. The old methodology suitable for imper-

ative planning is no longer applicable and a consistent new method-
ology compatible with the systemic changes is not yet available.

2. Fiscal system

The fiscal system has remained extremely large.6l Total central
government expenditure was 52.8 per cent of GDP in 1970, grew
to 62.7 per cent by 1980, and decreased slightly to 61.3 per cent by
1983.

In capitalist economies this ration is strongly correlated with
the level of development (GDP/capita). For the sake of comparison
we look at European capitalist countries that have reached about the
same level of development as Hungary: in 1980 the government
expenditure/GDP ratio was 37.7 per cent in Finland, 36.5 per cent
in Greece, and 29.4 per cent in Spain.@

There are several reasons for the high degree of centralization
of financial flows through the government budget. Most of them
are associated with issues already discussed, the huge burden of
subsidies, the deep fiscal involvement in financing investment, and
the expenditures of the large bureaucratic apparatus. These proper-
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ties of the fiscal system provide remarkable evidence that genuine
decentralization of economic process through market coordination
has not gone very far.

The next section will discuss the role of banks and the capital
market. One remark can be made in advance. The fact that a very
large proportion of the economy’s net income flows through the
central government budget allows less scope for the activity of
banks, other financial intermediary institutions, enterprises and
households in the reallocation of funds. This is eminently clear in
the case of investment allocation. The larger the proportion of
investment financed by the central budget, the less disposable cap-
ital is left to the discretion of other actors and the less possibility
arises for the creation of a well-functioning capital market.

In that respect there is a trend toward decentralization. The
share of investment financed by the central government budget was
40 per cent in 1968-70 and diminished to 21 per cent in 1981-84;
the share of investment financed by bank credit and by the produc-
ers’ own savings increased accordingly.&

3. Monetary system, capital market

In a fully monetized market economy money is a means of
integrating the whole national economy. That is assured by the pos-
sibility that money is a universal medium of exchange, which can
be used by each money holder for any purpose he chooses. The
classical prereform system fragmented the economy in this respect.
Certain types of money flows between different segments of the
system were permitted while others were strictly prohibited. The
state sector paid money wages to the households, but, except for
minimal tightly restricted consumer credits granted by the monop-
oly savings bank, it could not give credit to customers. The house-
hold paid the price for goods and services marketed by the state
sector, but could not invest its savings in real capital formation by
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the state sector. Even within the state sector money was ‘ear-
marked’. The firm had at least three kinds of money: ‘wage
money’, ‘money covering current costs other than wages’, and
‘investment money’. These categories of money could be used only
for the assigned purpose.&

The reform has brought some relaxation in this respect; the
economy has come closer to a system integrated by money. It is,
however, still far from one with free flows on funds.

Banks. Until recently, Hungary has had a ‘monobank system”’.
In that respect it has remained similar to the classical socialist econ-
omy. The Hungarian National Bank has combined two functions: it
plays the usual role of a central bank and also acts as a commercial
bank, practically as the monopoly commercial bank for most finan-
cial operations of the state-owned and cooperative sectors. There
have also been a few specialized banks, for example, the foreign-
trade bank and the bank for household savings, but these have
enjoyed only a seeming autonomy.

There are now resolutions to establish a two-level banking sec-
tor in the near future. There will be a central bank at the top with
the usual functions and a set of state-owned, but competing com-
mercial banks on the lower level, regulated by the central bank.
Even before this plan is realized, a few small financial intermedi-
aries that can lend for specific purposes (certain kinds of invest-
ment, innovation, export promotion) have been established. In any
case, we do not know yet how much genuine autonomy the units of
the decentralized banking sector will enjoy and to what extent they
will be subject to the pressure of the central and local bureaucracy.

Firms. Before the reform, the state-owned firm had almost no
choice concerning financial decisions.® The portion of working
capital that had to be deposited in the central bank was strictly reg-
ulated; there was a very small part of gross investment financed
from retained profit and depreciation funds. Trade credit was pro-
hibited. The bank had a strictly protected monopoly in granting
credit to the firm.
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Now the situation is different. Let us start with the asset side.
A firm can deposit money in the bank and in the near future it will
also be able to choose between banks. It can grant trade credit to
other firms buying its output.6 It can invest in its own plant or it
can establish a small subsidiary, holding only a part of equity in the
newly created firm. It can contribute to the capital of a newly
founded company jointly with other firms or institutions. It can buy
bonds issued by other firms or local authorities and traded on the
bond market. Table 7 provides information about the size of the
bond market.

Table 7: The availability of bonds, May 1986

Total nominal value  Yield Relative size
(billion forints)3  (per cent)  (per cent)

Available to private citizens 45 7-13 2.0b
Available to firms and
institutions 2.0 7-15 9.7C

Sources: Data on nominal values, information given by the State
Development Bank. Data on yield, Heti Vilaggazdasag (1986, p. 55).
aCovers all bonds issued prior to May 1986.

b Total nominal value/stock of household deposits in savings banks.

¢ Total nominal value/stock of outstanding bank investment credit.

On the liability side the situation is symmetrical; only a few
additional remarks are needed. Interest rates have been raised sev-
eral times since 1976. The average interest rate for medium- and
long-term credits granted to state-owned firms was 13 per cent in
1985, that is, a real interest rate of about 5 per cent. There is no con-
clusive evidence concerning how firms responded to the increase in
interest rates.67 There is permanent excess demand for credit,
though the ratio of rejected to accepted credit applications has
declined a little. Most observers agree that the sudden decrease of
investment activity was achieved mostly through direct bureaucrat-
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ic intervention into the approval and execution of large projects,
and by cutting credit supply—not by the influence of interest poli-
cy.

Formerly the only source of credit for the firm was the central
bank. Now if the firm wants to raise capital, it can apply to one of
the newly created intermediaries just mentioned. As for bonds, they
can be bought by households, which opens a new source of fund
raising.

The long list of options gives a more favourable impression
than does a closer look at the real situation. There are still many for-
mal and informal restrictions both on the asset and the liability side:
blocked or temporarily frozen deposits, constraints on self-financed
investment. Many of the options are promises for the near future
and not yet facts. For example, it is remarkable that firms are not
very enthusiastic about buying bonds; the total number of bonds is
very small. Most firms prefer to use their savings for reinvestment
in their own production even if the expected yield is lower than the
return of bonds issued by other firms or local authorities.®

Households. The set of options open to households has also
become wider. Before the reform households could deposit money
in the savings bank.® They could also buy, under strong legal
restrictions, precious metal or real estate. The reform extended the
potential portfolio recently by permitting the purchase of bonds.
The first steps were taken to establish a kind of institutionalized
bond market. This is an important new possibility, but its true sig-
nificance is hard to judge at this early stage.

As mentioned earlier, individuals can lend to other individuals
or invest money in a ‘silent partnership’ of a private business.
Without sufficient legal protection, however, this may involve high
risks.

To sum up: the first vague contours of a credit and capital mar-
ket are emerging, but the Hungarian economy is still far from over-
all ‘monetization’ and from the solidified institutions of a full-
grown, well-operating, flexible credit and capital market.



Overall Resource Allocation 55

4. Labour market

While steps toward an extended capital market are modest,
movement towards a free labour market is substantial. At the peak
of direct bureaucratic centralization, labour was rigorously tied to
the workplace. There were various restrictions: administrative pro-
hibition on changing jobs except on the explicit instructions of the
authorities, prohibition against taking employment in cities without
a special permit, and distribution of many goods and services
through employers, the state-owned firms, of such items as hous-
ing, child care, recreation, food, and other consumption goods in
kind.

In the course of reform the first two of these restrictions on
individual choice have been abolished. Remnants of the third still
exist in housing, recreation, health care, and child care. These are,
however, less binding ties than before.

Not only has overall lull employment been achieved, but hid-
den rural unemployment was also absorbed in the early seventies.
This is an important success. The general chronic excess demand
for labour, however, is accompanied by labour hoarding and does
not exclude minor frictional unemployment in certain professions
or regions.® Excess demand, together with the elimination of
administrative ties, results in high quit rates: 15.7 per cent in 1982,
as compared, for example, to 7 per cent in Czechoslovakia in the
same year. Labour is sensitive to benefits and also to differentials
between the wage offers of different firms and moves quickly in the
direction of better terms.7L This is true of the labour movement
within the state-owned sector. It applies even more to the relation-
ship between the state-owned and the private sectors. Income
offered by the formal and informal private sector attracts labour
away from state-owned firms, which pay much less. The formal
private sector can offer full-time employment. Or employees of the
first economy can engage in informal private activities, such as
‘moonlighting” or even working illegally during regular working
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time. In any case, the extra activities exhaust the individual and use
up much of his energy; hence he will work with less attention and
diligence at his firstjob. Here lies a hidden cost of bureaucratic reg-
ulation. State-owned firms are restricted in raising wages, but the
formal and even more so the informal private sector can get round
the restrictions. This is a painful dilemma; simple deregulation of
wages would not help if all other circumstances such as excess
demand for labour, weak profit motive, soft budget constraint
remain unchanged. It would only lead to more forceful wage-push
inflationary pressures.?2

5. Summary: coexistence and conflict of the social sectors

This completes our description of the systemic changes. The
observations can be summarized as follows.

Hungary has a multi-sectoral economy; different forms of
ownership coexist and compete with each other. But competition is
on unequal terms. With some simplification we may speak about a
preference ordering of the bureaucracy: 1 large state-owned firms,
2. small state-owned firms, 3. agricultural cooperatives, 4. non-
agricultural cooperatives, 5. formal private sector, 6. informal pri-
vate sector. 3 This ordering is followed in bail-outs (for 1, 2, and 3;
with more certainty for 1), and in handing out credits (1, 2, 3, 4).
The formal private sector only occasionally receives these favours;
the informal private sector gets nothing. It does not mean, howev-
er, that the actual relative position ofthe various sectors follows the
same ranking. Again with some simplification one may say, that the
same ordering prevails regarding the following troubles and bur-
dens: frequency and intensity of micro-interventions, inspections
and auditing, especially interference with price and wage determi-
nation, and enforcement of tax laws. In these respects the informal
private sector has the advantage of being farther away from the
eyes of the bureaucracy. This is an important, although not the only
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reason why many people prefer, in spite of fewer formal favours, to
work in sectors placed lower on the state’s preference scale.

Bureaucratic and market coordination are thoroughly inter-
twined in all sectors. The lower we go on the state’s preference
scale, the more freedom for market coordination. That is not nec-
essarily because the bureaucracy would deliberately grant this free-
dom, but at least partly because it is less able to apply the same
methods to several thousands of business units or millions of indi-
viduals that it can to a few hundred large firms. But even the for-
mal and informal private sectors do not work in a ‘free’ market; the
bureaucracy regulates the scope of legality and has many other
instruments of restriction and intervention.

There is a feeling of complementarity, but also a feeling of
rivalry between the various sectors; and there are collisions
between them. The sectors lower on the state’s preference scale suf-
fer because in many allocative processes regulated by the bureau-
cracy, they are ‘crowded out’ by sectors higher on the scale. At the
same time, the same lower-preference sectors may be successful in
‘crowding out’ the favourites of the state in the competition on the
market. The most important example, namely bidding for labour in
short supply, has just been mentioned.

In short: the Hungarian economy is a symbiosis of a state sec-
tor under indirect bureaucratic control and a non-state sector, mar-
ket oriented but operating under strong bureaucratic restrictions.
Coexistence and conflict exist between the social sectors in many
ways and all the time.



V1. TENSIONS AND IMBALANCES

The idea of market socialism is associated with the expectation
that the ‘marketization’ of the socialist economy creates equilibri-
um of supply and demand. It is a crucial litmus test of reform to see
whether such equilibrium has been established in Hungary or
whether tensions and imbalances characteristic of the former
bureaucratic command economy have remained or others appeared.

1. The classical shortage economy

The prereform classical system in Hungary suffered from
chronic shortages, and shortages are characteristic of other social-
ist economies.” The shortage phenomenon and its causal explana-
tion area analysed in more detail in the author’s book Economics of
Shortage (1980). There is wide-spread excess demand on many
markets, associated with queuing, forced substitution of less
desired but available goods for the goods desired, forced postpone-
ment of purchases, and forced saving. Shortage phenomena tor-
ment both the consumer and the producer, the latter in his capacity
as buyer of inputs. There is also excess demand for investment
resources, for foreign exchange, and, in the more industrialized
socialist economies, shortage of labour as well. There are spill-over
effects: short supply of inputs creates bottlenecks retarding produc-
tion and generating shortage elsewhere. The unreliability of deliv-
eries induces hoarding of inputs. Shortage breeds shortage.

Chronic shortages do not exclude the appearance of underuti-
lized resources, excess capacities, and excess inventories. On the
contrary, shortages even contribute to the creation of unnecessary
surpluses, because of hoarding and because of frequent bottlenecks
that leave complementary factors of production underutilized.

58
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Chronic shortages damage consumer welfare; the buyer feels
frustrated because of unsatisfied demand and/or forced adjustment
to available supply. It means the dominance of the seller over the
buyer: the latter is treated rudely and is frequently humiliated. In
production, the disturbances of supply and improvised forced sub-
stitutions in input-output combinations cause losses of efficiency.
The seller has a safe market and the buyer is willing to accept
unconditionally what he gets. This leads to the most detrimental
consequence of shortage: the lack of stimulus for quality improve-
ment and product innovation.

Chronic shortage is the joint result of several interactive causal
factors.

In spite of restrictive efforts on the side of macro-policy, there
are systemic tendencies for demand to run to excess. The strongest
force is the so-called investment hunger, the insatiable demand for
investment resources. The hunger appears at all levels of hierarchi-
cal control, starting with the top policy makers and planners who
seek high growth rates and ending with firms’ and shops’ man-
agers, who also have a drive to expand. This is closely linked to the
‘soft budget constraint’ syndrome discussed in Section [11/3.
Because potential investment failure does not threaten severe con-
sequences, there is little voluntary restraint on the claimant’s
demand for investment resources, that is, for project permits, sub-
sidies, or credits. If the budget of the decision-maker is not strictly
constrained, his desire to expand remains unconstrained as well.

The rush to investment is more intensive in periods when cen-
tral economic policy is pushing more aggressively for accelerated,
forced, growth. Central policy pulsates in this respect; stop and go
periods, decelerations, and accelerations alternate causing cyclical
fluctuation.®

Demand for intermediate goods is amplified by the tendency
to hoard mentioned before. The buyer does not insist on getting just
what he deeds right now, but is willing to purchase everything that

may be of some use at a later time.
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Demand of producers for imported intermediate goods is very
strong. As a counterbalance, central policy wants to push exports.
Importers’ demand in foreign economies is, of course, con-
strained.77 Yet the foreign trade companies in the socialist country
are willing to sell at lower prices just to increase the total amount
of foreign exchange earned by export. If dumping leads to losses
domestically, the loss will be covered by the manifold instruments
of the soft budget constraint. In other words, the demand of the
state-owned foreign trade sector vis-a-vis producers of exportable
goods is almost unlimited, adding a further component to runaway
total demand.

Households have a hard budget constraint; in the classical sys-
tem their income is under tight central control. Therefore excess
household demand may or may not appear, depending on macro-
demand management exercised, in the first place, through wage and
consumer price policy. In some countries in certain periods, how-
ever, excess household demand is one of the main sources of run-
away total demand (for example in Poland in the last 5-10 years).

Relative prices are distorted. Many goods and services have
absurdly low prices or are distributed free of charge, generating
almost insatiable demand.

The adaptive properties of the system are poor for many rea-
sons. That applies to short-term adjustment: quick modification of
input-output combinations requires mobile reserves of all comple-
mentary factors at all points of production. If there are shortages of
one or two factors, bottlenecks do not allow flexible adjustment.
Long-term adaptation is also slow. Uncommitted slack capital
should be available for entrepreneurs who want to make use of
unforeseen opportunities. But the irresistible investment hunger ties
up ab ovo all investment resources. The great concentration of net
income in the central governmental budget, the bureaucratic proce-
dures of project approval, and the lack of a capital market hinder a
fast decentralized adjustment of investible resources.
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Adaptation is also dependent on motivation. The producer-
seller is in a contradictory position. On the one hand, he cannot be
indifferent to the urging of the dissatisfied customer, who is sup-
ported by his own higher authorities in many cases. On the other
hand, he is interested in preserving shortage, which makes his life
easier on the output side, because he need not pay much attention
to quality, delivery time, and costs.

The relative weight of the different shortage-causing factors is
controversial. There is, however, general agreement in that all
these factors play an important role in explaining chronic shortage.

The issues described in Sections I11/1, 111/2 and 111/3—direct
bureaucratic control, soft budget constraint, weak price responsive-
ness—and the problems discussed above concerning the causes and
consequences of chronic shortage are closely interrelated, or more
precisely, they are interacting properties of the same system.
Chronic shortage is the necessary consequence of a system that is
dominated by bureaucratic coordination and that almost totally
excludes market coordination. At the same time, shortage is indis-
pensable for the command economy as a legitimation (‘rationing,
intervention, taut planning are needed because of shortage’), as a
stimulant (‘produce more because your output is urgently demand-
ed by the buyer’), and as a lubricant of the creaking mechanism of
adaptation (in spite of poor quality, unreliable delivery, and poor
adjustment to demand, all output is accepted).

2. Preservation and elimination of shortages

Hungary has moved away from the classical shortage econo-
my. In important spheres the change is apparent. All observers
agree that the supply of food and of many industrial consumer
goods is much better in Hungary than it is in other Eastern
European economies. In the winter of 1985-86, when the this paper
was written, Hungarian households are provided with electric ener-
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gy and heating, while in Rumania and Bulgaria drastic measures
were introduced to force people to cut energy consumption.

Highly visible signs of improvement notwithstanding, careful
examination is needed, because the situation is complex and
diverse. We focus on areas where shortages persist and start with a
review of consumer goods and services.

Service supplied exclusively by non-business state organiza-
tions free of charge or at nominal prices.19 The most important
example is medical care. Almost insatiable excess demand prevails:
long average waiting time for hospital admission (except for emer-
gency), overcrowded hospitals and clinics, hurried examinations,
and so on. There is legal private practice, but only for office visits
to the physician. Shortage is accompanied by large gratuities to
doctors and other medical staff.

Service supplied exclusively by state monopolies at effective
prices. The most important example is the telephone service.
Shortage is very severe in this field. The number of telephone lines
increased at an annual rate of 4.5 per cent and the number of appli-
cations for a line at an annual rate of 7.6 per cent in the last 25
years. The average waiting time is getting longer and longer; at pre-
sent it is about fifteen years ceteris paribus. The network is overuti-
lized: customers have to wait a long time for a dial tone, lines are
almost always busy, and wrong connections are frequent.

Goods and services supplied by a dual system. The most
important example is housing. Most urban apartment houses are
publicly owned and rented out at very low rates covering only a
small fraction of construction and maintenance costs. Although the
right to join the queue (different entitlements based on income,
family size, etc.) has been subjected to more severe restrictions, the
waiting time in the capital is still several years. The other subsector
is composed of condominiums in private ownership, owner-occu-
pied family houses, and sublets. In the private sector, prices and
rents are very high. The market operates but with many frictions;
real estate intermediaries are few.8)
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Another example of duality is the allocation of cars. The sup-
ply of new cars is monopolized by a state-owned company. The
average waiting time is two to three years. Supply responses tend-
ing to preserve shortage can be observed. Ifthe growth of demand
is retarded by price increase, authorities and the car sellers monop-
oly retard supply as well.8L About one-tenth of all new cars is sold
to privileged customers jumping the queue. The other subsector is
the private market for second-hand cars. Here, prices are deter-
mined by supply and demand.

Imported consumer goods. The bulk is both imported and dis-
tributed by state-owned firms. Supply is capricious. Equilibrium or
excess supply occurs in some cases. Sometimes demand is created
by introducing a new good imported from the West and then sup-
ply is cut, causing shortages. A small supplement is the private
import of Hungarian tourists: imported (in many instances smug-
gled) goods are sold on the informal market.

Goods and services produced and sold simultaneously by var-
ious social sectors, including the formal and informal private sec-
tors. A variety of situations exist. The most typical is equilibrium
in the aggregate of a larger commodity group. For example, a suf-
ficient quantity of ‘shoes’ or ‘meat products’ in the shops does not
necessarily mean that demand is satisfied: frequently the consumer
does not find the kind of shoe or meat product he is looking for, and
must therefore resort to forced substitution. Excessive inventories
and empty shelves may exist side by side. Concerning the attitude
of the seller, in some markets one finds a healthy competition,
where attention is paid to the demands of the customer. In some
other markets, where shortage persists, the private seller exhibits all
the well-known traits prevailing on a sellers’ market: he can be
rude, many try to cheat, and so on.&

As for intermediate goods, shortages are rather frequent. Firms
do not suffer from brutal cuts of energy supply as in some other
Eastern European countries or as in Hungary in the early fifties. It
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is rather the unreliability of deliveries that causes many losses. That
is particularly true for imported intermediate goods, where short
supply can cause great troubles in production.&8 There is an enlight-
ening index, the composition of inventories. In a shortage economy
firms hoard on the input side and output is easily sold: therefore, the
ratio of input inventories to output inventories is relatively high. In
an economy where selling difficulties are predominant, the reverse
tends to be true.8 Table 8 shows that the Hungarian state-owned
production sector is still closer to the characteristic situation of a
sellers’ than to that of a buyers’ market.

Table 8: International comparison: composition of inventories
in manufacturing industry

Country Ratio of input inventories
(Years of observation) to output inventories
Lowest Highest

1 Austria 104 1.07
(1975-76)

2. Canada 1.06 1.40
(1960-75)

3. United Kingdom 120 1.56
(1972-77)

4. Hungary 5.72 6.38
(1974-77)

5. Hungary 4.90 5.25
(1978-84)

Sources: Rows 1-4: Chikan (1981, p. 84). Row 5: CSO, 1979, p. 190;
CSO, 1980, p. 194; CSO, 1981, p. 198; CSO, 1982, p. 134; CSO, 19833,
p. 127; CSO, 1984a, p. 130;CSO, 1985a, p. 128.

Note: ‘Input inventory’ covers stocks of purchased materials and semifin-
ished goods; ‘output inventory’ covers goods ready for sale. For more
detailed definitions see the sources.

As mentioned earlier, there is excess demand for credit in gen-
eral, and for long-term investment credit in particular. Pressure for
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credit became stronger, because credit supply was cut in the late
seventies. These cuts were parts of the general macroadjustment
programme to improve Hungary’s position on the international
financial market. Following tough central intervention, investment
activity and demand for investment goods fell off.

To sum up: Hungary today is less of a shortage economy than
it was before the reform, and some segments have been able to rid
themselves oftormenting shortages to some degree. The chance has
been due more to changes in the proportionate weight of the vari-
ous social sectors and less to the changes within the dominant state
sector. The formal and informal private sectors play a substantial
role in filling the gap left by the state sector. But even then, short-
ages have not been eliminated, because many of their causes have
not disappeared.& A vicious circle exists: recentralization con-
tributes to the generation of shortages and shortages contribute to
the trend of recentralization.

3. Inflation

Table 9 shows that inflation has accelerated in the past
decade.® According to a wide-spread view, the acceleration in
Hungary was caused by the reform. This is an oversimplification,
although it is not without some truth. Before the reform started,
prices and wages had been tightly controlled and fixed for longer
periods.

Firms were not particularly interested in profits; hence they
had no strong reason to raise prices. Some creeping inflation, how-
ever, had been going on already long before the first reform mea-
sures (not sufficiently reflected in the official price indices). True,
the reform relaxes price and wage control in many spheres and
strengthened somewhat the firms’ interest in higher profits. Yet
these changes are not enough to constitute a full explanation of the
acceleration; there are other explanatory factors at work as well.
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Table 9: International comparison of inflation

Rate of increase of average annual consumer price
index (per cent)
1960-67 1967-73 1973-78 1978-84

Austria 48 4.9 6.8 5.2
Finland 4.8 6.6 13.8 9.2
Portugal 34 9.3 22.1 22.9
Spain 4.1 6.8 18.8 13.9
Hungary 10 16 3.9 75

Sources: United Nations (1970, pp. 524-29), (1979, pp. 690-96), 1983, pp.
200-206), and (1985h, pp. 220-24).

First of all, in the last few years, central macro-policy has been
deliberately using inflationary measures as instruments of an aus-
terity programme. Hungary has serious problems with foreign
indebtedness and with the deterioration of the terms of Hungarian
trade; policy-makers decided to shift the balance of trade from
deficit to surplus by every means possible. As a precondition of
such a shift, the growth of domestic consumption had to be stopped
or cut back. Prices of many basic consumer goods and services
were, therefore, raised again and again by government decrees
accompanied by decisions to raise nominal wages as a partial com-
pensation. The deliberate central price and wage increases have put
in motion the whole price level, including prices and incomes in the
formal and informal private sectors.& Using the terminology intro-
duced in Section 11/2, we can see that the change inpolicy and not
the change in the system is the main causal factor. A similar policy
was also applied in certain periods before the reform, for example,
in the early fifties when the standard of living was deliberately kept
down using the instrument of sudden price increases.

Central policy is ambivalent in this respect. While centrally
decided price increases lead the inflationary process, there are offi-
cial statements attacking managers of firms and the formal and
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informal private sectors for forcing prices up and for profiteering.
Quite a few academic adherents of the reform show a similar
ambivalence. They think that inflation, provided it is not too fast,
may help the reform, because it makes the correction of distorted
relative prices and wages easier. Actually, the same argument
comes up also in the officialstatements justifying some ofthe price
increases. Other economists, the author among them, feel that, with
the protracted sequence of partial price increases, Hungary is walk-
ing a dangerous path. Each partial price rise has spillover effects in
costs of production and/or in the cost of living. The interminable
series of partial upward corrections puts in motion the well-known
dynamic process of the price-cost-wage-price spiral.8 That can do
much harm to the core of decentralization: to financial discipline
and rational calculation based on prices and profits. Inefficiencies
can be comfortably covered up by passing over cost increases to the
buyer.

One last remark on the interaction between shortage, inflation,
and reform. Shortage, acceleration of inflation, deficits in the trade
balance, the growing burden of indebtedness, liquidity troubles, or
any other type of tension and unhealthy disequilibrium are good
excuses for recentralization. They provide legitimation for sup-
pressing market forces and reviving tight control, formal and infor-
mal interventions, and rationing of intermediate goods. This is a
trap, because recentralization solidifies the deeper systemic causes
that created most of the troubles. In some cases recentralization is
accompanied by solemn promises that the measures are only provi-
sional and will be applied only as long as the troubles prevail. The
trouble is that the provisional bureaucratic measures tend to
become permanent, because they restore the systemic roots of the
difficulties.
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4. External imbalances

Disequilibrium in the balance of trade and current accounts is
not a system-specific phenomenon; many non-socialist economies
are suffering form the same problem. What deserves special atten-
tion in this paper are some characteristic linkages in Hungary
between external imbalances on the one hand and systemic changes
and macro-policies on the other.

There is an ongoing dispute in and outside Hungary about the
cause of the external imbalances. Did they occur mainly because of
the deterioration of external conditions (worsening terms of foreign
trade, intensified protectionism of Western importers, less access to
foreign credit, increase of interest rates), or because of the delayed
and inefficient response to the changing conditions? Nobody denies
that both classes of factors played a certain role; the controversy is
about their relative importance. The author joins those who put the
emphasis on the latter group of explanatory factors, that is, on the
deficiencies of Hungarian adjustment to the changes in the external
world.

The dividing point in the time series shown in Tables 10 and
11 is 1973-74, the first world-wide oil shock. Before this event
Hungarian growth rates were rather similar to the rates achieved by
European private market economies. (As in an earlier table, the
small sample contains countries that are close to the level of devel-
opment of Hungary.) There is, however, a striking difference in the
response to the oil shock. While the capitalist economies sank into
stagnation and recession following the oil shock, Hungaiy was pro-
gressing on the path of forced growth. The expansion drive contin-
ued without interruption; foreign credit was easily available. The
accumulation of foreign debt was a consequence of two closely
intertwined factors: macro-policy aiming at uninterrupted growth at
any cost and the lack of genuine decentralization, that is, the incon-
sistencies in reforming the economy. It is difficult to separate ‘pol-
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icy” and ‘system’ in this respect. The incomplete change of the sys-
tem produces (or at least intensifies) the expansionary policy at all
levels of the hierarchy. Firms were sheltered from the losses due to
the contraction of Western markets and the deterioration of the
terms of foreign trade by softening the budget constraint and delay-
ing appropriate changes of domestic relative prices.® This is strik-
ing evidence that the reform of the state-owned sector remained
superficial: the national troubles were not ‘decentralized’” down to
the firms, which consequently were not forced to adjust to the new
world market situation. Instead of restraint in undertaking new
investment and in carefully selecting projects well adapted to the
new composition of external demand, an undiscriminating invest-
ment hunger continued and was even encouraged by the macro-pol-
icy of forced growth.

Table 10: Indicators of growth in Hungary, 1957-84

Average annual growth rates (per cent)
1957-67 1967-73 1973-78 1978-84
(in real terms)

1 National income 57 6.1 5.2 13
2. Investment 129 7.0 7.8 -3.0
3. Real wage per wage
earner 2.6 31 3.2 -1.4
4. Consumption per capita 42 4.6 3.6 14
5. Gross convertible 1971-73 1973-78 1978-84
currency debt
in HUF 13.8 20.0 9.1
in USD 23.8 26.8 2.6

Sources: Row 1. CSO 19853, p. 3; Row 2: CSO 19853, p. 4; Rows 3-4;
CSO 19853, p. 17; Row 5; National Bank of Hungary.
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Table 11: International comparison of growth rates

in construction activity

Annual growth rates (per cent)

1968-73 1973-78 1978-81
Austria 55 1.0 0.0’
Finland 3.9 11 18
Portugal 8.9 0.9 -
Spain 5.9 2.1 -1.9
Hungary 6.6 5.7 -0.6

Source: United Nations (1979, pp. 365-68; 1983, pp. 827-30; 1985a, pp.
828-29.

Note: We use construction activity as a proxy for investment activity.
a Last period for Austria: 1979-80.

Finally, after a long delay, macro-policy responded to the dan-
gers emerging in the external position of the country. Suddenly
brakes were applied: radical investment cuts followed by austerity
measures and a decline of real wages as mentioned earlier. Again,
this has been and has remained mostly a centralized policy. It is not
the market response of decentralized agents to price and quantity
signals (external prices and quantity signals converted into decen-
tralized domestic signals). Or more accurately, such decentralized
signaling plays only a relatively minor role. It is more a result of
recentralization, a revival of administrative interventions in favour
of important substitution and of a costly forced export drive that
helped in solving the most burning troubles oftrade imbalances and
international liquidity. Hungary’s balance of trade improved: its
credit worthiness is rather exemplary compared to many other
socialist and developing countries. But the deeper roots of external
imbalances are alive. Bureaucratic control, both direct and indirect,
is incapable of ‘fine tuning’. A system cannot have two faces:
rigidities, delays in deliveries, slow innovation and technical
progress for domestic use and the opposite for the foreign customer.
Efficient foreign trade can be assured only by a breakthrough in the
reform process.D
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5. Individual choice and distribution

We have now arrived at the end of the descriptive parts of the
paper. There is one more problem to be raised before turning to the
discussion of ‘visions’. How do the systemic changes and the
remaining or newly emerging tensions and imbalances affect the
individual citizen? As shown in Table 10, real consumption was
increasing impressively for a while, but was then followed by a
slowdown. We pointed out in the previous section that the deceler-
ation cannot be charged to the account of the reform. It is explained
by an unfortunate coincidence of deteriorated external conditions,
policy mistakes, and poor adjustment to the external changes due to
the inconsistency of systemic change. Something more should be
said, however, not about real consumption recorded in official sta-
tistics, but about a different aspect of the quality of life: the indi-
vidual’s right of choice.

We limit the discussion to economic aspects; choice in politi-
cal, cultural, and moral dimensions is not the topic of the present
paper. One more qualification: freedom of economic choice is not a
simple question of ‘yes’ or ‘no’, but a matter of degree. We shall
glance at the change in the degree of freedom in the different
aspects of economic choice.

In the classical command economy the household could
choose between marketed goods and services within its budget con-
straint. But the situation was very far from consumer sovereignty
for many rasons.9 A large part of total consumption was distributed
through non-market channels by bureaucratic procedures as fringe
benefits. As for the marketed part, chronic shortages created a situ-
ation in which the buyer bought not what he wanted but what he
could get. Recurrent forced substitution is a violation of economic
ffeedom.Prices did not reflect relative scarcities, and supply did not
respond to prices. The consumer’s choice had only a weak influ-
ence on the composition of supply. On the contrary, arbitrary rela-
tive consumer prices shaped demand.
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A part of saving was forced by shortage; even after forced sub-
stitution some money remained practically unspendable. There was
no choice between alternative schemes of sick care or retirements.
Savings could not be used for productive investment.

The individual’s choice of work was limited. He was free from
the great suffering of unemployment, but his choice of profession
was, if not dictated, at least ‘channelled’ in the prescribed direc-
tions. The working place was assigned in many instances and
movement to another job was greatly restricted by administrative
prohibitions.

The great achievement of the Hungarian reform is the signifi-
cant extension of choices. And the great shortcoming of the reform
is that it has not gone far enough in this extension.

Consumers’ choice has become wider. Shortages are less
intensive and less frequent, but they still exist. The domain of
bureaucratically rationed goods and services has become narrower
but has not been eliminated. There are goods and services where
prices convey the consumers’ signals to the producer, who responds
to them with changes in supply. But this linkage is restricted to cer-
tain spheres, mainly where the consumer is served by the non-state
sector and even there the functioning of the market is distorted. In
the rest of the economy the composition of supply is controlled by
a peculiar combination of influences: in part by legitimate protec-
tion furthered by well-considered plans that promote society’s gen-
eral long-term interests against myopic and individualistic deci-
sions, but also by arbitrary paternalistic bureaucratic interference
with the consumer’s free choice,2 and by the influence of the con-
sumer’s decision and, finally, also by merely random effects.

The choice set concerning saving and investment has become
wider as well. The most important change is that individuals can
invest in their own private housing instead of passively waiting for
bureaucratic allotment. True, the purchase or building of a private

house or condominium require tremendous sacrifices caused by
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bureaucratic obstacles, shortages, and scarcity of credit. There are
new options in holding financial assets, although the number of
alternatives is still small. There is still little choice between alter-
native schemes of medical insurance or retirement.

The individual now has much more choice in deciding on a
profession and job. Administrative restrictions of labour move-
ments have been eliminated. The most important new opportunity
is the impetus given to the formal and informal private sector.
Those who feel they have entrepreneurial abilities have some
(rather modest) possibilities of using them. Those who are willing
to work more for the sake of higher consumption can enter the sec-
ond economy. The study by Robert Tardos® showed that in
response to the stagnation or decline of real wages, 47% of the fam-
ilies opted for working more in the first and second economy,
because they wanted to maintain their standard of living. Again, the
choice set is still rather restricted by frictions and administrative
limits.

The problem of individual choice is strongly linked to income
distribution. The prereform system associated the narrow limita-
tions of individual choice with a certain type of egalitarian tenden-
cy. Income differentials of employees of the state-owned and coop-
erative sectors were moderate, although there was never a perfect-
ly egalitarian distribution. Privileges existed for people higher up in
the bureaucracy, not so much in the form of higher money wages as
in perquisites: a service car, allotment of better housing, special
shops with better supply, special hospitals and places of recreation
and so on.

As mentioned earlier, the Hungarian economy achieved full
employment and job security. The latter is a controversial issue;
several economists point out negative side effects on working
morale and on the artificial preservation of inefficient production
lines. Income differential in the first economy exhibit a mild
decreasing trend as demonstrated in Table 12. There are sugges-
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Table 12\ Income distribution

Shares in total recorded money income

(per cent)

1967 1972 1977 1982

Ist decile 4.1 4.0 4.5 4.9
2nd decile 6.0 5.9 6.3 6.4
3rd decile 7.1 7.0 7.3 7.3
4th decile 8.0 7.9 81 81
5thdecile 8.9 8.8 8.9 8.8
6thdecile 9.9 9.8 9.8 9.6
Tthdecile 10.9 10.8 10.8 10.7
8thdecile 12.2 121 12.0 11.9
9thdecile 14.0 14.0 13.7 13.7
10thdecile 18.9 19.7 18.6 18.6
Measure of inequality 1.92 1.96 1.84 1.82

Sources: Column 1: CSO, 1975, p. 65; Columns 2 and 4: CSO, 1985d, p.
13.

Note-. The interpretation of the first 10 rows is as follows. The population
is ranked in increasing order according to redorded per capita money
income and divided into 10 classes. The first figure in the first column
means: the poorest 10 % of the population received 4.1 % of the total
recorded money income of the population in 1967.

The term recorded money income excludes recorded but non-money
income (for example benefits in kind), and also unrecorded income, most-
ly earned in the second economy.

The last row shows a synthetic measure of inequality calculated by the
Central Statistical Office in Hungary. Income earners are divided into two
classes. Group 1: income earners above average; group2: income earners
below average. 'Measure of inequality": ratio of average income of group
1to average income of group 2.

tions that the rapid growth of the second economy counterbalanced
this change or perhaps led to some increase of inequality, but there
is no reliable evidence supporting these conjectures. Careful stud-
ies¥ show that Hungary now exhibits neither the characteristic
inequalities prevailing in the prereform classical socialist system,
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nor the typical inequalities of a capitalist economy, but a peculiar
combination of these. We still see differentials based on one’s posi-
tion in the hierarchy, but these appear less in the form of fringe ben-
efits handed out in kind; they are more often reflected in money
income differentials. (Although the shift is not complete, privileges
in kind still exist.) At the same time, new inequalities have been
created by the market, and in particular, by the appearance of the
formal and informal private sector. While incomes at the upper end
of distribution increased, social policy at the lower end did not
develop sufficiently. For a long time, reformers had a one-sided
technocratic orientation, concerned only with growth, efficient
adaptivity, trade balance, and financial regulators and did not pay
sufficient attention to the great moral objectives of social justice.%

In this respect as well, Hungary is a mixture of the distribu-
tional consequences of both bureaucracy and market.



VII. CONFRONTATION OF VISIONS
WITH REALITY

Having described the reformed Hungarian economy we turn to
alternative visions of market socialism,% discuss past ideas
(Sections V11/1, 2) as well as contemporary Hungarian thinking
(Sections VI11/3, 4). Some visions took the form of pure theory as in
the Lange model; others are blends of normative theory and practi-
cal proposals.

1. Oscar Lange’s market socialism

The literature of the celebrated debate about socialism in the
thirties, including the original writings and the later appraisals, fill
up a library.97 This paper does not survey the literature but concen-
trates on Lange’s classical paper (1936-37) which is the central
piece in the debate.

The first question is a positive one: is the reformed Hungarian
system a ‘Lange economy’ or anything that comes close to a Lange
economy? Based on information provided by Sections Il and 1V
the reader has the answer already: a definite ‘no’.

Caution is needed in formulating a fuller reply. Lange presents
in a brief paper a model. Model building inevitably abstracts from
complications of reality irrelevant to the main line of argument. It
is a cheap and unfair criticism of a theoretical model to point out
that reality is richer than the model. With certain simplification we
focus on the most substantial assumptions and properties ofthe the-
ory, both in a comparison with Hungarian reality and in consider-
ing the criticism of the theoiy that follows later.

76
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Because a description of the Hungarian system has been pre-
sented already, very brief references will suffice. Lange thought of
the possibility that socialism would be a dual economy consisting
of a public and a private sector, but he formulated his disputed sug-
gestions for the sector inpublic ownership. Therefore, it is legiti-
mate to compare the Lange model with the Hungarian state-owned
sector.

The Lange economy has a Walrasian information structure.
Sufficient information is provided by the price system and by the
observation of excess demand. A trial and error method generates
Walrasian equilibrium prices or at least prices that converge toward
them. Agents respond to prices. In contrast to that, the prices of the
output produced by Hungarian firms even since the reform are not
Walrasian prices and do not converge to such prices. Official dec-
larations do not reveal even an intention to generate market-clear-
ing prices everywhere in the economy.®8 The prices of products or
services originating in the state-owned sector do not reflect relative
scarcities. The prices of products and services originating in the
non-state sector may come closer to Walrasian prices but only with
severe distortions. The non-market-clearing prices of the state sec-
tor spill over to the rest of the price system. Apart from the ques-
tion whether prices give the right signal, the main problem is that
price responsiveness of the state-owned firms is weak. They give as
much or, in many cases, more attention to other signals.

In the Lange economy the firm is essentially a profit maxi-
mizer. In contrast, the Hungarian firm has multiple objectives; the
search for more profit is only one of its set of objectives and not
necessarily the strongest one. The profit incentive is weakened by
the soft budget constraint syndrome. The firm’s vertical depen-
dence on the superior bureaucracy dominates its horizontal depen-
dence on the market.

In the Lange economy the central authorities restrict their
activities to price determination. In the Hungarian economy the
bureaucracy is busy intervening in all dimensions of economic life.
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Intervention into price formation is only a small part of its hyper-
activity.

The question is still open: is the establishment of a Lange
economy viable and desirable? The first is the primary question,
because in case of infeasibility, the second question loses relevance.
Of course the experience of a single country cannot give a con-
vincing answer, but can help in the reconsideration of speculative
argumentation.

Lange’s model is based on erroneous assumptions concerning
the nature of the ‘planners’.® The people at his Central Planning
Board are reincarnations of Plato’s philosophers, embodiments of
unity, unselfishness, and wisdom. They are satisfied with doing
nothing else but strictly enforcing the ‘Rule’, adjusting prices to
excess demand. Such an unworldly bureaucracy never existed in
the past and will never exist in the future. Political bureaucracies
have inner conflicts reflecting the divisions of society and the
diverse pressures of various social groups. They pursue their own
individual and group interests, including the interests of the partic-
ular specialized agency to which they belong. Power creates and
irresistible temptation to make use of it. A bureaucrat must be inter-
ventionist because that is his role in society; it is dictated by his sit-
uation. What is now happening in Hungary with respect to detailed
micro-regulation is not an accident. It is rather the predictable, self-
evident results of the mere existence of a huge and powerful
bureaucracy. An inherent tendency to recentralization prevails.1D

Lange’s model is based on an equally erroneous assumption
concerning the behaviour of the firm. He expects the firm to follow
the Rule designed by the system engineer. But society is not a par-
lour game where the inventor of the game can arbitrarily invent
rules. Organizations and leaders who identify themselves with their
organizations have deeply ingrained drives: survival, growth,
expansion of the organization, internal peace within the organiza-
tion, power and prestige, the creation of circumstances that make
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the achievement of all these goals easier. An artificial incentive
scheme, supported by rewards and penalties, can be superimposed.
A scheme may support some of the unavowed motives just men-
tioned. But if it gets into conflict with them, vacillation and ambi-
guity may follow. The organization’s leaders will try to influence
those who imposed the incentive scheme or will tiy to evade the
rules.

These remarks are well-known in the modem sociology, eco-
nomics, and social psychology of bureaucracy, hierarchy and orga-
nizations. The Lange ofthe thirties, although a convinced socialist,
lived in the sterile world of Walrasian pure theory and did not con-
sider the socio-political underpinning of his basic assumptions.

Lange hoped that a market could be simulated by a bureau-
cratic procedure. This hope appears time and again in contempo-
rary writings, for example in Hungary.10l There is an inner contra-
diction in the logic of the idea. An army of bureaucrats is needed to
adjust and readjust millions of prices almost continuously. The con-
temporary successor of Lange might say: determine with the aid of
computers only price indices of large aggregates and give Rules to
the actors prescribing calculation principles for breaking down the
aggregates. This is happening, more or less, in Hungary. But as was
said above, the firm can get around the calculation principles if
these conflict with its interest. As a counter-measure, the authori-
ties will add more detailed instructions, restrictions, and prohibi-
tions. What emerges from this procedure is not a successfully sim-
ulated market, but the usual conflict between the regulator and the
firms regulated by the bureaucracy.

The next objection concerns competition. Lavoiel® rightly
points out that in the neoclassical debate about socialism, the
emphasis shifted one-sidedly to the issue of computing the correct
price signals. What got lost was the crucial Mises-Hayek-
Schumpeter idea regarding ‘rivalry’. In a genuine market process
actors participate who want to make use, and can make use, oftheir
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specific knowledge and opportunities. They are rivals. In that sense
the market is always in a state of dynamic disequilibrium. The total
potential of all rivals normally exceeds actual demand. Some win
and some lose. Victory brings rewards: survival, growth, more
profit, more income. Defeat brings penalties: losses, less income,
and in the ultimate case, exit. Using the vocabulary of this paper,
the Mises-Hayek-Schumpeter market implies a hard budget con-
straint and a buyers’ market. As long as the system and the policy
do not assure the prevalence of these two conditions, there is no
genuine market. The great shortcoming of the Lange model is that
it does not even contemplate these conditions and many of Lange’s
followers committed the same error.

This argument is related to our last remark. Lange had in mind
a market using a Walrasian feedback mechanism that equilibrates
supply and demand. There are, however, built-in tendencies in a
centrally controlled system based on state ownership generating
chronic excess demand in various spheres of the economy as
described in Section VI.

2. The naive reformers

This is a name given by the author to a group of economists
who were the pioneers of the reform process. In Hungary, Gyorgy
PéterdB must be mentioned first. Others are Sandor Balazsy,14
Péter Erd6s,1B6 Tamas Nagy,1®6 and Istvan Varga.17 The author,
when writing his first book, Overcentralization, in 1955-56 (pub-
lished in English in 1959), can be put in the same category.1B
Brus1®in Poland, Yevsey G. Libermanl0in the Soviet Union, and
Ota Sik1ll in Czechoslovakia belong to the same group. This is an
arbitrary and all too short list, just to illustrate the concept of naive
reformer. We refer here to early works of authors who, with the
exception of Péter and Varga, are still alive; most have deviated
more or less from their early theoretical position.
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The group is heterogeneous; the members did not share iden-

tical opinions. We shall point out a few common characteristics.
These seem to be all the more significant because it was exactly this
set of common ideas that was so clearly reflected in the official res-
olutions and documents of the Hungarian reform in 1968.112 What
is more, rather similar ideas appear in Chinese official writings
today. Most Hungarian economists have lost their na'fveté through
long and sometimes bitter experience. But many of their colleagues
in other socialist countries, impatiently advocating the start of a
reform, having no first-hand experiences as yet, show the same
naiveté today and are irritated by the critical attitude of Hungarians.

Before turning to critical remarks, first a word of acknowl-
edgement. The fact that the author’s early work is included in the
list above must not restrain us, out of false modesty, from recog-
nizing the intellectual and political courage of the pioneering
works. The descriptive part of these studies contains a deep and still
valid critical analysis ofthe prereform system. The prescriptive part
points in the direction of the later practical reforms in Hungary and
China and to the reform attempts in Czechoslovakia and Poland:
firms’” autonomy, right price signals, profit incentive, use of market
forces, shift toward a buyers’ market, and so on. But the pioneers
did not foresee many complications which, as it turned out, are the
barriers to consistent applications of their proposals.

The naive reformer does not recognize the conflicts between
indirect bureaucratic control and the market. He thinks that aban-
doning the command system and turning from direct to indirect
control is a sufficient condition for the vigorous operation ofa mar-
ket. His line ofthought can be characterized as follows. Let us have
a profit-maximizing, almost autonomous firm. It will respond with
appropriate changes of supply and demand to the signals of relative
prices, interest rates, taxes, credit rations. If so, there is no contra-
diction between central regulation and market. On the contrary, the
market is an ‘instrument’ in the hands of the central policy-maker.
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The officers in the central authorities pull all the strings of indirect
control and the profit-maximizing agents respond like obedient
puppets. As Hungarian experience demonstrates, this fundamental
assumption is wrong.

The underlying philosophy is an optimistic belief that perfect
harmony can be achieved or at least approached. A market is a
rather good, but not perfect automation. Market imperfections
should be corrected by central interventions, because the centre
knows social interests ex officio better than do blind market forces.
The naive reformers admit that central planners are not infallible.
But then, planners’ imperfections can be eliminated with the aid of
the market, which makes some corrections automatically. The faith
placed in the harmonious, mutually correcting duality of ‘plan’ and
‘market’ (or, in the language of the present paper, bureaucracy and
market) is the centrepiece of the pioneers’ na'fveté.

The coexistence of bureaucratic and market coordination does
not guarantee that we get ‘the best of both worlds’. It does not lead
inevitably to the opposite case either,—the ‘worst of both worlds’.
These are extreme simplifications. Certain mutual corrections are
possible. 1f market forces lead to income distribution that is judged
to be unfair by society, or to undesirable externalities damaging to
the environment and so on, the bureaucracy can and should apply

corrective measures. (Even these corrections, however, are not
made sufficiently in Hungaiy.) If state interventions have undesir-
able side effects, market disequilibria can give a signal and the
planner can make adjustments provided that he listens to the signal.
But such favourable complementarity cannot be relied on too
much. As Section I11/5 pointed out, the greater the bureaucratic
intervention, the more one intervention weakens the effect of the
other. Each string puller thinks that he can control the firm; the
firm, confused by a hundred strings, starts to twitch. It does not
respond clearly to bureaucratic regulation, but does not respond to
market signals either. This what Laszl6 Antalll3 aptly termed the
‘illusion of regulation’.
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The naive reformers searched for a reasonable line of separa-
tion between the role of the bureaucracy and the role of the market.
Many of them thought that such a separation line could be drawn
like this: ‘simple reproduction’ (in Marxian terms) regulated by the
market and ‘extended reproduction’ by the planners. In other
words, current production controlled by the market and investment
by the planner. It turned out that this separation is not viable. On the
one hand, the bureaucracy is not ready to restrict its activity to the
regulation of investment. On the other hand, the autonomy and
profit motive of the firm become illusory, if growth and technical
development are separated from the profitability and the financial
position of the firm and are made dependent only on the will of
higher authorities.

The pioneer reformers wanted to reassure all members of the
bureaucracy that there would be ample scope for their activity.
Their intention is understandable. The reform is a movement from
‘above’, a voluntary change of behaviour on the side of the con-
trollers and not an uprising from ‘below’ on the side of those who
are controlled. There is, therefore, a stubborn inner contradiction in
the whole reform process: how to get the active participation of the
very people who will lose a part of their power ifthe process is suc-
cessful. The reassurance worked too well in the Hungarian case; the
bureaucracy was not shattered. The number of people employed by
the apparatus of economic administration changed hardly at all.14
Small wonder that, instead of the harmonious coexistence of ‘plan’
and ‘market’ or the establishment of a ‘regulated market’, we got
the phenomenon of dual dependence, described in Section I11/2
which actually gives dominant influence to the bureaucracy. And as
was explained earlier, once bureaucratic intervention exceeds a cer-
tain critical threshold, the market is more or less deprived of ener-

The naive reformers were concerned with the problems of the
state-owned sector and did not spend much hard thought on a
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reconsideration of the non-state sectors’ role. It turned out,howev-
er, that up to the present time, it has been just the non-state sectors
that have brought the most tangible changes into the life of the
economy.

3. Galbraithian socialism

The present Hungarian economic community cannot be easily
classified. In a certain sense, every economist and government offi-
cial is an adherent of reform: reform is the officially declared poli-
cy of the political leadership and the government. What really mat-
ters is not general notions but the concrete appraisal of the present
system and the practical proposals for the future. In these respects
the views are heterogeneous; debates go on about dozens of issues.
We economists who agree about one issue may disagree about a
second. Each individual has his own personal collection of criti-
cisms and proposals. Nevertheless, for the orientation of the foreign
reader this section and the next will delineate two ‘schools’. A
warning is in order: there is some arbitrariness in my characteriza-
tion. Those who undeniably belong to one or other school may still
maintain some individual reservations or dissents. What we present
are rather stylized ‘prototypes’ of two somewhat amorphous cur-

rents of thought.
We call the first school Galbraithian socialism. This is a name

coined by the author; it may easily be that neither the members of
the school nor Galbraith would be pleased. Anyway, Galbraith’s
work is a very characteristic reference in the writing of the
school.115 A dispute, marked sometimes by rather sharp polemics,
goes on between them and the school of radical reformers whose
thoughts will be reviewed in the next section. The ideas of the first
school can be understood best in the framework of the dispute.
The Galbraithians contend that the radicals advocate an
anachronistic system. The radicals, they say, want to introduce a
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mechanism into a socialist economy that would recall early 19th-
century Manchester capitalism: a market free from any govern-
mental intervention and the predominance of small economic units.
They are socialistic Friedmanites—so the rebuke goes—although
the true nature of contemporary capitalism is quite different. And
here comes the emphatic reference to John Kenneth Galbraith116
and to other authors describing modem private market economies.
Contemporary capitalism is a dual economy. The first sector is a
small group of huge and very powerful corporations, many of them
in monopolistic or oligopolistic positions, intertwined with and
sheltered by the government. It operates in an environment created
by a large and powerful bureaucracy that intervenes in the econo-
my continuously through Keynesian demand management, price
and wage regulation, protectionist measures, and so on. The second
sector is composed of small producers, small merchants, and the
households, whose activities are coordinated by the market.
Although both sectors do exist, the first is the really powerful and
dominant one and the second is ancillaiy and subservient. If that is
true in case of modem capitalism—so the argument of the
Galbraithian school goes—there is no reason to require more
decentralization in socialism. On the contrary: a socialist system
has the possibility and the obligation to apply central planning and
coordination more consistently and establish more thorough links
between the central planners and the large enterprises. The crucial
role of central planning must not be disguised bashfully, but should
be openly and proudly declared and, of course, much better orga-
nized than before. The large monopolies, oligopolies, and the state
associated with them must become ‘entrepreneurial’; ‘entrepre-
neurship’ should not be a privilege of the small units.

The Galbraithian school is accused in some writings of desir-
ing the restoration of the prereform command economy. As far as
their published writings are concerned, these do not suggest a
return to an all-embracing command economy. What they do sug-
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gest is the legitimation of the status quo. They justify the dualities
of the present system: the coexistence of public and private sectors,
bureaucracy and market, large and small firms, provided that the
first component in all these pairs has the undisputed upper hand.
Some of their writings suggest that they do not have much confi-
dence either in the market or in the private sector and would rather
see their roles diminished. They would legitimate the actual state of
affairs, suggesting minor changes for improvement, but reject any
further radical change that would go much beyond the present situ-
ation. For that purpose the school proposes to utilize all theoretical
results and practical experience of contemporary capitalism:
Kaleckian and Keynesian macro-economics, the textbooks of
Western business schools, the lessons drawn from study tours to
ministries, large banks and corporations in industrialized countries.
Every bit of experience that points in the directions outlined above
is welcome.

It is, of course, a paradoxical ‘ideological’ support for present
Hungarian practice to say: ‘Look, the system is in many respects
not so very different from the practice of modem capitalism.” The
trouble is that the similarity is exaggerated. True, modem capital-
ism is a system very different from a perfectly competitive atom-
istic Walrasian world. Admitting that, there are decisive differences
between today’s Hungarian economic mechanism and the system
of highly developed capitalist economies (the ‘West’ for short in
what follows). Without seeking completeness we underline only a
few attributes relevant in the present context.

There is a state- and a non-state sector in the agriculture,
industry, and commerce of both systems, but the proportions are
radically different. The state sector is dominant in Hungary, while
it is an important but minor sector in the West.

There are powerful large firms in both systems, but the size
distribution is very different. The concentration in Hungary is much
higher than in the West, as shown in Table 3.
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The ‘soft budget constraint’ syndrome appears in both sys-
tems. In Hungary it is the normal way of life; in the West similar
phenomena are more nearly an exception. Related to this is the
issue of price responsiveness, which is rather weak in the
Hungarian state-owned sector and strong in Western business life,
including large corporations.

There are bureaucratic interventions in both systems. In
Hungary it is all-encompassing; millions of micro-interventions
make the state-owned firm highly dependent on the authorities. In
the West the influence of the governmental bureaucracy is not neg-
ligible, but the frequency and intensity of intervention are much
smaller. By and large it does not exceed the critical threshold where
the vigour of the market would be diminished.

Shortage and surplus coexist in both systems. In Hungary
shortages are wide-spread; strong competition of the sellers for the
favour of the buyer is rather exceptional. In the West, the reverse is
true. Shortages appear sporadically, but the typical situation is
rivalry between competitors for the buyers’ attention. That applies
not only to small business but to the large corporations as well.
They too feel the threat of actual or potential competition, of new-
comers, large or small, of new products brought to the market by
firms in the same sector or in other sectors, and also the competi-
tion of foreign sellers.

In the dialectics of the debate, however, the proponents of the
‘Galbraithian’ school deserve full attention, because they put their
fingers on some weak points in the argumentation of the other
school, the radical reformers.

4. The radical reformers
This is not a group with a commonly accepted consistent

reform programme. We are talking about economists working in
different research institutes or in the apparatus of some higher
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authorities who share more or less similar opinions about the
reform. The most characteristic writings are those of Nyers and
Tardos,117 Tardos,118 Bauer,119 Antal, 120 but there is a much larger
set of articles written in a similar spirit.12L

Radical reformers elaborate profound critical analyses of the
present situation; this paper has made extensive use of these stud-
ies. We focus here on their normative proposals. Out of the frag-
ments a blueprint of market socialism takes shape. These are more
circumspect suggestions than those of the naive reformers of 20-30
years ago. The main ideas may be summarized as follows.

A system of market-clearing prices is needed; this and only
this price determination principle is acceptable. Price determination
must be left to the market. Deviation from these principles can be
allowed only exceptionally. Profit incentives should be strength-
ened to make them sufficiently responsive to prices. Beyond that,
new incentive schemes must be introduced; firms should be stimu-
lated to try to increase their net worth as their primary goal.12

The distortion of the size distribution should be corrected. It
would be good to encourage the appearance of medium- and small-
size economic units by a variety of policies to support the free entry
of new units and the breakup of monopolies or overconcentrated,
excessively large units. Large firms are needed only when they gen-
erate economies of scale and are able to operate successfully in
world-wide competition.

Barriers to competition must be eliminated. Various forms of
competition should be promoted: rivalry between units belonging
to different social sectors between large, medium, and small units
between domestic production and import.

A reform of the system dedicated consistently to these objec-
tives, together with appropriate macropolicy, should greatly extend
the scope of the buyers’ market.

Barriers to a free labour market must be eliminated. The state
sector must not be at a disadvantage relative to the rest of the econ-
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omy in acquiring labour. More flexibility of wage determination is
needed.

Tough financial discipline, the hardening of the budget con-
straint, must be assured. This effort must be combined with more
decentralization in the allocation of funds and with the creation of
a flexible capital market. The possibility of bankruptcy must be an
ultimate threat. At the same time, prosperous firms must have the
opportunity to expand quickly by self-financing, by loans or by
raising capital on the capital market. As a precondition for such
changes the share of the government budget in the total flow of
income must be diminished.

A commercial banking system must be fully developed and
must operate according to business principles.

More competition must be allowed in export and import activ-
ities. Realistic exchange rates must become more influential.
Conditions of import liberalization and full convertibility must be
created.

Laws are needed that protect private business and clarify
unambiguously the legal possibilities and limitations of private
activities.

Political conditions of systemic economic changes must be
created; the various social and economic groups must get appropri-
ate political representation. At the same time, the state must con-
tinue to play an active role in the economy. Its main obligations are
the macro-management of demand, the regulation of monopolies,
the development of the infrastructure, the protection of society
against harmful externalities, the redistribution of personal income
for the sake of social justice.

The changes listed above and perhaps a few more important
measures must be introduced in a consistent manner, as a ‘pack-
age’. Any one of these changes, implemented separately without
the appropriate conditions created by the other necessary changes

can be risky or harmful.
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The author is convinced that the implementation of these pro-
posals is highly desirable. Yet quite a few substantial question are
left open. The problem of ownership and property rights is not
clearly elaborated in the writings of the radical reformers. This
large issue can be divided into two subproblems.

First, what should be the future of non-state ownership and, in
particular, private ownership in the blueprint of a reformed social-
ist system? Can its share be enlarged? Is a small unit with seven
employees the upper limit of a private enterprise acceptable in a
socialist country?

Second, is the traditional form of state ownership compatible
with the proposed changes listed above, including strong profit
motivation, free entry, hard budget constraint, flexible wage deter-
mination, workable capital market?123 Different authors offer vari-
ous solutions for separating the firms’ management from the gov-
ernmental bureaucracy. Some economists suggest labour-manage-
ment, because that might assure independence from the bureaucra-
cy.124 There are counterarguments: the history of Yugoslav labour-
management and also the first experiences with the participation of
employees in the selection and appointment of managers are not
sufficiently reassuring. Others, for example Tardos,15 suggest the
separation of management from a special institution that would be
the declared representative o f ‘ownership interests’. The latter, like
a board of directors in a capitalist joint stock corporation would
appoint and supervise the managers. Critics are sceptical: can own-
ership interest be simulated by an artificially created body, which is
commissioned (by whom? by the bureaucracy?) to represent soci-
ety as the ‘owner’?

Many arguments put forward in earlier sections of this paper
come to mind. Is genuine autonomy of the public firm under the
conditions of the Hungarian political structure feasible? Will the
bureaucracy observe a voluntary restraint of its own activity with-
out exceeding the limits assigned by the proposals surveyed above?
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Such questions lead to the ultimate problem: can a reform
process in a socialist country go much beyond what has been
accomplished in Hungary? Or does contemporary Hungary exhibit
more or less the ultimate limits of reform?160ther minor systemic
changes, whatever their desirability, are irrelevant when cons ider-
ing the essence of this question.

The author must frankly confess his own ambivalence. As a
Hungarian citizen he sincerely hopes that the answers to the series
of questions raised above will be positive. As an occasional advis-
er he may try to help the process go in the direction outlined. As a
researcher he reserves the right to doubt.

One lesson that can be safely drawn from study of the social-
ist economies is the large degree of unpredictability as far as deep
system-wide changes are concerned. The questions raised above
cannot be answered by speculation, only by historical experience.
Up to now, Hungary does not provide a conclusive answer. We
must wait and see what may be revealed by Hungarian or Yugoslav
or Chinese experience or by the history of any other socialist coun-
try that may take the route of reform.
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More detailed description can be found in Granick (1954), Berliner
(1957), Balassa (1959), Bras [1961] (1972), Nove (1983a, b),
Bomstein (1981), and Gregory and Stuart (1981).

Here and throughout the paper we do not discuss the role ofthe Party
separately. The Party is not simply a political movement as in a non-
socialist country, but also an apparatus in charge of running, all
affairs. Although from a legalistic point of view the Party and the
government are separate entities, in practice they are intertwined and
they work jointly in all relevant control processes. The Party has the
leading role in the joint operation. Hence the term bureaucracy or
bureaucratic control in this paper refers to the role played by the
Party apparatus.

Hunter (1961).

The problem has been discussed in Eastern Europe since the fifties.
There the phenomenon is called ‘base-year approach’. The Western
literature introduced the apt name ‘ratchet principle’ (Berliner 1957,
Keren 1972, Keren et al. 1983).

This observation and a few more to which we refer in the paper are
based on a large-scale project examining the balance sheets of all
Hungarian state-owned firms during 1975-82. This project is direct-
ed by the author and Agnes Matits; results are discussed in Komai
and Matits (1983, 1984), Matits (1984a, b, c), and Varhegyi (1986).
See also Laki (1982, 1984), Lamberger et al. (1986), and Papanek et
al. (1986).

Gécs (1982).

Critical comments can be found in Hoch (1980) and Zelkd (1981).
Csikos-Nagy (1985).

Halpem and Molnéar (1985).
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Ibid, p. 824.

Fazekas and Koll6 (1985b).

Tallds (1976).

Falubiro (1983).

Varhegyi (1986).

Komai and Matits (1983, 1984).

Matits and Temesi (1985).

Varhegyi (1986).

Two remarks. First, a manager’s bonus is linked to post-tax prof-
itability, giving the manager an extra stimulus to fight for less tax
and more subsidy. Second, profit sharing is levelled off; in contrast
to the high variance of profitability, the ratio of profit sharing and
wage per worker has a very small variance (Komai and Matits 1983,
1984).

Komai (1979, 1980, 1986).

Granick (1984).

So6s (1984).

Szab6 and Tarafés (1985).

Molnar (1985).

Antal (1985a).

Komai and Matits (1984).

Schweitzer (1982), Révész (1979), Ehrlich (1985a, b)

Roman (1985). The 637 product aggregates cover about 75 per cent
of total manufacturing.

Csanadi (1979, 1980, 1983), Szalai (1982), Matits (1984c).

Bauer (1976, 1985b).

Portes (1972, p. 657) made the same general point much earlier, writ-
ing that ‘there is a threshold beyond which decentralization must go
to take firm roots’. He was, however, rather confident that Hungarian
‘strategy and tactics has brought the reform across this border’.
These views were shared by many outside observers. The opinion
expressed in the present paper is different: the Hungarian reform did
not cross the critical threshold that separates a genuine market econ-
omy (associated with a certain degree of bureaucratic intervention)
from an economy basically controlled by the bureaucracy (with cer-
tain elements of market coordination).

Donath (1980), Swain (1981), Csaki (1983), Marrese (1983), Sipos
(1983).

Rupp (1983).



47.

48.

49.

50.

5L

52.

53.

54.
55.
56.
57.

58.
59.

60.
61.
62.

Notes 95

The cooperative members are entitled to a household plot not larger
than 0.57 hectares.

See Agondcs et al. (1984) and Teliér (1984) for important studies
about the indirect bureaucratic control of cooperatives.

Agricultural cooperatives are much more sheltered. Small wonder
that this segment of the economy stubbornly opposes the introduc-
tion of bankruptcy laws and other measures of hardening the budget
constraint.

All these differences are smaller and the similarities greater between
large cooperatives and state-owned enterprises.

The most important Hungarian writings are by Gabor (1979, 1985),
Gébor and Galasi (1981), Kolosi (1979), Belyé and Drexler (1985),
Timar (19854, b), and Falus-Szikra (1986). In the foreign literature
pioneering work was done by Grossman (1977) concerning the
Soviet second economy; a detailed bibliography is presented in
Grossman (1985).

Here we follow more or less the definition of the second economy
used by Gabor, the leading Hungarian expert in the field.

As mentioned in the note to Table 5, many individuals have a first
job in the state or cooperative sector and a second job in the formal
private sector. Although we count this activity as part of the formal
private sector, the comments above concerning the extension of
working time apply also to this group.

Bauer (1985b).

CSO (1984, p. 470), (1985b, p. 10).

Szelényi (1983), Daniel (1985).

Tenants in a public apartment have in practice a ‘quasi ownership’
under the conditions of chronic shortage. Tenancy can be inherited,
sold for money illegally to a new tenant or legally to the state.
Therefore it is not out of place to put the arrangement of subletting
in a public apartment in the same category as using the equipment of
a first-economy employer.

CSO (19853, p. 210).

More detailed descriptions and analysis can be found in Laky (1985)
and Stark (1985).

CSO (19854, p. 326).

Kupa (1980), Murakézy (1985).

The Hungarian ratio in 1980 was somewhat higher even than the
ratio of Sweden, Denmark, and the Netherlands, although all three
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countries are at much higher level of development and spend rela-
tively much more on welfare purposes. The ratio of governmental
expenditure on production (mainly investment and subsidies) in
industry, agriculture, transport, commerce, and service as a percent-
age of GDP was 25 in Hungary and less than 9 in the average of a
sample of 14 industrialized capitalist countries. The figures are cal-
culated on the basis of definitions assuring comparability. They refer
to the same set of expenditures (including central and local govern-
ment expenditures). GDP is calculated according to Western defini-
tions for Hungary.

Source of all data is Murakdzy (1985, pp. 746-47) and an unpub-
lished paper of Murakézy.

Dudas (1985).

Brus [1961] (1972), Grossman (1966), Komai (1980), Tardos
(1980).

Because space is limited, we cannot discuss the same issue as far as
other social sectors are concerned.

This is only partly a sign of healthy ‘commercialization’ of trade
relationships. A large fraction of trade credit is involuntary; the
buyer simply does not pay the bill in the agreed time, in this way
forcing the seller to grant credit. Actually this arrangement is becom-
ing a common method of ‘softening the budget constraint’.
Involuntary trade credit was, of course, known before the reform.
Breitner (1985), Grdsz (1986).

This phenomenon indirectly supports the observation that state-
owned firms are not highly profit motivated. They are more interest-
ed in the expansion of their own capacity.

The interest rate paid for a one-year deposit to households by the sav-
ings bank is 5 per cent, while the inflation rate in the last few years
has been about 6-9 per cent according to the official statistics.
Galasi and Sziraczky (1985), Fazekas and Koll6 (1985a).

Fazekas and K&ll§ (1985b).

Gébor and Kévari (1985), Falus-Szikra (1986).

In some instances large agricultural cooperatives get more
favourable treatment than small state-owned firms.

The first studies were Komai [1957] (1959), Holzman (1960) and
Levine (1966).

There is an important school of thought (frequently called, rightly or
wrongly, the “‘disequilibrium school’) dealing with centrally planned
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economies which denies that shortage is chronic in the classical pre-
reform socialist system or at least on the consumer market of this
economy. The intellectual leader of this school is Richard Portes
(Portes and Winter 1977, 1978, 1980; Portes 1984; Portes et al.
1986). Many remarkable and valuable studies have been produced
using the theoretical ideas and econometric methods of this school.
An extended bibliography can be found in Portes 1986. The author
has an ongoing debate with the disequilibrium school (Komai 1980,
1982). The controversy concerns questions of aggregation,
measurement and interpretation of the notion of aggregate excess
demand, the insulation of the consumer market from the rest of the
economy, independence versus co-determination of demand and sup-
ply, the existence of forced saving, the relationship between shortage
and labour supply, etc. This is not the place to go into these contro-
versial issues. We shall come back to some empirical results of the
disequilibrium school in the next section.

Bauer (1978, 1981), Sods (1975-76), Lacké (1980, 1984).

Except for the import hunger of other shortage economies for certain
goods.

So6s (1984), Szabd (1985), Gomulka (1985), Komai (1985a, b).
Each price has a critical value. Under this value the own-price elas-
ticity of demand is zero; that is, the price is nominal. Above the crit-
ical value the own-price elasticity of demand is non-zero; that is, the
price is effective. Many goods and services have nominal prices in
socialist economies.

Daniel (1985).

Kapitany et al. (1984), Tibor (1984).

The attitude ofthe seller vis-&-vis the buyer is determined by the sell-
er’s membership in a certain social sector (state-owned firm versus
private business) and by the state of disequilibrium in the market
(seller’s versus buyers’ market). Hungarian experience shows that
the second factor is the more important.

Gécs (1982).

Fabri (1982), Chikan (1981, 1984).

The most important Hungarian representative of the disequilibrium
school mentioned in endnote 75 is Katalin Hulyak (1983, 1985).
Based, at least partly, on a different theoretical foundation and the
estimation methods applied by Portes and his associates, her empiri-
cal results are in conformity with the observations presented above.
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She demonstrates chronic excess demand for housing, automaobiles,
and investment resources. As for aggregate consumption, she shows
fluctuations in the intensity of general shortage. The chronology and
the signs of the fluctuations are closely correlated with fluctuations
revealed by other studies, for example Komai (1982).

We compare Hungary with a small sample of capitalist countries that
are close to the Hungarian level of development (measured by
GDP/capita). We do not make comparisons with other socialist coun-
tries concerning inflation rates, because adequate information about
the statistical methodology of constructing price indices in these
countries is not available. Many analysts agree that some hidden
inflation exists in all socialist countries all the time. Certain kinds of
price increases are not sufficiently reflected in the official price
indices because of systematic bias in measurement methods (Komai
1980, section 15.4, and Nuti 1985).

Unfortunately, the observation of prices and incomes in the formal
and informal private sectors is not organized in a satisfactory man-
ner. Petschnig (1985a, b) provides many examples of the fact that
price increases in these sectors are much faster than in the rest of the
economy.

Cso0r and Mohécsi (1985).

The effect of the oil shock was also dampened by the fact that
Hungary could obtain Soviet energy at prices below world market
level.

Marer (1981), Balassa and Tyson (1983), Koves and Oblath (1983).
The problem is discussed in a wider context by Fehér et al. (1983).
The arbitrariness of intervention in consumer choice is demonstrated
by the high dispersion of turnover tax rates on consumer goods. No
reasonable social preference imposed on individual preferences can
explain a turnover tax of +11 per cent on household chemicals, +5
per cent on shoes, of-11 per cent on sugar and of-26 per cent on
fish (Csikos-Nagy 1985, p. 58).

Rabert Tardos (1983).

Kolosi (1980), Szelényi (1983).

Ferge (1984).

The alternative visions of market socialism are only a small subset of
the much larger variety of visions concerning alternative forms of
socialism.

The most outstanding works in the Great Debate were Barone [1908]
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(1935), Mises [1920] (1935), Taylor [1929] (1964), Hayek (1935),
and, of course, Lange (1936, 1937). The classical summary is
Bergson’s (1948) review. Important new points have been added by
Bergson (1967), Nove (19833, b), and Lavoie (1985).

Csikos-Nagy (1985).

What Lange had in mind concerning the role of the Central Planning
Board and the market when he wrote his paper is controversial. In a
private letter addressed to Hayek he stressed the importance of mar-
ket forces directly determining prices in sectors where genuine com-
petition prevails (Kowalik 1984). This paper does not discuss
Lange’s thinking in the thirties, but the so-called Lange model as
perceived by the profession (in textbooks and papers referring to
Lange) from the time of publication up to now.

Laky (1980).

Csikds-Nagy (1985).

Lavoie (1985).

Péter (19544, b, 1956, 1967).

Balazsy (1954).

Erdds (1956).

Nagy (1956).

Varga (1957).

References to surveys are listed in endnote 7.

Brus [1961] (1972).

Liberman [1962] (1972).

Sik (1967).

The most significant documents can be found in the collection by
Henrik Vass (1968). See also the book of Nyers et al. (1969). Nyers
was the secretary of the party in charge of economic affairs at the
time of the 1968 measures and can be regarded as the chief architect
of the 1968 blueprint.

Antal (1979).

Komai (1984).

Horvath (1976), Kozma (1983a, b), Sugar (1984), Szeg6 (1983).
Galbraith (19673, b).

Nyers and Tardos (1978, 1979, 1984).

Tardos (1986).

Bauer (1984, 1985a).

Antal (1985a, 1985bh).

A pioneer of radical reform was Tibor Liska (1963, 1969). Later he
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elaborated a blueprint of socialism based on leasing state-owned cap-
ital to individuals. His ideas are clearly distinguishable from the pro-
posals of other radical reformers listed above. Space does not permit
me to take up his suggestions and their criticism. Liska’s programme
is discussed in Barsony (1982), Macrae (1983), and Siklaky (1985).
This is a reasonable desideratum. Unfortunately the doubts raised in
earlier sections against the viability of artificial ‘rules’, ‘incentive
schemes’ imposed on living organizations with inherent endogenous
motivations, apply to this proposal too.

This is an objection raised repeatedly by the opponents of these pro-
posed changes. Szeg6 (1983).

Bauer (1984), Csillag (1983). A comprehensive survey is presented
in Sarkozy (1982).

Tardos (1982).

Those few sentences require additional explanation. The socialist
system referred to in this study has certain specific distinguishing
marks: 1 the communist party exercises undivided political power.
2. Marxism-Leninism serves as the official ideology, and 3. state
ownership is predominant. These attributes are assumed in the lines
above when the limits to the reform process are discussed. If any
essential change should occur in any of these three fundamental
attributes, that counts not as a reform of the prevailing system any
longer but as a revolutionary transformation, i.e. a transition from
one system into another, even if it takes place gradually and without
any violence. In this sense the events that were taking place in
Hungary and Poland in 1988 and 1989 went beyond the limits of
what this paper refers to as a ‘reform process’. (An additional note
appended by the author in August 1989 while the volume Vision and
Reality, Market and State, see note 1, was being prepared.)
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Chapter 11

Paying the Bill for Goulash Communism:
Hungarian Development and Macro Stabilization
in a Political Economy Perspectivel






I. INTRODUCTION: FOUR CHARACTERISTICS2

The Hungarian economy’s road from a centralized, planned
economy to a market economy displays a humber of features that
distinguish it from other post-socialist countries, despite the under-
lying similarities. Without aiming to provide a complete picture, |
shall pick out four important features. One or other of these may
occur singly in other countries in the region as well, or more pre-
cisely in a few countries in particular periods. The specific feature
of Hungarian development is the lasting coexistence of these four
characteristics.

First, Hungary, in its economic-policy priorities, placed great
weight on raising present day material welfare, and in the subse-
quent period of mounting economic problems and stagnating or
declining production, on curbing the fall in living standards.
Conditions in Hungary had earlier been christened ‘goulash com-
munism’. The policy for several years after the change of political
system continued the previous one in this respect, and can aptly be
called ‘goulash post-communism’.

Second, a paternalist ‘welfare state’ covering the entire popu-
lation was developed over several decades. Hungary can vie with
the most developed Scandinavian countries in the range of codified
entitlements to benefits and in the proportion of GDP devoted to
social spending, whereasper capita production is only a small frac-
tion of theirs. Although similar tendencies arose at the time in all
Eastern European countries, Hungary went furthest by far, and in
this respect stands alone in the region.

Third, the process of transformation in Hungary has extended
over several decades; the initial steps were taken back in the 1960s.
Though a few milestones can be mentioned, the process as a whole
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has been notable for its gradualism. Similar gradual development in
this respect has only occurred in Slovenia.3In the eyes ofthose who
distinguish ‘shock therapy’ or ‘big-bang’ strategy from ‘gradualist’
strategy, Hungary represents an extreme and special case of the lat-
ter: ‘gradualism Hungarian style’.

Finally, Hungary has been marked for decades by a relative
political calm. While the transformation in some countries has been
accompanied by civil warfare, here not a shot has been fired. While
the change of political system in some countries took place at light-
ning speed amidst spectacular circumstances (collapse of the Berlin
Wall, mass demonstrations in the streets of Prague, execution of the
Romanian dictator), Hungary continued restrained negotiations
over an extended period, with the ruling politicians of the old order
and the hitherto repressed opposition reaching agreement on free
elections and a new constitution. For decades there were hardly any
strikes or street demonstrations. Though the economic problems
have worsened, successive governments have preferred to muddle
through rather than resolve on measures that would arouse strong
opposition and entail a risk of political destabilization.

These four characteristics together form the specific difference
of the Hungarian transformation. This study sets out to contribute
to an understanding of why these four characteristics came about,
how they have affected each other, and what favorable and detri-
mental effects they have exerted.

I employ the approach of political economy to examine the
economic phenomena. The thinking of politicians and mentality of
the public are shaped by history, in which politics and the economy
are embedded. This context and the interaction between politics
and the economy are often ignored in economic-policy analysis and
recommendations characterized by technocratic approaches. |
would like to contribute to offsetting this biased approach.4

In some places | draw comparisons with other countries.
These, however, are designed solely to shed light on some feature
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of Hungarian development. I also refrain from judging which coun-
try is following the better road, and which country’s politicians
have been making wiser decisions.



Il. A SURVEY OF POLITICAL HISTORY

From the point of view of my subject the last four decades of
Hungarian history can be divided into periods, as shown in Figure 1.

1. The revolution of 1956 and the years of reprisals

Singled out in Figure 1 from the socialist period, as a date of
great import, is 23 October 1956, the day the Hungarian revolution
broke out. Hungary was the only country in the history of the
socialist world which experienced an armed rebellion against the
prevailing political order and Soviet occupation.5The revolutionary
forces took power, if only for a brief period. Those few days of
freedom sufficed for parties to organize. A multi-party government
that revived the coalition before the communist assumption of
power was formed under the leadership of a reform communist,
Imre Nagy.

Though sporadic, there were cases of anti-communist lynching
during the revolution. Harassment or replacement of the heads of
many factories and public offices began. The fear engendered by all
this left indelible memories in the minds of the party-state’s leading
stratum.

Hardly two weeks later, the revolution was crushed by the
Soviet army. A one-party system with the communist party holding
a monopoly of power was reimposed under the leadership of Janos
Kadar. Armed resistance to the Soviet tanks lasted a short while and
a general strike went on for some weeks before that was abandoned
as well. Then came the reprisals. Imre Nagy and his associates and
many other active participants in the revolution were executed;
altogether 229 death sentences were carried out.6 Thousands were
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imprisoned or detained in internment camps, and tens of thousands
sacked from their jobs. The intimidation extended to a large part of
the population. Hundreds of thousands had expressed their sincere
opinions and begun to organize into non-communist and anti-com-
munist movements and parties during the days of revolutionary
freedom. Now they could all feel that reprisals might strike at any
minute.

Memories of 1956 and the ensuing period have to be recalled,
for as we shall see later, they explain much about the characteris-
tics of Hungary’s process of reform.

2. ‘Softening’ of dictatorship and the political turning point

Let usjump forward a few years, to the period when the numb
fear gradually relaxed and the brutality and mercilessness of the
repression eased. In 1963, some years after the mass executions, a
general amnesty was declared; those who had been imprisoned for
the part they had played in the revolution were released. A ‘soften-
ing’ of the dictatorship began. The name of Janos Kédar, the man
who had directed the reprisals, is also linked to this policy of grad-
ually easing the political repression.

But as this curious, inconsistent, hesitant ‘liberalization’ con-
tinued, so did the erosion of the communist system, founded on
repression. The process speeded up in 1989, when even those in
power felt that the political monopoly of the communist party could
no longer be sustained. Negotiations began with the opposition
forces, which were now organizing themselves openly. In a few
months, if not a few days, enormous strides were taken in the polit-
ical sphere. The one-party system was replaced by a multi-party
system; a new constitution came into force; in the spring of 1990
free elections with the participation of rival parties were held for
the first time in 43 years; a government chosen by the new parlia-
ment was formed; the governing parties and the parliamentary
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opposition stated their intention of protecting and developing pri-
vate ownership, freedom of contract and a market economy.

The beginning of parliamentary democracy is dated in Figure
1 from the day of the first sitting on 23 May 1990 of the democra-
tically elected parliament. In the political sphere, this point in time
(or to be more accurate, the 1989-90 period of the talks on chang-
ing the political regime, the drafting of the constitution and the
holding of the first free elections) marked a real turning point. But
the initial and terminal dates of the characteristic periods in the eco-
nomic sphere fell at different points of calendar time from those in
the political sphere.



I1l. PRIORITY FOR TODAY’S WELFARE,
SECURITY AND CALM

One of the main propositions of this study (as seen in the
macroeconomic column of Figure 1) is that a curious continuity
prevailed in the priorities motivating Hungarian economic policy,
extending beyond the political turning point of 1989-90 (Figure 1).
So the same orientation persisted for 25-30 years. Only the
announcement of the stabilization program on 12 March 1995
broke this continuity. Sections I11/1-H1/3 of this chapter analyze the
period 1963-95, Section I11/4 deals with the stabilization program.

1. Avoidance of upheavals and conflicts

From the outset, those directing and playing an active part in
Hungary’s economic transformation, both before and after the
political turning-point of 1989-90, have been guided by a resolve
to avoid upheavals and conflicts.

The roots of this stance go back, in my view, to 1956. The days
of revolution and subsequent years of reprisals caused a grave trau-
ma. The ruling elite of the time, the communist ‘cadres’, looked
back in terror on the revolution, the mass demonstrations before 23
October, the street fighting and the popular fury vented against the
secret police and party functionaries. They felt they had to be on
much better terms with the masses in future, lest they rebel again.
The multitude of average people, if not the heroes who had worked
actively for the revolution and stood by its ideals, had also been
scared by the upheaval—by both the revolution and its subsequent
suppression. They were intimidated by the harassment and perse-
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cution of relatives, friends and colleagues. So there was an intense
desire for peace and calm, among the leading stratum and the mil-
lions of ordinary people alike. This climate of public opinion
explains the psychological motivation behind Hungarian economic
policy. Euphemistically this could be called moderation and ability
to compromise, the pursuit of consensus. A pejorative description
would be appeasement and cowardice. Both verdicts contain ele-
ments of truth.

Such was the motivation at the beginning of the process, when
those who had been through 1956 were still present and active. But
this climate of opinion, routine of behavior and system of moral
norms caused by the grave national trauma became ingrained, per-
sisting even after 1956 had become a remote historical event in the
minds of younger people.

So what is the prime factor here? Is it amass concern to avoid
upheaval, to which politicians react? Or is it the other way round:
politicians fearful of possible mass protest and open confrontation
with their opponents seeking to forestall them? Do cringing, bar-
gaining politicians bring society up to behave the same way?
Presumably there are effects in both directions.

Poland in 1956 did not go as far as an armed uprising and
bloody street fighting, but 20-25 years later, millions were pre-
pared to strike and Solidarity was formed, with a militancy that not
even military intervention could stifle for good. The struggle began
with the customary trade-union demands in defense of real wages
and jobs. Confrontation between those in power and the masses
heightened. Concurrently in Hungary, 20-25 years after a defeated
revolution, the attention of the leading stratum and the millions of
ordinary people turned not towards strikes and political struggles,
but calmly towards the economy. Ordinary people chased around
after extra earnings, built houses and grew vegetables.

There was an almost logical continuation of this after 1990.
Poland underwent another great flare-up under a Solidarity-led
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government prepared to implement a radical package of stabiliza-
tion and liberalization demanding great sacrifice. Hungary’s gov-
erning coalition was not so prepared. Indeed the victorious party in
the first free elections, the Hungarian Democratic Forum, had
declared in its campaign that it would follow the policies ofa ‘calm
force’, which had been one of its electoral attractions.

In October 1990, early in the new government’s term, a pecu-
liar mass demonstration broke out. Taxi-drivers protesting at a
petrol-price rise planned by the government blockaded Budapest’s
main intersections and brought traffic to a halt. Bargaining between
the representatives of the taxi-drivers and the government took
place before the television cameras. The opposition of the day,
instead of supporting the legitimate government intent on main-
taining law and order and imposing an unpopular but necessaiy
price increase, backed the organizers of the blockade instead.
Eventually the government retreated and a compromise was
reached.7 The episode acted as a precedent. The Antall and Boross
governments of 1990-94 never again ventured an action that would
elicit mass opposition, and the Horn government that took power in
1994 behaved the same way for several months.

Looking back on a period of three decades since the mid-
1960s, it can be seen that whenever an economic conflict threat-
ened, whether it was a strike or a mass demonstration, the tension
would practically always be defused by bargaining and compro-
mise. Confrontation was avoided, more successfully, in fact, than in
many established market economies.

The successive governments were imbued with very different
ideologies. In the final years before 1990, the reform wing of the
communist party was in power. In 1990-94 there was a coalition
with a national and Christian democratic orientation. Since 1994
there has been a coalition of socialists and liberals. Yet there was
almost complete continuity until March 1995 in maintaining the
tradition of compromise and conflict evasion, based on making
concessions to the dissatisfied.
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2. The now-or-later problem

Hungarian economic policy from the early 1960s onwards was
pro-consumption. This marked a sharp break from the Stalinist,
classical socialist priorities of economic policy, in which invest-
ment, a forced pace of growth and the fastest possible acquisition
of strong industrial and military might were the top priorities. In
Hungary, for instance, this entailed a relegation of consumption.

It is not my province to analyze the psychology of individual
politicians. What induced them to be consumption oriented?
Sincere concern for people’s material welfare, or political
Machiavellianism? It is clear from what has been said so far that the
prominence given to material welfare could again be related to the
trauma of 1956. If the communist powers wanted to be on good
terms with the masses they ruled, they had to pay much more heed
to their material standard of living; they had to content them. That
would smooth over the conflicts; that was the best way to prevent
protests, demonstrations and uprisings. Ultimately the degree to
which the two posited mentalities applied to politicians is immate-
rial to the economic effect.

This new economic-policy orientation had a golden age
between 1966 and 1975, with household consumption rising year
after year without recession or stagnation, by an annual average of
5.3 per cent (Table 1). This was the time in many families’ lives
when they bought their first refrigerator, their first Trabant car, and
later on took their first trip to the West. This was when most of the
Hungarian public came to associate reform with growing welfare.
This was when the West began to develop a partly true, partly dis-
torted picture of the Kadar regime as ‘the happiest barrack in the
camp’. This was the offensive phase of consumption-oriented eco-

nomic policy.
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Table 1: Absorption of GDP in Hungary, 1960-93 (annual average rates of

growth, %)
Period GDP Final consumption Gross investment
Total ofwhich: total  Total of which:
household accumulation
consumption of fixed assets
1961-95 4.4 3.7 3.4 5.2 51
1966-75 6.3 53 5.3 85 91
1976-87 2.7 2.3 2.2 0.1 0.8
1981-91 -4.0 -2.5 -2.9 -7.3 5.1
1988-933 -3.3 -0.7 -1.7 -4.1 -3.7

Source: Central Statistical Office (1995b), p. 2.
Note: a The 1993 figure for total final consumption includes arms imports
from Russia received as debt repayment.

Production at that time was still growing fast—faster than con-
sumption. However, under a Stalinist economic policy the gap
between the growth rates of production and consumption would
have been much higher. The leadership would have used the surge
of growth to achieve a higher investment rate, and thus a much
higher growth rate of GDP. Meanwhile it would have been con-
tented with a far more modest improvement in consumption. One
more point to make (and this will be discussed later in the study) is
that the growth in production, and consumption, began in the 1970s
to be gained partly at the price of accumulating foreign debt.

The proportions of the domestic utilization of GDP began to
change in the late 1970s, with consumption’s share rising and
investment’s falling. The growth in production steadily slowed
down, remaining near to stagnation for a long time, and then start-
ing to fall sharply in 1991. This isjust the sort of situation that tests
what weight consumption has in the priorities of economic policy.
The consumption-oriented economic policy continued persistently
against a stagnating and even shrinking economy. This it did
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before, during and after the change of political system, by then in a
defensive manner. ‘If a fall in consumption is inevitable, let it fall
as slowly and as little as possible,” was the attitude (Table 2). This
aim was plainly apparent in the period 1988-93, when GDP fell by
an average of 3.3 per cent a year, while the fall in total household
consumption averaged only 1.7 per cent a year (Table 1).
Investment, not consumption, acted as the residual variable under
the ‘pro-consumption’ policy of the late K&dar period and in the
first five years of parliamentary democracy. This can be seen clear-

ly in Table 1, where the accumulation of fixed assets first slows
down and then declines faster than GDP.

Table 2: Trends in GDP, consumption, real income and real wages in
Hungary (1987=100)

Year GDP3 Percapitareal Percapitareal Real wages

consumption income per eamerb
1988 100 100 99 95
1989 101 106 102 96
1990 97 100 101 92
1991 85 a1 99 86
1992 83 a1 95 85
1993 82 93 a1 81
1994 85 — 95 87

Source-. Central Statistical Office (1995b), pp. 2 and 11.

Notes'. a The GDP figure does not show GDP per capita.

b Up to 1990, the figures cover only the category of workers and emplo-
ees, excluding workers on agricultural cooperatives. The latter are includ-
ed from 1991 onwards.

This presents a special case of the well-known time-preference
problem of ‘now or later’. The main aim of Hungarian economic
policy for at least two decades could be described as seeking at any
time to maximize consumption in the present and immediate future,
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at the expense of debt that would devolve on later periods. Initially
this ensured a rapid growth of consumption, but it was already
beginning to backfire to some extent after a decade: the rise in pro-
duction, and with it consumption, began to slow down. Later a
decline in production and consumption set in, partly because of the
policy inprevious years resulting in debt accumulation. Yet the
objective function, maximization of short-term consumption, was
still unchanged. It continued, of course, with its sign changed, as
minimization of the fall in consumption, and the price of this aim

was still accepted: further accumulation of debt.

Here | use the concept of debt in its broadest sense. This com-
prehensive interpretation has already been employed by several
authors.8Let us look at its main components.

First, debt is what the country owes abroad. With this kind of
debt, the connection is obvious: consumption today is being
financed abroad, but this will have to be repaid tomorrow at the
expense of tomorrow’s consumption.9 This kind of debt is oppres-
sively large in Hungary’s case (Table 3). The defensive policy of

Table 3: Indeces of Hungary’s convertible currency foreign debt and debt
servicing

Year  Gross debt  Per capita gross debt  Debt servicing/goods

(US$ bn) (US$) exports (%)
1975 39 369 253
1980 9.1 850 414
1985 14.0 1326 85.6
1990 21.3 2057 62.7
1993 24.6 2393 445
1994 28,5 2782 —

Sources: Gross debt, 1975-81: United Nations Economic Commission for
Europe (1993), p. 130; 1982-93: National Bank of Hungary (1994), p.
137; per capita gross debt: Central Statistical Office (1994b), p. 1 and
(1995a), p. 9; debt servicing/goods exports: National Bank of Hungary
(1994), p. 269 and (1995), p. 108.
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curbing the reduction of consumption has been implemented pri-
marily at the expense of foreign debt.

Among other factors contributing to the build-up of foreign
debt is the fact that the exchange-rate policy pursued has tended to
overvalue the currency, which has weakened the incentive to export
and allowed excessive import demand to develop. It was apparent
in several periods, most recently from 1993 up to 12 March 1995,
that the financial authorities were postponing an increasingly
inevitable devaluation.10 This fitted in well with the economic pol-
icy of always postponing unpopular measures to the last minute.
Devaluation, especially when coupled with a tighter wage policy, is
known for cutting deep into living standards.

Second, let us start by assuming it is possible to determine
what proportion of GDP must be invested to ensure the mainte-
nance and a modest but acceptable expansion of national wealth on
the one hand, and a modest but acceptable expansion of production
on the other.1L If the proportion is lower, some tasks that should be
done now will be omitted and left for later. The arrears formed by
the postponed acts of investment are a form of debt, which a later
generation will have to pay instead of the present one. So they can
be considered as part of the debt in the broader sense.

Since no exact calculation has been made of the size and trend
of the investment proportion required for lasting growth and tech-
nical development, | can give no estimates of the size of the invest-
ment arrears. All | can do is convey the gravity of them indirectly.

Table 4 compares the trend of persistently high investment
proportions in some moderately developed, fast-growing countries
with the declining trend over time in Hungary’s investment propor-
tion. 1 am not saying Hungary should necessarily have maintained
its earlier high proportion of investment,22but the very great extent
of the decrease demonstrates the line of thinking above: an accu-
mulation of investment arrears.
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Table 4\ Trends in gross domestic investment in fast-growing developing
countries and in Hungary, 1980-93 (as percentage of GDP)

Year Hungary Indonesia South Korea China Malaysia Thailand
1980 30.7 24.3 32.0 30.1 30.4 29.1
1985 25.0 28.0 29.6 38.6 27.6 28.2
1990 25.4 30.1 36.9 33.2 31.5 41.4
1991 20.4 29.4 38.9 32.7 37.0 42.2
1992 15.2 28.7 36.6 34.4 33.8 39.6
1993 19.7 28.3 34.3 41.2 33.2 40.0

Source: World Bank (1995c), pp. 58-61.

Expenditure in Hungary on maintenance and renovation of
housing and infrastructural facilities (roads, railways, bridges, and
so on ) has fallen sharply. Let me take housing construction as an
example. This has been declining for two decades, and in recent
years the volume of housing constructed has positively plunged.
This is offset in part by the fact that far fewer dwellings than before
are being removed from the housing stock: dwellings ready for
demolition are being retained.B3

Especially menacing is the drop in certain slow-retum invest-
ment projects which have a long gestation period. Infrastructural
investment and the development of scientific research fall into this
group.}4

Third, another component of debt in the broader sense is
formed by legislative commitments to future consumption. These
include promises of legally guaranteed pensions, family
allowances, maternity benefits, sick pay and all other welfare pay-
ments. These are promissory notes from the present generation,
which the next generation will have to redeem. When they are
eventually redeemed, they too will compete for resources with the
investment required for economic development, and so it is justi-
fied to consider them a component of debt.
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In what follows | shall call these three kinds of debt social
debt.16

At the beginning of the section | mentioned pro-consumption
economic policy. The points made subsequently have helped to
show that a short-sighted pro-consumption stance and a very high
social discount rate prevails. By pushing a snowball of social debt
before us, we prevent a higher standard of consumption later.

All this sounds familiar to older generations of Hungarians.
Once upon a time, Matyas Réakosi, the leading figure in Hungarian
Stalinism, argued in these terms for the very high proportion of
investment in the economic plan: let us be sure not to kill the goose
that will lay the golden eggs. The Kadar regime gained popularity
by laying this ‘Rékosi-ite’ doctrine aside and setting about con-
suming the goose. Much of the public still greets any call for sacri-
fice with suspicion and rejection.

Table 5 cites an opinion poll that reflects very well the despon-
dency, the mood of ‘no thought for the morrow’ and the mounting
tendency towards hedonism. Even when the bitter outcome of the
short-sighted, short-term preferences applied earlier have become
clear, with slower growth and then a decline in consumption, atti-
tudes do not change. They even undergo a self-destructive enhance-
ment: people become yet more impatient and still less willing to
make sacrifices.T7

What is the relationship between the main characteristics of
Hungarian development? How do the gradual nature of the trans-
formation, the marked preference for ‘now’ and the desire for polit-
ical calm fit together? The compromises and conflict avoidance
required for gradualism require the pursuit of an attractive policy.
Politicians are not prepared to put forward unpopular ‘belt-tighten-
ing’ programs. The Ceau8escu regime used brutal repression. This
allowed it to repay its previous debts, even at the cost of grave pub-
lic deprivation. The soft dictatorship of the Kadar regime, on the
other hand, eschewed brutal means of oppression for its last decade
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or two, which partly explains why it had to pursue an economic pol-
icy which courted popularity.

Table 5: Opinion on more distant goals in life and on ideals and values (%)

Statement Year Respondents Total
disagree partly agree wholly agree
with statement

Everything is changing so
fast that people do not

know what

to believe in. 1978 46 33 21 100
1990 17 35 48 100
1994 13 38 49 100

People live from one day

to the next; there is no

sense in

making plans in advance. 1978 69 17 14 100
1990 17 35 48 100
1994 20 34 46 100

Source: Andorka (1994), Table 4.

The same macroeconomic dilemma faced the new, democrati-
cally elected parliaments and governments. The politicians who
came to power in Poland and Czechoslovakia judged this historic
moment of euphoria to be a time when the public would be willing
to make great sacrifices. The opportunity had to be seized to adjust
the macroeconomic proportions.18 The Hungarian government, on
the other hand, was not prepared to do the same. Why not? Perhaps
it was guided by political realism, finding that the Hungarian pub-
lic was now accustomed to an easing of repression and thought
extensions of its rights and freedoms only natural, so that it dis-
played no marked euphoria over the change of political system,
simply noting it with calm satisfaction. Perhaps it was also because
the new government’s behavior was obeying the old reflex—by no
means alien to experienced politicians in parliamentary democra-
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cies either—in not undertaking anything that was going to be
unpopular, or even elicit mass protest. Whatever the case, the
Hungarian government rejected all versions of shock therapy, radi-
cal stabilization surgery or belt-tightening programs of cuts, in
favor of continued maximization of consumption (or more precise-
ly, minimization of the fall in consumption). Table 6 shows the
trend in real wages, signifying the degree to which Czechoslovakia,
and later the Czech Republic and Slovakia, accompanied by Poland
and Slovenia, differed in this from Hungary, where gradualism
applied. To this day | cannot reconcile myself to the idea that the
first democratic Hungarian government missed a historic, unre-
peatable opportunity in 1990.9

Table 6: Real wages: an international comparison, 1990-93

Country Real wages (% change over 1993 as a
previous year) percentage
1990 1991 1992 1993 of 1989
Czech Republic -5.4 -23.7 10.1 41 82.7
Hungary3 -35 -6.8 -15 -4.0 85.0
Poland -24.4 -0.3 -2.7 -1.8 72.0
Slovakia -5.9 -25.6 8.9 -3.9 73.3
Slovenia -26.5 -15.1 -2.8 16.0 70.4

Sources: 1990-93: United Nations Economic Commission for Europe
(1994a), p. 79 and (1994b), p. 41; Hungary, 1990-93: Central Statistical
Office (1994b), p. 11; Czech Republic and Slovakia 1990-91: World
Economy Research Institute (1994), p. 37.

Note: a The figure for 1990 covers only the category of workers and
employees, excluding workers on agricultural cooperatives. The latter are
included from 1991 onwards.

Since then there has been another great historical occasion: the
sweeping electoral victory of the Socialist Party in 1994; the
Socialist Party, along with its liberal coalition partner, which was



142 Janos Komai

prepared to support radical measures, won a 72 per cent majority in
parliament. The ‘now-or-later’ dilemma posed itself more sharply
than ever when the new government came to power. There is a
well-known rule of thumb in parliamentary democracies, that a
government with unpopular measures to take should take them at
the start of the parliamentary cycle. By the next elections the voters
will have forgotten them, and it may even be possible by then to
discern the benefits of the rigorous measures taken several years
before. Of course this was not such a dramatically historic oppor-
tunity as 1990, when democracy arrived. This was just a normal
chance offered by the beginning of a new parliamentary cycle.
None the less, the new government let the opportunity slip again,
hesitating for another nine months. All that he leading party of the
coalition, the Socialist Party that had grown out of the reform wing
of the old communist party, did in this case was to obey the estab-
lished reflexes of its predecessor. For months there was a tug-of-
war between the trade-union and party opponents of further sacri-
fices on one side and the more radical economist reformers, pre-
pared for a tougher economic policy, on the other. In the end, it was
always the latter who made the concessions, and the economic pol-
icy of muddling through continued as before.

Analogies with populism inevitably spring to mind.2 The
economic policy described—subordination of the long-term inter-
ests of economic development to the requirements of political pop-
ularity and the unilateral concern for living standards—bears a
clear resemblance to it. Still, | do not think it would be right to see
this simply as an Eastern European version of populism. Latin
American populism (and earlier populist trends in Europe)
employed aggressive demagogy and pursued economic policies of
unbridled irresponsibility. The economic policy | have described as
typical of Hungarian development for decades was less reckless. It
was cautious rather than tub-thumping, attempting repeatedly to
strike a compromise between the public’s living-standard expecta-
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tions and the legitimate long-term macroeconomic requirements.
Yet it can be said that the economic policy steadily incorporated
features resembling populism,2L and a leaning towards populism
has always haunted and strongly influenced political decision-mak-
ers.

3. Redistribution and paternalism

The previous section examined economic-policy priorities as
aggregate categories, focusing on the question of ‘consumption
versus social debt’. Now let us examine what redistribution
processes govern consumption.

Table 7 shows that if household income in Hungary is taken as
a whole, the proportion of income earned from work is steadily
falling. Meanwhile the proportion of income received through state
and social-security redistribution is tending to rise.

Table 8 presents another cross-section. Attention was drawn in
a study by Assar Lindbeck (1990) to a dangerous trend in the
Swedish economy: the proportion of employed whose income
derives from the market is falling fast, while the proportion of those
whose income derives from the state budget is rising. Hungarian
figures for 1993 were compiled for a comparison, with astonishing
results: the Hungarian ratio of 1:1.65 far exceeds the Swedish ratio
of 1:1.32 that Lindbeck found alarming. Not even the country to go
furthest of any mature market economy in state and social-security
redistribution attains Hungary’s ratio of those ‘living off the state
budget’ to those ‘living off the market’.

Section I11/2 contained a mention of the defensive period of
economic policy, when the aim was to slow down the fall in living
standards. This attempt was not directed at real wages, which fell
to roughly the same extent as production (Table 2). On the other
hand, while the country’s economic situation steadily deteriorated,
the system of transfers tended to expand. Family allowances grew
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Table 7: Household income by main sources of income in Hungary,
1960-92 (% of total income)

Year Income from Social benefits Together  Income from

work incash  inkind other sources
1960 80.4 7.0 114 18.4 12
1970 76.1 113 11.3 22.6 13
1975 71.5 155 11.7 27.2 13
1980 68.0 18.9 131 32.0 0.1
1985 65.6 19.9 14.1 34.0 0.4
1990 58.1 22.6 16.6 39.2 2.7
1992 52.8 25.0 16.4 41.4 5.8

Sources: 1960: Central Statistical Office (1971), p. 387; 1970 and 1975:
Central Statistical Office (1981), p. 356; 1980 and 1985: Central
Statistical Office (1986), p. 240; 1990 and 1992: Central Statistical Office
(1994a), p. 30.

Note: ‘Income from work’ means the sum, within the net income of
households, of the income in money and in kind directly connected with
the performance of work. It covers income from employment, cooperative
membership, and household, auxiliary and private farming, including per-
sonal income from entrepreneurial activity, and the value of work done by
households in their own homes. ‘Social benefits in cash’ denotes the part
of the net money income of households received under social insurance
and other social-policy measures, and financed out of social insurance,
central and local-government budgets, and to a lesser extent by business
organizations. ‘Social benefits in kind’ are the part of consumption by
households for which they do not pay, these benefits being financed out of
the budget, social insurance, or business organizations. See Central
Statistical Office (1994a), p. 232.

more ubiquitous; maternity allowances became generous, at least in
the length of entitlement. The system of unemployment benefits in
Hungary provided a wider range of entitlement than in many devel-
oped market economies. Hungary’s proportion of welfare spending
to GDP far exceeds the OECD average.22
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Table 8: Number of participants in the market and non-market sectors in
Sweden and in Hungary

Activity Number of participants
____ (thousands)
Sweden Hungary
1970 1989 1993
1 Public administration and services 806 1427 875
2. Pensioners 1135 1899 2647
3. Unemployed 59 62 694
4. Employed in labour-market
programmes 69 144 54
5. Onsick leave 264 317 150
6.  On parenthood leave 28 126 262
7. Total of 1-6 2361 3975 4682
8. Employed in market sector 3106 3020 2842
9. Ratioof7to8 0.76 1.32 1.65

Sources: Sweden: Lindbeck(1990), p. 23; Hungary, Rows 1and 2: Central
Statistical Office (1994b), pp. 14 and 54; Rows 3 and 4, Labour Research
Institute (1994), p. 45; Row 5: Central Statistical Office (1994b), p. 54,
and (1994d), p. 22; Rows 6 and 8: CentralStatistical Office (1994b), p. 54.
Notes'. Row 7: For Hungary, the figure refers to employment in budget-
financed institutions. Row 2: Figures include old-age pensioners and early
retirees; for Hungary the figure omits employed pensioners (223 000 in
1993), who are not included in any of the other market or non-market cat-
egories either. Row 3: For Hungary, registered unemployed only. Row 4:
For Hungary, the figure is the sum of those undergoing retraining and in
public-works employment. Row 5: For Hungary, the proportion of
employees and industrial-cooperative members on sick leave (5.1 per
cent) was projected on to active earners in the market sphere. Workers in
the budget-financed sector on sick leave do not feature in the figure for
those on sick leave, to prevent double counting. The figure for active earn-
ers in the market sphere does not include those on sick leave. Row 8: This
includes state-owned firms and public utilities.



146 Janos Komai

To use an expression | coined in an earlier piece of writing,
Hungary became a premature welfare state.23 The countries with
very high proportions of welfare spending surpass Hungary in eco-
nomic development many times over.24 So why did Hungary under-
take to finance state welfare transfers beyond its capabilities? It is
most important to the government at any time to reassure people.
The paternalist redistribution certainly has a soothing effect, com-
pensating to a large extent for the reduction in, and uncertainty
about, real wages earned legally in the market sector.

I would like to emphasize in particular the problem of uncer-
tainty. The characteristic feature of Hungary in the last two or three
decades has not simply been that more weight was given to the eco-
nomic-policy priority of consumption. Similar weight was attached
to the requirement of socio-economic security. The market econo-
my, which increases uncertainty, and the paternalist redistribution
system, which decreases it, developed in parallel.5 Increasing
redistribution fitted in better with the prevailing socialist ideology
and the power aspirations of the leading group than putting higher
income at the disposal of households would have done. It was left
to the central authorities to decide who should share in the redistri-
bution transfers, when and to what extent.

The shift in proportions just described did not derive from a
forward-looking, long-term government program. It arose out of
improvisation, through rivalry between distributive claims. First
one group, stratum or trade, then another, would demand more, or
at least struggle against curtailment of its existing rights. This was
done by every ministry and every office in the bureaucracy, every
trade union and other special-interest group, and, on behalf of their
district, by members of parliament and party officials. A great
many dissatisfied groups could be silenced if the state undertook a
new legal obligation that would always apply in the future, notjust
in the following year. In many cases the discontented could be paci-
fied by a recurrent softening of the budget constraint: a firm, bank
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or local government would be saved from bankruptcy by a fiscal
grant or a soft bank loan.

This distributive appeasement of dissatisfaction is one of the
main factors explaining the financial disequilibria and tensions in
the economy.2 The budget deficit is augmented by pushing welfare
spending up to levels that tax revenues cannot cover, and by using
state subsidies to bail out firms, banks and local authorities in dis-
tress, so as to save jobs. Weakening of wage controls and softening
of the budget constraint with soft loans fuel inflation, and so, of
course, does monetization of the budget deficit, that is financing of
it by the central bank. The growing cost of servicing the external
debt contributes to the deficit on the current account. The connec-
tion between this and the one-sided consumption orientation of eco-
nomic policy was discussed in the previous section.

There is a connection in the opposite direction as well. Once
the financial disequilibria have emerged, it becomes impossible for
a government whose policy is hallmarked by ‘consumption-protec-
tion’, paternalist state care and distributive appeasement to bring
itself to take the drastic restrictive measures required.27 Here again
there was continuity after the 1990 change of system,Bright up to
12 March 1995.

The steady spread of redistribution, with a steady stream of
successive little concessions, also led to ‘gradualism Hungarian
style’. The changes were made in tiny fragmented, concurrent and
consecutive stages, step by step. All this also saved the political
sphere from traumatic upheavals and contributed to the relatively
calm political atmosphere.

4. A departure: The stabilization program of spring 1995

The Hungarian government announced a stabilization program
on 12 March 1995.

| do not attempt in this study to analyze this program from the
economic point of view. | examine the question using exclusively
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an approach based on political economy, analyzing, in other words,
the mutual effects of politics and economic policy. As a reminder,
let me sum up the main components of the programme.2

1 There was an immediate, substantial devaluation of 9 per cent,
followed by introduction of the system of a pre-announced
crawling peg. A substantial surcharge of 8 per cent was placed
on imports.

2. Restrictions on budgetary spending were introduced, including
cuts in certain items of welfare spending.

3.  The government sought to achieve a sharp reduction in real
wages. It therefore placed strict limits on the incomes paid in
the public sector and on wages in state-owned firms. It was
assumed that this would curb wage rises in the private sector
as well.

The implementation of the stabilization program has been
going on for more than a year at the time of writing. However, it is
too early to make a full assessment of the program from the point
of view of political economy.3) Since the rest of the study analyses
the general features spanning 20-30 years; it would be out of pro-
portion and hasty to examine the experiences of a short period in
the same depth. The mere announcement of the program was a sig-
nificant development and the government has been following its
declared policy quite consistently. The program marks a clean
break with the four main features that have typified the Hungarian
road of reform and systemic change hitherto.

First, consumption is replaced as the top priority by the aim of
restoring the seriously upset macroeconomic balance, so as to
establish the conditions for lasting growth and, at a later stage for
growing consumption. The defensive action to ward offthe decline
in consumption has been suspended. A sudden change has been
made in the time preference of economic policy. Up to now the
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future has been sacrificed to the present. Now sacrifices are being
demanded of the present for the sake of the future. Up to now the
accumulation of social debt has been accepted for the sake of pre-
sent consumption (slowing of the fall in consumption, or possibly
stagnation or a slight rise in consumption). Now a reduction in pre-
sent consumption has been undertaken to prevent a further build-up
of social debt.3

Second, the paternalist welfare transfers by the state and the
welfare entitlements of the public were taboo until 12 March 1995.
There was no political force ready to recommend a well-specified
reduction in them. Now a change has occurred. It has been shown
to be possible not only to grant entitlements, but to revoke them as
well. Since the announcement of the stabilization program the issue
of reforming the welfare state has come to the fore in political
debate and intellectual discussions. Furthermore, the first steps to
reduce welfare entitlements have been taken. For instance, tuition
fees were introduced for higher education; the principle of need
became a guiding principle in distributing certain welfare benefits,
and so on.

Third, in sharp contrast to the gradualism, hesitancy and piece-
meal policies characteristic of recent decades, a package of mea-
sures with traumatic effects has been introduced with dramatic sud-
denness. True, this is a far less comprehensive program than the
earlier shock therapy in Poland, the Czech Republic or Russia, but
that is partly justified by the difference in Hungary’s situation in
1995. Yet a degree of similarity remains: the break with continuity,
the sudden reversal, and the trauma.

Finally, the stabilization package has brought the political
calm to an immediate end. No one could imagine that the 12 March
measures had a consensus in support of them. On the contrary, they
have been greeted by the widest variety of interest groups and polit-
ical forces at best with doubts and criticism, and at worst with vehe-
ment protest.
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Why did the government that took office in July 1994 hesitate
for nine months?2 To answer this means going back to the results
of Hungary’s last general election in May 1994, and asking the fol-
lowing question: Who voted for the winning Socialist Party and
why?3 Why did the coalition that had won a large parliamentary
majority four years before suffer a grave electoral defeat? Let me
suggest a couple of answers. One of the motives of the electorate
was undoubtedly negative in character: many simply wanted to
vote against the ruling coalition, because of the bad economic situ-
ation. Contributing to this was the arrogant tone adopted by many
government members and leading politicians. The socialists were
expected to display more modest, rather plebeian behavior. Many
politicians in power were amateurs at governing. The socialists
with experience in administering the state and the economy were
expected to show more expertise.

The Socialist Party’s constituency was very varied. The party
gained backing from many employees, mainly (though not exclu-
sively) blue-collar workers. Large numbers of pensioners voted for
them. So did many members of the intelligentsia, either from a
social democratic conviction or because they were repelled by the
nationalist, anti-Semitic, pro-Horthy manifestations under the pre-
vious government. 34 Also among the socialist supporters were
many entrepreneurs and managers, whose transfer from the party
nomenclature into the business world of the market economy had
taken place not long before, so that they had retained their connec-
tions with their old associates. This list, which is far from complete,
shows that the party’s constituency included groups not only in
agreement with each other, but also with strong conflicts of interest
between them.

The Socialist Party’s campaign was ambivalent. Its profes-
sional technocrats tried to point out frankly to voters that the coun-
try was in a difficult position and miracles could not be expected.
But certain statements by party speakers left room for the assump-
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tion that the Socialist Party could promise a swift improvement in
living conditions. What is more important, whether such an
improvement was promised to the voters or not, is that many peo-
ple voted for the Socialist Party hoping that it stood for socialist
ideas. The party would be ‘left-wing’. It would take sides with the
poor, not the rich. It would soon set about improving the living con-
ditions of the workers, the needy and the pensioners. Voters hoped
the party would defend the state system of paternalist care, and per-
haps even restore full employment and job security. Similar expec-
tations in several other post-socialist countries have also given elec-
toral success to socialist and social democratic parties derived from
communist parties. It is all the more understandable that this should
have been expected in Hungary, since Hungarian reform socialism
went furthest in serving the interests of material welfare and social
security.

After the elections, the Socialist Party entered a coalition with
the Alliance of Free Democrats, whose history goes back to the dis-
sident movement before the change of system. It is a quirk of his-
tory that the opposition and their successors, and those who
harassed them and their successors should now be in the same cab-
inet, voting together. The Free Democrats had been calling for a
radical restoration of macroeconomic equilibrium in the previous
two years, and they said the same during the elections. They did not
disguise the fact that the country has grave economic difficulties
and that restrictive measures demanding sacrifices will be required.
Their ideas mainly cover European liberal thinking, but some of the
party’s supporters are not averse to social democratic principles
either.®

The coalition of the two parties has 72 per cent of the seats in
parliament. This is enough to vote through the government’s pro-
posals even on legislation requiring a qualified, two-thirds majori-
ty. Looking just at the proportions of seats, it might be thought that
the coalition parties could immediately push through anything they
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set their minds on. But it was just this—the need for governmental
resolve, agreement between the two parties, and above all unity
within the Socialist Party—that caused problems in the nine
months after the election. This returns us to the question of stabi-
lization.

It is clear from what has been said that the Socialist Party did
not have a mandate from its voters to introduce a stabilization pro-
gram of severe restrictions and austerity. Most of the socialist
politicians tried to avoid the task through the kind of routine behav-
ior imprinted on them in the past. They dared not face their voters.
Not only was division apparent at discussions within the Socialist
Party and negotiations with the trade unions, but the opponents of
a radical program of stabilization appeared to be stronger than the
supporters. For months the government was dogged by hesitation,
equivocation and almost total incapacity on fundamental questions
of economic policy.

The government finally decided it could hesitate no longer. It

had to begin paying the bill for the overconsumption of previous
generations. One might ask why this had to wait until March 1995
to happen and why precisely in March 1995? Why did the present
leadership not try to continue with the'policy of muddling through?
I do not know what went on behind the scenes of the political
process, and so | can only outline some hypotheses. Perhaps the
disquieting economic statistics had a sobering effect. To mention
just one of them, Hungary’s deficit on the current account in 1993
was equal to 9 per cent of GDP; despite hopes of improvement, it
increased to 9.5 per cent in 1994. Perhaps the events in Mexico
caused the alarm. The Hungarian situation is certainly more favor-
able in many respects, for example the debt is consisting mainly of
long-term credits. Yet the sight of a financial crash in a country that
was seemingly developing well may have spread fears among
Hungary’s leaders. Finally there was another factor: the foreign
assessment of Hungary was becoming increasingly negative. As
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long as the leaders of the Hungarian economy were only in dispute
with the IMF, it was possible to think of this as just the usual kind
of dispute between the IMF, insisting on rigor, and a small country
in difficulties. But condemnations began to multiply in the interna-
tional financial press, in analyses by prestigious credit-rating insti-
tutions and large foreign private banks, and in conversations with
leading politicians of other countries. Hungary, the model pupil of
Eastern Europe, more and more frequently received a bad report.
All these, and perhaps some other factors as well, led the Hungarian
political leadership to take a sudden decision to announce a strict
and very unpopular program. After decades of conflict avoidance,
it undertook to face the inevitable mass indignation.

Having chosen its course of action, the government went about
it almost like a coup. It did not submit the 12 March announcement
beforehand to wider forums in the Socialist Party. It did not request
prior agreement from the socialist faction in parliament or the
unions sympathetic to the party. It did not consult with social-poli-
cy experts in the state bureaucracy. Deterred by the example of ear-
lier barren negotiations, the government tried to present its sup-
porters with afait accompli.

So what kind of rearguard political defense can the program
expect? To an extent it can rely on groups of technocratic experts,
and some sections of the liberal intelligentsia with influence over
public opinion. The entrepreneurs more or less agree with the pro-
gram, with many reservations and criticisms, and can be expected
to support it so long as it opens up the road to growth, from which
they expect greater and safer earnings. It can hope for tolerance, if
not support, from employees in expanding branches and firms, and
at work places where surplus labor has already been shed, in other
words from employees who do not feel their direct interests are
infringed. Will this level of support or passive endurance suffice?

A dispassionate observer cannot give any other answer to this
vital question than to say it is uncertain. The first year brought
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encouraging initial results in the most important macroeconomic
indices: the monthly budget deficit fell, inflation slowed down
again after the initial spurt of price rises, and the monthly deficit on
the current account decreased considerably. These, however, are all
the kinds of sign that only economists respect. The public do not
feel them in their daily lives, whereas the fall in real wages is
already hurting, and they are bitter about the reduction in some
redistributive benefits. The political and social reaction to the pro-
gram by broad sections of society is rejection. The various profes-
sional groups and representative bodies are protesting one after the
other. The program is being attacked strongly by the opposition,
inside and outside parliament, while there is much dissension and
criticism from within the ranks of the main governing party. The
Constitutional Court has annulled several essential components of
the stabilization act.

The criticism and protest came in a great variety of forms.
There were those people who only objected to the details of the pro-
gram’s implementation and above all the way it had been
announced. They were not convinced that the package had been
compiled with sufficient care. Many people thought that the deci-
sions on the trade-offs were mistaken: the amount of the reduction
in the fiscal deficit did not compensate for the mass protest it had
provoked. Many were angry because the government failed to
explain patiently and convincingly why the measures were neces-
sary. The restrictive measures were announced in an unfeeling
style, devoid of compassion for those who would lose by them.
There was indignation in the leading ranks of the Socialist Party
and among the trade-union bureaucracy, which is tied to them by
many strands, because these weighty measures were taken almost
in the form of a coup, without the prior consultation to which they
claimed an entitlement.

The question remains: Would the rejection have been so
intense if the mistakes of detail and of communication with the
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public had been avoided, but the essence, the restriction and the
start made on whittling down paternalist welfare expenditure had
remained? The answer to this is all the more important because the
country is still only at the beginning of the program. Releasing
macroeconomic tensions that have built up over 20 or 30 years is
not achieved by a single, energetic action over a few months.
Correcting the deeper disproportions behind the constant reproduc-
tion of current-account and budget deficits, reducing the debt, per-
manently and substantially curbing inflation, and undertaking a
comprehensive reform of the welfare sector—these are tasks that
will take years, and will often demand sacrifices from many people.

The atmosphere is calming down now and people are becom-
ing used to the new situation. Could a large part of society come to
see the economic need for the measures, or at least put up with them
without strong protest? Or will the mass protest grow stronger
again, leading to comprehensive, long-lasting strikes and large
street demonstrations that undermine the economic results of the
stabilization? These questions conclude my initial comments on the
political background to the stabilization program. I return to these
questions in the final section of the study.



IV. GRADUAL TRANSFORMATION OF PROPERTY
RELATIONS AND INSTITUTIONS

Reform of the Hungarian economy’s property relations and
institutions began in the second half of the 1960s, after the relax-
ation in the political and ideological spheres. Let us look again at
Figure 1 Preparations for the first measures of reform took several
years. On 1January 1968 a milestone was reached when the classi-
cal command economy suddenly ended, and a curious hybrid form
took over.3

This was the only sudden leap in the history of Hungarian eco-
nomic reform. Ever since, the transformation of property relations
and institutions has taken place gradually, in a series of small steps.
The slow economic reform had been progressing for 22 years when
the tempestuous political change of 1989-90 occurred. This, how-
ever, did not end the gradualism of the transformation taking place
in the field of property relations and institutions, although the
changes speeded up considerably.

Bearing in mind this political turning point, the course of insti-
tutional change in the economy can be divided into two phases: a
slow and less radical, ‘reform-socialist’ phase (1968-89), and a
faster, more radical ‘post-socialist’ phase that still persists.37 The
border between the political periods, however, did not bring a sud-
den, dramatic change to the institutional structure of the Hungarian
economy.

156
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1. The historical conditions and political background

At the beginning of the post-socialist transition, a debate
began over the desirable speed of transformation.38 Two extreme
positions emerged. One was represented earliest and most consis-
tently by Jeffrey Sachs,® who believed that most of the transfor-
mation should be implemented over a very short period. He himself
borrowed the expression ‘shock therapy’ from psychiatry for the
program he recommended, but the term ‘big bang’, known from
cosmology, became widespread as well.4 In the early stage of the
debate, the most prominent representative of the opposing position
was Peter Murrell, who argued that the transformation would take
place gradually, by an evolutionary path, and this was as it should
be.41 This program is usually called ‘gradualism’ in the literature on
the subject.

The debate at the time covered both the speed at which to
overcome the inherited macroeconomic disequilibria and the speed
at which to transform property relations and institutions. Since the
first of these has been covered in Section Ill, discussion here will
be confined to the second.

Some participants in the debate of the time declared allegiance
to one of the two ‘pure’ programs. Others took up intermediate
positions. Different speeds were recommended for the various
dimensions of the transformation,42 or the choice of the time sched-
ule was made dependent on various specific conditions43

Five or six years have gone by since the post-socialist transi-
tion began. Experience already shows that the transformation of
property relations and institutions has been taking place at different
speeds in the region’s various countries 44 Hungary’s road to trans-
forming property relations and building up the institutions ofa mar-
ket economy can be described in various ways: organic develop-
ment, cautious, moderate or considered progress, or hobbling
towards a market economy hampered by frequent hesitation and
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protest. It is debatable which description fits best (all of them do to
some extent), but no one could ever say Hungary had taken a leap
towards a market economy.

It is tempting to put the differences between countries down to
different philosophies among leading figures or perhaps leading
groups of a few people, or even to the schools to which the advis-
ers whose recommendations were adopted belonged. These cer-
tainly had a part to play. | think, however, that the decisive influ-
ences were the dissimilar historical antecedents, and the political
power relations, structure of society and public mentality, in other
words factors that limited and affected the choice of political lead-
ers between alternative courses of action. Before entering into more
detail about Hungary’s transformation, let me say something about
these historical and political factors. Once again, the intention is not
to offer a complete analysis, but simply to pick out a few examples.

The ‘reform ofthe economic mechanism’, the gradual process
of transforming Hungary’s property relations and economic institu-
tions that began in the 1960s, was part of a reaction to the trauma
of 1956 by the leading political stratum and the whole of society.
Perhaps only the blindest of party cadres could believe that people
had been brought to rebellion in 1956 solely by the incitement of
counter-revolutionaries. Very many members of the governing élite
at the time were shaken in their faith as they set about restoring the
socialist system. This was the intellectual soil that the idea of mar-
ket-socialist reform managed to fertilize. Right up until the system
collapsed in 1990, this kind of thinking led to a search for some
acceptable hybrid. The élite wanted to take market coordination (or
some of it) over from capitalism, and perhaps something of proper-
ty relations (as long as it was on a small scale), but without giving
up their power. This meant maintaining the political and militaiy
alliance with the Soviet Union, sole rule by the communist party,
dominance by the state in controlling the economy, and state own-
ership of enterprises. There remained in the leading political and
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economic stratum an extremist type of diehard Stalinist, but this
became rare after 1956. The vast majority of the elite showed
ambivalence, or one might say political schizophrenia. On the one
hand they wanted to save the communist system, to which they
were bound by conviction and self-interest. On the other they real-
ized the system had to be changed. So erosion ofthe system’s polit-
ical base took place first of all inside the minds of these people, as
more and more of them abandoned the original, classical commu-
nist view on more and more issues, in favor of reform.

A contribution to formulating this idea of reform was made by
a semi-deliberate, semi-unwitting change of world political orien-
tation. Though the party cadres knew they had been restored to
power by the armed might of the Soviet Union, anti-Soviet feelings
arose in many of them. They looked down on the primitive nature
of the Soviet system and felt embarrassed by its barbarity.
Concurrently with the domestic reform, the country opened up pro-
gressively to Western influence. The public and the nomenclature
alike began to travel. They would have liked somehow to many the
efficiency and wealth they saw in the West with the Eastern system
on which their power rested.

This curious erosion of old faith is the main reason why the
change began early and took place gradually, in many small steps.
The most enlightened reformers would put forward specific pro-
posals. Initially these had to be made less radical. Later the opposi-
tion weakened, and they could apply more radical proposals as
well. Many changes took place spontaneously, rather than by gov-
ernment order.

There is one further dimension in which the reform ties in with
the response to 1956. The revolution had broken out as a political,
not an economic protest. The post-1956 political leadership wel-
comed developments that distracted the attention of the public from
politics, particularly the intelligentsia. One good substitute for pur-
suing politics was for economists, lawyers, engineers, state officials
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and managers to rack their brains about reforms and push fervent-
ly for their introduction. It was better still if the intelligentsia and
the other strata in society concerned themselves with how to earn
more money by extra work in the first economy and by various
kinds of semi-legal, but tolerated activity in the second economy.
This was probably the main mechanism for defusing the tensions,
as it harnessed the energies of society’s most active members.

Amidst all these changes, many people also changed their per-
sonal course. Within the old socialist society another, capitalist
society began to take shape. Many individuals began to shift, part-
ly or wholly, to a position consistent with the new society. The
impetus may have come from a change in personal thinking, or
from the attractions of an entrepreneurial life style. There was a
wide distribution in terms of who began to change careers and
when, and in when the change was complete, which meant that for
the whole set of the élite there was a continual, gradual transfer.

By the time the political liberation came in 1990, many things
were already half-prepared for the development of a market econo-
my. Table 9 shows changes had taken place in Hungary before
1990, of a kind that most countries in the region had to make after
1990. Perhaps more important still, far more people in Hungary had
gained experience of how a market operates, in the ‘market-social-
ist” state-owned enterprises, in the private sector or gray economy,
or possibly by studying or working abroad.

The transformation speeded up considerably after the political
renewal. The ideological barriers came down, and there was no
more need for euphemism in discussing private property or capital-
ism, or concealment of private ownership of production assets.
People were positively encouraged to become entrepreneurs and
owners, and the passage of legislation to conform with a market
economy speeded up greatly in the new democratic parliament. Yet
this acceleration still did not produce a leap, most of all because
leaps cannot be made in this field. Constraints on the mass produc-
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tion of legislation are imposed in a constitutional state by the capac-
ity of the drafting and legislative organizations. It takes time to
abolish old organizations and institute new ones. Even the far more
violent communist change of system had taken years to accom-
plish. Moreover, the abolition of each organization and position of
power provokes opposition of those with a vested interest in it
which again slows the process down.

In this respect the Hungarian transformation backs up the
gradualist principle that a coherent system of institutions and cus-
toms cannot be transformed all at once. If the ‘half-ready’ market
economy of Hungary has taken years to mature and is still not fully
developed, the same must be even more true of other countries,
which had not gone so far as the Hungarian one initially. There is
no country whose experience can refute this hypothesis.

‘Gradualism Hungarian style’ in transforming property rela-
tions and institutions was not a result of a grand master-plan. But
neither would it be correct to accept the pace of Hungary’s trans-
formation uncritically as inevitable and determined just by blind
fate. Very many aspects of it should have been started and com-
pleted earlier. The blame for every case of hesitation and protrac-
tion rests with those running the process and, ultimately, with the
government of the day. But the retarding factors, like vacillation
among the leadership, professional incompetence, inexperience,
pliancy in the face of opposition, and of course the opposition itself,
bom of vested interests of various kinds, are all parts of historical
reality.

2. Privatization of state-owned enterprisesb

By the abolition in 1968 of compulsory plan directives, part of
one ofthe fundamental property rights, that of control, passed to the
management of the state-owned enterprise. Yet the central authori-
ties continued to intervene in enterprises in many indirect ways.
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Most importantly, selection, appointment, promotion and dismissal
of managers remained in the party-state’s hands.46 But the man-
agers became a much more influential force, and they became
capable of asserting their own ownership interests, in the later,
post-socialist period as well.

When privatization came onto the agenda after 1990 and new
private firms arose on a mass scale, more and more strands tended
to combine and merge the sociological groups of managers of state-
owned and private firms and owners of independent firms and
joint-stock or limited companies. A passage opened up between the
roles of managers and owners. Ultimately these people together
form the ‘business class’. The former army of submissive party
stalwarts carrying out plan directives gradually yields candidates
for the business and manager stratum of today, which new people
also join, of course. This transformation of the leading stratum
takes place without bigger interruptions over a period of decades,
and speeds up in the 1990s. The process is demonstrated in Table
10. Sociologist Ivan Szelényi and his fellow researchers have
shown the extent of the continuity in Hungary’s economic élite, 47
despite the strongly anti-communist rhetoric of the coalition that
took office in 1990 and its attempts to implant its party supporters
in many business positions. Most of its own business people also
came from the old economic élite.

Table 10: The origins of Hungary’s new élites and new economic élite (%,
1993)

Position held in 1988  All new élites New economic élite

Nomenklatura 32.7 34.8
Other high officials 47.5 54.7
Non-elite 19.8 105

Source: Szelényi (1994), p. 39.
Note: Based on life-history interviews with members of the economic,
political and cultural élites in 1993. Samples: 783 (all) and 489 (econom-

ic).
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Hungary in 1988 was the first socialist country to pass a so-
called Company Act, whereby state-owned enterprises could com-
mercialize and convert themselves into a modem company form.
The first privatizations took place before 1990, but only after 1990
did privatization become one of the prominent features of govern-
ment policy. Both the governing and the opposition parties agreed
that the privatization should fundamentally take place by sale on
the market, not free distribution,48 and this is what happened.49 So
the Hungarian road to privatization differs sharply, in its prior
announcements and programs and in the actual course of events,
from that in other countries, above all the Czech Republic and
Russia, where much state property was handed free of charge to cit-
izens or to managers and employees of firms.3

Let me pick out some characteristics of the Hungarian privati-
zation process.5l

Many commentators on events in Eastern Europe—politicians,
journalists and sometimes even representatives of international
financial organizations—have dwelt on a single index: the percent-
age of the original state sector that has been ‘privatized’, that is, no
longer counts as state-owned enterprise. Taking this figure alone,
roughly half the state-enterprise sector in Hungary had been priva-
tized by July 1994 (see Table 11). For about a year under the new
government no further substantial progress had been made that
would change this aggregate index.22 At the end of 1995, however,
the process accelerated spectacularly when large parts of the elec-
tricity, gas and oil sector and telecommunication had been priva-
tized, mostly to foreign investors, and the privatization of the bank-
ing sector gained momentum as well. The present government has
promised to complete privatization by 1998.33

This single index in itself says little, however, for it may dis-
tort the true property relations, and poses many problems of mea-
surement. A private owner with a mere 20-25 per cent ofthe shares
may play a dominant role in ajoint stock company, if he or she sets
the tone on the board and the representative of the state’s stake
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remains passive. On the other hand there may be cross-ownership,
the state as such is no longer the owner of the company, but there
is a big stake and influence held by a state-owned bank.5

The main issue is not the proportion of assets privatized, but
the results (permanent, not temporary) that some privatization strat-
egy generates. Sections 1V/2 b-1V/2 f attempt to clarity this by
describing the experiences in Hungary.

a) Diverse property constellations

Privatization in Hungary is often linked with reorganization
and restructuring. Many enterprises break down into smaller firms.
Some of these pass into private ownership and some into mixed
ownership. The remainder continue to be owned by the state, per-
haps indirectly, with the reorganized firm becoming the property of
other state-owned firms or banks (cross-ownership). There is a real
proliferation of the most diverse property constellations, to use
Stark’s apt expression,%a recombination of property.

Privatization takes place in various legal and organizational
forms, through a variety of techniques. The largest and most valu-
able enterprises are sold by the central agencies by competitive bid-
ding or auction. For smaller and medium-sized firms there are sev-
eral simplified procedures for transferring the property rights.
Where possible, shares are sold for cash, but there are various cred-
it schemes as well, some of which charge market interest rates.
There are also credit schemes with preferential interest and repay-
ment terms designed to promote purchases by domestic entrepre-
neurs. With some firms, all or the majority of shares are sold at
once, while with others they are offered gradually, in stages. There
are special procedures to facilitate management or employees’ buy-
outs. Although it has rarely happened so far, there are plans for
investment companies to take over the shares of several state-
owned firms, so that buyers will be able to purchase mixed portfo-
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lios. All these forms have arisen by trial and error, not out of any
preconceived, uniform plan or central directive. Sometimes consid-

eration for the government’s political popularity has caused some
form or other to be promoted or relegated.

Hungarian privatization can certainly not be accused of pro-
ceeding in a ‘constructivist’ manner (to borrow Hayek’s phrase).
On the contrary, it is full of improvisation. Previously determined
concepts may be withdrawn, and a campaign launched to speed
events up, only for the delays to begin again, and so on. The exper-
imentation on the one hand creates legal uncertainties and delay,
protracting the process, which dampens the enthusiasm of buyers
and investors. On the other hand it allows lessons to be learnt from
mistakes and new methods to be tried, which many people consid-
er one of the main advantages of evolutionary development.5%

Unfortunately, several months passed after the formation of
the new government in mid-1994 before it had assembled its priva-
tization ideas and submitted a new privatization bill, which parlia-
ment then enacted.

The privatization process is a curious mixture of centralized
and decentralized, bureaucratic and market actions. Gigantic cen-
tral bureaucracies have been created, and they are seeking to seize
the control for themselves in repeated campaigns, or at least obtain
strict supervision over them. Yet time and again, events slip from

their grasp.
b) Crumblingaway’

In fact some former state-owned enterprises in their original
form have a negative market value, because they can only be run at
a loss. This state property worth a minus sum has been crumbling
away along the Hungarian road to privatization. The enterprise is
wound up by judicial proceedings, and only its material assets are
sold. Alternatively, part of the true commercial value, particularly
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the intangible parts of it (commercial goodwill, expertise or the
routine of production, buying and selling), is siphoned off into pri-
vate firms in legal or illegal ways. Both these processes form
important components of the formal and informal privatization of
the state’s wealth. In evaluating the crumbling-away process, two
closely connected aspects of it must be distinguished. One is the
decline in real wealth. Some physical productive capital is lost
irrevocably in the process of liquidation and change of ownership,
while some intellectual capital becomes unusable as well. There are
no reliable estimates for this, but expert observers are unanimous in
stating that the loss of real wealth is very significant. It is far more
common and on a greater scale than the structural change in the
economy renders inevitable. The other, completely separable
aspect, is the loss of wealth by the state, as owner. The wealth may
remain, but the new, private owner has not given adequate com-
pensation to the old owner, the state. To put it plainly, the state has
had its pocket picked, even though the new owners may make good
use of the appropriated wealth for their own benefit. | shall return
to this phenomenon, confining myself here to emphasizing that the
process of crumbling away provides clear opportunities for squan-
dering the state’s property on the seller’s side, and for legalized

theft of it on the buyer’s.57

c) Revenuefrom privatization

Privatization has yielded substantial fiscal revenue, which has
amounted to US$ 7427 million by the end of 19953 (see Table 12).
This is a major advantage of the sales strategy over free distribu-
tion, although the proceeds have been less than hoped for, with
much being deducted by the high costs of privatization and the cen-
tral agencies. None the less, the revenue makes no small contribu-
tion to a state with serious fiscal problems. Some of the most
important acts, including the privatization of electricity and gas
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production and distribution and the sale of oil and oil products,
generated significant revenue.

Table 12: Privatization revenue, 1990-95 (USD million)

Sources and forms of revenue  Direct privatization revenue from sales
of existing assets

1990-93 1994 1995 Total, 1990-95

From foreign clients 1528 123 3122 4773
From domestic clients (cash) 609 228 195 1031
From domestic clients (credit) 354 279 30 663
Compensation vouchers 209 611 140 960
Total 2700 1241 3486 7427

Sources: State Property Agency (AVU), State Asset Management PLC
(AV Rt.), and State Privatization and Property Management PLC (APV
Rt); communication by Péter Mihalyi.

The most important advantage, though, is not the ‘tangible’
fiscal revenue, but the favorable changes described under the next
heading.

d) Real owners; injections ofcapital

Because money has to be paid for the assets of the state, a high
proportion of cases involve the immediate appearance of real own-
ers (individual or corporate, domestic or foreign), who exercise real
control over the managers. (In the comparatively rare cases of man-
agement buy-out, the management and the owners become the
same.) Even when a majority is not obtained, a strategic investor’s
influence will be much stronger than the share held, in many cases
even in relation to a majority shareholding by the state. The pres-
ence ofthe new owner is felt particularly strongly where full or par-
tial ownership has passed to a foreign firm or individual.
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Privatization by sale produces favorable conditions and strong
incentives for reorganization and a new, effective style of corporate
governance. This contributes to the fact that privatized Hungarian
firms soon surpass state-owned firms in their performance (see
Table 13).

Table 13: The profitability of privatized companies in 1992

Branch Gross profitability3
Privatized companies  Branch average

Mining 1 -8
Metallurgy -2 -12
Engineering 2 11
Non-metallic ores 5 -1
Chemicals 15 5
Textiles and garments 9 -2
Timber, paper and printing 6 12
Food, beverages and tobacco 7 -1
Other manufacturing -2 2
Construction 8 3
Agriculture 0 -4
Commerce 8 1
Accommodation, services 6 6
Transportation, warehousing 5 2

Source: Vanicsek (1995).
Note: alndex of gross profitability employed: cash flow (profit plus depre-
ciation) over total assets.

Many state-owned enterprises are in a run-down condition and
in great need of a capital injection: they need investment for
restructuring. A commitment by the buyer to invest new capital
within a short time often appears in the terms of the sales contract.
Where there are several potential buyers, the amount of new invest-
ment promised often acts as a selection criterion, alongside the
price offered. Even ifthis is not spelled out in the contract, the own-
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ers will normally be aware when they buy that the firm needs devel-
opment, and set about it quickly. Countless examples of this have
occurred in Hungarian practice. This is one of the most important
advantages over free distribution, which transfers ownership to
penniless people unwilling and unable to invest.

e) The shorter side: the privatization supply

One argument often brought against the idea of privatization
by sale was that the savings accumulated by the public were too
small for them to buy the state’s wealth. Disconcerting calculations
appeared at the time showing how many decades it would take to
sell all the assets, given the low initial stock of savings.

Experience has shown this is not the real bottleneck in the pri-
vatization process. There are potential foreign buyers with suffi-
cient purchasing power, and savings have meanwhile been accu-
mulating in the hands of Hungarian entrepreneurs, and more wide-
ly the Hungarian public.

The real problem throughout has been to make the privatiza-
tion supply attractive enough, and it worsens as the privatization
process in Hungary continues. Many of the most coveted items in
the supply have gone, apart from a few remaining large public util-
ities, purposely held back. Many of the foreign investors even so far
have preferred to make a ‘green-field’ investment in a new plant.
Domestic investors tend to prefer to buy safe, high-yielding
Hungarian government bonds with their money, put it in a foreign-
currency account at a Hungarian bank, send it abroad illegally, or
invest it in a newly established private Hungarian firm, rather than
buy shares in firms under privatization. Even if the most favorable
credit conditions and the biggest concessions are offered, bordering
on free distribution, the demand for the less attractive enterprises is
low. This suggests that the viability of many state-owned enterpris-
es is questionable.
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f) The purity ofprivatization

Events are constantly being affected by politics. Every politi-
cal force that gains governmental power also constitutes a commu-
nity of interests, intent on helping its clients to gain good positions.
Augmenting this are similar endeavors by other political strands
and various groups in the bureaucracy. In Hungarian society, as in
every living social organism, various kinds of network operate,
whose members are intent on helping on each other’s careers in the
hope of reciprocal assistance.® The owners of every newly priva-
tized firm, and new private firms, are glad to bring onto their boards
both members of the old nomenclature and members of the new,
leading political groupings, for they know such people have valu-
able connections.

There is widely thought to have been a great deal of corruption
during the privatization process. This is presumably true, although
no specific exposure of a single case of corruption has been
exposed. Certainly the suspicion of corruption and opaqueness in
the process have helped cause a further fall in the popularity of pri-
vatization, from an already fairly low initial level.®

I shall not venture, even with hindsight, a simple yes or no to
the question of whether Hungary’s has been better or worse on the
whole than other privatization strategies. To sum up, | can say only
that the gradualism applied to privatization in Hungaiy, as a spon-
taneous, wildly proliferating, evolutionary process, presents clearly
favorable and unfavorable, attractive and unattractive features. The
expression ‘gradualism of privatization, Hungarian style’ contains
a modicum of national pride, and at least as much of self-mockery.
But it certainly seems that the strategy works and will result, in the
foreseeable future, in the privatization of the enterprises that are
viable and that it is not expedient to retain in state ownership.
Certainly the process might have been faster, even supposing the
same general strategy had been employed, and if the administration
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at any time had been more forceful and skillful, and shown greater
confidence in the decentralized mechanisms. However, even if
these weaknesses of Hungarian privatization and the resistance to it
mean it is not completed for another few years, it will still have
taken place at lightning speed when compared with other changes
of ownership relations in world history.

3. New private businesses

Like many other economists, | was convinced from the outset
that the key factor in changing property relations, at least in Eastern
Europe’s smaller countries, was the appearance of new private
undertakings.6L This was different from the ideas of those who
wanted to concentrate attention on privatizing the hitherto state-
owned enterprises. | argued that even if the new private businesses
only accounted initially for a smaller proportion of production,
their vigor would make them the real engine of post-socialist trans-
formation.

An appreciable development of Hungary’s private sector had
begun before the change of political system (Tables 14 and 15). It
was not alone in this, for East Germany, Poland and Yugoslavia
also had sizable private sectors, but the development in Hungary
had gone further by 1990 than it had elsewhere. The process was
moving along two parallel paths.

One path is development of the legal private sector.& The rigid
anti-capitalist prohibitions of classical, Stalinist socialism began
slowly and almost imperceptibly to ease in the reform-socialist
period. The process began to speed up in 1982, when it became
possible to found various forms of private companies and condi-
tions for self-employment also became more favorable.

There was a huge increase in the rate at which private busi-
nesses appeared after 1990 (see Tables 14 and 15).683 This brought
with it a structural transformation of production. The excessive
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Table 14: Number of active earners in Hungary engaged in individual
businesses or non-incorporated business associations in
1981-94 (thousands)

Year Self-employed Family Employees Altogether As a percentage

(1 January) members ofall active
assisting earners
1981 118.2 61.8 0.3 180.3 3.6
1989 218.4 81.0 48.0 347.4 7.2
1992 466.0 97.4 144.0 707.4 16.7
1994 - . - 805.1 21.7

Source: Laky (1995), p. 686.

Table 15: Trends in number of incorporated business associations in
Hungary, by main types, 1989-95

Type of association 1989 1992 1994 1995

Enterprises3 2400 1733 821 761
Private limited companies 4484 57262 87957 102697
Joint-stock companies (PLCs) 307 1712 2896 3186
Cooperatives'l 7076 7694 8252 8321

Sources: Central Statistical Office (1994e), p. 115, and (1996b), p. 120.
Notes: The data refer to December of each year.

aThe term ‘enterprise’ covers the former socialist-type state-owned enter-
prises. These were gradually converted into companies during the transi-
tion.

b Cooperatives include agricultural cooperatives, housing, savings and
credit cooperatives, consumer cooperatives, and miscellaneous coopera-
tives. In April 1995, about a quarter of the cooperatives were engaged in
agriculture, a quarter in the real-estate or housing markets, and over athird
in manufacturing or construction.

concentration of production lessened; masses of small and medi-
um-sized firms came into being. The relative proportions of the
branches changed, with a rise in the weight of the services after
decades of neglect.
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The other path by which the private sector develops is through
the expansion of semi-legal and illegal activity. This was viewed
kindly by advocates of the market economy before the political
turning-point as the only way, in many fields, of circumventing the
restrictions imposed by ideological bias. The ‘shadow economy’
was a kind of civil-disobedience movement against the bureaucrat-
ic constraints. The moral and political standing of the gray and
black economy changed increasingly after 1990. It could be inter-
preted not as acceptable civil disobedience any longer, but as eva-
sion of civic responsibilities, taxes, customs duties and social-
insurance contributions.

According to the latest estimate, compiled with particular
pains, 30 per cent of ‘real’ (registered and unregistered) GDP
derives from the gray and black economies.&4 Unfortunately, conti-
nuity also applies to willingness to pay taxes. Moral norms and
behavioral rules instilled over decades alter at a snail’s pace.
Indeed, iftaxpaying morality is altering at all, it seems to be chang-
ing in many cases for the worse. Those who infringe regulations
had more to fear from the dictatorial state. Moreover the sums at
stake have become much greater: tax fraud and utilization of legal
loopholes can earn their perpetrators much greater sums. There is
not just a handful of tax evaders at work, whom a strict fiscal
authority can easily detect. There are notjust organized criminals at
work, whom the police have to catch. Almost the whole Hungarian
population takes part, actively or tacitly. The ‘savings’ from evad-
ing tax and other levies are shared between seller and buyer,
employer and employee, and the customs-evading professional
smuggler or shopping tourist and the consumer of the smuggled
goods. The question of extending taxation to the gray economy is
political, notjust economic. It would be popular if the police or tax
office could catch a few very rich people in the act of tax fraud. But
if they start applying more methodical controls—seeing whether
traders and service providers give receipts, all employees are regis-
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tered, or small and medium-scale entrepreneurs’ declared incomes
square with their lifestyles—they will arouse opposition. No gov-
ernment has attempted to do this, except for one or two hesitant
experiments.

Privatization and the genesis of new private enterprise led
between them to half oftotal (recorded and unrecorded) GDP being
derived from the private sector by 1992 (Table 16), and the propor-
tion has risen further since then. By 1994, the share of the private
sector in the recorded GDP amounted to 60 per cent.6 The private
sector’s share of employment is even greater.

Table 16: Contributions of total ownership sectors to total GDP, 1980-92

Ownership sector Contribution to total GDP (%)
1980 1985 1989 1990 1991 1992
Public ownership 83 79 74 70 63 50

Private ownership 17 21 26 30 37 50
of which: Domestic 17 21 26 20 34 42

Foreign 0 0 0 1 3 8
Total 100 100 100 100 100 100

Source: Arvay and Vértes (1994), p. 18.
Note: Total GDP is the sum of the contributions of the recorded and
unrecorded economy.

Special mention needs to be made of how foreign capital is
involved in the Hungarian private sector. Its share of recorded
Hungarian GDP was 10.4 per cent in 1994,6 but the effect of its
appearance is disproportionally greater, making a big contribution
to modernization of the economy. The volume of foreign direct
investment in the 1990s has been far greater in Hungary than in the
other post-socialist countries of Eastern Europe.67 (See Table 77.)8
Statements by foreign investors suggest the attraction was mainly
the consolidated state of Hungary’s market economy.®
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Table 17: Foreign direct investment in the post-socialist countries,

1990-94
Country Cumulative totals (USD mn) FDI per capita
in 1994
1990 1992 1994 (US$)
Albania - 20 116 36
Bulgaria 4 102 205 23
Croatia . 16 104 22
Czech Republic 436 1951 3319 319
Hungary 526 3456 6941 670
Poland 94 495 1602 42
Romania : 120 501 22
Slovakia 28 210 434 102
Slovenia 7 183 374 185
FYR of Macedonia . . 5 3
Eastern Europe 1095 6552 13608 126
Commonwealth of
Independent States . 1761 4622 22
Baltic states . 111 811 102
Total 1095 8424 19041 58

Source: United Nations Economic Commission for Europe (1995), p. 151.
Notes: a Cumulations of inward foreign investment from 1988.
b European countries only.

4. Liberalization and reform of the legal infrastructure

By liberalization | mean all changes that rescind earlier legal
restrictions, administrative constraints and bureaucratic regulations
on economic activity. Without wholly coinciding with the cate-
gories of decentralization and deregulation, the concept largely
overlaps with them.

Liberalization of many provinces of economic decision-mak-
ing has taken place gradually, in many small stages, in Hungary
since 1968. The process of price and export liberalization speeded
up markedly after 1990 and was concluded in a relatively short
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time.7 The government cannot be said to have applied a sudden,
shock-like liberalization, if for no other reason than because partial
freeing of prices and imports had already occurred, and the bulk of
import liberalization was accomplished in the four-year period of
1989-9271

Central wage controls were abolished in 1992, quite soon after
the change of political system. Nor was the special tax to curb the
running away of wages retained. On the other hand, there was
steady development of a central ‘interest-arbitration’ procedure
between the government and the employers’ and employees’ orga-
nizations to influence wage trends. | shall return to this later.

Investment projects before the reform of 1968 were carried out
by central state decision and financed out of the central budget.
Decentralization of this sphere of decision-making also began
decades ago (see Table 18). After the change of system, the trans-
formation of property relations went on to institutionalize the dis-
tribution of decision-making rights customary in a market econo-
my, whereby the central state authorities only decide projects they
finance themselves and have a say in decisions on projects they
help to finance.

A measure of liberalization has also occurred in foreign-
exchange management, most of it since 1990. The Hungarian forint
became partially convertiblein 1992 (for the current payment trans-
actions of banks and enterprises), but international capital transac-
tions remained subject to official permit. Under the new Exchange
Act, the convertibility of the forint was extended in 1996, although
certain restrictions on conversion transactions by individuals and
on capital transactions remain. The official exchange rate has hith-
erto been determined centrally, although a free-market (black) for-
eign-exchange trading has been tolerated. Periodic devaluations of
the forint have been necessitated for years by inflation, but there
was no rule of any kind to govern the timing or scale of devalua-
tions before the stabilization program was announced in March
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Table 18: The proportion of state-controlled investment, 1968-90

Year  Proportion of total investment spending decided by the state

(%)
1968 51
1975 44
1980 46
1985 42
1989 33
1990 29

Sources: 1968: Central Statistical Office (1974), p. 95; 1975: Central
Statistical Office (1976), p. 80; 1980: Central Statistical Office (1981), p.
117; 1985, 1989 and 1990: Central Statistical Office (1991), p. 69.

Note: With state-controlled investment, the decision was made at central
state level and the funds came from the state budget. Remaining invest-
ment was decided at enterprise or cooperative level. It was funded partly
from the enterprise or cooperative's own resources, and partly from cred-
it.

1995. Since then, as mentioned before, there has been continual
devaluation according to a detailed schedule announced in advance.

Not for a moment has the principle of laissez-faire applied in
a pure and extreme form in Hungary. Agencies of the bureaucratic
command economy gradually turned into agencies of state supervi-
sion and partial regulation. In many instances an earlier bureau-
cratic authority was abolished, and another, more market-compati-
ble one eventually emerged, resembling more closely the supervi-
sory and regulatory bodies of other market economies. For
instance, the following agencies arose: the Economic Competition
Office (an anti-trust agency), the Bank Inspectorate, Insurance
Inspectorate, Securities Inspectorate, Ministry of Environmental
Protection and Regional Development and National Labor Center.
A Tax and Financial Office was created for the collection of per-
sonal income tax and value-added tax, taxes that were patterned
after the tax system in developed market economies.
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The process of drafting legislation to conform with a market
economy and repealing laws contrary to it began a good few years
before the turning-point of 1990. Although transformation of the
legal infrastructure has also taken place gradually, in several steps,
the earlier start and intensive work done have allowed Hungary in
this respect to retain several advantages over the other countries in
the region. The most important legislation for the operation of a
market economy was in place by 1992—93. The courts and other
law-enforcement and judicial organizations, along with the lawyers
representing firms and individuals, began to obtain experience in
ensuring the implementation of these acts.

I would not like to give the impression that an ideal combina-
tion of market and bureaucratic coordination has arisen in Hungary.
It is doubtful, of course, whether such a combination exists any-
where. Certainly both the market and the bureaucracy in Hungary
today operate with a great deal of friction. Adequate supervision
and legal regulation are lacking in areas where they are clearly
needed.7”2 On the other hand there is still too much bureaucratic
intervention in areas where it is superfluous and, in areas where
bureaucracy is inevitable, it often works in a sluggish, unprofes-
sional way.

5. Corporatist formations

Trade unions under the socialist system had no great influence
on the country’s economic policy. They were confined to protecting
employees’ interests in job-related and enterprise matters. Trade-
union leaders were appointed and supervised in their work by the
communist party.

Political pluralism provided a chance for trade-union autono-
my to develop. The legal successors ofthe official union movement
of the old regime, eager to survive, sought to gain popularity by
representing employees’ interests as effectively as possible. New
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unions were created alongside the old, and competition for mem-
bers among the various alternative unions began. Relatively little
attention was paid to unionism by the new parties in parliament
except for the socialists, although its influence is substantial, espe-
cially in times of heavy economic burdens on employees, with
declining real wages and rising unemployment. The successor to
the old official union (MSZOSZ) became the strongest of the rival
union movements.

National employers’ federations were also founded. They,
however, have so far had less say than the employees’ unions, per-
haps because there is still not much interplay between politics and
business. The legal and semi-legal methods for business people to
influence elections and political power relations by contributing
money has not yet developed. The government at any time is more
afraid of the employees’ than of the employers’ organizations.

A central framework for coordinating the views ofthe govern-
ment and the employees’ and employers’ organizations on eco-
nomic policy came into being in 1988.73 1t is known as the Interest
Conciliation Council. Here the union movement has been demand-
ing more and more vehemently that close attention be paid to its
views, not only on wage policy, but in the preparation of every
other major economic-policy decision. The scope of central coordi-
nation of interests is not fully institutionalized, but it is heading in
that direction. This adds a major corporatist component to the
Hungarian political and economic system. Interplay between the
state and unions was increased by the electoral alliance formed
before the 1994 general elections by the Socialist Party and the
MSZO0SZ, several of whose senior officials were elected to parlia-
ment, where they have joined the governing Socialist Party’s fac-
tion.

Closely related to this trend are the changes in the way
Hungary’s social-insurance system is organized. The pension sys-
tem and the health-insurance system were both branches of the cen-
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tral bureaucracy of the state, and the so-called social-insurance con-
tribution clearly a state tax. The expenditure of the pension and
health-insurance systems was met in practice out of the state bud-
get.

Some separation of the finances of these two great distribution
systems from the central government budget had begun before the
political change. The profound change, essential from the political
and sociological point of view, came with legislation embodying
the principle of self-governance for the two social-insurance sys-
tems (to cover pensions and health insurance). The law laid down
that these two organizations were to be run jointly by representa-
tives of the employers and the employees. For the employers, the
employers’ federations delegate the representatives, while the rep-
resentatives of the employees are elected by those entitled to the
provision. Under the special election procedures prescribed, the
candidates are put up by the trade unions, not political parties. The
first such elections brought a sweeping victory for the candidates of
the MSZOSZ. Through this ‘personal union’ the dominant trade-
union movement exercises a controlling influence over the two vast
apparatuses. This, of course, has further legitimized the move-
ment’s demand for a greater say in the country’s affairs, and
strengthened the corporatist strands in the fabric of social and eco-
nomic relations.

So far as | know, the course of development in Hungary is
unique in this respect. There are extremely strong formal and
informal strands binding together the government, the Socialist
Party with its majority in parliament, the social-insurance system,
and the strongest union federation. Perhaps only the social and eco-
nomic structure of Israel has shown some similar features.#

The acquisition of corporatist traits is leaving its mark on
Hungary’s economic development. While the country continued on
the well-trodden ‘Hungarian road’, the mutual willingness to com-
promise shown by the government, unions and employers fitted in
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well, not least because they concluded no agreement likely to
arouse widespread public protest.

It was not surprising that, when the government announced its
restrictive stabilization program, it broke the established corporatist
conventions. There was no prior agreement with the unions and
employers before the program was put forward. Negotiations had
been going on in the previous months. The Interest Conciliation
Council had met several times and the prospect of concluding a
‘social and economic compact’ was raised repeatedly. But they
could not agree. In the end the government decided to present
employees and employers alike with a fait accompli. Since then
there have been some efforts on the side of the government to nego-
tiate with the trade unions and other associations representing var-
ious interest groups, leading to partial agreements on some points.
Still, there is no general ‘social compact’. The question is how long
this state of ‘neither agreement nor confrontation’ can be sustained.



V. CONCLUDING REMARKS IN TERMS OF

POLITICAL ECONOMY
AND POLITICAL PHILOSOPHY

1. Positive political economy®

This study approaches the history of the Hungarian economy’s
development and transformation from the angle of positive politi-
cal economy. The question | have tried to answer is not whether
the Hungarian road of post-socialist political and economic transi-
tion is good, better or worse than the ones down which govern-
ments with other programs have taken their countries. | wanted to
know why Hungary’s transformation was on a different road. My
answer is certainly not comprehensive and may contain mistakes,
but I am sure it was justified and important to raise the question.

I have sometimes heard economists, who agreed to act as
advisers and then found their advice was not followed, make state-
ments like this: ‘My proposals were correct, but these selfish and
stupid politicians have subordinated economic rationalism to their
own criteria,” or: “The proposal was correct from an economic
point of view, but it was not politically feasible.’

Though psychologically understandable, this reaction has
nothing to do with a scientific approach77 of politics is not an exter-
nal circumstance for the economy, but one of the main endogenous
actors in it. For positive political economy, this is the axiomatic
point of departure for analysis. The quest is to find out what makes
a proposal politically feasible. What kinds of behavior are typical
of the political sphere of the country concerned, and what are the
typical solutions to its dilemmas? Or, to go a stage deeper, why
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have the particular typical political constraints and kinds of behav-
ior evolved? Why are the dilemmas solved in this way, and not in
some other?

Economists brought up on welfare economics are inclined to
take the welfare function for granted; they expect every govern-
ment to strive to maximize this function, and criticize a government
that departs from the optimum.

This study suggests another approach, to some extent by anal-
ogy with the theory of revealed preferences. A specific historical
process occurred, in which governments took active part. Can a
degree of consistency in time be observed in the actions of the gov-
ernments? If so, let us construct subsequently the objective function
that the political leaders actually maximized, or the preferences
revealed in their actions.

By following this line of thought, the study has arrived at two
conclusions: (i) there was a consistency in time in the economic
policy of the successive, in many respects dissimilar, governments,
from the 1960s right up to the spring of 1995; and (ii) they showed
clearly discernible preferences. They wanted to avoid conflict.
They wanted as far as possible to ensure the uninterrupted survival
of the economic élite and continual additions to it of people from
the new political forces. They were not prepared to take radical,
unpopular action. They aimed at short-term maximization of con-
sumption, accepting as a trade-off the accumulation of social debt.

These revealed preferences go a long way to explaining the
macroeconomic proportions that emerged, the constant redistribu-
tive concessions, and the gradualism typifying Hungarian develop-
ment.

The preference system of Hungary’s economic politicians was
consistent inasmuch as it accepted, at least implicitly, the time-pref-
erence, that is, the point in the ‘now-or-later’ trade-off attractive to
them.

On the other hand, | consider fairly inconsistent the position
often taken by foreign observers, for instance several staff members
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of the International Monetary Fund and the World Bank. These
economists were enthusiastic over a long period in praising the
Hungarian reform, its gradualism, and the concomitant political
consensus and calm, including the continuation of this policy after
1990. Hungary was the gradualist success story. Nowadays | have
often heard the same economists say something like this: “We are
disillusioned with Hungary. It used to be the model country, but
now its results are far worse than those of other, more successful
post-socialist countries.’

The disillusioned fail to identify the essential causal connec-
tion. Hungary now displays an unfavorable macroeconomic perfor-
mance precisely because it previously stuck to the road of
Hungarian reform and ‘gradualism Hungarian style’.

The revealed preferences of Hungarian policy can be deduced
not from the programs announced in advance by politicians, but by
what occurred. Rhetoric can say one thing and deeds another.
Neither is it certain that the politicians, individuals and groups suc-
ceeding each other in positions of power really wanted to see what
actually ensued. It may be, for instance, that they never fully
thought through the ‘now-or-later’ dilemma. They may have con-
vinced themselves that they were only putting aside certain tasks
temporarily, until they had solved some urgent problem. The
approach in this study is not intended to interpret the politicians’
psychology or the measure of their candor, deliberation and fore-
sight, but the actual routines, conditioned reflexes and decision-
making regularities revealed in their deeds.

2. Further remarks on intergenerational time preferences

Although it is not the main purpose of this study to assess past
developments, | cannot avoid in these final remarks addressing the
question of whether the preferences of successive Hungarian gov-
ernments deserve approval. The first aspect to clarify is whose
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approval is concerned. Can historians or research economists ana-
lyzing the period ex post seek to apply their own scale of values?
They can do so, but let this be stated, and let the value system con-
cerned be declared. | have not aimed in this study to judge the past
by my scale of values. What has concerned me more is to try to find
the internal value judgment in the society examined.

Let us again take as an example the problem of ‘now or later’,
and compare in the light of it the life stories of two Hungarian cit-
izens, A and B.

A was bom in 1920 and died in 1993.78 He was starting out on
his career when the first change of political regime began. By the
time he was 70 he had lived under seven regimes.® The rale and
collapse of most were accompanied by war, revolution, repression,
bloodshed, imprisonment and executions. As far as | know,
Hungary set a world record by squeezing seven regimes—six
changes of system—into 47 years of modem history.8 Well, it was
a benefit to have relative calm in the last 30 years, during the major-
ity of A’s adult life. If his material welfare matched the Hungarian
average, it improved greatly to start with and deteriorated relative-
ly little later. He did not live to see the time when a start had to be
made in paying the bill for the earlier policy preference.

B’s life differs strongly from A’s. He was bom in 1970 and
started work in 1993. Two years later, in the spring of 1995, he
began to pay the bill for the short-sighted policies of the previous
regime, and was likely to carry on doing so for a long time. As a
working adult, however, he never felt that policy’s relative benefits.

So what did Hungarian development in the last three decades,
with its curious time-preference, mean in terms of material welfare,
security and calm? Let me repeat the question, now using the exam-
ple: what did it mean to whom?8L For the older A it was favorable,
more favorable than if he had lived in a communist country which
had set little store by the population’s standard of living, and for
that reason applied stronger repression. For the younger B, howev-
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er, it was not favorable, because he inherited a bigger social debt
than his contemporaries in countries where the political power had
applied greater restriction.

Several general conclusions can be drawn from the line of
thought so far. Consistent assessment of any past period must be
based on normative postulates. Alternative postulates will yield dif-
ferent inter-generational distributive principles. In other words,
divergent principles emerge for distributing the advantages and
drawbacks, benefits and losses fairly between generations. At this
point we touch upon the theoretically extremely difficult issues of
interpersonal comparisons of individual utilities and the possibili-
ties and limits of creating a social welfare function.& There is a
rich, well-expanded literature on the ethics and economic applica-
tions of ethical theoiy for distribution within the same generation,
but to my knowledge, dynamic generalization, in other words a nor-
mative theory of intergeneration distribution, is still comparatively
immature. There are no well-elaborated principles of economic
ethics to say what advance the present generation can be allowed to
withdraw at the expense of the next, which will have to pay it back.
In other words, there are no rules to say what positive or negative
legacy the present generation is obliged (or permitted) to bequeath
to the future.

When considering long-term economic development, econo-
mists, including myself, tend to take as axiomatic the social dis-
count rate that should express the time preference of society. Yet we
know what a decisive role this discount rate plays in every theoret-
ical and quantitative model to determine the optimum savings and
investment rate and the optimum path of growth.&

The problem is that the social discount rate is not given at all.
The theory that it finds expression in the prevailing real market rate
of interest is strongly disputed.8 The earlier example of the time-
preferences of the two Hungarian citizens shows that behind the
dilemma lies a deep ethical problem. It is not at all self-evident how
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one should ‘average’ the time preferences of people with different
destinies.

Given these difficulties, who authorizes us, as economists tak-
ing positions on matters of economic policy, to adjudicate on this
dilemma? What right have we to decide what weight to give, in the
intergenerational welfare function—even if it is for the retrospec-
tive assessment of economic history—to the benefits enjoyed and
losses incurred by the different generations? It is especially offen-
sive that most of us, failing even to discern the ethical problem
behind our historical judgments, brashly declare that Country X’s
policy was right and Country Y ’s was wrong.

Mention of ‘authorization’ leads to the question of the legiti-
macy of choice. When examining legitimacy, the analysis should
again begin with a positive scientific approach. It is understandable
psychologically for generations that have suffered much to disre-
gard the legacy they leave to later generations. It is understandable
that A and his contemporaries, having gone through so much suf-
fering, wanted to secure themselves a slightly better, more peaceful
life.

Of course most of those in Hungarian society have lived
through a stretch of both periods and start to pay offthe bill in their
lifetime. Relative weighting of present and future value takes place
in the thinking of these people themselves, and the spread is cer-
tainly wide. If the time preference differs from person to person,
people under a democratic political structure have the right to
express their preferences as a political choice. Many people try to
do that in elections and by other political acts.

This leads to a fundamental question: to what extent can a gov-
ernment be expected to act always in the way the citizens expect it
to? 1 would like now to present this problem not just in relation to
the ‘now-or-later’ dilemma, but in more general terms, with special
reference to the post-socialist transformation.
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3. With or against the stream?

Communist ideology has a Messianic nature. Sincere believers
in it are sure the system they want to apply is the only redeeming
social system. The system must be accomplished even though peo-
ple have not realized what their true interests dictate. Stalinist
socialism put the vast majority of Eastern Europeans off Messianic
doctrines for life. They want nothing more to do with systems that
try to bestow happiness on them by force.

The Kadar regime marked a change in that it tried to confine
such forced bestowal of happiness to narrower bounds. In
Bolshevik terminology this was ‘opportunism’, a policy of “follow-
ing in the wake of the masses’. The Kadar regime was far from a
political democracy, for which the underlying institutions were
lacking. But Kadarite politicians resembled those of a parliamen-
tary democracy in trying to form groups of supporters among cer-
tain sections of the population and represent their interests. This
political endeavor reached fulfillment later, after 1990, when the
success of every party and political movement, the seat of every
member of parliament, and the acquisition of governmental posi-
tions came to depend on the voters.

A Messianic politician feels authorized to impose his or her
program by force. The more democratic politics becomes, the more
a politician needs mass support to implement a program of any
kind.

The Hungarian road of transition to a market economy, dis-
playing the four characteristics described in this study, proved to be
a policy that tended to receive mass support to a greater extent (or
at least to be less likely to meet resistance) than ideas directed at a
radical correction of macro tensions. This policy exacted a great
price, however, with succeeding generations pushing before them
an ever greater and more perilous quantity of social debt. But must
happiness be bestowed on them against their wishes and will?



Concluding Remarks 191

Here | would like to return to the stabilization program
announced in March 1995, in which the government departed from
the road taken up to that point, turning away from it in terms of all
four characteristics. The program ended Hungary’s relative politi-
cal calm. It aroused passions. The government parties met with
sharp resistance even from their supporters. Their political popu-
larity dived.

Justification for the radical program of restriction can be made
on several levels. The most obvious argument starts from the cur-
rent position of the Hungarian economy. The grave macroeconom-
ic tensions and the need to avert economic crisis speak in favor of
drastic restriction, rightly, in my view.

Another level of argument reaches its conclusions from the
angle of the medium- and long-term transformation of the
Hungarian economy and society. The present package is only the
first in a succession of measures to remove the barriers to long-term
growth caused by the financial disruptions, improve the structures
of production and foreign trade, and help to revise the role of the
state, including a reform in the welfare sphere. | am convinced that
these, too, are correct arguments.

All these arguments, however, fail to resolve a deep political
and ethical dilemma: Is it permissible to push through a reform
despite opposition from most of the public?

The initial answer comes easily. The government and the polit-
ical parties and movements behind it should do much better at con-
vincing the public, so that communication between the government
and population improves. Preparation for the measures should be
more circumspect. Greater consideration must be given to the eco-
nomic benefit and political cost of each measure, the destabilizing
effect of the discontent it engenders. These are justified demands,
but it can be questioned whether even the best professional prepa-
ration and persuasion can ever make popular a restrictive program
that withdraws entitlements.&The dilemma cannot be side-stepped.
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In my view it is one thing to understand, in a sense affected by
positive political-economic analysis but also a sympathetic heart,
why there is resistance, and another to endorse the resistance. More
specifically, it is another matter for a responsible politician to bow
to mass pressure, and drift along the stream, when this plainly runs
great risks even in the short term, and in the long term aggravates
the already large accumulated debt and causes yet greater harm.

We have arrived at a fundamental dilemma in political think-
ing, which arises not only in Hungary, but in every country where
a government and the parties behind it and the legislature face
unpopular decisions. | will therefore put the questions in a general
way, not one confined to a Hungarian context, and then try to
answer them in line with my conscience.

If politicians defy resistance from the majority of the public,
swimming against the tide, is this not a return to the Messianic
approach of ideological dictators? Is this permissible in a democra-
cy? Can a reform be applied without consensus, or, to use a nar-
rower criterion, without approval from the majority of the public at
the time?861 believe it is permissible, but only if several conditions
are strictly met:

1 The government in all conscience must be convinced there is
no alternative. There is an inescapable need for the regula-
tions, although they are opposed by the majority of the public.

2. The government is obliged to remain within the bounds of the
constitutional, democratic system of law. This is not self-evi-
dent, because the situation, the knowledge that there is a ‘state
of emergency’, may tempt a committed group of reformers to
resort to unconstitutional, dictatorial methods.8/

3. The governing group must make a sincere commitment to sub-
ordinate itself unconditionally to the judgment of the public at
the next elections. Furthermore, there must be political power
relations and institutional guarantees that leave no room for
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doubt about the freedom and cleanliness of the next elections.
In that case through the elections the public can express retro-
spectively whether it approves or rejects what the government
and parliamentary majority have done without widespread
support.

Political direction that is ready to go against the stream and
commit itself to unpopular measures, but subordinates itself to
these conditions, is acknowledged as ‘leadership’ in American
political jargon. Although I know this kind of reform without con-
sensus departs from the usual ‘popularity-maximizing’ behavior of
many politicians in mature parliamentary democracies, | do not
think it can be called anti-democratic in a normative sense, so long
as the conditions mentioned are strictly met. Indeed there are diffi-
cult situations that require this kind of determined political behav-
ior, and the present Hungarian situation happens to be just such a
one.

4. Three scenarios

At the time of writing there is no way of predicting which way
Hungary is bound. Several eventualities can be envisaged. | will
confine myself here to outlining three clearly defined scenarios.

First scenario: return to the policy of muddling through. After
a time, the present government or a reshuffled version of it returns
to the well-trodden road. Substantial concessions are made to mass
pressure, the stabilization program is toned down and the pace of
implementation slowed. Actions urgent from the economic point of
view are further delayed. The reduction of state paternalism stalls
at its present level. The government resigns itselfto a slow rate of
growth or even stagnation. With luck the policy does not end in cat-
astrophe. (The bounds of this scenario are exceeded if it does.) It is
not impossible to imagine that the policy of muddling through
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could be continued for a good while after 1995, although it will lose
the country its chance of achieving rapid and lasting growth.

There are many forces working to persuade those in power to
abandon the course taken in the spring of 1995 and return to the old
road. Apart from the ingrained Hungarian habits of decades, par-
liamentary democracy entices politicians to behave in this way.

It is worth recalling here the example of the United States.
American democracy has proved incapable of coping with certain
fundamental economic problems, such as the federal budget deficit
or health-care reform, because politicians have been unwilling to
perform unpopular tasks, especially swift and radical solutions to
them. If this is the case in the most mature democracy of all, it is
hardly surprising to find the same behavior in several half-mature
Eastern European democracies. The experience of several countries
shows that the more the political scene fragments and the less the
long-term rule of some political grouping becomes institutional-
ized, the less inclined is the prevailing government to take unpop-
ular actions with a slow political return. Anticipation of political
defeat in the foreseeable future is no incentive to embark on altru-
istic reforms with long-term prospects that entail thinking ahead
over decades. Politicians are even more inclined than the general
public to think in terms of the well-known Keynesian formula: Tn
the long run we are all dead.’

Second scenario: perseverance and political downfall. The
present government perseveres with the strict principles of the sta-
bilization program and is ready to carry it out consistently, but fails
to obtain the political support to do so. The resistance steadily
grows, manifesting itself, perhaps, in a wave of strikes that paraly-
ses the economy or mass protest of other kinds. This further dam-
ages the economic situation, making even stricter measures neces-
sary, so that society enters a self-destructive spiral ofrestriction and
resistance. On reaching a critical point, the process leads to the
political downfall of the present government policy.
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It is not worthwhile in this study to speculate on when and how
this might happen. Would it come in 1998, at the next general elec-
tions? Or could it occur earlier, when the government parties’ mem-
bers desert them on a critical vote? | do not even include the possi-
bility that the upheaval might bring down parliamentary democra-
cy as well as the government, because | do not think there is a real-
istic danger of this happening in present-day Hungary.8

If the government, adhering to the stabilization program, suc-
cumbs politically, its successor is quite likely (though not sure) to
adopt a different policy. It may return to the old Hungarian road of
muddling through, for instance, or embark on a yet more perilous
populist, adventurist policy, but this again points beyond the second
scenario.

All who take an active part in the stabilization program, and all
who support it in Hungary or abroad, must realize that the pro-
gram’s political downfall cannot be excluded.®

Third scenario: Success after delay. Within this scenario there
is a variety of alternatives. One is that savage, unpopular stabiliza-
tion reforms have succeeded in a number of autocratic countries.Q
Protest was met with repression. Sooner or later, the economic
results of the reforms arrived, and because there was no more
protest, there was no more need for repression. The governments of
such countries did not take on the inconveniences of democracy
and freedom of speech and association until the reassuring eco-
nomic results had been obtained. Often cited examples are South
Korea, Taiwan and Chile.

There is much debate among analysts of post-socialist transi-
tion about what was and what may be the best order in which to
take political reform that leads to democracy and economic reform
that leads to a market economy.9l It certainly seems that if political
reform is completed sooner or goes faster than economic reform,
great political problems posed by the unpopular elements of eco-
nomic transformation have to be faced® many draw from this is
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that it was unfortunate to rush the democracy. It would have been
better to follow the Chinese strategy of entering a path of fast
growth and rising living standards first.

I cannot agree. To my mind, democracy has intrinsic value, a
greater and more fundamental value than anything else. Despite the
economic troubles and the inconveniences of democracy, | rate
Hungary’s firm parliamentary democracy as a great achievement.
Luckily it rules out the course of suppressing protest by force. So
let us confine ourselves to a third scenario in which the events
occur in a democratic framework.

It is not unrealistic, in the knowledge of Hungarian conditions,
to hope for a relatively favorable succession of events. The gov-
ernment may manage to explain better why and how the stabiliza-
tion program serves the public’s interests. The resistance may not
be so vehement. The storm of initial protest may blow itselfout and
patience come to prevail. The not too distant future may bring
favorable trends in the living standards of broad groups in the pop-
ulation, so that the atmosphere improves.

The word ‘may’ makes the uncertainty plain. Much depends
on how the stabilization program’s active participants behave, from
government, parliament, political parties and interest groups, to
employers and employees.

I do not see it as my task to weigh the chances for the three
scenarios and the various intermediate and mixed cases, or put sub-
jective odds on the alternatives. | would like to hope that the third
scenario prevails, but | am ready to support the stabilization pro-
gram even if the second scenario threatens. | am convinced that the
good of present and future Hungarian generations requires us to
find a new road that ensures lasting development.
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Yugoslavia set about dismantling the command economy before
Hungary did, and in this sense the reform process has a longer histo-
ry there. Slovenia is the only successor state of former Yugoslavia
where the change of political system has been uninterrupted.
Ruptures have occurred in all the others due to the conflicts and wars
between successor states or ethnic groups.

The study is not intended to cover all the essential themes of the
Hungarian reform and transformation. Several very important ques-
tions are mentioned only in passing or not at all (like inflation, or
joining the European Union).

There were tumultuous events in East Berlin in 1953 and in Poland
in 1956. The peaceful Prague Spring of 1968 was terminated by the
tanks of the Warsaw pact. Yet Hungary was the only country where
an armed uprising had led to the collapse of the single-party political
organization and the formation of a multi-party coalition, even if
only for a few days.

Based on the verdicts of the courts, 123 death sentences were carried
out in reprisals after the 1848-49 Revolution and War of
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Independence, 65 after the defeat of the communist regime of 1919,
and 189 for fascist acts during the Second World War. See
Szakolczai (1994), p. 239.

For the history of the taxi-drivers’ blockade, see Bozdki and Kovacs
(1991), Kurt&n, S&ndor and Vass (1991), and Rockenbauer (1991).
See Komai (1972) and Krugman (1994). The latter uses the expres-
sion ‘hidden deficit” on pp. 161-9.

It is well known from the literature on the subject that the situation
is different with state debt incurred to domestic creditors. At the time
of repayment, the Hungarian creditors entitled to installments and
interest will receive money at the expense of Hungarian citizens pay-
ing tax at that time. Here there is a continual redistribution taking
place within the Hungarian public, and it does not necessarily entail
the dilemma of ‘consume now, pay later’ for society as a whole.

In periods when a populist government mied in certain Latin
American countries, a tendency for the exchange rate to appreciate
was apparent in every case.

Determining the desirable proportion of investment is one of central
issues in growth theory. Its size depends, among other factors, on the
period in which consumption is to be maximized and how steep the
economy’s growth path is to be.

A satisfactory conclusion has yet to be reached; there is still no the-
oretical consensus on the problem. Rather than becoming embroiled
in a theoretical debate at this juncture, | have chosen a means of
expression to which less exception may be taken. All | say is that
‘modest’ growth would be absolutely necessary. This would seem to
suffice for the line of argument in this study, since it allows an idea
of the problem of ‘investment postponement’ to be conveyed.

The fall in the proportion of investment would have been justified
from an economic point of view if it had coincided with arise in the
efficiency of investment. Unfortunately this was not the case. On the
contrary, a great many very costly investment projects of low effi-
ciency were carried out.

The average annual number of dwellings removed in the 1991-3
period fell to a quarter of the figure for the period 1976-80 (see
Central Statistical Office, 1994b, p. 25).

To give a single example, the sum spent on research and develop-
ment in 1993, at constant prices, was less than a third of the maxi-
mum level of such spending in 1987. As a proportion of GDP, the
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sum fell from 2.32 per cent to 1.01 per cent (Central Statistical
Office, 1989, p. 13 and 1994c, p. 13).

I will exemplify the vast scale of such postponed commitments with
a single piece of data, the calculation made by the World Bank of the
size of Hungary’s ‘pension debt’. This is the name given to the dis-
counted present value of all pensions to be paid in the future under
the laws and regulations that currently apply. It emerged that the pen-
sion debt is equivalent to 263 per cent of 1994 GDP. Similar calcu-
lations were made recently for seven OECD countries, of which Italy
had the highest ‘pension debt’. The Hungarian figure is close to the
Italian one. See World Bank (1995a), p. 36 and (1995b), p. 127. The
idea that the state’s ‘pension debt’ is part of the hidden debt was first
suggested by Martin Feldstein.

The three items just discussed do not cover the whole social debht,
which has other components as well. Examples include postponed
environmental-protection tasks or postponed repair of environmental
damage.

The well-known argument for a gradualist transformation over a
long period is that ifthe steady development bears fruit soon enough,
it will gain the reform supporters, who will back subsequent, less
pleasant measures of reform as well (Roland, 1994a). This really
applied initially; the ‘golden age’ of 1966-75 provided the moral
capital for later reform. But in this sense Hungary’s early start with
reform becomes a drawback. Depletion of the initial moral capital
began early as well, and it had largely run out by the time the change
of political system arrived.

One of the fundamental arguments of the ‘big-bang’ supporters is
that if the ‘window of opportunity” opens, you have to reach in. See
the account of the debate by Gérard Roland (1994a).

In a book | wrote in 1989, before the free elections (Komai, 1990
[1989]), | recommended to the future Hungarian parliament and gov-
ernment a radical surgery for stabilization and liberalization, similar
in many ways to Poland’s. This was to cover, among other things,
various unpopular measures, including arise in tax revenues, an end
to the budget deficit and strict control on wages. With this part of my
proposals | was left more or less isolated; most tone-setting econo-
mists in the democratic parties, which were still in opposition, reject-
ed them. The search for popularity and fear of upheaval characteris-
tic of the previous period were deeply embedded in the economists’
profession.
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The new government’s first finance minister, Ferenc Rabar, was pre-
pared to draw up a radical package of stabilization and liberalization
measures. This radicalism of his, along with other conflicts, meant
he soon had to resign.

See Bozoki (1994), Bozoki and Siikésd (1992), Dombusch and
Edwards (1990), Greskovits (1994), Hausner (1992) and Kaufman
and Stallings (1991)

This also distinguishes the situation from that in Latin America,
where some countries undergo a cycle of events. Populism rules for
a time and then falls, but may well return to power later.

For a comparison and statistical analysis of welfare spending in
Hungary and in the OECD countries, see Toth’s article (1994).

I call the Hungarian welfare state premature because in my view,
given the country’s medium level of development, serious fiscal
problems and extremely high level of taxation, it cannot allow itself
to take on such a burden of state redistribution. Some economists and
sociologists specializing in welfare issues take just the opposite
view, for instance Kowalik (1992) and Ferge (1994), arguing that
because the problems caused by the transition are so grave, these
post-socialist countries cannot afford not to make great social trans-
fers.

The statement does not apply in reverse. Not all developed countries
have high proportions of welfare spending. It is notably low, for
instance, in the United States and Japan. See Téth (1994).

These trends do not apply to the development of the housing sector.
There the steady rise in the proportion of private building entailed a
relative reduction in the role of bureaucratic-paternalist distribution.
This connection is well known from the literature on the financial
crises and stabilization attempts of the developing countries: the dis-
tributive demands push up the budget deficit, thereby contributing to
inflation and other financial tensions. See Haggard and Kaufman
(1992a), pp. 273-5.

This is not specific to the period of post-socialist transition.
Governments everywhere use compensation designed to ease restric-
tive measures of stabilization as a means of dispelling protest (see
Nelson, 1988).

To quote Ivan Szabd, the last finance minister of the 1990-94 coali-
tion government, which described itself as moderately right-wing
conservative: ‘It is strange, but it was a social democratic, rather than
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a conservative program that we carried out at the time’ (Szabd, 1995,
p. 15). On another occasion Szabd remarked that ‘over-consumption
occurred in the country by comparison with the level of income, of
GDP attained. This was the sacrifice the government made for the
sake of political stability in the country’ (Szab6, 1994, p. 16).

Of the analyses of the Hungarian macroeconomic situation, | would
emphasize Antal (1994), Békési (1993, 1994 and 1995), Csaba
(1995), Erd6s (1994), Koves (1995a and 1995b), Lanyi (1994-5),
Oblath (1995), and World Bank (1995b).

For the view of those directing the stabilization program, see Boleros
(1995a, 1995b and 1996), and Suranyi (1995a, 1995b and 1996).
The program’s macroeconomic results are undoubtedly remarkable.
In 1995, as compared with 1994, the deficit on the current account
and the General Finances Statistics (GFS) budget deficit—as a per-
centage of GDP—decreased by 4 and 3.4 percentage points respec-
tively. What happened in Hungary was clearly an export-led adjust-
ment: the decrease in final consumption was accompanied by a con-
siderable expansion of exports, allowing for some growth in aggre-
gate demand. Thus the external financial and debt crisis was avoid-
ed without a recession, and GDP grew by 15 per cent in 1995.
However, the country had to pay a high price. Inflation speeded up
by about 10 percentage points, and real wages decreased by 12.2 per
cent. See also Komai (1996).

What made the 12 March stabilization program so urgent were the
threats to Hungary on the international financial market. In so far as
the program averted a credit crisis and its concomitant catastrophic
effects, the present generation is already reaping the benefits, of
course. The consumption sacrifice averts the threat of a much deep-
er fall in consumption.

See Gombaér (1995), Kéri (1994) and Lengyel (1995).

On the political and sociological background of the 1994 elections
see Agh (1995), Gazs6 and Stumpf (1995), and Sikosd (1995).
Miklés Horthy was the Head of State during the right-wing, ultra-
conservative regime in the period 1919-44.

On the coalition formed in 1994, see Kis (1994) and Kordsényi
(1995).

This took place much later in all other socialist countries except
Yugoslavia.

Like many other authors, | made a terminological distinction
between the two phases in my earlier writings, notably in my 1992
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book The Socialist System. The first | called a ‘reform’ (as it was
directed at modifying the socialist system) and the second a ‘post-
socialist transition’. | have to concede, however, that in daily politi-
cal language and professional parlance, the changes since 1990 are
called a reform as well.

The debate was initially confined almost exclusively to the norma-
tive plane: recommendation against recommendation. Later came the
first theoretical models. A survey of the debate appears in Funke
(1993). Among the participants in the debate at the beginning of the
1990s whose views he sums up are Rudiger Dornbusch, Stanley
Fischer, Alan Gelb, Cheryl W. Gray, Michael Hinds, David Lipton,
Ronald J. McKinnon, Domenico Nuti, Gérard Roland, Jeffrey Sachs
and Horst Sieberst. For a survey of political-economy arguments in
the debate see Roland (1994a). A few examples of theoretical mod-
els are Aghion and Blanchard (1993), Dewatripont and Roland
(1992) and Murrell and Wang (1993).

See Sachs (1990 and 1993), and Lipton and Sachs (1990).

The study by Brabant (1993) convincingly explains how far from
apposite these established expressions are.

See Murrell (1990). One of the intellectual sources of the argument
was conservative philosophy, for instance Burke (1982) [1790], and
other evolutionary theories in economics, for instance Nelson and
Winter (1982).

I myselfwould place in this category my first work on the subject of
post-socialist transition (Komai 1990 [1989]), where | recommend-
ed a rapid transformation for macro stabilization and liberalization
and gradual transformation for privatization and other aspects of
social transformation.

See Roland (1994b), for instance.

See, for example, Brabant (1993), Portes (1994) and Rosati (1994).

Limitations of space prevent me from analyzing developments in
property relations in the agricultural cooperatives, although they
played an important part in the socialist system. They closely resem-
bled the state-owned enterprises. For the same reason | do not cover
the privatization of state farms or of state (or local-government)
owned housing either.

See Komai (1986).

See Szelényi (1994). See also Kende (1994) and Szalai (1994). Nagy
(1994a) analyses how the old party elite has developed into the new
élite.
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I spoke out against the idea of free distribution in my book (Komai,
1990 [1989]). Most Hungarian economists agreed, at least tacitly,
and proposals for free distribution were only sporadic, see, for
instance, Siklaky (1989). Though espoused briefly, at first by one
opposition party and later in the government as well, the idea never
gained conviction. Many Western economists, on the other hand,
including notable figures like Milton Friedman and Harold Demsetz,
recommended rapid, free distribution. The idea was taken up by
many economists in several post-socialist countries, notably Poland,
Czechoslovakia and Russia.

The main exceptions need mentioning, (i) Those deprived of proper-
ty under the previous regimes or persecuted for their political con-
victions, religious or ethnic affiliations or class status have received
compensation in the form of a special voucher entitling them to mod-
est amounts of state property free of charge. Redemption of these
‘compensation vouchers’ has been protracted and is far from over,
(ii) The law stipulates that specified state property shall be trans-
ferred free of charge to the social-insurance system. Partial imple-
mentation of this recently began. Ultimately, these exceptions have
had little effect on how property relations develop.

On Czech privatization see Dlouhy and Mladek (1994) and Federal
Ministry of Finance (1992), and on Russian, Boycko, Shleifer and
Vishny (1995), these authors being advocates of free distribution.
From more critical authors who were not active in initiating or
implementing the privatization campaign, see Brom and Orenstein
(1994), Hillion and Young (1995) and Stark and Bruszt (1995) in the
case of Czech experience, and for analysis of the Russian situation,
see Ash and Hare (1994), Bomstein (1994), Nelson and Kuzes
(1994), Rutland (1994) and Slider (1994).

Of the literature on privatization in Hungary, | would single out
Bossanyi (1995), Major and Mihalyi (1994), Mihalyi (1993 and
1994), Mizsei (1992) and Voszka (1992, 1993 and 1994).

See Mihdlyi (1995).

According to Crane, based on information provided by the
Hungarian privatization agency, Over 85 per cent of Hungary’s pro-
ductive capital stock should be in private hands by the end of 1997.
See Crane (1996), p. 14.

Official Czech reports suggest the proportion of the former state-
owned enterprise sector ‘privatized’ has risen to about two-thirds
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through coupon privatization. However, a majority of the shares
have passed from the original coupon-holders into the hands of a few
investment funds, where the large state-owned banks wield great
influence among the owners (see Portes, 1994, pp. 1186-7 and the
study by Stark and Bruszt, 1995). Most privatized firms are heavily
in debt to the state-owned banks. So if real bankruptcy proceedings
were applied, most of their property would revert to the state. The
question is whether genuine private ownership prevails where the
primary distribution of property transfers a nominal title of owner-
ship to private citizens, but the state’s partial property rights remain
in an indirect form. This example shows how superficial it is to
describe the state of privatization by a single aggregate percentage.
See Stark (1994).

See Murrell (1992).

See Bossanyi (1995).

To give an indication of its size, it exceeds Hungary’s total invest-
ment in 1994.

See Stark (1990).

According to a survey in 1994, 50 per cent of the adult population
thought privatization should be speeded up or continue at the same
pace, but 50 per cent thought it should be slowed or halted altogeth-
er. See Lengyel (1994), p. 98.

See Komai (1986, 1990 [1989] and 1992a).

See Gabor (1979 and 1985), Laky (1984) and Seleny (1993).

The extremely rapid growth of self-employment owes partly to the
fact the tax burden is lighter on these earnings than on the wages paid
to employees.

See Arvay and Vértes (1994) and Lackd (1995).

Central Statistical Office (1996a), p. 141.

Ibid.

Reform socialist China deserves a special note. The absolute quanti-
ty of foreign direct investment entering China is several times as
great as Hungary’s. However, using relative indices (for example,
investment/GDP or investment/per capita GDP), investment in
Hungary is still much greater than in China.

According to the data supplied by the Hungarian Privatization
Agency, the cumulative total through 1994 was US$ 7956 million,
which is significantly higher than the figure in Table 17, compiled by
an international agency. In 1995 the total increased by the huge
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amount of US$ 4570 million (communication by the National Bank
of Hungary), giving a cumulative total of US$ 12 526 million for
1990-95.

Another important factor is that Hungary has always been an utterly
reliable, punctual debtor, never requesting a moratorium on or
rescheduling of its debts. This is reassuring to foreign investors.

For a numerical presentation of the process of price and import lib-
eralization, see Tables 4, 5 and 6 in Komai (1995).

Several Hungarian economists criticized that the import liberaliza-
tion as being too fast, particularly in view ofthe failure to implement
a drastic devaluation or impose stronger tariff protection at the same
time. International experience with import liberalization does not
contain an example of application of such an ‘own-goal’ policy, in
which unilateral, radical liberalization was applied without replacing
the effect of the administrative restrictions with tariffs, and/or a
strong devaluation. See Gacs (1994), Koves et al. (1993), Nagy
(1994b), and Oblath (1991).

Foreign tourists are surprised, for instance, by the ‘wild capitalism’
practised by taxi-drivers. Unlike most Western cities, Budapest has
no clearly regulated system of taxi fares.

On the emergence and problems of interest conciliation in Hungary
see Greskovits’s (1995) instructive analysis.

Some years ago an Israeli economist echoed the debate between
Stalin and Trotsky in the ironical title of an article: ‘Can Socialism
Be Built in Halfa Country?’ The reference is to the trade-union con-
trol over half the economy. Though not in a fully developed form, a
similar problem has arisen in Hungary.

On the negative effects of the Israeli economy’s corporatist features,
see Murphy (1993).

A survey of the new Western trends in positive political economy is
given in Alt and Shepsle (1990).

The trend known in Western literature for the last couple of decades
as political economy, which examines the interaction of politics and
economic policy, has few exponents in Hungary or the post-socialist
region as a whole. (The old expression ‘pol-econ’ denoted a differ-
ent trend subscribing to Marxist-Leninist doctrine.)

Pioneering work in applying political economy in the modem,
Western sense to Hungary was done by Greskovits (1993a, 1993b
and 1994). 1 would also like to mention the writings of Bruszt (1992
and 1994a).
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‘Economic blueprints that treat politics as nothing but an extraneous
nuisance are just bad economics’, writes Przeworski (1993), p. 134.
According to demographic data, Hungarian men who were 50 in
1970 had a further life expectancy of 23 years (Central Statistical
Office 1994b, p. 37).

1 To 1944 nationalist-conservative, semi-authoritarian Horthy sys-
tem. 2. 1944: Occupation by Hitler’s army; reign of terror under
Hungarian Nazis. 3. 1945 onwards: expulsion of Hitler’s army and
Hungarian Nazis by Soviet army; beginning of Soviet occupation;
formation of multi-party, democratic coalition. 4. 1948 onwards:
other parties ousted by communists; Stalinist dictatorship estab-
lished. 5. 23 October 1956: revolution; formation of multi-party rev-
olutionary government. 6. 4 November 1956 onwards: revolution
crushed by Soviet army; Kadar regime takes power, brutally repres-
sive initially, but steadily ‘softening’ and commencing reforms. 7.
1989-90: collapse of communist system; formation of parties, free
elections, formation of new parliament and government.

Americans, Britons and Australians contemporary with A underwent
no change of regime. These were not changes of the kind occurring
in the United States when the Democrats replace the Republicans, or
Labor the Tories in Britain. Hungary underwent traumatic changes of
regime six times, causing deep upheavals in society.

I put this question from the single angle of intergenerational choice,
assuming that both individuals’ living standard represented the
national average. | left open the question of welfare distribution in
the period concerned. There will clearly be relative winners and
losers within the same age group as well.

For a splendid survey of the debate on welfare judgments, social
preferences, social choice and public choice, see Sen (1995).

For example, in earlier or present, more up-to-date versions of the
various ‘golden-rule’ models. See, for instance, Blanchard and
Fischer (1989).

See Barro (1974).

Greskovits, (1993b and 1994), aptly describes the type of leader
engaged in this as suffering from the ‘reformer’s loneliness’.
‘Reform without consensus’ is what the study by Sachs (1994) calls
the situation just described. 1 agree with the view expressed here, that
the situation is acceptable temporarily, under certain conditions, for
want of a better course.
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I urge the government to be forceful, decisive and consistent, but
nothing is further from my intentions than to recommend disregard
for the democratic rule of law and constitutionalism. Anyone who
reads this into my study or any of my earlier writings misunderstands
my position. Unfortunately such a misunderstanding has already
occurred. See, for instance, the article by Elliott and Dowlah (1993).
However, | cannot exclude this eventuality under similar circum-
stances in some other post-socialist countries, where parliamentary
democracy is less firmly founded than in Hungary.

Many foreign observers take too little account in their calculations of
this political risk. | consider this especially dangerous and maybe
damaging in the case of those whose positions may give them influ-
ence over events in Hungary; for instance, those who participate in
decisions relating to Hungary in foreign governments or internation-
al organizations. It depends on them as well whether the threat to
Hungary described in the second scenario is averted. A breakdown
of political stability would pull the rug from under economic stabi-
lization, not to mention the direct economic damage caused by radi-
cal forms of mass protest.

See Collier (1979), Evans (1979), Haggard (1990), Haggard and
Kaufman (1989), and Waterbury (1989).

See, for instance, Haggard and Kaufman (1992b), pp. 332-42.

A few works from the rich body of writing that covers the chances
and consequences of autocracy and democracy during the post-
socialist transition are: Bruszt (1994a and 1994b), Bunce and
Csanadi (1992), Greskovits (1994), Offe (1991) and Przeworski

(1991).
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Chapter Il

Adjustment without Recession:
A Case Study of Hungarian Stabilization’






I. INTRODUCTIONS

On 12 March 1995, Hungary’s government and central bank
announced a tough program of adjustment and stabilization. (I shall
refer to this by the abbreviation ASP 95.)3 At the time of writing
(June 1996) the process of implementing the program has been tak-
ing place for 15 months. This study is an attempt to assess and take
stock of its results so far.

The terms ‘adjustment and stabilization’ are applied to eco-
nomic-policy programs of many different kinds. Along with other
components, they usually include measures to reduce inflation.
This, however, was not the case with the Hungarian program,
which belongs to a class designed mainly to overcome serious cur-
rent-account and budget disequilibria and avert an external and
internal debt crisis.

Fifteen months is a short time. So caution and moderation are
called for in applauding the program’s early successes, because
they could easily slip from our grasp. Indeed, it would be more
accurate to entitle the study ‘adjustment without recession 50/a/*’,4
With this warning in mind, it is worthwhile to start to assess the
developments up to June 1996.51shall concentrate mainly on expe-
riences that point beyond the specific case of Hungary and may be
instructive elsewhere.

The study has the following structure. Section Il considers the
program’s results so far and the costs and sacrifices entailed in
applying it. Section Il examines the instruments the program
employs and the extent to which they can still be used in the future.
Finally, Section IV assesses the tasks ahead, the threats to what has
been achieved so far, and the prospects for Hungary’s development.
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1. ACHIEVEMENTS AND COSTS

The main macroeconomic indices appear in Table 1. I shall
return to these subsequently.

1. Avoiding imminent catastrophe

Many favorable developments have occurred in the post-
socialist Hungarian economy of the 1990s. To mention some of the
most important ones, liberalization of prices and foreign trade is
essentially complete, huge numbers of private firms have been
founded, strides have been made in privatizing state-owned enter-
prises, massive structural transformation has occurred in the com-
position of production, and foreign trade has been adjusted to con-
ditions after the collapse of Comecon. In 1994, GDP started to
grow again, after the deep transformational recession resulting
from the change of course in 1990.

However, the developments in Hungary had some disquieting
features as well. The socialist system had bequeathed the country a
dire macroeconomic heritage, above all a very high foreign debt. In
this respect the starting point for the Hungarian economy was
worse than for most other post-socialist economies. There were
many difficult tasks that the government in office in 1990-94 failed
to perform, and the succeeding government, which took office in
1994, vacillated for several months before acting. By 1993, the cur-
rent-account deficit had already reached 9.0 per cent of GDP. When
this recurred in the following year, at 9.5 per cent, there was a real
danger that the external finances of the country would get into seri-
ous trouble. Partly tied up with this there was a mounting budget
deficit, which reached 8.2 per cent of GDP in 1994, according to
the national accounts.67
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Table 1: Macroeconomic indicators in Hungary, 1993-95

Indicator 1993 1994 1995
. GDP (annual growth rate, %) -0.6 2.9 1.5*
2. GDP per capita (USD)b 3745 4,061 4,273
3. Household consumption
(annual growth rate, %)° 1.9 -0.2 -6.6a
4.  Gross fixed investments
(annual growth rate, %) 2.0 125 4.3a
5. Exports (annual volume indices)0 -13.1 16.6 8.4
6. Imports (annual volume indices)0 20.9 145 -3.9
7. Trade balance (USD mn)e -3267 -3635 -2442
8. Balance on current account
(USD mn) -3455 -3911 -2480
9. Netconvertible currency debt
(USD mn)f 14927 18936 16817

10. Convertible-currency reserves
(percentage of annual imports on

currentaccount/ 59.4 60.2 78.8
11.  Unemployment rate8(%) 121 10.4 10.4
12. Employmentl(employees in

percentage of population) 42.2 40.2 39.5

13. Balance of general government
(GFS balance,lpercentage of

GDP) -5.2 -7.6 -3.6
14, Inflation (annual consumer-price

index) 22.5 18.8 28.2
15. Gross average earnings' (annual

growth rate, %) 21.9 24.9 16.8
16. Netaverage earnings' (annual

growth rate, %) 17.7 27.3 12.6
17.  Real wage per wage-earner

(annual growth rate, %) -3.9 7.2 -12.2

Sources: Rows 1-10: Central Statistical Office (1996d) Pages according to
rows: 224, 223, 224, 276, 276. 324, 324, 325, 324-25; Row 11: National
Bank of Hungary (1996a), p. 57, Row 12: Central Statistical Office
(1995a), pp. 4-5; Row 13: National Bank of Hungary (1996c); Rows M-
17: see Rows 1-10, pages respectively: 313, 75, 77, 86

Notes: aPreliminary data.

b Converted from Hungarian forints by the annual average of the official

commercial exchange rate.
c Actual final consumption of GDP by households.
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d Export and import data are based on customs statistics. The import data
include 1993 arms imports from Russia in repayment of earlier debt.

e Trade-related payments on the current account.

f On 31 December.

s End-year registered unemployed as a percentage of the active (employed
and unemployed) population in the previous year.

hOn 1 January.

1For more detailed fiscal data and explanations, see Table 4.

J Gross average earnings of full-time employees; 1993-4 indices are cal-
culated from data on organizations with over 20 employees, 1995 indices
from data on those with over 10 employees.

The equilibrium problems caused the rise in external and inter-
nal debt to accelerate. The growing costs of servicing this debt
raised the current-account and budget deficits even more, so that
further loans had to be raised to cover them. In the winter of 1994-
5 the international financial world, on seeing the unfavorable finan-
cial macro indicators, began to lose confidence in Hungary, which
had hitherto been a favorite in Eastern Europe for always paying its
debts on time. The process | have outlined is well known to be self-
propelling. The decline in Hungary’s image became manifest in
worse credit conditions, which pushed the country even closer to a
debt spiral.

In another study of mine81 analyzed the historical, political
and social reasons why successive governments wavered, why they
protracted and postponed the increasingly inevitable radical mea-
sures. | shall not repeat these here. Furthermore, only future histo-
rians, looking behind the political scenes, will be able to discover
what combination of effects eventually brought to an end the habit-
ual conduct of decades, the policy of muddling through. A big part
in steeling the Hungarian government to take radical action was
certainly played by the deterrent lesson of the Mexican crisis in
January 1996. It made oppressive reading to see the guesswork in
the international financial press—Which country was going to fol-
low Mexico?—and find Hungary named as prime candidate.
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What began in Hungary in March 1995 was preventive thera-
py. Its most important result was to avert a catastrophe that would
have ensued if the program of adjustment and stabilization had not
been initiated. This point | try to convey in Table 2, which com-
pares the courses of events in Mexico and Hungary, and Table 3,
which features the course of crises in some other countries and
shows episodes inherently resembling the situation in Hungary
before ASP 952

I would not like to take the analogy too far. Each country has
a history that is individual and, strictly speaking, unique. Still, there
are some major similarities between the developments in Hungaiy
and the episodes in the other countries featured in Tables 2 and 3.1

1 Each country suffered adverse phenomena in its trade, with
imports running away by comparison with exports. In addi-
tion, the trade imbalance led to problems on the current
account.

2. In some countries listed, the situation was worsened by the
budget deficit.

3. Several analysts believe that one cause of the problems, per-
haps the chief one, was the rise in the real exchange rate, and
as a result the overvaluation of the domestic currency.

4. The countries had attracted large amounts of credit and invest-
ment in various forms; each had long been attractive to lenders
and investors, on whose confidence the country’s financial sit-
uation came greatly to depend.

These are the antecedents | would like to underline. They are
the respects in which events in Hungary and the other countries in
the tables resemble each other. There the similarity ends, however.
For the catastrophe that overtook the others did not occur in
Hungary.
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Table 2: Macroeconomic indicators: Hungary compared with Mexico

Indicators Mexico Hungary
1994 1995 1994 1995
1 GDP (annual growth rate, %) 45 -62 29 15
2. Real private consumption (annual
growth rate, %)b 37 -129 -02 -6.6
3. Industrial production (annual growth
rate, %) 48 -75 96 48

4. Employment in manufacturing (annual
change in number of employees, %)c 10 -29 91 53

5. Real earnings (annual growth rate, %)d 4.1 -124 7.2 -12.2
6. Inflation' 71 519 188 282
7. Balance on current account/GDP (%) -78 -03 -95 -5.4a
8. Net external debt/GDP (%)f 322 361 459 384

Sources: Mexico: The data were collected or calculated by Miguel
Messmacher, from the following sources: Rows 1, 3 and 4: 1994: Banco
de Mexico (1996), p. f, Tables 11-16, 11-3 and 11-9; Row 2: OECD (1996),
Table 3; Row 5: OECD (1997), p. 58; Row 6: Banco de Mexico (1996),
Table 111-1; Row 7: International Monetary Fund (1997), pp. 426-29 and
Banco de Mexico (1996), Table 1VV-lb; Row 8: International Monetary
Fund (1997), pp. 426-29, 1994: Mexican Ministry of Finance (1995),
1995: Mexican Ministry of Finance (1996). Hungary: Rows 1-2: as for
Rows 1and 3 of Table 1, Row 3: Central Statistical Office (1996¢), p. 8;
Row 4: 1994: Central Statistical Office (1995b), p. 143; 1995: National
Bank of Hungary (1996b), p. 56; Row 5: as for Row 17 of Table 1; Row
6: as for Row 14 of Table 1; Rows 7 and 8: National Bank of Hungary
(1996c¢).

Notes:a Preliminary data.

b For Hungary actual final consumption of GDP by households.

c December/December for Mexico. For Hungary average number of
employees; the Hungarian 1995 figure refers to firms with more than 10
employees. Total national unemployment and employment data for
Mexico, statistically comparable to the Hungarian data, are not available.
For the Hungarian figures see Table 6.1, Rows 11 and 12, which show that
the increase of manufacturing unemployment was associated with
decreases in other sectors since total employment and the national unem-
ployment rate remained almost unchanged. There is no available informa-
tion about changes across sectors in Mexico.
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d For Mexico, real monthly earnings in manufacturing. For Hungary, real
wage per wage earner (see Note j in Table 6.1).

e December/December for Mexico.

f Net external debt for Mexico includes public debt only, for Hungary it
includes both public and private foreign debt.

Table 3, A-E
Episodes of crisis and adjustment
in selected Latin American countries

General explanation ofthe tables.

Year 0 is chosen to be the one with the largest current-account deficit
during the period. This year is indicated for each country in the third col-
umn. The countries are listed in descending order according to the size of
the largest GDP decline. (Chile is first with 14.1 per cent in 1982.) This
order is retained in all the tables. The tables were compiled by Miguel

Messmacher.

Table 3a: Annual growth rates of GDP (%) (growth positive, decline neg-

ative)
Country Worst Yearof
current- adjust-
account ment
deficit -4 -3 -2 -1 0 1 2 3 4
Chile 1981 1982 9.9 8.2 83 7.8 55 -141 -0.7 6.4 25
Costa Rica 1981 1981 8.9 6.3 49 08 -23 -73 29 8.0 0.7
Argentina 1981 1981a 6.2 -3.3 7.3 15 -5.7 -31 37 1.8 -6.6
Brazil 1982 1983a 5.0 6.8 91 -44 06 -29 54 79 75
Mexico 1981 1982 3.4 83 9.2 83 7.9 -06 -42 36 26

Source: International Monetary Fund (1995), respective country tables.
Note: a Indicates the year of devaluation.
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Table 3c: Growth rates of real exchange rates (%) (appreciation negative, depreciation positive)
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Table 3e: Annual change in private consumption (%) (growth positive, decline negative)
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Though the course of each was different, almost every episode
of crisis was typically a cumulative process. These are events sim-
ilar to fire breaking out in a crowded hall: panic spreads, and every-
one rushes for the narrow doorway, meanwhile trampling on each
other and blocking the exit.1l In financial crises, people rush in
alarm to withdraw their money and try to get rid of their invest-
ments, causing tumultuous capital flight. It is the panic that accel-
erates and reinforces the crisis, which is why the collapse is so sud-
den. This panic is what Hungary managed to avoid.2

When catastrophe ensues, the most dramatic consequence is
the serious fall in production that occurs in a short time, and the
concomitant abrupt rise in unemployment (see Tables 2 and 3).
This is the brutal process that reduces domestic absorption through
a rapid contraction in aggregate demand and rectifies the dispro-
portion between absorption and production. The preventive ASP 95
allowed (or more cautiously, has so far allowed) Hungary to avoid
this calamity of recession. It would have been particularly painful
in Hungary’s case, because the country has still not recovered from
the problems caused by the transformational recession after 1990.
If Table 1is compared with Tables 2 and 3, it can be seen that
Hungary’s production in 1995, far from sinking, even rose to a
modest extent, while unemployment remained basically unchanged
instead of making ajump.

Hungarian and foreign economists conversant with the history
of crises and stabilization efforts have expressed respect for this
achievement, but not the Hungarian public, even though it is the
greatest success scored by ASP 95. For the man in the street, there
is no sense of accomplishment in having averted a catastrophe out-
side his experience. Indeed some have been irresponsible enough to
suggest it would have been better if Hungary had shared Mexico’s
fate. In the end, runs the argument, the country would have been
forgiven its debts and been pulled out of the mire, just as the United
States, other developed countries and the international financial
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institutions rescued Mexico.13 Apart from the grave doubts about
how much help a far more distant Hungary could have expected
from the United States, Mexico still paid a dreadful price for the
catastrophe, in spite of the help it received.

2. Starting to adjust the macroeconomic proportions

Apart from having short-term preventive effects, ASP 95 has
already begun, in several essential ways, to rectify the macroeco-
nomic disproportions that were the deep underlying cause of poten-
tial catastrophe. It is hoped that ASP will have beneficial effects in
the medium and long term as well. Let me draw attention to the fol-
lowing changes, which were presented numerically in Table L

1 The most important change in the current-account deficit,
which had remained obstinately at a very high level for two
years. It was substantially lower in 1995 than in 1994, its pro-
portion of GDP falling by four percentage points. The net
debt/GDP ratio shows significant improvement (see Table 2,
Rows 7 and 8).4

2. The volume of exports, which had already grown substantial-
ly in the previous year, rose by a further 8.4 per cent in 1995.
Thus ASP 95 can really count as an export-led adjustment.
Meanwhile the volume of imports, having risen appreciably in
the previous year, fell by 3.9 per cent (see Table 1).

3. A contraction occurred in domestic absorption, but as I men-
tioned, without a fall in production, which rose somewhat.
This was made possible by the change in proportions itself. On
the demand side, there was a rise in the proportion of exports
and investment, while that of consumption fell. On the supply
side, the proportion of domestic production rose and that of
imports fell. This is shown in Figures 1 and 2.

4. The budget deficit (GFS balance,55in percentage of GDP) has
been reduced by 4.0 percentage points.
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5. The profitability of the business sector rose, on average from
3.8 per cent to 8.2 per cent.16 The profits of profitable firms
increased and the losses of loss-makers decreased. The state
budget’s share of total credit placement fell and the share of
business rose. These circumstances all helped to raise the busi-
ness sector’s prospects of growth.

ASP 95 increased the financial world’s confidence in Hungary.
The credit ratings began to rise again, and the barriers to Hungarian
borrowing were removed. The papers of consequence in the world
and the big banks involved in Eastern European investment and
lending gave the program a positive assessment. A credit agree-
ment was finally reached with the IMF and Hungary admitted into

the OECD. These two events put an official seal of approval on
Hungary’s improved scores.

3. The price of adjustment

A heavy price had to be paid for adjusting the macroeconom-
ic processes. Figure 3 shows how inflation accelerated after the
devaluation and other measures decided before the program (for
instance, the increase of energy prices). However, it remained with-
in the range of moderate and controlled inflation, and is now easing
again after its post-ASP 95 peak.

The nominal wage rise far from equalled the rise in the price
level, causing a drastic cut in real wages. Meanwhile several wel-
fare benefits have been reduced or cut with the tightening of bud-
get spending.

These changes will be discussed in the next section in more
detail. Here it is only necessary to note how broad sections of the
Hungarian public made major sacrifices in the approach to a health-
ier macroeconomic equilibrium. Many whose standard of living
had already fallen saw it decline further, while social inequality has
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increased. The sense of security has weakened in much of the pop-
ulation, mainly, of course, among the direct financial losers by the
program. Disillusion and bitterness have taken hold.

Figure 1 Factors contributing to the change in the volume of aggregate
demand

iil T Annual change of volume %

1991 1992 1993 194 19%

m 1  Investment H - Final Consumption

| 1 Exports —O— Aggregate Demand

Source: Communication from the National Bank of Hungary.

Note: The underlying figures for 1995 are not consistent with the figures
in Tables 1 and 2, because they are based on a different preliminary esti-
mate, although the changes point in the same direction.
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Figure 2\ Factors contributing to the change in the volume of aggregate
supply

i i  Domestic production of income (GDP)
1 I Imports
—O— Aggregate Supply

Source: Communication from the National Bank of Hungary.
Note. See note to Figure 1
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I1l. THE INSTRUMENTS OF THE PROGRAM

The choice of instruments for ASP 95 was severely restricted
by the fact that Hungary does not have a long history as a market
economy. It is an economy that entered on a post-socialist transfor-
mation after several decades of socialism. This difference of histo-
ry is worth bearing in mind, even though Hungary’s situation and
problems show close similarities with other countries at a similar
level of economic development, including several Latin American
countries, for instance.

The government and central bank have used instruments of
several kinds simultaneously in applying the program. The eco-
nomic policy has been heterodox, with orthodox instruments of
financial stabilization augmented by several unorthodox methods.
One notable feature of ASP 95 is that it has not followed the dog-
matic formula of restoring equilibrium simply by contraction, that
is indiscriminate narrowing of aggregate demand, which would
have brought a serious fall in production. The aim instead has been
an adjustment that minimizes the albeit inevitable temporary slow-
down in growth, and seeks to avoid an absolute fall in production.
The approach to the desired macro proportions has been by way of
reallocation of production and absorption, not absolute contrac-
tion.T7

A separate problem is that some of the instruments can only be
used for a certain time. The most they can do is to give an initial
boost to the adjustment process; they cannot be relied on later.
During the survey, | shall mention specifically which instruments
can only be used temporarily.

246
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1. Exchange-rate and foreign-trade policy

During the period before to ASP 95, the government and cen-
tral bank had devalued the forint (HUF) from time to time, but
retained a fixed exchange rate between devaluations. There were
two problems with this exchange-rate policy. One was that the real
exchange rate of the forint was rising in spite of the nominal depre-
ciation. This trend accelerated notably in certain periods, for exam-
ple in 1991-2 {Figure 4 and see the studies by Halpem and
Oblath).18 The other problem was the unpredictability of the
exchange-rate policy. No one knew beforehand when a devaluation
would occur or how big it would be. Long overdue exchange-rate
adjustments would be put offtime and again. This made it hard for
investors to make considered business calculations. Before the pro-
gram was announced, deflationary expectations had been mounting
and speculative attacks against the forint emerging.

To overcome these two problems, ASP 95 included the fol-
lowing measures:

As an initial step, the forint was devalued by 9 per cent. Afor-
eign-exchange regime with a pre-announced crawling peg was
introduced with immediate effect, under which the central bank
announces for a longer period (6-12 months) in advance the pace
at which it will devalue the forint.19This began with a monthly rate
of 1.9 per cent, which was reduced gradually in the later stages. The
monthly rate of devaluation for 1996 will be 1.2 per cent.

In setting the rate, monetary policy-makers attempt to retain
more or less the real exchange rate produced by the initial devalu-
ation, and prevent the real appreciation of the forint. The
announced rate of nominal devaluation rests on a careful forecast of
the rate difference between domestic and foreign inflation.2) This
entails gauging in advance on the expenditure side what nominal
wage increase can be ‘squeezed in’ beneath the planned upper limit
of inflation, given the likely trend in Hungarian productivity.
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The pre-announced crawling peg needs to be coupled with an
appropriate interest-rate policy. If the rate is not high enough, it
becomes worth investors’ while to start converting their forint hold-
ings into foreign exchange on a mass scale and withdrawing them
from Hungary. This would cause the exchange rate to collapse.

It is certainly an achievement that the announced exchange
rate has been fully adhered to so far. The central bank has allowed
itself a band of plus or minus 2.5 per cent around the announced
rate. It would intervene if the exchange rate on the inter-bank cur-
rency market moves out of this band. In the event, the market rate
has never exceeded the intervention band. Rates on the black (or
rather Grey) currency market in the street, catering for the general
public and foreign visitors, do not deviate from the official rates
either. In private savings, there is a trend away from savings in for-
eign exchange towards savings in forints. Starting 1 January 1996
the Hungarian currency became convertible in current transac-
tions.2L This combination of circumstances has dampened the spec-
ulation in this sphere, and greatly increased confidence in the forint
and the credibility of monetary policy.

The initial and subsequent continuous devaluations have
caused a very drastic nominal depreciation of the forint. The
exchange rate in November 1995 represented a nominal deprecia-
tion of 30.6 per cent over the rate twelve months earlier. The real
effective exchange rate, as is shown in Figure 4, changed much
less, of course, since inflation accelerated. There are several
accepted methods of measuring this. If inflation is measured by the
industrial wholesale-price index, the real effective exchange rate
decreased by 5.5 per cent over the above mentioned period.
Discounting seasonal effects and taking unit labor costs as a basis,
the decrease was 17.1 per cent over the first ten months of 1995
(compared with the same period of 1994).2 1 will leave open here
the problems of measurement methodology. Whatever the case,
there was a nominal depreciation in excess of inflation, which sub-
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stantially improved the competitiveness of Hungarian production in
export markets.23

Apart from the devaluation and the new exchange-rate policy,
ASP 95 tried other instruments designed to adjust foreign trade. An
8 per cent import surcharge was imposed, augmenting the effect of
existing tariffs. The program refrained from restricting imports by
such administrative means as further quotas. However, it seemed
expedient to curb temporarily (as is allowed by the international
agreements) the runaway import demand with an import surcharge
effective for a period oftwo years. This also yields substantial extra
budget revenue.4

So to some extent, the program is asymmetrical: it lays great
emphasis on curbing import demand. However, this takes place in
a differentiated way, because it seeks mainly to curb the import
demand induced by consumption. The import surcharge is refund-
ed to those who use the products imported for investment or for
export production. This underlines still more that ASP 95 is
designed to encourage investment and export-led growth.

Nonetheless, it must be admitted that the economic policy bor-
ders on protectionism in this respect. Special treatment of imports
can only be justified by the threat of a balance-of-payments crisis.
If the same course were pursued permanently, it would cause dis-
tortion of relative prices and slow down the improvement of effi-
ciency. So later, when the results have been consolidated, the coun-
try will have to move towards reducing tariffs and opening up even
more widely, for this is the road that leads to lastingly rapid growth.

There are various debates going on about the exchange-rate
policy for the future. One issue concerns the connection between
exchange-rate policy and policy designed to reduce inflation. Some
people in Hungary, as in many other countries, advocate using real
appreciation as an instrument for slowing down inflation.5 This
would be a big mistake, in my view. Inflation is a grave problem,
but so long as it is kept under control and within a moderate range,
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it remains bearable. On the other hand, if real appreciation of the
forint causes the trade and current-account balances start to worsen
and confidence begins to erode again, the country will be back on
the brink of a debt crisis. A tendency to real appreciation, alongside
other factors, can be found among the culprits in all the countries
where a payments and debt crisis has occurred.2 This is confirmed
by Table 3c, where every crisis episode was preceded by real appre-
ciation. For Hungary, as for the other small open economies,
export-led growth represents the true, permanent escape from the
struggles of today. The competitiveness of the economy must be
promoted by various instruments, of which more will be said later.
However, this is certainly the aspect that the exchange-rate policy
must promote in the first place.

2. Income policy

In the framework of the adjustment, it was unavoidable to
have a sharp reduction in consumption. The orthodox recipe is to
achieve this by a thoroughly painful course of treatment. There is a
serious fall in production, accompanied by a large increase in
unemployment, which forces real wages down, through the mech-
anism of the labor market. This occurs after a long delay, because
of the rigidity of wages and the frictions in labor-market adjust-
ment. Indeed a much larger unemployment increment is needed to
achieve the wage level necessary in macroeconomic terms than
would be the case if there were a mechanism free of friction and
delay. Empirical writings on the ‘wage curve’Z/ suggest as a rule of
thumb that unemployment must double to cause a 10 per cent fall
in wages. It is not worth trying to decide how far this empirical reg-
ularity, based mainly on observations of regional differences with-
in a particular country, would apply to Hungary today. However,
the figure certainly demonstrates that without state intervention,
only a very substantial rise in the already high unemployment rate
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of over 10 per cent would have led to the new proportions of con-
sumption, investment and exports desirable in macroeconomic
terms.

Instead, ASP 95 applied other, non-orthodox means of forcing
down real wages, with the help of direct state intervention. Central
wage controls ceased in Hungary in 1992. Year after year there are
talks between the employees’ and the employers’ organizations and
the government about pay, employment, and other current aspects
of economic policy. Even if agreement is reached, it is not binding.
Such talks duly took place early in 1995, but they dragged on fruit-
lessly. The announcement of ASP 95 fell like a thunderbolt. The
employers gave reluctant support. The unions took various stances.
The reactions in various trades at various times ranged from strong
protests, strikes and street demonstrations to relatively resigned
acquiescence. The Hungarian heterodox program, unlike, for exam-
ple, the Israeli stabilization, does not rest on a declared agreement
reached with the unions.8

The government imposed unilateral limits on nominal pay
rises in organizations funded by the budget (in public administra-
tion, the armed forces, education and health) and in firms still
owned predominantly by the state. For brevity’s sake, | shall not
give details here of the differentiated nominal pay increases
allowed in the state sector as interpreted in this broader sense; in
general, the limit was 15 per cent nominal wage increase for 1995.
Certainly this rise was substantially slower than the sudden increase
in the level of consumer prices. The government did not interfere in
private-sector pay. However, as the state and private sectors large-
ly share a common pool of labor, private employers followed more
or less the same wage policy as the state employers.

As Table 1 has shown, real wages fell by more than 12 per
cent. This can also be taken to mean that the employed made a big
sacrifice in real wages to maintain the existing employment level.
There have been cases in labor-market history, on an enterprise or
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national scale, of employees voluntarily making such sacrifice out
of solidarity. Under ASP 95, this sacrifice was compelled by two
factors. One was state intervention, and the other the force of sur-
prise. It is a well-known proposition of macroeconomics that the
agents in the economy react differently to inflation depending on
whether it is in line with expectations or unanticipated. They tailor
wage demands to the former in advance, but they cannot adjust to
the latter in time, since their scope for action is blocked, or at least
impeded by existing wage contracts.® This effect too has certainly
contributed to the very sudden fall in real income.

It can be stated that income-policy intervention, like
exchange-rate policy, has been one of the keys to ASP 95’ effica-
cy so far. However, it is doubtful how long these elements of
income policy can be maintained. Certainly the state sector will
decline in relative size, which in itself will narrow the scope for
applying instruments similar to the 1995 intervention. The chance
of increasing resistance to such an income policy cannot be ruled
out either.

Nor is itjust that the scope is narrowing. Thought should also
be given to how desirable these instruments are. The criteria of a
fair distribution of income speak against them. The incomes target-
ed have been the ones easiest to target, which affronts those who
lose by the policy, and offends others’ sense ofjustice as well.

3. Fiscal policy

The budget deficit showed a tendency to increase in the peri-
od before ASP 95 (Table 4). There were fears that the country
might enter a debt spiral. On the fiscal side, this would have meant
the deficit would grow because of the budget’s increasing interest
burden, the interest rate would grow because of the crowding-out
effect of the growing borrowing requirement of the budget, which
would increase the interest burden further, and so on.3
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Table 4: Fiscal balance and gross debt of the general government (% of

GDP)
Indicators 1992 1993 1994 1995“
1.Primary GFS balance ofthe general government 2.1 -1.6 -2.7 1.7
2.Borrowing requirement of the general government
SNA systemb -6.9 -55 -8.2 -6.6
GFS system -6.0 -5.2 -7.6  -3.6
3.Gross debt ofthe general government 79.2  90.0 87.6 87.7
Consolidated gross public debf 65.2 83.4 825 86.5
Domestic 121 23.2 23.5 245
Foreign 53.1 60.2 59.0 62.0
International reserves 157 21.9 20.2 32.9

Source: National Bank of Hungary (1996c), and direct communication by
the National Bank of Hungary.

Notes: The general government alongside the central government includes
the extra budgetary funds, social security and health insurance funds and
local governments. The main differences between the System of National
Accounts (SNA) and the General Financial Statistics (GFS) methods are
the following: Under SNA, privatization income and repayment of state
loans do not feature as revenue, so that the borrowing requirement is not
lessened by the amount of them, as it is under the GFS system. The SNA
system considers foreign borrowing as revenue, while the GFS system
accounts it as financing.

aPreliminary data.

b Adjusted GFS balance (without privatization revenues and without lend-
ing minus repayments).

0The consolidated gross public debt includes the total debt (domestic and
foreign) of the general government and the foreign debt of the National
Bank of Hungary.

ASP 95 has halted this tendency and begun to reverse it. The
most important change is that the real value of expenditure in the
primary budget has fallen significantly, while the real value of rev-
enue has remained roughly the same. As a consequence, the prima-
ry budget deficit has passed into surplus.3L This provides a source
from which the great burden of debt on public finances can be
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reduced and the self-generating spiral of public debt can be bro-
ken.2

The changes in the fiscal sphere have included some measures
that reduce certain universal welfare entitlements or apply a means
test to them, as follows:

1. Higher education has ceased to be free. Although the fees
imposed cover only a fraction of tuition costs, they go some
way to applying the principle that those who will enjoy a life-
time’s higher income thanks to their degree should contribute
to the educational investment. Regrettably, a system of loans
for students has still not been instituted.

2. In line with the principle of need, the scope of entitlement to
maternity benefits and family allowance has been reduced.

3. Dental care has ceased to be generally and fully free of charge.
The provision remains free for specified exceptional groups
(such as children and young people, the elderly, and the
needy). The budget subsidy on pharmaceuticals has fallen and
become more targeted.

4. The period of active life has been lengthened by raising the
general retirement age. (Hungary has been one ofthe countries
where the retiring age is very low: 55 for women and 60 for
men.)

Very few practical steps have been taken to reform the welfare
sector.3 It was unfortunate that one or two of the measures were
introduced too hastily, without sufficient preparation.34 Even so,
there is symbolic significance in the fact that such measures have
been taken at all. The changes over the last three decades had all
been in the same direction, creating successive new entitlements
year by year that added to the welfare commitments of the state.
The system of entitlements at any time was politically taboo. There
was no political force willing to tackle painful reforms.3 It has now
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been shown that change is possible, which opens the way to ideas
for reform in this field as well. A start has been made in devising
and debating proposals for reforming the welfare sector although,
regrettably, the process is still only at the very beginning.3%

International experience shows that fiscal reforms are more
sustainable if they are based more on reducing expenditure than on
increasing revenue.3 This applies all the more to Hungary, as a
country with one of the highest ratios of state spending to GDP in
the world {Table 5). ASP 95 took this radical approach. The
decrease in the budget deficit in 1995 was achieved by making
spending cuts of HUF 3 for every additional HUF 1 of fiscal rev-
enue.38

Most of the fiscal reform is still ahead, including concomitant
reassessment of the role of the state. Many functions that the state
has hitherto performed by bureaucratic means, at taxpayers’
expense, must be transferred—completely or partially—to the mar-
ket, to for-profit and non-profit bodies, and to the voluntary orga-
nizations of a civil society.

4. Monetary policy and savings

The financial administration and the central bank, in opting for
the exchange-rate regime described in Section I11/l, substantially
reduced the room for maneuver in monetary policy. The chosen
regime in effect sets afixed exchange rate at a given time, or only
allows the exchange rate to move within a narrow band around a
fixed mean. Although the fixed exchange rate continuously
changes over time, this does not alter the fact that the present sys-
tem belongs to the fixed, not the flexible, floating category of
regimes. Furthermore, it means that the central bank has no way of
setting quantitative monetary targets for itself. It has to adapt to the
conditions of money supply and demand.
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Table 5: Fiscal balance and gross debt of the general government (% of

GDP)

Country Year Consolidated general
government expenditure
current  capital total
Lithuania 1993 22.0 2.6 24.6
Kazakstan 1993 . . 23.5
Estonia 1993 30.2 2.0 32.2
Russia 1993 . . 32.9
USA 1992 36.3 25 38.8
Romania 1992 37.0 4.4 41.4
United Kingdom 1991 39.7 4.1 43.8
France 1992 46.2 4.6 50.9
Czech Republic 1993 41.4 6.8 48.2
Canada 1991 48.3 2.2 50.5
Germany3 1992 45.7 4.9 50.6
Ukraine 1993 50.4 17 52.1
Austria 1992 46.8 55 52.3
Belgium 1992 50.7 31 53.8
Netherlands 1992 52.7 3.8 56.5
Norway 1990 53.2 35 56.7
Hungary 1994 55.1 6.7 61.8
Denmark3 1993 58.9 2.8 61.8
Sweden 1993 67.6 3.3 71.0

Sources'. Horvath (1996), p. 11. Primary sources: International Monetary
Fund (1994a); for Lithuania and Estonia, International Monetary Fund
(1994b); for Kazakstan, International Monetary Fund (1994c); for
Ukraine, International Monetary Fund (1994d); for Russia, International
Monetary Fund (1994e); for Hungary, calculated on the basis of publica-
tions by the Ministry of Finance; source of GDP for Germany and Austria:
World Bank (1995c).

Note'.3Data are provisional or preliminary.
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Source: Information provided by the National Bank of Hungary.

Note: On the conversion graph, a negative sign represents a net conversion
from Hungarian currency to hard foreign currency; and a positive sign a
net conversion in hard foreign currency to Hungarian currency.

On the premiums graph, the premiums are calculated on an annual basis.
The premium is the excess on the return of the Hungarian government's
three month treasury bill over the nominal depreciation of the Hungarian
currency, and the average interest rate of hard foreign currencies. (The
basket of foreign currencies is determined according to the proportions of
Hungarian foreign trade.) It is a proxy for the real return on government

securities.
For 1994 and 1995, the calculations are based on expost actual data, while
the figures for the first quarter of 1996 are ex ante estimates.

Even so, some instruments remain: altering the compulsory
reserve rates, changing the rate of interest paid on compulsory or
voluntary deposits by commercial banks, open market transactions,
and so on. Certainly it is worrying to think that the central bank,
with its constitutional duty to combat inflation, has lost its leading
role in this respect. The front-line battle concerns the budget deficit
and the running away of incomes.

Although the monetary policy was tight, ASP 95 set out to
reallocate lending, rather than reduce lending overall. Compared
with the previous year, 1995 was one in which the budget received
relatively fewer resources and the business sector relatively more.
This redirection of lending is among the unorthodox features of the
program.

One of the most fortunate occurrences in the monetary sphere
was somewhat unexpected. While economic policy reduced house-
hold income, household savings increased. Net lending by house-
holds rose from HUF 294 billion in 1994 to HUF 391 billion in
1995. Adjusted for inflation the increase of savings was three per
cent.® There were certainly several factors at work. For a while,
real interest rates rose enough to encourage saving.4) There may
also have been an inducement to save in the growing general feel-
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ing that the future holds many uncertainties and people can no
longer rely on help from a paternalist state. This has been brought
home by several changes: from full employment and chronic labor
shortage to mass unemployment, hardening of the earlier soft bud-
get constraint and the associated constant threat to business sur-
vival, and the reduction in the universal commitments of the wel-
fare state. The idea was put forward by Martin Feldstein4l that the
spread of state care will reduce private savings. Debate has contin-
ued in the West about how far this hypothesis can stand its ground.
Now, the laboratory of post-socialist transition provides a new way
of testing the hypothesis, with a process in the opposite direction. It
is too soon to draw far-reaching conclusions from the Hungarian
figures for 1995. Hungarian savings may still fluctuate a great deal
in response to many other factors (above all interest rates and
incomes). In any case it will certainly be instructive to follow the
process by comparative studies across countries.

It is of great importance to the internal and external equilibri-
um of the Hungarian economy that household saving rates should
fluctuate as little as possible and total household savings, in real
terms, grow reliably. If the household saving rate should fall again,
one of the harmful effects would be on aggregate demand, and ulti-
mately on the current account. There are several ways in which sav-
ings can be helped to grow:

First, it would be desirable to have as little fluctuation as pos-
sible in the real return on household savings, so that they remain
lastingly positive. Figure 5 shows the failure to achieve such sta-
bility over many years. The trend was reversed after the first suc-
cesses of ASP 95. Instead of capital flight (largely concealed), for-
eign capital began to flow into the country. Part ofthis is not intend-
ed as long-term real investment, some investors tend to buy short-
term government securities and treasury bills only. These are
extremely attractive investments, because the present exchange-
rate regime almost eliminates the exchange-rate risk, and such
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Hungarian securities offer a sizeable, secure real return. This influx
has already pushed the previously high rates of interest appreciably
downwards. From the point of view of household savings, it would
not be desirable for the interest level to fall too far.422

Second, reforms must continue to narrow the range of bureau-
cratic public services financed from taxation (or compulsory con-
tributions, levied like taxes) and enhance the role of decentralized
pension funds, health-insurance funds and building societies. As
these reforms make themselves felt by reducing taxes and contri-
butions, as well as by narrowing the range of free services and
transfers, they will encourage private savings. This is also needed
for the expansion of the decentralized capital market, where insti-
tutional investors can play a greater part.

5. Privatization

A new surge of privatization did not feature in the ASP 95
package. On the contrary, the financial administration emphasized
several times that the economy’s grave disequilibrium must be
overcome even if there are no substantial revenues imminent from
privatization. They rightly underlined that the practical implemen-
tation of privatization must not be subordinated to short-term fiscal
considerations.

Preparations for privatizing several key branches had been tak-
ing place for a long time. The legislation governing these was
drawn up, and the legal and organizational infrastructure for regu-
lating the natural monopolies prepared after much delay and pro-
crastination. Once these tasks had been completed, the process
speeded up suddenly. In the second half of 1995, within the space
ofa few months, the privatization of the energy sector and telecom-
munications made a great stride forward. Several large state-owned
banks and a number of sizeable manufacturing companies were
also privatized. The financial results ofthe accelerated privatization
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of 1995 (as well as those of the overall privatization process in ear-
lier years) are shown in Table 6.

Table 6: Annual flow of foreign direct investment into Hungary, 1990-95

(USD million)
Form of investment 1990 1991 1992 1993 1994 1995
Inward foreign capital in cash 311 1459 1471 2339 1147 4453
of which privatization income 8 329 519 1202 104 3024
Inward foreign capital in kind 589 155 170 142 173 117
Total inward flow of FDI 900 1614 1641 2481 1320 4570

Sources: Direct communication by the State Privatization and Property
Management PLC (APV Rt.), except for the figure for privatization rev-
enue in 1995, which was communicated by the National Bank of Hungary.

Most of the buyers were large Western firms. The contracts
made with them call for strong development of these key branches.
To take one example, one of the most grievous manifestations of
the shortage economy for decades was the telephone shortage, with
several hundred thousand families waiting for years for a phone in
their homes. Since the beginning of privatization—from 1994 to
the first quarter of 1996— 650 000 new lines have been installed.
The concession contract stipulates a mandatory annual increase of
15.5 per cent in the number of telephone lines, which so far has
always been outstripped by the telecommunication company.43In a
few years the telephone service will have changed from a sellers’
to a buyers’ market.

It is especially worth noting that this is not just a case of new
foreign owners setting about development tasks under privatization
agreements. Large international concerns that acquired property in
Hungary earlier are making successive new investments, and these
will contribute to modernizing the Hungarian economy.

This study does not set out to analyze the experiences with pri-
vatization in Hungary.44 | shall confine myself to the macroeco-
nomic side-effects. Foreign direct investment in 1995, including
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sums paid in connection with privatization, came to about USD 4.6
billion (see Table 6). The scale of the sum can be gauged accurate-
ly from the fact that in 1994, the worst year of external disequilib-
rium, the deficit on the current account was USD 3.9 billion. This
fell in 1995 to USD 2.5 bn, due to the factors already discussed (see
Table 1).

There was a debate about how to utilize this windfall income.
There were plenty of applicants, and great pressure was applied to
use the money in a ‘popular’ way, in other words to consume it.
Economic common sense prevailed at last, and it was decided to
use the proceeds of privatizing the key branches to reduce
Hungary’s state debt. Given how large the debt burden is, the sav-
ing of interest in this way seems to be the safest, and when all is
said and done, the most effective investment. Furthermore, a reduc-
tion in Hungary’s indebtedness has numerous favorable external
effects on the country’s financial ratings and acts as a stimulus to
investment.



IV. WHAT COMES NEXT?

To a large extent it will be the political, rather than the eco-
nomic sphere that determines subsequent development. Will the
government, its each and every member and its parliamentary
majority be prepared to persevere with the present economic poli-
cy? Will they not be tempted to change course, especially when
they see the 1998 general elections approaching? What attitude will
various groups in society take to the achievements and costs of
adjustment and stabilization? What power relations will emerge
between the program’s supporters and opponents? Indeed most of
the tasks entailed by it will extend beyond 1998. What will be the
political composition of the next government and parliamentary
majority, and what economic policy will it pursue? | have simply
posed some questions here, to signify my appreciation of how vital-
ly important the answers are to assessing the future. Even so, |
leave the task of answering such questions to other studies, confin-
ing myself here to economic and economic-policy forecasts and
recommendations in the narrow sense.

1. A prolonged process

ASP 95 was an example of ‘shock therapy’ on a small scale,
and it brought a rapid improvement in certain macroeconomic indi-
cators. International experience, however, shows that such results
are fragile, and can easily slip from economic policy-makers’
grasp.

Interactions of several kinds take place between the various
problems in the economy. In some cases, easing one economic dif-
ficulty may help to reduce another. Let me give two instances of

264



What Comes Next? 265

such a favorable interaction, one might say a ‘virtuous circle’. As
the budget deficit lessens, the fall in the government’s aggregate
demand for credit has a ‘crowding in’ effect. This makes more
funds available for private lending, which is conducive to the accel-
eration of growth. This in turn increases budget revenue, which fur-
ther reduces the budget deficit. At the same time, the reduction in
the state borrowing requirement reduces the demand for foreign
credit, so improving the country’s external debt position. The inter-
est premium paid on the debt is reduced. This means it is worth
going substantially further in reducing Hungary’s budget deficit.

The other example of a virtuous circle is the climate of busi-
ness opinion. In the space of a few months, ASP 95 increased con-
fidence among entrepreneurs and investors, at home and abroad.
One of Hungary’s business research institutes has been putting the
same questions every quarter about the business situation and
prospects to top company managers since 1987. According to their
report,& the situation in manufacturing was assessed more favor-
ably in January 1996 than at any time in the previous decade. This
is corroborated by the new surge of foreign investment, mentioned
in connection with privatization. The confidence itself becomes a
growth factor, and the continuing or, in the best case, accelerating
growth in turn reinforces the optimism.

However, there also exist unfavorable interactions— ‘vicious
circles’—that must be taken into account. Let me give a few exam-
ples of these. Mention was made, in earlier parts of the study, of
maintaining the real exchange rate which, at a given rate of infla-
tion, requires nominal depreciation at the same pace. The depreci-
ation becomes built into the inflationary expectations, which con-
tributes to upholding the inertial inflation. It is extremely hard to
improve the country’s trading position, prevent a growth of indebt-
edness, and concurrently achieve disinflation. To take other exam-
ples, the forcing of growth by fiscal means may aggravate the bud-
get deficit, and conversely, attempts to reduce the budget deficit at
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any price, by large tax increases, for example, may cause recession.
What is a remedy for one ill turns out to exacerbate another.

Experience in Latin American countries with similar problems
shows that the struggle may even last for one or two decades. First
one, then another economic tension intensifies, and the therapy
applied for the ill of the moment causes a further problem to arise.
Some countries have relapsed time and again into one of their orig-
inal difficulties after successful partial stabilizations. Either pro-
duction falls drastically, or the balance on the current account dete-
riorates, or inflation speeds up, or more than one problem arises.
Chile, possibly the most successful Latin American country from
the economic point of view, moved in 1978 from high inflation to
the moderate rate of 20-40 per cent a year. It was another 17 years
before the country finally reached single-digit inflation in 1995, but
in the meantime, production continuously rose at an imposing rate
of 4.8 per cent a year.46 The chance of this happening sooner in
Hungary cannot be excluded, but it cannot be relied upon either. It
would be unfortunate to delude ourselves and others into thinking
that a single great action like ASP 95 can suffice to right matters in
two or three years.

One ofthe great dangers is complacency: ‘The situation’s a bit
better now, there’s no need to be as strict as before.” This is an
enticing idea to any politician in government. There are already
signs of it in Hungary. For instance, the total national wage bill
jumped again at the beginning of 1996, imports began to resume
their rise, and investment activity seemed to be slowing down. We
have to be constantly prepared to combat the adverse phenomena
immediately they appear.

The antecedents of ASP 95 are thought-provoking in this
respect. Some researchers who studied the political economy of
reforms47 take the view that politicians are not prepared to take
unpopular action until a crisis has actually occurred. The
Hungarian ASP 95, as | emphasized earlier, is preventive in nature,
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which partly supports and partly refutes the hypothesis. It was the
immediate threat, if not the crisis itself that triggered the program.
The question is how imminent the crisis has to be before politicians
can summon up the courage to act. Is it too much to expect that they
could keep the economy in good repair simply by discernment of
the economic situation, without a crisis looming or occurring?

I confess | am uncertain about the answer. Even consolidated,
stable countries like the United States or France tend to protract and
postpone long overdue fiscal reforms because their consequences
would be unpopular.

2. Selecting priorities

Returning to Hungary’s problems, one difficulty is to choose
the correct economic-policy priorities and assign the right relative
importance to the various parallel tasks. There has been much argu-
ment about this. In my view there is no universal rule, valid at all
times in every country (or more narrowly, every post-socialist
country). Ifa country has rapid inflation, or even hyperinflation, the
prime task must undoubtedly be to reduce it, at least to the annual
rate of 30-40 per cent. There is enough evidence to show this is a
prerequisite for healthy development.48 What is less clear is how to
choose the priorities when the inflation rate has come down to the
moderate range.

In the moderate band of inflation, disinflation becomes very
costly. In most cases it has not been achieved without a substantial
rise in unemployment and a serious fall in production. So the less-
er of two evils seems to be to allow the moderate inflation to con-
tinue. Care and strict control are needed to prevent it from running
away. The emphasis, though, must shift to attaining the conditions
for balanced, lasting growth. This includes reducing the budget
deficit, cutting state expenditure, halting the increase in external
indebtedness (and where necessaiy, improving the debt/GDP ratio),
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and promoting exports and investment. All these developments will
contribute to the acceleration of growth, which should also be
encouraged in other ways. As a by-product or side-effect of such
measures, inflation may gradually slow down, so long as they are
joined by the right price and income policy and monetary policy. In
my view itwould be unwise under such circumstances to impose an
urgent and radical curb on inflation at the expense of all the other
tasks.

The economies ofthe post-socialist countries may prove to be
interesting experimental laboratories in this respect as well. The
various governments have different points of departure and differ-
ent economic policies. There are, and no doubt will remain some
countries where the financial administration uses real appreciation
of the exchange rate to reduce the inflation rate. | would argue
against doing this in Hungary. | continue to recommend caution,
warning against real appreciation of the forint and the threat of a
renewed deterioration in the balance of trade.2

3. A reassuring sign: rising productivity

Readers will gather that | feel the Hungarian economy is vul-
nerable in several respects. | have tried to point to the dangers, but
there is one fundamentally important aspect of the Hungarian econ-
omy that fills me with confidence: the rise in labor productivity.
Mention was made earlier of auspicious signs that the competitive-
ness of Hungarian exports is improving. This arises partly from the
movement in the exchange rate, but even more important is the effi-
ciency of the underlying real process. The trend in productivity is
the key to growth (and for a small, open economy like Hungary’s,
export-led growth).

Table 7 compares productivity over time in several post-
socialist countries.® Hungary shows the most favorable trend in
this respect. There are several contributing factors. Although prop-
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erty relations were transformed more slowly than in countries that
conducted so-called mass privatization (distributing fragmented
property rights free of charge), Hungary’s privatization process5l
was more inclined to generate genuine owners. Ownership has
gone mainly to private persons or already operating businesses that
can exercise real control over management and apply the profit
motive. This has also helped to bring about a radical restructuring

in many firms.

Table 7: Labor productivity in post-socialist countries: an international
comparison

Country Average labour productivity
(real GDP/employment, 1989 - 100)
1989 1990 1991 1992 1993 1994

Bulgaria 100 097 0.88 0.89 0.88 0.91
Czech Republic 1.00 0.97 0.88 0.89 0.88 0.91
Hungary 100 0.98 0.92 1.05 111 1.16
Poland 1.00 0.92 0.91 0.98 1.00 1.07
Romania 100 0.95 0.83 0.77 0.81 .

Russia . 100 0.89 0.74 0.66 0.57
Slovakia 100 0.98 0.95 0.93 0.92 0.96

Source: Calculations from McHale (1996), Table 1, on the basis of the fol-
lowing sources: European Commission (1995), EBRD (1995), and various
issues of the OECD publications Short-Term Economic Indicators and
Transition Economies.

The budget constraint in Hungary has really hardened. This
was promoted by legislation compatible with a market economy
and conducive to financial discipline: the new Acts on bankruptcy,
banking and accounting. Although some stipulations in the
Bankruptcy Act, initially formulated in an extreme way, caused
serious problems for a time, the mistakes were quickly remedied.
The ultimate result is a process of natural selection that allows the
truly fit, efficient and profitable businesses to survive.®
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Connected to the above changes is the elimination of the phe-
nomenon of ‘unemployment on the job’ that evolved under the
socialist system. The larger part of this painful process—accompa-
nied by human suffering, the tormented feelings of losing one’s
job—has already taken place in Hungary, while, as it seems, many
other post-socialist countries try to put it off.

One common explanation for all the changes listed so far is the
very high rate of foreign direct investment. Hungary has received
about half the foreign capital investment entering Eastern Europe.
Apart from its benefits in macro-financial terms, this has helped to
introduce new products, technologies and management methods
and tighten labor discipline and organization.

A steady rise in labor productivity is not enough by itself to
produce lasting growth in the economy. There must also be a favor-
able development in several other areas, some of which have been
detailed in this study. However, theory demonstrates and the broad
experience of international economic history confirms, that the rise
in labor productivity is one of the most important conditions (per-
haps the most important) for healthy, steady economic growth. It is
among the factors that give cause for confidence in the future ofthe
Hungarian economy, despite the many difficulties it faces.
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Work on some parts of ASP 95 had begun under the previous finance
minister, L&szl6 Békési. The program was then drawn up under the
direction of the new finance minister, Lajos Bokros, and the new
president of the National Bank of Hungary, Gyorgy Suranyi. ASP 95
was announced to the country on television by Prime Minister Gyula
Horn, accompanied by the finance minister and the president of the
central bank.

For a year, Bokros played a prominent part in devising, explaining
and implementing the program, and it came to be known colloquial-
ly as the Bokros Package. | have preferred to use a ‘non-personal’
name here because responsibility for the program was accepted
throughout by the prime minister, and because the government, the
majority in parliament and the central bank remain collectively
responsible for what occurs under it—achievements and mistakes
alike. Lajos Bokros resigned in February 1996, however, the new
finance minister and the government committed themselves to con-
tinuing to implement the program.

Indeed it takes two or, more probably, three years before the effects
of such a program can be fully assessed. A study by Alesina and
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Perotti (1995), for instance, terms a fiscal adjustment successful if
the public debt/GDP ratio shows a material improvement (of at least
five per cent) in the third year after the firm measures were taken.

5. Attempts at an overall assessment have been largely confined so far
to articles in the Hungarian daily and weekly papers and internal
reports by the government and the central bank. These | have tried to
use in my study. See, for instance, National Bank of Hungary
(1996a) and Ministry of Finance (1996a). Among the more detailed
studies see Koves (1995b) and Oblath (1996).

6.  The sources of the data are: National Bank of Hungary (1995), pp.
172 and 234, and see also Tables 1, 2 and 4.

7.  Ofthe analyses of the Hungarian macroeconomic situation that built
up in 1993-5, | would emphasize Antal (1994), Békési (1993),
(1994), and (1995), Csaba (1995), Erd6s (1994), Kdves (1995a) and
(1995b), Lanyi (1994-1995), Oblath (1995), and World Bank
(1995b).

For the view of those directing ASP 95, see Bokros (1995a),
(1995b), and (1996), and Suranyi (1995a), (1995b), and (1996).

For my own views see Komai (1995a) that was written before the
announcement of ASP 95, see also Komai (1995b) and (1996a),
written during the implementation of the program.

8  Komai (1996a)

9.  Ofthe literature on the Latin American crises and protracted finan-
cial disequilibria, I relied mainly on Cooper (1992), Dornbusch and
Fischer (1993), Dornbusch, Goldfajn and Valdés (1995), Dornbusch
and Werner (1994), Krugman (1991), Little et al. (1993), Sachs
(1996), and Sachs, Tomell and Velasco (1995).

10. For the sake of brevity I did not include all indicators demonstrating
similarities in Tables 2 and 3.

11.  See Kindleberger (1978).

12.  Economists watching the events in Mexico with concern, including
myself, avoided alarming the public and hesitant politicians with
threats of catastrophe. There was a danger that such warnings would
become self-fulfilling prophecies by arousing panic. It was hard to
reassure the Hungarian public and the international business world,
in other words to avoid arousing panic, while mobilizing efforts to
avert the crisis.

13. These views are reported in the article by Kocsis (1995).

14.  The balance on current account does not contain the balance of medi-
um- and long-term capital flows. Therefore a very important item,
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namely foreign direct investment, does not appear in the current
account. However, while the large inflow of foreign direct invest-
ment does not improve the current account, it does show up in the
improvement of the country’s net external debt. When calculating
net foreign debt, reserves are part of the asset side, and capital inflow
contributes to the reserves. Therefore it is feasible to have a negative
current account and at the same time a reduction of net external debt.
For an explanation of the General Financial Statistics (GFS) method-
ology, see the note to Table 4.

The index number mentioned in the text is a quotient with the busi-
ness sector’s ‘own resources for investment purposes’ as numerator
and GDP as denominator. The definition of own resources for invest-
ment purposes is depreciation plus pre-tax profit minus company
taxation. The source ofthe data is Ministry of Finance (1996a), p. 20.
Szentgyorgyvari and Baar (1996), p. 18 take another definition: prof-
itability before tax equals difference between total income and total
costs, divided by total income. Taking the average for the whole
business sector, this was -3.2 per cent in 1992, rising to 3.3 per cent
in 1994, and to 7.2 per cent in 1995.

This idea was central to my economic-policy proposals, published in
Hungary in the summer of 1994, before the definitive version of ASP
95 was devised. See Komai (1995a).

See Halpem (1996) and Oblath (1995).

For the analysis of this exchange rate regime see Kopits (1995).
Foreign inflation means here the average inflation for a basket of
currencies that reflects the actual composition of Hungary’s foreign
trade.

The convertibility of the Hungarian forint meets the criteria of ‘cur-
rent-account convertibility’ in Article VIII of IMF’s ‘Articles of
Agreement’. Furthermore, it meets the OECD’s convertibility
requirements for certain capital transactions.

National Bank of Hungary (1996a), p. 25.

The study by Szentgyorgyvari and Baar (1996) provides an excellent
survey of measurement of the real exchange rate and competitive-
ness, and the Hungarian situation and problems in this respect.
Analyses showed that imports of certain products, such as private
cars, had increased particularly. So extra consumer tax was imposed
on these (alongside the import surcharge).

Under the present exchange-rate regime, this would amount to hav-
ing a pre-announced rate of nominal depreciation much lower than
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32.

33.

35.
36.
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the expected rate of inflation. The pre-announced exchange rate
would act as a nominal anchor, pulling the rate of inflation down.
See the literature quoted in Note 8 in connection with the crises.
There are also lessons for Hungary in the conclusions reached in the
study by Dornbusch, Goldfajn and Valdés (1995), pp. 251-2, ‘A pol-
icy of bringing down inflation by slowing the rate of depreciation
below the rate of inflation ... is a common way of creating overvalu-
ation. Because the real exchange rate is sticky downward, overvalu-
ation is not easily undone by wage-price deflation and thus, ulti-
mately, leads to collapse and devaluation ... The temptation to use the
exchange rate to obtain early results on disinflation without much
unemployment is all too obvious as a shortcut, but the results are
often illusory. After the collapse, inflation will be higher than it was
at the outset.”

See, for example, Blanchflower and Oswald (1994).

See Bruno (1993).

On the effects of unanticipated inflation, see Sachs and Larrain
(1993), pp. 349-52.

The best account of the debt position in Hungarian public finance
can be found in Borbély and Neményi (1994) and (1995).

A thorough analysis of the fiscal policy of ASP 95 appears in the
study by Oblath (1996), pp. 81-4 and 95-7.

The index of gross debt of the general government over GDP
remained practically unchanged, while the index of consolidated
gross public debt over GDP has risen somewhat (see Table 4). A sub-
stantial reduction in both these indices would be desirable, so as to
bring the country’s macroeconomic situation closer to the norms
required for EU membership.

The specific expenditure-reducing changes listed above had relative-
ly little effect on the fiscal situation in 1995. Their effect will really
be felt in 1996, and still more in 1997.

It was a regrettable mistake that some of the measures in their origi-
nal form conflicted with the principles of constitutionalism, and were
therefore rejected by the Constitutional Court.

See Section 3.3 in Komai (1996a).

See World Bank (1995a). Among those to comment on welfare-sec-
tor reform have been Andorka, Kontradas and Téth (1995),
Augusztinovics (1993), Augusztinovics and Martos (1995), Ferge
(1995), (1996a) and (1996b), and myself (see Komai, 1996b)). See
also Note 33 in Komai 1996b).
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See Alesina and Perotti (1995) and Giavazzi and Pagano (1990) and
(1996).

Own calculation on the basis of data from the National Bank of
Hungary (1996b), p. 110.

Net lending by households equals gross money savings less incre-
ment in borrowing by households. (All three figures are flow vari-
ables.) The source of the figures is Ministry of Finance (1996b),
Table 14.

A contribution to the rise in total household savings expressed in
forints was made by the fact that continuous depreciation of the
forint increases the forint value of deposits held in foreign exchange.
See Feldstein (1974).

Speculative short-term inflows of capital can cause other grave prob-
lems as well. The conversion of hard currency increases the infla-
tionary pressure, and sterilized intervention (absorption of excess
liquidity due to inflow of foreign capital) is extremely expensive. It
is not possible to count on the resulting extra foreign-exchange
reserves, which may evaporate as easily as they arrived. It is difficult
to gauge what would be the ideal interest level and return on state
securities. Even if this were known, the central bank could still only
exert an indirect influence, after a long lag, on the narrow credit and
capital markets, which continue to operate with a great deal of fric-
tion. On this, see Darvas (1996), Darvas and Simon (1996),
Dornbusch, Goldfajn and Valdés (1995), and Sachs (1996).
Information provided by the telecommunication company Matav.
On this, see Laki (1993), Major and Mihalyi (1994), Mihalyi (1993),
(1994), and (1995), and Voszka (1992), (1993), and (1994). See fur-
thermore Section 4 in Komai (1996a).

See Kopint-Datorg (1996).

The sources of the data are International Monetary Fund (1995), pp.
122-3, 288-91, and for 1995: International Monetary Fund (1996),
p. 65, and International Monetary Fund (1997), pp. 184-9.

See, for instance, Drazen and Grilli (1993).

See Bruno and Easterly (1995), Fischer, Sahay and VVégh (1996), and
Végh (1992).

Darvas and Simon (1996) take a similar position.

On the comparative productivity of post-socialist countries, see
McHale (1996).

See Section 4 in Komai (1996a).
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52. Regrettably, the tendencies are not unequivocal. Firms in grave
financial difficulties are bailed out far less frequently than before, but
some of the business sector’s financial woes tend nowadays to take
the form of ‘non-performing bank loans’, and in most cases the
banks so far have been rescued from insolvency. (Even so, it must be
admitted, they can rely less confidently on state assistance than they
could in the past, following the liquidation of a few non-viable
banks.) Nevertheless, it certainly cannot be said that Hungary has left
the syndrome of a soft budget constraint behind.
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ensuring initiative and founding new enterprises, and the orga-
nization of a system of collectivized ownership of capital
using the market mechanism.2
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Notes:

'‘Based on The Dictionary of Modern Economics. General editor David
W. Pearce. Cambridge, MA: The MIT Press, 1981

2 Based on Everyman’s Dictionary of Economics. Compiled by Arthur
Seldon and F.G. Pennance. London: J.M. Dent and Sons Ltd. 1975.
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