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R eform ing the State

Countries of the former Soviet Union and Eastern Europe are entering the 
second decade of political transformation and economic reform. The first decade 
involved macroeconomic stabilization, privatization, and development of the 
basic institutional infrastructure of a market economy. The new policy challenges 
center on the nature of the social contract between citizens and their govern
ments. These challenges include identifying the appropriate boundaries between 
the obligations of the public sector and the responsibilities of individual citizens, 
the range of public goods the government should supply, and who should pay for 
and benefit from their provision. The essays in this volume focus on two inter
related issues: the making of fiscal policy and the provision of citizens’ welfare, 
particularly regarding pensions and health care. The essays emphasize that there 
is no single model of a market economy; rather, governments and publics face a 
range of options for restructuring the socialist welfare state.
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Preface

JÁNOS KORNAI

Collegium Budapest, the first institute for advanced study in Eastern 
Europe, plays host to one or several “focus groups” every academic year. 
These special collaborative research formations offer the chance for a 
group of researchers in various disciplines to concentrate their attention 
on a common subject of their choice. The result is lively interdisciplinary 
collaboration. Members of the group spend shorter or longer periods at 
the Collegium. While there, they discuss their ideas at seminars with each 
other and interested members of the Hungarian academic community. 
The results of their research are made public at conferences organized 
by the Collegium for a wider professional public.

The research topic of the focus group for the 1997-98 academic year 
concerned the interaction between politics and economic policy in the 
period of the post-socialist transition. I had proposed that this subject be 
placed on the agenda and then acted, on behalf of Collegium Budapest, 
as the convenor for the focus group. So I think it is appropriate for me 
to give a brief and, to some extent, personal account of the events leading 
up to the group’s formation.

I am not just an observer and analyst of the post-socialist transforma
tion in Eastern Europe but an active participant in it. On several occa
sions, in books, studies, and lectures, I have taken a position on issues 
of short- and long-term economic policy during the transition. On 
each occasion I contributed as a social scientist: I have not tied myself 
with any political party and remain unaffiliated. Although I have 
addressed some of my remarks and recommendations to Parliament 
and the government of the day, and I have often spoken personally to 
politicians, government members, and senior public officials on current 
issues, I did not undertake the public position of an official government 
advisor.
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J Á N O S  KORNAI

Amid all this activity, I have had to realize, time after time, that the 
question of whether some proposal of mine gains acceptance is decided 
in the political arena. Of course, it is important what rational arguments 
I advance to support my opinion, but the key question is not the force 
of the arguments, but the openness of the currently authorized political 
decision makers to the idea concerned. It would only be a slight exag
geration to say that they will accept the expert opinion of an economist 
so long as that is what they would have done in any case, without the 
advice. The expert opinion will at most confirm them in their existing 
view, or perhaps provide them with further ammunition to support it and 
bring the details of the idea into focus.

The king in the fairy story or the “benevolent dictator” of economic 
models listens to various advisors and then adopts the opinion he finds 
most convincing. In my experience the process is quite different in real 
life. The political sphere that makes the ultimate decision follows a 
certain logic of its own. The experts selected in the first place are ones 
who say the kind of things the decision makers want to hear.

However, there are exceptional situations: the circumstances of a 
serious crisis (or those leading up to one) when otherwise confident 
politicians may be at a loss and look to the experts for aid.

Let me mention another personal experience of mine. I have taken 
part in several international polemics. To give examples, they have in
cluded those on shock therapy versus gradualism; privatization through 
the free issue of coupons versus the sale of state assets; pension reform; 
and, most recently, health-care reform. It is worth considering why 
country A chose position I while country B chose position II, although 
rational arguments for and against were heard on both sides. Further
more, why should policy within the same country have switched to course 
beta, having followed course alpha up to 1992? I do not accept as an 
explanation the actual, “objective” difference between the two countries 
or periods. International comparisons have convinced me that the resul
tant of the differences has to be sought in the political sphere. It depends 
on the attitude of leading political forces; the trend in political power 
relations; the system of political institutions; and, to some extent, the 
personal views, values, and characters of top leaders.

These impressions prompted me to assemble a group that would 
examine the interaction between political and economic reform. Inter
disciplinary work was required, with cooperation among economists, 
political scientists, and sociologists. But what should the group’s aspira
tions be in setting about this assignment? It was tempting to apply a 
strict methodology, to frame exact hypotheses whose validity could be 
tested statistically. With twenty-five post-socialist countries involved, one
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approach might be to do regression and other statistical analyses with 
the data. However, I felt the situation was not yet ripe for that. The 
period was too short, the sample too small, and the changes too rapid for 
a stricter, quantitative analysis of that kind. It would be better to admit 
honestly to a high degree of ignorance, to acknowledge that we were only 
at an initial stage in the cognitive process of exploring an extremely dif
ficult problem.

So the group’s work has not produced a set of strictly argued theo
retical propositions. It would be more accurate to call the material before 
the reader a set of carefully expressed conjectures. These are observa
tions whose truth is quite strongly supported by evidence in certain coun
tries, but stricter verification and a greater degree of generalization will 
require further research. We have at least tried to take the first and 
perhaps the most important step toward scientific cognition: we have 
gazed in wonder at what we saw.

The methodology chosen also affected the form of cooperation among 
members of the group. It was a much closer relationship than simply 
having the researchers interested in the subject gather for a two- or 
three-day conference. For weeks and even months, the members worked 
in the same building, had coffee or lunch together, and frequently dis
cussed their research topics with each other. They held repeated debates 
in seminars as the first drafts developed into their final form. Findings 
were presented by each group member in public lectures before a 
Budapest audience, thus building a bridge between the international 
research team and the Eastern European intelligentsia. These lectures 
and other meetings with experts in Hungary gave all the researchers a 
great deal of assistance.

Although the exchange of ideas and intellectual interaction took many 
forms, the focus group’s activity cannot be called “teamwork” in a stricter 
sense. It was not a case of preparing a joint study based on common 
hypotheses. Members based their work on their own hypotheses, indi
vidually, or possibly as a research pair, guided by their own inspiration. 
So each author is responsible for his or her findings.

Another feature of the cooperation is worth emphasizing. The 
members of the focus group included several researchers who are 
citizens of the post-socialist region (Hungarian, Russian, Polish, and 
Romanian researchers), which means they have experienced the 
changes “from inside.” Working beside them were those who studied 
the change of system “from outside”: American, German, Swedish, and 
Italian researchers. Some members had been specializing in this area 
for a long time. But it also proved extremely useful that one or two of 
them were meeting the post-socialist transition for the first time, with
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fresh eyes, bringing to bear on it experience gained elsewhere in the 
world.

In the event, twelve studies were completed. These were debated at a 
public conference, with the inclusion of invited discussants: university 
professors, researchers, and experts, all outstanding representatives of 
their fields. They had come from several countries: Nicholas Barr from 
the United Kingdom; Fabrizio Coricelli from Italy; Guy Ellena, Joel 
Heilman, George Kopits, John McHale, and Michal Rutkowski from the 
United States; Wolfgang Glatzer from Germany; and Klára Mészáros, 
János Köllő, Tamás Réti, and György Szapáry from Hungary. Their 
views on the papers, suggestions to the authors, and contribution to the 
general debate were highly appreciated by the members of the group 
and were made good use of in finalizing the papers.

The three editors have selected from the set of studies the writings 
that appear in this volume. The main selection criterion was to maximize 
the extent to which the studies in the volume form a coherent whole. 
Those included deal with fiscal reform, revision of the role of the state, 
and transformation of the welfare sector. Additionally, publication 
separate from the volume was recommended to group members whose 
studies, however excellent, fell outside this subject area. So the volume 
in the reader’s hands represents a further narrowing of the focus, within 
the subject area on which the group originally focused: the interaction 
between politics and economic reform.

The members of the group are aware of several limitations in their 
work. Many topics within this diverse overall subject were omitted 
from the examinations. There was no analysis of how division and dif
ferentiation on the political scene over the national question affect the 
economic changes: the reception of foreign capital, sale of domestic 
resources to foreign owners, relations with the globalizing financial 
world, or the dismantling of customs barriers. There has been a reesti
mation of the role of the churches in the post-socialist region, which also 
exerts an influence on some aspects of economic policy (family benefits, 
reform of the welfare state, and so on), but this important influence could 
not be analyzed either. The reform of fiscal policy and institutions is aug
mented by reform of the banking sector and other financial institutions; 
the group mainly examined the former and did not manage to analyze 
the latter. The resulting volume certainly cannot be considered a com
prehensive examination covering all the essential questions. It is more of 
an attempt to identify certain puzzles and to try to find solutions to them. 
If we have succeeded, that is something to be proud of.

Finally, there is one more point to stress: post-socialist transformation 
is a process; whatever aspect of it is taken as the subject of thorough

XIV



analysis, the time factor plays an important part in formulating con
clusions. This volume contains chapters that were finalized in 1998. 
However, most authors have made use of the fact that the book goes into 
press in 2000 and have reconsidered their views and conclusions in the 
light of recent economic and political developments. Thus, they have 
reinforced their arguments and put their findings in a wider context, 
encompassing that process commonly known as post-socialist transition. 
As a result, the volume we now hand over is largely, in the best sense of 
the word, an updated version of work done earlier.

The work of the focus group has ended. Readers can estimate the results 
of it from this volume and other publications. It can already be said, 
however, that the period spent in Budapest provided every participant 
with a fruitful, inspiring environment. A great deal of intellectual enjoy
ment was gained from this cooperation.

Members of the group would like to take this opportunity to express 
their gratitude to Collegium Budapest, which hosted their research work 
in the true sense of the word, and to the Swedish and Hungarian spon
sors: the Bank of Sweden Tercentenary Foundation and Magyar Hitel 
Bank Rt. for their generous financial support.

Each chapter and the volume as a whole have gained greatly from 
the devotion that Julianna Parti brought to the tasks of coordination, 
linguistic control, and technical editing. She contributed a notable per
fectionism, professionalism, and precision, as well as a willingness to take 
active initiatives and to assist all the authors. I would like to express our 
thanks to her, in the name of the editors and all the authors.

We are grateful to Scott Parris of Cambridge University Press for his 
help and enthusiasm and also to Brian R. MacDonald for a most atten
tive job of copyediting and supervising the book’s production.
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Introduction

STEPHAN HAGGARD AND 
ROBERT R. KAUFMAN

Countries of the former Soviet Union and Eastern Europe are now 
entering the second decade of political transformation and economic 
reform. The first decade was marked by the dramatic disintegration of 
the Soviet empire, severe macroeconomic problems, and, in many coun
tries, hyperinflation. At the same time, countries in the region undertook 
transitions to democratic rule. This combination of economic crisis and 
“extraordinary politics” by no means led to uniform outcomes, but it 
did create opportunities for reformers to initiate fundamental economic 
transformations.1

The transition from command to market economies has unfolded 
through a series of overlapping policy and institutional reforms. At
tempts to adjust fiscal, monetary, and exchange-rate policies constituted 
one feature of the initial phase of reform, as governments wrestled with 
severe fiscal and balance-of-payments disequilibria. At the same time, 
many governments also began a complex set of microeconomic reforms 
that have been at the center of the literature on the transition to the 
market. Some of these reforms, such as the adjustment of relative prices 
through decontrol and liberalization of trade, took place relatively 
quickly. The reform of property rights through privatization and the 
rehabilitation of state-owned enterprises has necessarily been more 
prolonged and is very far from complete.

These challenges are still relevant as we enter the next decade of tran
sition; as the economic crisis of 1998 in Russia demonstrated clearly, 
some countries are still grappling with macroeconomic stabilization and 
dismantling of the state sector. For other countries, however, the period

' For a broad assessment of the progress of reforms, see Murrell 1996. On the role of
“extraordinary politics” in the early transition, see Balcerowicz 1996.
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of acute crisis has passed and the policy and political agenda have 
expanded to encompass a new generation of policy issues.

At the most basic level, this new policy agenda centers on the nature 
of the social contract between citizens and their governments. Early 
reforms rejected the command economy and sought a corresponding 
reduction of the state’s role on a number of dimensions (Kornai 1990; 
Aslund 1992; Havlik 1991; Klaus 1992; Murrell 1992). However, in 
some areas, including the provision of social welfare, the transition was 
less radical and governments sustained extensive commitments -  for 
example, in the areas of pensions and health care. The current reform 
agenda centers on reexamining these initial choices. Was liberalization 
precipitous? Are the social commitments made under the old regime 
sustainable, and if not, what should take their place? What is the appro
priate boundary between the obligations of the public sector and the 
responsibilities of the individual citizen? What range of public goods 
should the government supply? Who benefits from, and who pays for, 
their provision?

The chapters in this volume focus on two interrelated issues that are 
central to these crucial social choices: the making of fiscal policy and the 
provision of citizens’ welfare, particularly with respect to pensions and 
health care. Debates over alternative models of democratic capitalism, 
of course, go well beyond these two policy areas. Nevertheless, economic 
and political choices with respect to fiscal policy and welfare reform do 
much to define the size and boundaries of the state, both in the narrow 
sense of its claim on total resources and in the more expansive sense of 
the delimitation of its sphere of competence and obligation.2

This volume, the outgrowth of a collaborative project among econo
mists, political scientists, and sociologists, explores the political economy 
of these policy issues by posing two basic questions. First, what are the 
welfare effects of contending proposals for fiscal reform and the restruc
turing of pension and health programs? Second, what are the political 
processes through which such choices are made, and what consequences 
do those processes have for policy outcomes?

As the wide diversity among advanced capitalist democracies suggests, 
there is no single model of a market economy (Berger and Dore 1996; 
Garrett 1998). Even within the European Union, which a number of 
Central European countries aspire to join, countries vary widely with 
respect to the size of government, the extent and nature of welfare com
mitments, the flexibility of labor markets, the organization of financial 
markets, and a number of other key political and market institutions. The

2 For contrasting views of these issues, see Kornai 1996; Elster, Offe, and Preuss 1998.
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Introduction

deepening of the European Union and the possibility of membership 
have produced strong pressures for convergence around Western Euro
pean norms in a number of policy areas, particularly in Central Europe. 
But it is unlikely that national differences will be fully erased. Thus, 
despite claims about a transition to “the” market, countries in transition 
in fact have a variety of economic and social models to choose from, and 
these choices will certainly be at the center of political debate over the 
next decade.

The Welfare Effects of Policy Choice:
Fiscal Policy and Social-Sector Reform

Reforming Fiscal Institutions

The dismantling of the command economy and the emergence of a 
private sector have fundamentally transformed the nature of public 
finances.3 On the revenue side, the line between taxation and profit was 
always nebulous in the command economy. “Centralized net income” 
flowed into the state coffers, but the state set prices, wages, and turnover 
taxes. The transition to the market eliminates the easy option of collect
ing taxes from a few thousand large, state-owned enterprises by simply 
ordering a monopoly, state-owned bank to deduct the sums due from 
each enterprise’s account. Instead, the government must decide the kind 
and level of taxes appropriate to a market economy.

However, increasing revenues is not simply a function of setting the 
appropriate tax rate, or even of widening the tax base through the intro
duction of new types of taxes, such as taxes on real estate or copayments 
for social services. Rather, the government must install the admini
strative mechanisms to collect those taxes from hundreds of thousands 
of firms, millions of households, and even larger numbers of market 
transactions.

On the expenditure side, the state no longer has to finance the vast 
bureaucratic apparatus required by a command economy; many, if not 
most, of the functions of that apparatus have been taken over by the 
market. Nor need it support loss-making firms or even whole industries; 
as a result, the system of subsidies can be dramatically reduced, if not 
altogether eliminated.

The inevitable shrinking of the state associated with the transition to 
a market economy, however, does not necessarily mean that a small gov
ernment will emerge. In the early stages of the transition, and currently

3 The following draws on Kornai 1998. See also Kornai 1992;Tanzi 1992.
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in a number of the republics of the former Soviet Union, the collapse 
in output and unprecedented social dislocations have placed strong 
pressure on governments to maintain subsidies and expand individual 
welfare entitlements. These pressures have arisen just as traditional 
sources of revenue in the state-owned enterprise sector collapsed.

Even where immediate problems of the transition and macroeconomic 
stabilization appear to be overcome, societies face significant fiscal 
choices: how to manage macroeconomic policy across the business cycle, 
the amount and character of public goods to be provided, and the extent 
to which the government should act through tax and spending decisions 
to redistribute income. Such decisions not only influence short-run eco
nomic performance but have implications for long-run growth as well. 
For example, there is considerable evidence that human capital, and thus 
investment in education, is an important determinant of long-run growth 
(see, e.g., Barro 1991). The history of the welfare state in Western Europe, 
and even the United States, suggests that public programs that cushion 
individuals against the dislocation of the market have contributed to 
the political and social stability necessary for a capitalist economy to 
function effectively (see, e.g., Garrett 1998). At the same time, as Assar 
Lindbeck argues forcefully in his analysis of Sweden in this volume, there 
are clearly thresholds beyond which the size of government imposes 
serious limits on growth.

As on the revenue side, expenditure choices relate not only to the 
short run, but to longer-term institutional questions, including privatiza
tion, the administrative reorganization and streamlining of the govern
ment, and the permanent reduction of the number of public employees. 
Total spending on wages by the state sector will be reduced only tem
porarily by restraining the rise in the nominal wages of public employ
ees; it will be reduced permanently if the state performs fewer functions, 
the state-owned share of total output falls, and overstaffing is reduced.

Institutional reforms also extend to the policy-making process. The 
nature of Communist rule made budget processes opaque. The transition 
to democratic rule, and the demands for transparency associated with 
it, require a fundamental change in the entire budget process, from the 
drafting of the budget within the government to the organization of its 
passage through the legislature and to the monitoring and auditing of its 
implementation.

For all of the post-socialist countries, fiscal policy involves both dis
tributive issues and problems of coordination. The distributive questions 
center on the extent to which interest groups and citizens draw a clear 
link between the collective and private benefits they enjoy from gov
ernment expenditure, their tax contribution, and their after-tax incomes.

4
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Because of the paternalism of the Communist state, post-socialist publics 
suffer from tax illusion to an even greater extent than they do in the 
West; citizens insist on the provision of services without realizing the 
extent to which these reduce net earnings.

Yet even were such fiscal illusion altogether absent, conflicts would 
necessarily arise over the way benefits and costs are allocated across 
income classes, interest groups, and political jurisdictions. A common 
problem, to be discussed in more detail, is that at the time of the transi
tion a wide range of recipients were entitled to free or almost free pro
vision of social services. The result, however, is that resources are often 
inadequate for those who truly require public assistance. Of course, 
decreasing expenditures and increasing taxes is always difficult, but fiscal 
adjustments that involve dramatic changes in the beneficiaries from 
government spending or the incidence of taxation will clearly be more 
difficult than those that do not.

The coordination issues surrounding fiscal policy relate directly to 
institutions and the political process as well. If we view fiscal politics as 
a commons problem (Tornell 1995), the decision-making process on the 
budget must be rationalized to avoid the tendency to “overgraze” -  the 
untenable situation in which each politician, interest group, or citizen 
seeks a net transfer from the fisc. These problems have their correlates 
within the government itself. On the spending side, governments must 
design institutions that permit centralized control over the budget and 
limit “leakage” of spending for unauthorized purposes. On the taxing 
side, a coherent revenue service requires a similar degree of coordina
tion, including the elimination of corruption and other political influ
ences that allow significant portions of income and wealth to escape 
taxation.

The chapters in the first part of the volume examine these issues from 
a number of perspectives. Vladimir Gimpelson focuses on the situation 
-  still characteristic of many post-Soviet republics -  in which macroeco
nomic stabilization remains problematic. He argues that wage arrears in 
the Russian Federation have evolved as a mechanism for softening the 
social and political impact of cuts in state subsidies and the public wage 
bill. Setting unrealistic wage targets may appear irrational, but it facili
tates budgetary agreements between the government and legislature and 
allows both public and private employers to shift the burden of real wage 
cuts onto relatively weak sectors of the work force, which prefer wage 
arrears to open unemployment.

Whatever their political rationale, Gimpelson emphasizes that such 
mechanisms introduce allocative rigidities that affect both public 
finances and the development of labor markets over the long run.
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Gimpelson suggests, moreover, that, despite perceptions to the contrary, 
it is far from clear that arrears reduce the risks of a political backlash 
against reform. Regions with high arrears are less likely to vote for 
reformist incumbents than those with high unemployment. He speculates 
that this occurs because arrears affect a relatively large segment of the 
work force, compared with the burdens of reform-induced unemploy
ment, but do not open up new opportunities for prospective “winners” 
in the reform process.

The chapter by Vito Tanzi also deals with two countries -  Russia and 
Georgia -  in which macroeconomic stabilization remains at issue, but 
focuses on the institutional and political problems of rationalizing tax 
administration. Both countries have been plagued by administrative 
particularism. Particularism and outright corruption occur not only 
during the policy stage through exemptions in the tax codes but even 
more importantly through negotiations between authorities and large 
payers when taxes are actually collected.

Whereas Russia’s tax system remains riddled with exceptionalism -  
Tanzi likens it to a Swiss cheese -  the government in Georgia has made 
some progress in closing loopholes. Tanzi attributes this progress to the 
establishment of a more centralized and autonomous tax administration. 
But his chapter has a political as well as administrative point. Russian 
tax policy has been hampered by multiple veto points, both within the 
central government and emanating from the strong influence of provin
cial and local governments in the country’s emerging federal structure. 
Georgia’s tax reforms came only after important constitutional reforms 
that enhanced the powers of the presidency, a landslide electoral victory 
for reformers, and the weakening of important interest groups that had 
effectively held tax policy hostage.

The chapters on fiscal policy in Hungary, along with those on pension 
and health reform in the second part of the volume, deal with Central 
European countries that have moved beyond the acute macroeconomic 
crisis and profound political uncertainty that continue to plague the 
former Soviet republics. These countries have undertaken substantial 
fiscal adjustments, and now confront the question of how to sustain them 
while also recrafting the socialist welfare state. These reform efforts 
depend quite substantially on the interplay between executives on the 
one hand and legislators and interest groups on the other; this inter
play is emphasized by Béla Greskovits and Stephan Haggard, Robert 
Kaufman, and Matthew Shugart in the first part of the volume, as well 
as by Jerzy Hausner and Joan Nelson in the second.

Greskovits’s contribution focuses on the relationship between prime 
ministers and finance ministers in shaping Hungarian fiscal policy.
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Greskovits argues that the timing and nature of fiscal-policy choices 
depended heavily on the extent to which prime ministers perceived 
finance ministers as political rivals or allies; political rivalry made reform 
more difficult. His account thus emphasizes the way policy choices are 
driven by personal political strategies. Haggard, Kaufman, and Shugart 
also focus on fiscal reform in Hungary but place greater emphasis on 
how constitutional and electoral institutions shape the incentives and 
capabilities of the political leadership. Like Greskovits, they contrast the 
inability of the first post-transition government under Antall to under
take needed fiscal adjustments with the more decisive efforts by Horn’s 
Socialist government to restrain expenditures, centralize government 
spending institutions, and control welfare spending. They argue that 
decisive action was possible not only because of the resolution of per
sonal rivalries at the top, but because of the establishment of a more 
disciplined and stable legislative coalition under the new government. 
Attempts to reform fiscal institutions -  in particular, pension and welfare 
systems -  met with greater constraints than fiscal policy adjustment, 
however. These incomplete reforms can be traced to institutional and 
legal arrangements that augmented the organizational resources of 
opposing interest groups, particularly corporatist bodies that granted 
labor unions direct influence over health and welfare spending.

Differences between the two contributions on fiscal reform in 
Hungary are partly matters of emphasis. Greskovits agrees with 
Haggard, Kaufman, and Shugart that the discretionary authority of the 
prime minister declined and the importance of parliamentary politics 
increased after the initial transition period. Nevertheless, there are also 
fruitful points of disagreement. Haggard, Kaufman, and Shugart suggest 
that both institutional arrangements and coalitional dynamics constitute 
important constraints on fiscal-policy choice, although coalitions can shift 
in directions more favorable to reform over time. Greskovits, by contrast, 
focuses to a greater extent on the executive branch and bureaucratic 
dynamics, which he portrays as more fluid and amenable to tactical 
manipulation; we return to these issues in greater detail in discussing the 
politics of reform.

Adjusting Welfare Entitlements

One aspect of the debate over welfare spending centers on the macro- 
economic and fiscal policy issues just discussed. In the early transition, 
governments maintained and in some cases even expanded their social 
commitments; this fact may help explain why the transition was less polit
ically explosive, at least in Eastern Europe, than many had anticipated
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(Kapstein and Mandelbaum 1997). Nonetheless, there are important 
questions about whether these social commitments are sustainable and, 
even for social democrats, whether they are appropriately designed.

Assar Lindbeck’s analysis of the Swedish case provides a cautionary 
tale for Central European countries in which welfare expenditures have 
reached “Scandinavian” proportions despite much lower national in
comes. From the 1970s to the 1990s, Sweden’s welfare state expanded 
rapidly: public spending leapt from roughly 40 percent of GDP to 
between 60 and 70 percent. During the same period, however, economic 
growth lagged well behind that of other OECD countries. Lindbeck 
presents a variety of arguments linking these two phenomena, showing 
how rigidities in labor markets as well as disincentives to work and 
investment served to undermine the dynamism of the Swedish economy. 
Because the “Swedish model” is an important point of reference in 
debates over the long-term evolution of welfare-state capitalism in the 
transition economies, Lindbeck provides an important, if controversial, 
bridge to the other articles in this part.

The debate on the welfare state is not simply about the size of gov
ernment and its macroeconomic consequences; it is also about how to 
redeploy public resources effectively, efficiently, and fairly and about 
what obligations should rightly be left in the hands of private citizens. 
Pension reform, and particularly the reform of pay-as-you-go (PAYG) 
systems, raises crucial issues of intergenerational equity. Health-care 
reform raises painful moral dilemmas of how to undertake the necessary 
rationing required to avoid bloated and bankrupt systems. These ques
tions lie at the core of new efforts to redesign the social contract and 
are addressed in chapters on the reform of the health-care and pension 
systems in Hungary and Poland by Kornai, Hausner, and Nelson.

János Kornai begins his chapter on health-care reform by asking 
how citizens should balance the tension between the principles of indi
vidual responsibility and social solidarity, and how the costs associated 
with government provision of collective and private goods should be 
allocated. Kornai identifies the problem of health-care provision as the 
central problem of the dismal science more generally; people always 
want more health care than society can reasonably afford. There must 
therefore be a way of rationing such care fairly and efficiently. Kornai 
argues for the merits of a basic guarantee financed by the state, com
plemented by a market-oriented means of both financing and provision 
that provides individuals the opportunity to buy the additional health 
care they want. Kornai places great faith in the transparency of the 
policy-making process: by making fiscal decisions with respect to aggre
gate health-care spending clear, citizens can make the links between the

8



Introduction
taxes they pay and the services they receive. He is modest in his politi
cal expectations, however; he admits that increased transparency does 
not, in and of itself, give rise to pressures for reform.

Similar issues are raised in the contributions by Hausner and Nelson, 
which examine the question of pension reform as well as health care. The 
rapid expansion of the pension system in the post-transition period was 
driven not only by the aging of the population but also by the use of dis
ability and early retirement provisions to cover the dislocations of the 
transition to the market. As a consequence, the number of pensioners 
has risen rapidly relative to the tax-paying contributors to the system, 
and the average age of retirement has fallen sharply. By the mid-1980s 
it had become increasingly clear that existing PAYG pension systems 
were not only financially unsustainable but highly inequitable. In par
ticular, PAYG pension systems distributed benefits and burdens highly 
unequally across generations, transferring resources from the current 
generation of workers to their elders and leaving “time bombs” for the 
next generation.

To stave off budgetary pressures, officials in both Poland and Hungary 
have manipulated the indexation of payments, a practice that has 
severely reduced the transparency of the system. In both countries, the 
PAYG system has also been marbled through with special exemptions 
and benefits for politically powerful groups -  miners, farmers, military, 
and police -  at the expense of the general tax-paying public and other 
pensioners.

Hausner and Nelson both observe that public opinion had become 
increasingly skeptical about the long-term viability of these systems and 
increasingly receptive to changing them. Nevertheless, serious disagree
ments initially existed over the direction those changes should take. 
Much of the debate over the relative role of PAYG and the introduction 
of “private pillars” centered precisely on the trade-off between individ
ual responsibility and collective solidarity that animates Kornai’s contri
bution. To what extent should benefits be linked to actual contributions? 
To what extent do the government and current taxpayers bear social 
responsibility for fellow citizens who are disabled or retired? Similar 
questions were implicit in controversies over reforming inequities within 
the PAYG pillar, financing the transition to multipillar systems, and 
establishing procedures to regulate private pension funds.

It is important to underline an important difference between debates 
on macroeconomic policy and pension and health reform. Even if there 
are disagreements about the optimal size of the state, widespread con
sensus exists on the adverse consequences of macroeconomic instability 
and the need to restore fiscal equilibrium. Much less consensus exists on
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the design of pension and health systems. Nelson argues that the absence 
of a “blueprint” in these areas has implications for the politics of reform, 
issues to which we now turn.

The Politics of Economic Reform

Debates about fiscal and welfare policies are not simply matters of aggre
gate growth and efficiency; they are inherently matters of politics as well. 
The way these issues are resolved therefore depends heavily on the 
policy-making process. For societies that have moved beyond the imme
diate challenges of macroecomic crisis, both the urgency and resultant 
freedom of maneuver that early governments enjoyed have now passed. 
We have moved from extraordinary to normal politics, in which public 
opinion, interest groups, and routine legislative processes influence deci
sion making to a much more substantial degree.

Two political issues arise in all of the chapters in the volume. The first 
concerns the nature of the conflicts surrounding the reform process. Who 
are the interested parties, and to what extent are they divided by distri
butional conflicts and the imposition of losses as opposed to collective 
action or coordination problems? To what extent do these conflicts vary 
according to the type of reform in question? Second, what are the polit
ical and institutional mechanisms for resolving these conflicts? Does the 
resolution of such conflicts require centralized leadership or can they 
be resolved by more consensual forms of consultation and bargaining? 
Does increased political competition help or hinder the reform process?

The answers to these questions are crucial for the sustainability of 
both economic and political reform. The transition to a market economy 
opens extraordinary opportunities for enhancing growth and improving 
efficiency in the allocation of resources. At the same time, it is a trau
matic process accompanied by substantial social dislocation, an increase 
in both upward and downward mobility, and often wrenching individual 
adjustments. The political issues generated by this process and the way 
governments respond to them constitute important tests for new, and in 
some cases quite fragile, democracies.

Distributive Conflicts and Problems o f Coordination

The literature on economic reform typically draws a distinction between 
a “first round” of stabilization and structural adjustment measures and a 
“second round” of reforms that include not only the social sector and 
fiscal initiatives discussed in this volume, but other changes such as the 
restructuring of the civil service, the creation of regulatory agencies, and
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the establishment of a more effective legal system. This second round is 
presumed to pose different and more difficult types of political chal
lenges than the first (Naim 1995; Haggard and Kaufman 1995a).

These distinctions are useful, but can also lead to some confusion 
about the nature of the political problems reformers face. For example, 
some first-round reforms, such as exchange-rate adjustments, could 
indeed be accomplished through executive fiat. But others, such as pri
vatization or the establishment of independent central banks, involved 
complex and politically difficult administrative reorganization. The chap
ters in this volume also indicate that there are substantial differences in 
the politics of different second-round reforms. The pension reforms 
analyzed by Nelson and Hausner are not necessarily more administra
tively complex than first-round reforms, such as privatization, and can be 
designed in ways that minimize distributive conflicts. Health-care reform, 
by contrast, generates sharper distributive issues -  among both clients 
and health-care providers -  over financing, coverage, and services. Given 
that health care is currently provided by the government, reforming 
the system also involves complex administrative reorganization, some of 
which is likely to be highly controversial, such as the closing of hospitals.

Given the differences within, as well as between, first- and second- 
round reforms, it is useful to distinguish the political challenges posed by 
reform in a more general way. Three characteristics of the reforms them
selves and the setting in which they are introduced can provide the basis 
for some more discrete hypotheses about the politics of reform: the sense 
of crisis associated with the reform; the extent to which it involves an 
alteration of the behavior and routines of complex administrative orga
nizations; and the extent to which the reforms imply the imposition of 
losses and distributive conflicts between “winners” and “losers.”

The Role o f Crisis
Incentives to reform are clearly affected by the costs political actors 
attach to maintaining the status quo (Heller, Keefer, and McCubbins 
1998). Such incentives would appear to be quite strong during severe 
economic crises, such as sharply accelerating inflation or a collapse of 
demand that affects large portions of the population. Under these cir
cumstances, distributive conflicts may actually be muted. Both legislators 
and publics will be more inclined to delegate authority to executives, 
granting them the latitude to “do something.” Deteriorating economic 
circumstances contributed to the dramatic macroeconomic stabilization 
in Poland as well as the tax reforms Tanzi describes in Georgia.

Such incentives are weaker in the case of the institutional and welfare 
reforms discussed in this volume. Efforts to rationalize fiscal decision
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making, discussed by Haggard, Kaufman, and Shugart, involve problems 
that are not usually salient to the electorate at large. Even in the case of 
health and pension reform, publics that are unhappy with the existing 
system may nonetheless prefer the status quo to changes that put par
ticular benefits at risk. Indeed, the nature of past welfare commitments 
may itself constitute a barrier to reform precisely because it has served 
to shield publics from at least some of the adjustment costs of the tran
sition. Among the Central European countries, this declining sense 
of urgency, more than anything else, distinguishes second-generation 
reforms from those adopted during the initial era of crisis and extraor
dinary politics.

Although crisis circumstances provide opportunities for reform, they 
also pose important political challenges in their own right. First, even 
when crises reduce the incentives and capacity for competing groups to 
press their claims, reformers nonetheless face significant coordination 
problems. Tanzi’s discussion of tax collection in Russia and Georgia 
provides a perfect example of a policy area in which such dilemmas are 
common, as were efforts to reduce inertial inflation in Latin America and 
the former Soviet republics.

Reforms undertaken during crisis periods also face problems of sus
tainability when crises pass. Haggard, Kaufman, and Shugart show how 
reformers were able to make difficult fiscal adjustments during the crisis 
of 1995, but were unable to press ahead with a comprehensive reform of 
fiscal institutions.

In some instances, finally, the costs of the crisis are not fully visible to 
publics; indeed, “crisis” circumstances may appear benign or even highly 
positive in the short run. The classic example is a boom that results in 
unsustainable current-account deficits and real appreciation. Although 
threatening over the medium run, such conditions may not be a spur to 
reform; indeed, they deter it.

Policy versus Institutional Change
Reforms can also be distinguished in terms of the extent to which they 
require fundamental institutional and organizational changes. A good 
proxy for this is the extent to which the reform in question is intensive 
in the use of administrative resources. In the early transition period, as 
noted, key macroeconomic decisions -  for instance, on exchange rates 
or monetary policy -  could be made by finance ministers and other top 
officials acting on their own.

By contrast, other reforms imply fundamental changes in organiza
tional routines or the creation of altogether new institutions, such as reg
ulatory agencies, new bureaus, and tax-collection agencies. Such reforms

12



Introduction
confront the weight of organizational inertia; they necessarily raise issues 
of organizational design, principal-agent problems, and the restructuring 
of incentives. Although not all of the reforms of interest to us here are 
administratively intense, some, such as the reform of health systems and 
basic fiscal institutions, are.

Imposing Losses
Finally, the most important question is the extent to which reforms imply 
losses for groups with significant political power and the capacity to 
block their passage. The conflict between “winners” and “losers” has 
been central to the literature on the politics of reform, although much 
of the discussion has been quite casual with surprisingly little infor
mation on how winners and losers behave politically or even who they 
are.4 Moreover, the relative weight and even identity of “winners” and 
“losers” is not easily measured. In an influential article, Joel Heilman 
(1998) has pointed out that the main interest group resistant to reform 
in the transition economies is not the “losers,” as traditionally conceived, 
but the “winners,” who arise out of partial and incomplete reforms, such 
as the owners of recently privatized assets.

Even if we could clearly identify winners and losers and assess their 
influence in the policy process, such analyses would also have to consider 
the role that compensatory strategies and tactics play in the political fate 
of a particular reform effort. Such strategies are especially important 
when potential “losers” in the reform process are threatened with a loss 
of income. Kramer (1997) has argued, for example, that continuities in 
the social safety net in Eastern Europe have in fact been quite substan
tial. He uses this to explain why the transition was not more politically 
traumatic, but also why social reforms are difficult to undertake.

But even if incomes are shielded to some extent, reforms might also 
entail more fundamental losses of political power or organizational capa
bility. In both Hungary and Poland, pension reform faced threats not 
from pensioners, who were weakly organized, but from unions, which saw 
government plans as undercutting an important source of labor’s politi
cal power.

More generally, the relative organizational capabilities of groups are 
more important than the interests of the parties concerned; as has long 
been noted, there are substantial organizational asymmetries between 
the concentrated beneficiaries of the status quo (e.g., the medical pro
fession) and the potential, but diffused, beneficiaries of reform (con
sumers of health care). Reform is clearly more difficult if its opponents

4 For a critical review of this literature, see Haggard 1998.
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are well organized, and a successful reform strategy has to consider ways 
in which the organizational advantages of those in favor of the status quo 
may be neutralized -  for example, through the organization of those who 
have a stake in the reform.

It is an important finding of this volume that distributive conflicts are 
dependent on the design of the reform itself; tactics matter. Jerzy 
Hausner suggests that there are ways to design the introduction of 
pension reform that can mute the fears of those affected by it without 
necessarily undermining the integrity of the reform effort. Nelson comes 
to similar conclusions as Hausner, although both emphasize that these 
efforts can be costly in the short run; political compromises required 
large injections of resources at the initial phase, obtained in part through 
privatization. Kornai’s proposal for reform of the Hungarian health-care 
system begins with the premise that the current level of public provision 
of health care initially be retained, so that in the short-run there are no 
losers at all.

Their examples provide evidence for the proposition that if a reform 
is Pareto-superior to the status quo, losers can in principle be compen
sated through transfers or, in some cases, through nonmaterial rewards. 
The lesson is a more generalizable one. As an earlier literature on 
corporatism pointed out, and a growing literature on globalization is 
reiterating, compensatory strategies are an integral aspect of a market 
economy (Rodrik 1997). Much depends, however, on the credibility of 
the promises for compensation and the related degree of uncertainty 
about the reform’s effects (Fernandez and Rodrik 1991). If such pro
mises lack credibility, and if benefits are uncertain, groups threatened by 
reform will be more inclined to mobilize to block it. How does democ
ratic rule affect the ability to reach and sustain such social bargains?

S T E P H A N  H A G G A RD  A N D  ROBERT R. K A U F M A N

Institutions o f Decision Making and Implementation 
Democracies and Dictatorships
A central theme of this book is how political institutions and decision
making processes influence policy outcomes. In this section, we consider 
the effects of institutions in two steps: first, differences in the type 
of political regime; second, differences in the institutional design of 
democracies.

The broadest institutional distinction across polities is between 
authoritarian and democratic regimes, the latter defined in terms of 
the guarantee of political and civil liberties and competitive elections. 
Although the debate about the relative performance of democratic and 
authoritarian regimes continues, most political scientists have reached
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the conclusion that any generalizations at this level are hiding substan
tial variation within each group (Haggard and Kaufman 1995b: chap. 5).

Among the former socialist countries, however, differences in the 
extent and thoroughness of democratic transitions do appear to have 
affected the extent of economic reform. Barbara Geddes was among the 
first to observe that changes in government are crucial to reform. For a 
sample of middle-income developing countries, she found that reforms 
were typically initiated “by executives who, for one reason or another 
are not beholden to the party, faction or group that has previously ben
efited from state intervention” (1995: 70). The implications for socialist 
systems are clear; policy reform requires a sharp political break with the 
ancien regime.

Steven Fish (1998) shows that one of the most important determinants 
of subsequent reform efforts among post-Communist countries was the 
outcome of the first post-transition election, including whether it was 
competitive and open. Joel Heilman (1998) demonstrates that govern
ments that have remained in the hands of post-Communist strongmen 
or parties appear more vulnerable to be captured by nomenclature cap
italists and newly rich oligarchs than those more systematically exposed 
to electoral challenges and partisan opposition.

The case studies presented in this volume point in similar directions. 
In the Hungarian case discussed by Haggard, Kaufman, and Shugart, the 
democratic transition played an important role in accelerating the break
down of the command economy. Conversely, the particularistic Russian 
tax and wage bargains analyzed by Tanzi and Gimpelson would be more 
difficult to sustain in a system characterized by more open and account
able democratic processes.

Institutional Variation in Democratic Systems
In the cases that form the core comparisons of this volume, particularly 
Hungary and Poland, constitutional government had become firmly 
entrenched and early fears of populist upheavals or democratic collapse 
have proved misguided (Greskovits 1998). In the early transition period, 
government decision making in the new democracies was ad hoc and 
crisis-driven. Basic political and policy-making institutions were weak 
and residual planning bureaucracies inappropriate for a market econ
omy. But as democratic governance has become consolidated over time, 
the organizational structure of the government, parliament, and party 
politics has come to look more and more like those in other advanced 
and middle-income democracies.

Across these polities, differences in the degree of democracy are less 
salient than differences in constitutional design and other political
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institutions that affect economic decision making. Democratic regimes 
differ in the extent to which the design of representative institutions cen
tralizes decision making. This in turn is directly related to the number of 
“veto gates”: institutions with the power to influence or block policy ini
tiatives.5 In Westminster parliamentary systems, the number of veto gates 
is effectively one: the cabinet. Depending on constitutional design, other 
veto gates might include the legislature, the government’s coalition 
partners, the Constitutional or Supreme Court, or corporatist bargaining 
arrangements. As the number of veto gates rises, the government must 
accommodate a wider array of interests, and this process of accommo
dation may encourage compromises that broaden political support for 
reform. But it can also lead to the dilution of reform, delay, or even 
stalemate.

The party system also affects the degree of centralization within demo
cratic regimes. An executive in control of a disciplined majority party is 
likely to have more authority than one who must accommodate a diverse 
legislative coalition. In coalition governments, conflicts among ministries 
can have a powerful influence on policy making. Intraparty discipline 
also appears as an important variable, emphasized in the case study of 
Hungary by Haggard, Kaufman, and Shugart. Here a government made 
up of parties subject to factional infighting compounded the problem of 
diversity of parties within the coalition.

The ongoing debate over the costs and advantages of centralized deci
sion making within democratic systems has particular salience in a region 
just emerging from an egregious form of party dictatorship and political 
overcentralization. On the one hand, there is evidence that “strong” 
executives are an advantage for undertaking reform because of their 
ability to set the reform agenda, coordinate diverse interests, and imple
ment policy swiftly and efficiently. Strong executives are also more likely 
to delegate authority to technocratic teams motivated by calculations of 
aggregate social welfare rather than particular interests. Somewhat coun
terintuitively, it may also be easier for electorates to hold executives 
in relatively centralized democratic systems responsible than in those 
where lines of authority are more decentralized and diffuse; central
ization does not necessarily imply lack of accountability. This pole in 
the debate is represented in this volume by the chapter on Hungary by 
Haggard, Kaufman, and Shugart and by Tanzi’s comparison of Russia 
and Georgia.

The advantages of decisive leadership must be weighed against the fact 
that the voices of contending groups of citizens will be fainter and have

5 For an introduction to the role of veto gates in policy making, see Tsebelis 1995.
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less influence in the decision-making process. This fact may have delete
rious consequences not only for the quality of democratic governance 
but also for the prospects of economic reform. Centralized decision 
making reduces the scope of policy advice the government receives and 
reduces the incentives for consensus building, consultation, and feed
back, which may be essential to the sustainability (if not the initiation) 
of the reform effort (see particularly Przeworski Í991). A more diffuse 
and consultative decision-making process slows policy making and nec
essarily expands the scope of interests to be accommodated, but precisely 
for that reason it makes any decision more stable (Tsebelis 1995).

This perspective is advanced most strongly in Jerzy Hausner’s account 
of the Polish pension reform. Hausner emphasizes that consultation was 
a critical element of the reform process; persuasion allowed the govern
ment to dampen the fears of those concerned that they would lose under 
the new system, facilitated changes in the design of the reform that min
imized the losses of each group, and helped to legitimate and consoli
date the outcome.

One route to reconciling these apparent differences is to return to the 
political properties of the reform issue with which we began this dis
cussion: the extent to which it addresses a severe crisis, the extent of 
administrative coordination it requires, and the degree and nature of 
distributive conflicts. Different institutional arrangements may be more 
or less well suited for different types of reforms; this argument is 
summarized in Table 1.1.

Centralized political institutions and decision-making processes are 
probably most important when reforms are necessary to preempt crises, 
such as those arising from increasing balance-of-payments and fiscal 
deficits, that do not initially generate widespread public concern. This 
argument is advanced in Haggard, Kaufman, and Shugart’s discussion of 
Hungary’s fiscal-policy adjustment in 1995. Strong executives can also set 
the agenda and establish guidelines for debate about implementation 
where there is broad dissatisfaction with the status quo but limited agree
ment on the way to change it. In Hausner's study, for example, reform
ers were able to lead and restructure the debate on pension reform by 
establishing a plenipotentiary who operated outside the normal routines 
of cabinet politics and reported directly to the prime minister.

The advantages of the institutional concentration of authority may be 
less important when crises have a direct and visible effect on voters and 
interest groups. In such circumstances, elected officials and citizens in 
democratic systems with a wide variety of constitutional arrangements 
may be inclined to delegate authority to executives. However, this result 
can by no means be taken for granted in systems characterized by
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Introduction

multiple veto points and fragmented parties. The Russian case is a pow
erful reminder that effective coordination and the creation of new insti
tutions is not automatic; both Tanzi and Gimpelson cite conflicting 
centers of political authority as a major barrier to effective economic 
management and reform.

The advantages of consultative processes increase when reforms 
involve substantial institutional and administrative change. The deci
siveness of centralized authority is useful when reforms involve discrete 
policy changes: adjusting goals and redeploying existing instruments to 
accomplish them. Unilateral executive action is far less useful when the 
reforms require new or restructured institutions or the cooperation, ini
tiative, and monitoring of a large number of actors. Such coordination 
implies a complex division of labor, interdependence, and, to an impor
tant extent, voluntary compliance with organizational norms. In the 
absence of consultation and positive inducements, shirking, manipula
tion of information, and other behaviors can undermine successful 
implementation of the reform. In this regard, both Greskovits and 
Haggard, Kaufman, and Shugart argue that centralized authority in the 
Hungarian case was far more effective in adjusting fiscal policy than in 
restructuring fiscal institutions. Consultation also played a critical role in 
the evolution of the health reforms discussed by Nelson and Kornai.

Finally, the relative advantages and disadvantages of centralized deci
sion making depend on whether the principal problems posed by the 
reform are ones of distributional conflicts or coordination and collec
tive action. With coordination problems citizens are unwilling to act on 
widely shared preferences for the provision of a public good because 
they lack assurances that others will be impelled to contribute. In such 
situations, decision makers in systems with few veto gates can provide 
credible assurances that the supply of public goods will not be under
mined by alternative sources of authority, and they can be more readily 
held to account in the event of failure.

Tanzi’s discussion of tax-collection problems in Russia and Georgia 
provides a perfect example of the policy area in which such dilemmas are 
common. As Margaret Levi (1988) has pointed out, taxpayers are typi
cally unwilling to comply in the payment of taxes if they know others are 
cheating. The creation of autonomous and impartial collection agencies 
beyond the reach of politicians can help solve this problem. Many other 
macroeconomic policy areas, including monetary policy and central bank
ing, also involve coordination problems that are more easily resolved 
through centralized but accountable decision-making structures.

The advantages of centralized decision making decrease and the 
importance of representation increases in reforms characterized by
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strong distributive conflicts. Even these reforms, as Hausner and Nelson 
show, may require strong leadership to break stalemates and sustain the 
overall coherence of the reform, particularly during acute crises. Never
theless, in democratic systems, distributive politics requires venues for 
negotiation, compromise, and forms of compensation. Particularly where 
the urgency associated with crisis is lacking, the process of change will 
necessarily be incremental, but there may not be good alternatives to 
gradualism within a democratic system, and particularly in democracies 
such as Poland’s, which are characterized by multiple veto gates.

Conclusions

Despite the necessary policy, political, and institutional trade-offs that 
we have highlighted in this introduction, we should recall that the tran
sition period in Central Europe has in large measure been one of hopes 
fulfilled. Contrary to earlier expectations, the transition to the market 
has not served to undermine democracy’s prospects. Nor have democra
cies proved incapable and inept in making difficult policy choices. Russia 
and a number of the former Soviet republics still face very fundamental 
political and economic choices, and their future as capitalist democracies 
is by no means secure. But the difficult debates now faced by the Eastern 
European countries are not the fundamental ones of democracy and the 
market, but, as with the other advanced industrial and middle-income 
countries, how to define the mix between the two in a way that combines 
efficiency, fairness, and representation. In the effort to understand these 
choices we present the results of this collective project.
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C H A P T E R  1

The Politics of Labor-Market Adjustment: 
The Case of Russia

V L A D IM IR  G IM P E L S O N

By mediating the impact of macroeconomic stabilization and fiscal 
adjustment on the everyday life of the population, labor markets play an 
important role in determining the success of the transition to the market. 
After seven years of transition, however, the Russian labor market still 
seems to be performing quite differently from the labor markets in other 
transition countries. Hungary and Poland faced sharp declines in employ
ment early in the transition. Unemployment rates there remain quite 
high even now, after several subsequent years of economic growth. The 
Czech Republic has little unemployment, but this must be set against 
slow economic restructuring and continuing government support to 
ailing enterprises.

In Russia, a large increase in unemployment had been widely expected 
even before the reform started. Nevertheless, open unemployment 
remained rather low until 1995, despite a 50 percent decline in produc
tion. In Russia, the standard trade-off between employment and wages 
was transformed into one between unemployment and underpayment 
with wage arrears. In 1996-98 wage arrears or significant delays in wage 
payments became one of the salient features of Russian economic 
and political development. They contributed heavily to rapidly growing 
public debt, thus eroding fiscal policy and generating even more politi
cal and economic uncertainty. To this extent, they became one of the 
determinants of the 1998 financial crisis. I

I am extremely grateful to all members of the focus group, and also to Simon Clarke, 
Rostislav Kapelyushnikov, János Köllő, Hartmut Lehmann, Douglas Lippoldt, and 
Dan Treisman for valuable comments. I owe particular gratitude to János Kornai, 
Robert Kaufman, and Stephan Haggard, who helped me to shape my research and 
argumentation.
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Why does the “Russian way” of labor-market adjustment (as it was 
described first by Layard and Richter 1994) deviate so much from that 
in most of the other reforming countries? There is a number of interde
pendent reasons. My explanation begins with the general fact that the 
Russian political leadership in 1992-97 was politically unable to take 
radical steps toward major structural reforms. Fearing the political impli
cations of mass unemployment associated with enterprise closures 
and/or deep industrial restructuring, the government preferred to avoid 
radical fiscal adjustment and hardening of budget constraints. Moreover, 
political institutions offered strong incentives for inflating the total 
public-sector wage bill. Finally, the existing system of unemployment 
protection or enterprise-provided welfare and public fear of a potential 
unemployment catastrophe gave employees an incentive to keep their 
jobs at any price.

As a result, both the Russian government and society have preferred 
to avoid massive worker dislocation by attempting a “soft” labor-market 
adjustment. A policy of underpayment and underemployment has 
become a core of redistributive politics, shifting major social costs onto 
the politically and economically weakest groups in society.

In this chapter I explore the political and institutional factors leading 
enterprises to delay wage payment and to accumulate labor slack. I then 
examine the political feedback from the Russian way in labor-market 
adjustment, as reflected in electoral support for reforms and workers’ 
protest.

“Great Contraction” without Unemployment?

The transformational recession (Kornai 1994) in Russia was much longer 
and deeper than had initially been expected by most observers. While 
muddling through with stop-go reforms for years, the country lost half 
of its industrial production and about 40 percent of its GDR' By 1995 
the decline still continued but at a slower pace. In 1997 the Russian 
economy at last appeared to be turning round, with GDP growing by 0.4 
percent and industrial production by 1.8 percent. But in 1998 another 
steep decline occurred.

Massive unemployment might well have been expected as an imme
diate and inevitable consequence of such a long and deep recession. 1

1 Column 8 in Table A .l in the appendix shows that the estimated level of real GDP in 
1997 was only 58 percent of the 1989 level. This means a slightly more than 40 percent 
decline, which was uncommon in the transition economies of Eastern Europe. Due to 
the economic collapse in 1998, Russia’s GDP further deteriorated.
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% %

Figure 1.1. Output, employment, and unemployment in Russia, 1991-98. 
Source: Goskomstat, various publications, and EBRD 1998.

Indeed, the situation could have been worse than in the Central and 
Eastern European countries, given the tremendous scale of labor hoard
ing in Russia prior to reforms. Yet, although the total social costs of the 
transition to capitalism were extremely high, mass unemployment came 
only after a delay. Figure 1.1 charts the major trends in output and 
employment over 1991-98, and shows clearly that the decline in employ
ment lagged well behind the steep drop in output. Unemployment, 
according to the definition of the International Labour Organization 
(ILO)/Organization for Economic Cooperation and Development 
(OECD), rose from 4.8 percent in 1992 to 9.5 percent in early 1996, but 
did not top 10 percent until the following year. Not until early 1999 did 
unemployment climb to over 12 percent.

Because most Russian politicians viewed high unemployment as a 
major threat to political stability, they tailored all policies to avoid it. In 
1992-95 job losses were held to a moderate level by stop-go monetary 
policies, insider privatization, and open and hidden subsidies to produc
ers. In some regions, authorities also implemented “active” labor-market 
measures to protect existing jobs.2

The quantity adjustment has been partially facilitated by involuntary 
reduction in working hours, but this is not enough to explain why falling 
production did not lead to more extensive job losses. In 1992-93 reduc
tions became a major substitute for layoffs and resulted in actual wage

2 The trend in bankruptcies is revealing. The year 1994 witnessed only 240 bankruptcy cases 
in Russia, compared with 5,900 in Hungary and 4,285 in Poland.
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cuts. In 1994-96, about 6-7 percent of the labor force was underem
ployed (Russian Economic Trends 1996: No. 2, pp. 105-6). The data do 
not indicate any significant increase in the rate of unemployment. More
over, the proportion of the labor force working shorter hours seems to 
have decreased in 1997.

Thus, instead of mass and rapid dislocation leading to high un
employment, we can witness a very gradual employment change. This 
gradualism has provided economic and social actors with more time to 
adjust to changing labor-market conditions. On the one hand it decreased 
onetime costs, while on the other it prolonged the adjustment period and 
spread the costs across the wider population.

Wages: Real and Unreal
Price liberalization in early 1992 caused a drastic fall in real wages. But 
during 1992 and 1993, real wages seemed to recover somewhat. This 
slight upward trend lasted until the end of 1994, when a sudden jump in 
inflation caused a decline of about 25 percent. During the next several 
years, wage levels stabilized and then began to turn up in 1996 and 1997, 
even though output continued to decline for most of that period. A 
gradual rise in real wages halted only after the August 1998 financial 
crisis, when they nose-dived along with the national currency.

However, the statistics on real wage dynamics in Russia are misleading, 
because they do not measure the wages that are actually paid. Wage 
arrears form part of the more general and interrelated pattern of arrears 
throughout the Russian economy, in taxes, trade, and interenterprise debt 
(Alfandari and Shaffer 1996; Ickes and Ryterman 1993;Treisman 1998). 
Some observers blame overly tight monetary policy, low monetization, 
and inappropriate macroeconomic measures (Vaughan-Whitehead 1998: 
28-29; Clarke 1997a). Following Kornai (1995), however, I believe, that 
the major determinants of all types of arrears lie in incomplete fiscal 
adjustment and lack of the political capability to ensure financial disci
pline. The budget constraint for firms taking on all types of debt remains 
soft. The civil code amended by Parliament in July 1996 stipulates that 
wage payments to employees have priority over other payments, but the 
government has persistently insisted that taxes be paid first.

The scale of delays in wage payments is well illustrated by public- 
opinion data (Table 1.1). The percentage of respondents who reported 
being paid fully and on time dropped from 62 percent in March 1993 to 
only 27 percent in January 1997. The proportion of those paid with delays 
over one month was only 7 percent in early 1993 but 40 percent in early
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Table 1.1. Wage Arrears in Russia (percentage o f respondents paid with delay)

Month
Paid on Time 

and Completely

Paid with 
Delay under 
One Month

Paid with 
Delay over 
One Month Total

March 1993 62 31 7 100
December 1993 48 41 11 100
March 1994 38 43 19 100
June 1994 41 37 22 100
November 1994 40 41 19 100
March 1995 43 40 17 100
July 1995 48 40 12 100
September 1995 44 17 100
March 1996 31 45 24 100
May 1996 37 36 27 100
November 1996 29 39 100
January 1997 27 40 100

Source: VCIOM data, cited from Gordon 1997: 73.

1997. These figures imply that on average almost every family in the 
country was denied wages completely or partially for some time.

The buildup of wage arrears began in 1992, but became quite signifi
cant by mid-1993 against a background of stabilization of real contracted 
wages. As Figure 1.2 shows, almost any upward movement in contracted 
wages has been associated with the amassing of new arrears. Conversely, 
when contracted wages dropped sharply in late 1994 and early 1995, 
wage arrears followed the trend. There are, however, notable exceptions. 
Each December, real wages go up in partial compensation for previously 
accumulated debts; this reflects the traditional practice of paying a thir
teenth monthly wage or additional bonuses. But in January the pattern 
of simultaneous movement of both trends resumes. Thus, wage arrears 
seem to reflect overestimates by employers (including both state and 
private firms) of their payments to workers. Real wage figures would 
show an even sharper downward trend if they were adjusted for accu
mulated real wage arrears.

Since mid-1993, wage arrears have been one of the major mechanisms 
of real wage flexibility. They grew in 1994 until midyear, resumed growth 
after mid-1995, and accelerated again in 1996. At the end of 1996, the 
stock of unpaid wages accounted for over 20 percent of monthly GDP 
or one month’s total wage bill. This figure was an aggregate for all firms. 
In those actually having wage arrears, the stock of unpaid wages at the
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Figure 1.2. Real wages and wage arrears in industry, 1993-98. 
Source: Russian Economic Trends, various issues.

end of 1996 was the equivalent of 275 percent of the monthly wage bill 
(Russian Economic Trends 1997: No. 1). By mid-1997 unpaid wages 
accounted for 55.3 trillion rubles, or 128 percent of the monthly wage 
bill. One-fifth of this was due to budget arrears and the remainder to 
firms’ inability to pay (Russian Economic Trends 1997: No. 3).

In 1997 the government announced it would repay its debts to public 
employees as one of its priorities. By the end of 1997, due to a reduction 
in the budgetary arrears, the total stock of back wages had been reduced, 
although it remained significant. In January 1998, however, it began to 
grow again, and in March 1998 it was one of the underlying reasons why 
President Yeltsin fired the Chernomyrdin cabinet.

Wage arrears are widespread in sectors experiencing the most diffi
culty (e.g., machine building or the social sector) as well as in those which 
are doing better (e.g., oil and gas, construction, or private firms across all 
sectors). Geography also appears to be a factor: the farther a region is 
from Moscow, the higher the incidence of the accumulated wage debts.

But accumulated wage debts are allocated across firms and employ
ees very unevenly, reflecting the position of different groups in the 
economy, their resources, and their bargaining power versus other groups 
of workers, managers, and the government. It appears that most of the 
arrears are shifted onto the least competitive and politically vocal part 
of the labor force (Desai and Idson 1998; Lehmann, Wadsworth, and 
Acquisti 1998; Earle and Sabirianova 1999). Significant intrafirm varia
tion in wage arrears suggests discrimination within firms against those 
with less bargaining power (Earle and Sabirianova 1999). Better-paid 
employees have more political clout, because they can quit and move to
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jobs with lower arrears and higher paid-out wages. Lower-paid workers 
are concentrated in sectors and jobs offering limited exit options. They 
are less vocal and more likely to accept payment delays with acquies
cence, even though wage arrears bring a much higher probability of 
poverty and destitution.

All this suggests that lower-paid employees suffer disproportionately 
more from nonpayment than those with higher wages. They are denied 
less in terms of the absolute amount, but significantly more in relative 
terms. The pattern seems to reflect a redistribution of the wage fund from 
the less competitive to the more competitive, or from relative losers to 
relative winners. Suffering from wage arrears also appears to be quite a 
persistent phenomenon: workers who had faced arrears once, in 1994, 
for example, had a higher probability of experiencing them again later 
in 1995 or 1996. This persistent vulnerability can be explained by low per
sonal bargaining power and/or by commitment to an ailing firm or sector, 
factors that often coincide.

The Politics o f Labor-Market Adjustment in Russia

How to Stabilize? Do Not Pay Wages!

Wage arrears seem to have emerged as a by-product of tighter monetary 
policy. The decrease in the money supply imposed serious constraints on 
both public spending and enterprises’ cash balances. In the absence of 
expenditure cuts or the enforcement of bankruptcy measures, disinfla
tion3 encouraged enterprises to take on all types of debts, including debts 
to workers. This assumption of debt has become a major means of soft
ening budget constraints and keeping firms afloat.

Figure 1.3 shows the inverse relation between wage arrears and infla
tion. When inflation soared, the level of wage arrears stabilized or even 
went down. Each attempt to restrain the money supply was followed by 
a new wage arrears crisis. Since early 1992, Russia has gone through five 
major stages in its struggle for stabilization and five subsequent ups and 
downs in arrears.

1. January 1992 to mid-1993: In January, when prices were liberal
ized, real wages dropped drastically and inflation soared. Mone
tary policy was tight at the beginning of 1992, but laxity returned 
by midyear, fueling inflation. The labor market responded to mon
etary tightening with a slight increase in unemployment and some

3 Table A.2 in the appendix shows that the gradual disinflationary process forced the infla
tion rate from a hyperinflationary level in early 1992 to 10.9 percent in 1997. However, 
the 1998 financial crisis caused a new price hike in the second half of the year.
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%, wage arrears CPI, %

93 94 95 96
Figure 1.3. Wage arrears and inflation, 1993-98.
Source: Russian Economic Trends, various issues.

short-time employment emerged. Wage arrears appeared as well 
but remained at a rather low level.

2. Mid-1993 to mid-1994: In a new attempt to reduce inflation, 
monetary policy was tightened, borrowing on the bond market 
replaced inflationary sources of government financing, and most 
subsidies were cut. Unemployment still grew rather slowly, under
employment and real wages stabilized, but wage arrears started 
rocketing.

3. Mid-1994 to early 1995: There was a new loosening in monetary 
policy, and the monthly rate of the consumer price index (CPI) 
increase jumped from 5.3 percent in July 1994 to a peak level of 
17.8 percent in January 1995. Trends in unemployment and under
employment showed no significant changes, but real wages plum
meted by one-third between September 1994 and January 1995. 
Correspondingly, wage arrears almost halved.

4. Early 1995 to August 1998: Monetary policy became tighter once 
again. After reaching its peak in January 1995, the rate of CPI 
increase steadily went down. Monthly inflation did not rise above 
3 percent between February 1996 and August 1998. A slight 
increase in unemployment by March 1997 was followed by a 
subsequent decrease; underemployment remained at about the 1 
percent level and real wages due to be paid also seemed to recover 
somewhat. However, wage arrears grew rapidly.

5. From August 1998 onward: Sharp devaluation of the ruble, more 
lax monetary policy, and a rise in the rate of inflation have reduced
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the real stock of wage arrears. Unemployment has crept up, but 
only at about the same pace as in earlier years.

Daniel Treisman has argued that the control of inflation from mid-1996 
to August 1998 was attributable to specific, “nonorthodox” policies that 
compensated earlier opponents of stabilization and changed their incen
tives. First, initially pro-inflationary commercial banks were co-opted 
into the antiinflationary camp by the creation of a market for state 
securities, protected from foreign competition and offering extremely 
high rates of return. Second, “insolvent farms, enterprises, and state 
installations that demanded inflationary credits were appeased with free 
or cheap energy. This nonmonetary means of injecting liquidity into 
illiquid spots reduced the credibility of threats of mass strikes and civil 
unrest and stretched out the agony of restructuring into a politically less 
explosive pattern” (Treisman 1998: 264).

But “non-monetary” ways of keeping insolvent firms afloat do not 
provide cash to pay wages. The energy sector, which was heavily com
pensated with tax breaks, export privileges, and other perks, remained 
among the major debtors to the federal budget. Even when debts were 
repaid from time to time, firms then started to accumulate them anew. 
Workers who are not paid for months are no happier if their company 
also fails to pay its taxes.

How have households been affected by disinflation? High inflation 
taxes the whole population regardless of region, sector, or ownership 
type, but its major burden is put on low- and middle-income groups. 
Compared with high-income earners, these groups have fewer opportu
nities to protect their real incomes from erosion. As was shown by 
Granville, Shapiro, and Dynnikova (1997: 76), if in 1993-95 the monthly 
inflation rate was r percent, the monthly inflation tax reached r/2 percent. 
Over the year, it could account for an annual loss of up to 25-30 percent 
of monthly wages.

Wage arrears are also a kind of tax, but they affect households in a 
different way than inflation. First, 60 percent of employees experience 
no delays at all or only short ones. These people are “tax exempt” 
and low inflation provides a real gain for them. Second, those who are 
owed back wages are taxed very unevenly. As noted, most of the wage 
arrears are very heavily concentrated in particular economic sectors and 
regions, and among certain social groups. More competitive workers 
have higher wages and lower arrears, whereas less competitive workers 
have lower wages and higher arrears. For the latter, however, the choice 
is between wage arrears and unemployment. As we see, they prefer the 
former option. But in receiving delayed wages, they are taxed for

The Politics o f Labor-Market Adjustment in Russia
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disinflation, whereas others pay little or nothing at all. In these cases, 
swapping inflation for wage arrears may have exposed them to even 
greater hardships than high inflation would have done.

Why Does the Government Tend to 
Set Unsustainable Wages?

Widespread arrears raise the question of how wages are set in the 
economy and why unsustainable wage claims emerge in the first place. 
If almost half of all firms are not able to meet their obligations, there is 
probably an upward bias in the wage-setting machinery; something 
pushes employers to set wages that are beyond the limits of their eco
nomic capabilities.

Alfandari and Schaffer suggest that wage arrears are in some sense an 
accounting fiction and present a way to reduce labor compensation. “In 
principle, managers always have the choice between paying a low wage 
(promptly) or essentially promising to pay higher wages with money the 
firm doesn’t have (or the managers won’t admit to having) -  that is, to 
accumulate wage arrears. We suspect managers promise wages in excess 
of the cash they have available so as to turn workers’ protests toward 
the government authorities in order to obtain financial assistance” 
(Alfandari and Schaffer 1996:125).

When the flow of subsidies first showed signs of drying up, this might 
have well been one of the reasons for pushing up wage claims. The gov
ernment itself, however, was also unable to meet its own obligations and 
was a major contributor to mounting wage debt, provoking other actors 
to follow suit. High inflation helped to meet these nominal claims by dis
counting them, but later, lower inflation raised the real value of unpaid 
wages. Over time, the trend became to some extent self-generating.

Various features of Russia’s political institutions have played an 
important role in shaping the emergence of wage arrears. First, a per
sistent conflict between the government and the State Duma (the lower 
chamber of the Russian Parliament) has resulted in inflated expendi
tures. Second, fiscal-policy-making institutions are highly decentralized, 
and the Ministry of Finance has little control over off-budget funds. The 
Ministry of Finance has often been unable to resist lobbying demands 
within the government and the presidential administration, or to control 
fiscal policy and public spending in politically important regions.4 Third,

4 Regional expenditure and extrabudgetary funds together accounted for 59.4 and 57.8 
percent of general government expenditure in 1995 and 1996, correspondingly (OECD 
1997: 188).
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an overpoliticized and unreformed tax collection system has contributed 
to losses in revenues.5

Let us look more closely at the basic institutional foundations of wage 
policy. The wage-setting institutions in the budget-financed, privatized, 
and private sectors differ. In budgetary-financed institutions (public edu
cation, health care, culture, and science among others) wages are based 
on a uniform tariff scale (UTS).6 The statutory minimum wage is fixed 
by the president or Parliament and may change from time to time, albeit 
irregularly. Further regulation of wages and salaries in the public sector 
is in the competence of the government (Mikhalev and Bjorgsten 
1996: 10).

According to the Russian Constitution, the government is accountable 
to the president, not the Parliament. The budget must be approved by 
the lower chamber, which is dominated by the Communist and nation
alist opposition, but this role generally marks the limit of the Duma’s 
power over fiscal policy. With limited direct policy influence or respon
sibility, legislators in the Duma have an incentive to adopt an expan
sionist stance. In this respect, moreover, Duma deputies are typically 
supported by the upper chamber of the Parliament: the Federation 
Council, which represents regional interests. Thus, Parliament has con
sistently raised expenditure, particularly increasing salaries, wages, 
pensions, and benefits.

The government, which is under pressure from the international eco
nomic organizations to limit budget deficits and set inflation targets at a 
low level, has resisted increases in social spending. Nevertheless, the gov
ernment also has strong incentives to relax controls.

First, for both political and economic reasons, the government has 
attached considerable importance to meeting the scheduled deadlines in 
the budget cycle. This has pushed it to compromises with the legislature 
that raise expenditures. Although initial budget drafts have typically 
envisioned substantial limits on expenditure, they are blocked in the leg
islature, not only by Communists and other opposition groups, but also 
by pro-government deputies who lobby for particular regional and indus
trial interests. At that point, the budgets are referred to a reconciliation 
committee, where projected spending is usually inflated. The limited 
capacity of the government to raise revenues and collect taxes expands 
the gap. This has happened almost every year since the start of reforms,

The Politics o f Labor-Market Adjustment in Russia

5 On the role of institutions of fiscal policy making, see Haggard, Kaufman, and Shugart, 
Chapter 3, and Tanzi, Chapter 2, in this volume.

6 The UTS provides for eighteen grades, in which the first grade is equal to the minimum 
wage; higher grades are calculated by multiplying the minimum by increasing coefficients.
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and 1998 is no exception.7 Although most of the budgetary allocations 
are later reduced, due to insufficient revenues, they directly affect both 
the amounts and rates of wage claims.

Second, wage policy is also affected by a kind of political business cycle 
characterized by preelectoral promises.8 During 1995 and the first half 
of 1996, a period of parliamentary and presidential electoral campaigns, 
there were seven minimum wage adjustments, a higher frequency of 
adjustment than at any other period of the transition. It could be 
accounted for only by electoral considerations, because inflation was no 
higher than in other periods, and growth had not resumed. Most of the 
promised increases could not be supported by available resources; tax 
collection, in fact, declined even further before and immediately after 
the election period.

The largest increase in wage claims was in the public sector. In the 
science sector, for exam ple, the year-on-year grow th in the real wages 
due to  be paid was 12 percent. W hen the 1996 elections w ere over, the 
rate of wage growth in the economy fell from 15-16 percent in the second 
and third quarters (compared with the same period a year earlier) to 3 
percent in the first quarter of 1997 (Russian Economic Trends 1997: No. 
3, p. 52). However, the inflationary effect on wage claims had accumu
lated by late 1996, and this pressure was offset largely by arrears.

Once both general elections were over, the electoral campaign shifted 
to the regions. Since the autumn of 1996, almost all Russian regions have 
undergone elections of governors and regional and local legislatures. 
These campaigns were very expensive for regional budgets, and while no 
special studies exist on how regional elections affect economic policy, it 
is logical to assume that they increase the public-wage bill.

Regional governments continue to be very significant employers. They 
still run educational and health-care facilities and some housing, among 
other activities. Interestingly, against the background of general con
traction, some parts of the public sector increased employment in the 
1990s even in absolute terms. This clearly happened in public adminis
tration, education, and health (Gimpelson and Lippoldt 1997). Although 
the latter two sectors have relatively low wages, their total wage bill is 
expanding. Most of this employment expansion happens at the regional 
level and has to be financed from regional budgets. Regional and local

7 As the OECD survey concludes in general (1997:6), “The regular non-fulfillment by the 
Federal Government of its own budgeted allocations, due in part to unrealistic budgets 
that echo political confrontations between the Government and the Duma, has added 
fuel to the fire of escalating non-payment problems in the economy, also implicitly under
mining overall efforts to promote the law and contract enforcement.”

8 On political business cycles in Russia, see Treisman and Gimpelson 1999.
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authorities are likely to give priority to paying wages of those work
ing in administration. Thus the latter are likely to gain relative to 
workers in the education and health sectors, not only with respect to 
employment and wages owed but also in terms of the wages actually paid 
out to them.

The Russian version of fiscal federalism also contributes to arrears. 
Rules for allocating financial transfers to regions are unclear and are 
the subject of constant bargaining between regional and central govern
ments. In their tug of war with the federal authorities, regional officials 
may misallocate funds earmarked for public wages and then request new 
funds from the center. They may also cross-subsidize local consumers 
by raising energy and utility prices for federal consumers located in the 
region (e.g., military bases and defense plants). Faced with higher energy 
bills, federal consumers then go into arrears in their payments to energy 
suppliers. The electricity and utility sectors, in their turn, do not pay their 
coal or oil suppliers. This complex chain of arrears then becomes an 
occasion for requesting additional financial help from the federal 
government. The outstanding example of such center-region war over 
additional transfers is Primorsky Kray in the Far East. The economic 
policy of the regional administration is a kind of local populism based 
on pressuring Moscow for extra funds.

The Politics o f Labor-Market Adjustment in Russia

Why Do Private Employers Tend to Set Wages That 
They Cannot Pay?

Wages in employment not financed by the budget were completely 
deregulated in early 1992. Since then, firms have been free to set their 
own wages. Although the rate of union membership at large and 
medium-sized enterprises remains very high generally (officially it is 
about 70 percent of the labor force), this does not create any significant 
upward pressure on wages. Most wages are set by employers’ fiat.

Private employers, however, may enter an unsustainable wage race for 
numerous reasons. First, the UTS designed for the public sector is used 
by many private employers as a guideline; thus, increases in the UTS 
indirectly affect the nonpublic sector as well. Second, uncertain or false 
market information may lead employers to overestimate the size of cash 
flows. For example, many privatized firms are under contract to bud
getary institutions, and if the latter do not receive their funds in time, 
they do not pay their contractors either. Furthermore, the widespread 
barter deals leave firms short of cash. Flere, firms may enter “virtual 
economy” pretending to have produced more value than they really have 
and, therefore, pretending to pay workers more than they actually can
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(Gaddy and Ickes 1998). Third, the coordination between firms in wage 
setting is poor; firms try to retain and motivate skilled labor by paying 
an efficiency wage (Gimpelson and Lippoldt 1996; 1997). This generates 
“leap-frogging” by workers seeking higher wages, a common scenario 
wherever wages are set in a decentralized way.

Delaying wage payments also reflects “the relative power of managers 
in relation to workers, which the standard view suggests is greater in 
Russia than in Central and Eastern Europe” (Alfandari and Schaffer 
1996: 133). This pattern is reflected in the fact that Russian managers 
place much lower priority on paying workers than Polish managers do, 
for example (128). This relative power of managers has its source not 
only in the weakness of trade unions but also in the inability of the state 
to enforce contracts and to punish violations of the labor law. “The more 
general the practice, the easier it may be to persuade workers that it is 
somehow legitimate, or at least not the management’s fault. Costs of 
using arrears are inversely related to their prevalence due to a decreas
ing probability of punishment” (Earle and Sabirianova 1999:18).

Small private firms do not hire labor from the pool of unemployed. 
Instead, they pull the best workers from state or privatized firms by offer
ing much higher labor remuneration. Their offers are often based on the 
assumption of low nonwage labor costs, evasion of taxes, and social con
tributions. This competition between different types of employers results 
in upward pressure on wages in state and privatized firms and raises the 
average wage level in the economy.

Finally, if the government and large employers delay payment of 
legally contracted wages, and if this violation of laws is not punished, it 
creates clear incentives to all other employers to follow the practice. The 
result is an epidemic of wage arrears across all sectors and types of firms, 
even those that are profitable and face no liquidity constraints.9 Non
payment becomes a social norm among employers and shifts the whole 
system to a new equilibrium. Paying “on time and completely” becomes 
a collective good and exiting from the arrears trap requires the imple
mentation of politically costly selective incentives (such as enforced 
bankruptcy of large firms or punitive fines for delaying payments).

Workers’ Response to the Labor-Market Adjustment

One might expect that a situation where millions of employees are not 
paid for months would generate mass social unrest. In fact, although

9 Indeed, firms with cash could make hefty profits by investing their wage arrears until the 
bond market collapsed in 1998.
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Table 1.2. Strikes in Russia, 1991-98

Year

Number of 
Enterprises 

Where Strikes 
Were Registered

Number of 
Employees 
Involved in 

Strikes (thousand)

Number of 
Participants in 

Strikes per 
Enterprise

Days Lost per 
Employee 
Involved in 

Strikes

1990 260 99.5 383 2.1
1991 1,755 237.7 135 9.7
1992 6,273 357.6 57 5.3
1993 264 120.2 455 2.0
1994 514 155.3 302 4.9
1995 8,856 489.4 55 2.8
1996 8,278 663.9 80 6.0
1997 18,675 836.9 45 6.5
1998 12,456 530.7 43 5.4

Source: Goskomstat, various publications.

arrears have contributed to growing social tension and rising social 
protest, there has so far been little social unrest on a mass scale. Given 
the extent of the wage delays and nonpayments, this is surprising. Most 
strikes are localized in several particular sectors and regions. Wage 
arrears do cause some “wildcat” strikes or some individual actions from 
completely discouraged people. Russian newspapers report numerous 
cases of hunger strikes, blocking of strategic roads, and even suicides 
caused by extreme destitution. Yet the labor force causes less instability 
than constitutional stalemates, wars between various Kremlin clans, or 
the constant intriguing among Moscow political elites.

Table 1.2 reports on the dynamics of strike activity in the Russian 
Federation since 1991. The first peak came in 1992, when the toughest 
stabilization measures were introduced. A second and stronger wave of 
disputes came in 1995. Reporting on these data, Goskomstat, the Central 
Statistical Office of the Russian Federation, observes that the rising 
propensity to strike closely approximates to the growing incidence of 
wage arrears; 99 percent of all collective actions in the economy were 
directly induced by nonpayments. The trend continued in 1997-98 
with miners and teachers becoming more and more militant. May 1998 
was marked by a new explosion of miners’ protests over unpaid wages, 
which involved blocking strategic railroads and stopping cargo traffic. 
Although the protests remained sectorally and geographically localized, 
they did increase the pressure on government and raised doubts about 
the capacity of the latter to resist growing fiscal pressures and wage 
demands.
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On the whole, however, workers have accepted arrears with surpris
ing tolerance. The strike movement during 1995 involved fewer workers 
in industrial disputes than were found in most affluent OECD countries. 
Moreover, breakdown of the data by sectors shows that the bulk of the 
actions have appeared in the coal industry, health care, and education. 
Although these sectors did face the most severe wage backlogs, their 
comparative militancy cannot be attributable entirely to the wage 
arrears. Coal miners, along with teachers and health-care workers, are 
the most militant sectoral group almost everywhere.

There are probably a number of reasons for the relative passivity of 
workers. First, as Connor (1995: 11) writes, “Labor, in Russia, is weak -  
a taker of prices, not a maker, and largely unable to exert strong influ
ence over its environment.” Second, employees are extremely scared by 
the possibility of losing their jobs and being pushed into unemployment. 
Third, labor market institutions do not seem to offer much help in coping 
with joblessness. Thus workers may consider alternatives such as under
employment and underpayment to be lesser evils.

Weak Voice

Despite the fact that about three-quarters of the labor force is still union
ized, “Russian trade unions are too weak to dictate terms in a turbulent 
transition economy. Management has the upper hand in labor disputes” 
(Connor 1995: 8). As in other transition economies, trade unions in 
Russia are divided into “old” successors of the Communist unions and 
the “new” ones with “grass-roots” support that emerged at the beginning 
of the democratic transformation.

The Federation of Independent Trade Unions of Russia (FITUR) 
represents the former type of union and absolutely dominates the 
trade-union scene. In the dispute over back wages, they “have confined 
themselves primarily to political lobbying in collaboration with the 
employers on behalf of their particular branch of the economy” (Clarke 
1997b: 2).

The “new independent” trade unions that emerged in the late 1980s 
as part of the rising democratic movement are confined to particular 
sectors or firms. Having limited mobilization capacity, they have adopted 
a strategy of pursuing individual employers through the judicial system, 
of providing legal advice, and of representing small groups of workers 
in court (Clarke 1997b). Their success in winning a number of cases has 
hardly affected the general trend. The low level of union voice and mobi
lization capacity in transition Russia also derives from structural changes 
within the labor force. Here I would mention the growing nonunionized
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private sector and the rising heterogeneity and segmentation within for
mally unionized labor.

More competitive employees have both exit and voice options at their 
disposal (Hirshman 1970) and exhibit a spectacular mobility to other 
jobs, particularly to those in the new private sector. Even if they stay with 
their current firm, their stronger bargaining power and louder political 
voice allow them to satisfy demands individually or within small groups 
in direct nonunionized disputes with management. This possibility 
creates incentives for more egoistic behavior.

Less competitive employees have a weak voice but still fewer options 
for exit. Underemployment weakens still further those who stay at ailing 
or nonpaying establishments, because those with bargaining power and 
voice are likely to quit. These people are dependent on managers’ dis
cretion and have nowhere to go. To accept wage arrears seems to many 
of them the cheapest option. They may believe that they at least save 
their jobs, will eventually get their wages in full, and can survive in the 
meantime by moonlighting.

However, the strong concentration of losers within a limited space or 
the same sectors and/or firms does create additional incentives for col
lective action. Underemployment increases the scale of social burdens 
imposed on them, but in many cases it also weakens a threat of layoff. 
Losers become locked in state-run firms, firms with monopoly power, 
infrastructure sectors (railways, public transportation, air controllers), 
public education, and health, which are more centralized, better 
organized, or heavily unionized. “Unions limited to losing groups in the 
public sector, as in the marketizing economies, can endanger reforms,” 
warns Freeman (1994: 24). And as Nelson (1995: 356) writes, “Unions in 
strategic sectors may exercise tremendous economic and political lever
age, even if the labor movement for the nation as a whole is not strong.” 
This can partially explain the high militancy of miners’ and teachers’ 
trade unions, against a general background of impotence in the Russian 
trade-union movement.

Threat o f  Open U nem ploym ent

Another reason why this particular form of labor-market adjustment is 
so easily accepted is linked to the actual and perceived threat of job loss. 
Fear of unemployment can reduce workers’ demands and force them to 
be more tolerant to deteriorating terms of employment (Blanchflower 
1991).

There was no open unemployment in Russia before the transition, 
but it was widely assumed that reforms would initially involve a very

The Politics o f Labor-Market Adjustment in Russia
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high rate of unemployment. These warnings came from proponents of 
reforms, as well as from opponents, although the political reasons and 
arguments differed. Proponents of reform pointed to the depth of the 
needed transformation and the scale of the existing distortions. Social- 
sector ministries, referring to these forecasts, lobbied for more resources 
and more power in economic policy making. Opponents of reforms 
manipulated the figures in an attempt to prevent the coming “national 
catastrophe” of shock therapy. The most pessimistic claims were sup
ported by ILO experts, who favored piecemeal, socially oriented reforms 
over the orthodox prescriptions of the International Monetary Fund 
(IMF) and World Bank (WB) (Standing 1996).

A ll of these predictions overestim ated the actual trend  in unem ploy
m ent rates (as discussed earlier). B ecause they w ere widely repo rted  by 
the mass m edia, how ever, these forecasts increased public fears. So even 
before  the reform s really got off the ground, the general public expected 
mass w orkers’ dislocation. A s the popu lar saying goes, “fear has big 
eyes.”

In 1989, even before there was any hint of radical economic changes, 
public opinion perceived unemployment as a major problem. Half of 
those surveyed were afraid of losing their job. After 1992, about 70-80 
percent of respondents were likely to admit to such fears. These pro
portions with these fears were very stable over the next five years 
(see Table 1.3) despite the modest level of unemployment that actually 
appeared. Thus, the extremely strong fear of mass dislocation and soaring 
unemployment in Russia penetrated into public opinion and workers’ 
behavior. It became an additional factor pushing people to accept a low- 
wage model, of which wage arrears were a hidden part.

Labor-Market and Welfare Institutions

One of the goals for labor-market institutions such as the Public Employ
ment Service (PES) is to assist the unemployed. The PES provides 
information on vacancies, helping with retraining, and arranging 
unemployment benefits for applicants. The more efficient the PES is, the 
easier it becomes for the unemployed to survive periods of joblessness. 
Consequently, the easier it becomes for them to accept unemployment.

A detailed account of the Russian PES performance has been given 
elsewhere (see, e.g., Standing 1996). For my purposes it is only important 
to note that it is not very effective. In addition to the red tape incurred 
when application is made to the PES, unemployment benefits remain 
very low and the benefits themselves are also in arrears in many regions. 
These arrears may last even longer than wage arrears. The prospects of
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Table 1.3. Perception o f  Unemployment (percentage o f positive responses)

Month

“People Are 
More Afraid of 

Losing Jobs”

“There Are 
Unemployed 
among My 
Relatives 

and Friends”

“There Is a 
Threat of Mass 
Layoffs at My 

Enterprise”

“I Am Likely 
to Lose My 
Job Due to 
Enterprise 
Closure or 

Employment 
Cuts”

November 1989 49 — — —

November 1992 70 — — —
April 1993 80 41 46 37
August 1993 80 43 47 41
December 1993 — — — 37
January 1994 82 51 48 —
May 1994 83 60 43 46
September 1994 — — — 38
November 1994 77 64 34 37
March 1995 81 66 35 43
January 1996 70 70 27 36
January 1997 — — 37 50
September 1997 — — 29 35

Source: VCIOM.

getting a new job through the PES are low as well, because most of the 
employers either do not report vacancies, or are reluctant to hire the 
unemployed. All this provides workers with additional incentives to stay 
with a current job, even if they are not paid on time. If they do, they can 
at least hope to get their wage sooner or later, and they encounter fewer 
restrictions on moonlighting.

Retaining existing jobs may also provide some in-kind compensation. 
It should be recalled that one legacy of the socialist period is that some 
welfare benefits to workers are still provided through enterprises. Their 
proportion is declining, but it is still significant enough to stimulate 
workers to stay at “any price.”10 This part of compensation is less flexi
ble and paid even when wage cash is scarce. The larger it is, the stronger 
the incentives are to tolerate backlogs in wages. This institutional feature 
of the Russian labor market distorts price signals to employees, and so 
contributes to acceptance of nonpayment by employees.

10 Enterprise related social benefits add about 5 percent to total labor costs in general but
the larger firms that are most likely to be in arrears provide most of this amount.
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We now turn to the political payoffs of the path chosen. Does the adjust
ment through underemployment and nonpayment help with political 
management of workers’ tolerance of reforms? Or does it amplify ten
sions? Of course, we cannot answer this question fully, because we can 
only speculate about consequences of a counterfactual situation of low 
wage arrears and high unemployment. Nevertheless, it is possible to 
examine more closely some relationships between labor-market indica
tors and such political outcomes as labor militancy and electoral support 
to reformers in office. I argue that although wage arrears might pos
sibly have cushioned the system against the shocks of contraction and 
stabilization during the early stages of the transition, nonpayment later 
became likely to trigger a political backlash.

Existing literature on the political economy of reforms in other coun
tries deals exclusively with unemployment in its open, explicit form. 
Rising unemployment is often considered an outcome that can topple 
the government and derail reforms.11 Adam Przeworski links this argu
ment to the post-Communist reality: “There are good reasons why un
employment should turn people against reforms. Whatever else one may 
think about the communist economy, it did provide full employment. 
Moreover, full employment was the principal mechanism of income 
insurance. Hence, when unemployment appeared and began to climb, 
people found themselves not only without jobs but also without 
incomes and other services that were traditionally provided by places of 
work.. . .  Hence the prospects of unemployment are frightening” 
(Przeworski 1996: 535).

For these reasons, Przeworski argues, mounting unemployment led to 
a sharp drop in support for reform in Poland (1993:166). Meanwhile the 
exceptionally low unemployment rate in the Czech Republic contributed 
to the country’s political and social stability in the early stages of transi
tion. It helped to stabilize the Klaus government and served as an impor
tant component in the political compromise with trade unions (Stark and 
Bruszt 1998: 205,211).

In the Russian case, as I argued at the beginning of the chapter, both 
the government and public opinion considered underemployment a 11

Political Outcomes of Labor-Market Adjustment

11 In the introduction to a special issue of Comparative Political Studies on patterns of eco
nomic voting in Poland, Peru, and Mexico, Susan Stokes wrote, “Rising unemployment 
generated pessimism about the future and opposition to the government and reforms in 
all three countries.. . .  Apparently, unemployment is such a catastrophic event that when 
people think the probability of losing their job is high, they interpret this unambiguously 
as bad news and hold the government accountable” (Stokes 1996: 514).
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lesser evil than open unemployment. The social and political gains from 
the Russian way were explicitly stressed by Russian sociologist Leonid 
Gordon, who believed that “Russian society has groped for -  partially 
deliberately, partially spontaneously -  a few rational methods, that 
come with short-time employment, involuntary unpaid leaves, and the 
like. Transition to unemployment goes gradually here through partial 
employment, which is clearly tolerated by society more easily than a 
onetime layoff of many millions of employees. Moreover, underemploy
ment does not always end in unemployment” (Gordon 1997: 70). This 
view was shared by some Western observers: “Amidst all the gloom, this 
avoidance of mass unemployment in the face of enormous structural 
shocks might seem to be the great achievement of the Russian transi
tion” (Clarke 1997a: 42).

One way to measure the political implications of this adjustment 
mode is to look at labor militancy. As pointed out earlier, despite a 
dramatic deterioration in living standards and employment conditions, it 
has generally remained rather low (outside the mining and edu
cation sectors, which are very militant). Would it be higher under the 
alternative solution of higher unemployment? On the other hand, 
the underemployment-underpayment model does redistribute losses 
from stronger (more competitive) to weaker (less competitive) workers, 
and so is likely to segment the labor force and weaken the employees’ 
voice even more. Even so, it is not at all clear that labor protest would 
increase under alternative conditions of high unemployment, because 
“bargaining power and militancy decline in hard times and increase in 
prosperity” (Nelson 1995: 363).

Figure 1.4 provides a schematic illustration of how unemployment and 
wage arrears can affect the labor force. One may assume that the general 
distribution of workers according to their bargaining power in the 
Russian economy (let us call them “weak” versus “strong”) is skewed 
toward those who are “weak.” Those heavily affected by wage arrears 
are to the left of the line AB. This line is almost vertical, since it sepa
rates the weakest. The line CD slopes and cuts off those who are affected 
by unemployment. Because high unemployment comes with more active 
use of bankruptcies and layoffs, it affects relatively “stronger” workers 
as well. Its effect is less selective, which is reflected by the fact that 
CD crosses AB and slopes. So wage arrears involve larger numbers of 
workers but are more selective toward those who are “weaker.” In the 
case of unemployment, fewer but “stronger” workers are affected.

Elimination of wage arrears turns into unemployment -  it turns the 
AB line anticlockwise. The incidence of unemployment increases, 
although the number of those unemployed will still be lower than the

The Politics o f Labor-Market Adjustment in Russia
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A

Figure 1.4. Effect of wage arrears versus unemployment on weaker and 
stronger workers.

number of workers owed back wages. The model thus suggests a politi
cal trade-off between two effects. Which is politically more manageable: 
to have fewer but stronger workers affected by unemployment, or to 
have more but weaker workers underpaid? To the extent that higher 
unemployment reduces the incidence of arrears across the Russian 
population, it is conceivable that it could actually boost political support 
for an incumbent government. Expanding arrears moves the AB line to 
the right, pulling in more stronger as well as weaker workers. This not 
only implies an increase in the potential for protest; it also substantially 
expands the size of the underpaid electorate.

Let us turn from this simplified picture to an examination of some elec
toral outcomes. During the transition period, Russian reforms have 
passed through a number of electoral tests. The most recent ones were 
the December 1995 parliamentary elections and the July 1996 presiden
tial elections. By the end of 1995, underemployment and especially non
payment of wages had emerged as hot public issues. Promises to pay the 
accumulated wage arrears became one of the cornerstones of Yeltsin’s 
reelection campaign in 1996.

Some observers see the major factors that affected the electoral out
comes as located outside pure economics.12 Wage levels, arrears, and

12 Colton, in his study on economic voting in the 1995 parliamentary elections in Russia, 
concludes that “economic causes . . .  merit a respectable but unsensational niche in our 
understanding of how Russian voters have behaved to date” (1996: 313-14). It is also 
argued that political values and preferences in Russia are quite strong and stable and 
have more influence on electoral outcomes than economic variables.
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unemployment do matter, however, if only as second-order factors (Mau 
and Gasparyan 1997). Predictably, the likelihood of support for existing 
authority increases with higher wages and decreases with wage arrears. 
However, the impact of unemployment is surprising: the population in 
regions with higher unemployment is more likely to vote for the incum
bent president. A study by Lissovolik and Nash (1996) shows similar 
results. Support for reformers is inversely related to wage arrears, but 
positively associated with both higher unemployment and average wage 
levels.

The elections to regional legislatures held in a number of regions in 
1997 brought a clear victory to candidates associated with incumbent 
executives, enterprise managers, and businessmen, but not to the parti
san politicians from left-wing parties. In a few regions where the left did 
win relative majorities the unemployment rates varied widely, and in 
some cases they were lower than the national average.

Thus the electoral evidence suggests that open unemployment has not 
been a major problem for winning or keeping office, while much more 
“electoral” tension has been brought about by wage debts. The incidence 
and duration of wage arrears are strongly and inversely correlated 
with voting for the incumbent president (Earle and Sabirianova 1999). 
In trying to cushion the negative political consequences of unemploy
ment, the government may well have incurred political costs as high or 
even higher from wage arrears.

The positive association between unemployment and support for 
reformist incumbents does, however, pose a puzzle. If unemployment in 
Russia was and is considered by the population as the worst evil, as I 
argued earlier, then how can it be positively linked with support for 
incumbents? There are several possible ways to resolve this paradox.

First, as I have suggested, wage arrears (as an unemployment substi
tute) affect more people as voters than unemployment otherwise would. 
Second, low unemployment and high wage arrears indicate lack of eco
nomic restructuring. Restructuring, in turn, causes more unemployment, 
but expands the group of winners as well.

The distinction between winners and losers is more sophisticated than 
a sharp dichotomy between nouveau riches and the “new poor,” which 
would include the unemployed. It is more useful to conceive of the 
distinction in terms of a continuum, in which the positions of relative 
“winners” and “losers” are dynamic and depend on many factors. Most 
of the people who experience unemployment are those with the least 
marketable skills. For them, losing a job does not come as a surprise; 
there is usually a prior history, a period of underemployment or under
payment, that conditions expectations about future prospects. In other

The Politics o f Labor-Market Adjustment in Russia
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words, this category of losers includes not only the unemployed but also 
“those who know that they cannot win” (Rychard 1996: 472).

Underemployed or underpaid workers with negative expectations are 
no less likely than the openly unemployed to have a negative percep
tion of government policy, as various polls have documented. In such 
instances, a marginal increase in unemployment would do little to change 
either the proportion of voters who perceive themselves as losers or their 
attitude toward the government.

The situation is more complicated with the winners. If additional 
unemployment comes hand in hand with restructuring, the number of 
winners might be expected to expand. Potential winners are much less 
informed about their chances of actually becoming winners (Rychard 
1996). Nevertheless, by divesting nonproductive or low-productive labor, 
firms may gain the breathing space to increase profitability and com
petitiveness. The pool of unemployed may in turn offer a relatively cheap 
source of labor and new opportunities for the creation of new jobs. All 
this brings more people into the group of winners or closer to it. The 
growing pool of those whom Rychard calls “winning losers” may thus 
eventually expand the proportion of “winning winners.” Political atti
tudes under these circumstances may reflect Hirschman’s (1981) famous 
“tunnel effect.” The increasing number of actual and potential winners 
may offset the electoral opposition of the losers.

Conclusions

High unemployment is generally considered an almost inevitable conse
quence of the radical reform in the post-socialist economy. By intro
ducing hard budget constraints through the enforcement of financial 
discipline and a tighter credit policy, the reforms speed up the exit of 
insolvent firms and the restructuring of those that remain in business. 
This creates labor redundancy and increases the potential for un
employment. With the “Great Contraction” of Russia’s structurally 
obsolete economy, a scenario of very high unemployment seemed to be 
almost inevitable in the early stages of the transition.

Notwithstanding this plausible expectation, however, unemployment 
proved much lower than expected. Furthermore, it came after a signifi
cant delay and was accompanied by various forms of underemployment 
and underpayment. Nominal wages kept creeping up, and the inflation 
tax turned into nonpaid or delayed wages. This became a major adjust
ment instrument. Ultimately, wage arrears came to affect almost half the 
country’s employees, and the social groups that bore the brunt of adjust-
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ment costs were the ones with the least marketable resources and 
weakest political voice.

Both political and economic factors were instrumental in producing this 
outcome. Political elites were afraid of causing high unemployment, which 
made them reluctant or unable to pursue structural reforms. The fiscal 
adjustment remained incomplete and fiscal discipline for enterprises was 
not applied, which in turn permitted unemployment to remain at rela
tively modest levels. Thus, although reliance on wage arrears allowed the 
government to move relatively successfully toward economic stabiliza
tion, it also reflected major delays in institutional and structural reforms.

Among the factors tending to push up nominal wages have been the 
country’s political institutions, the political business cycle, and the design 
of federalism. Meanwhile, weak workers’ voice, strong fear of unem
ployment, and a specific configuration of labor market and welfare insti
tutions have allowed employers to discount inflated wage contracts.

The avoidance of high unemployment seems initially to have been 
the positive side of the arrears story. Arrears allowed political elites to 
cope with the “Great Contraction” and later to manage a tight monetary 
policy against a background of poor fiscal performance. This pattern 
resulted in relative political calm in 1995-97, with the most extreme 
forms of workers’ dissatisfaction kept at bay.

The negative side of the policy has been that the postponement of 
institutional and structural reforms has increased pressures on public 
finances and on enterprise cash balances in the longer term. These pres
sures have contributed to a further deterioration in the fiscal perfor
mance of the economy. A new burst of wage arrears in the first half of 
1998, as a result of an acute fiscal crisis, became a real threat to Russia’s 
fragile political and social stability. It increased the militancy of the most 
cohesive segments of the labor force and intensified political pressure on 
the government. All this made its contribution to a full-blown financial 
and political crisis in August 1998, thus putting an end to more than two 
years of relative macroeconomic stability.

Might the crisis become a trigger for the long-awaited structural 
reforms? And if these reforms are implemented, will there still be room 
for “the Russian way of labor-market adjustment”? Answers to these 
questions are still to emerge.

The Politics o f Labor-Market Adjustment in Russia
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CHAPTER 2

Creating Effective Tax Administrations: 
The Experience of Russia and Georgia

VITO TANZI

During the central-planning period much of the economy was public 
and the private sector played a very marginal role. The role of the state 
was all-pervasive. To a large extent the government determined the 
wages and other incomes (including pensions) of individuals; the alloca
tion of resources to various functions and activities; the investment- 
consumption breakdown; the allocation of jobs; and the relative prices 
and availability of products. The plan was the essential tool that the 
government used to carry out its economic decisions. Through planning 
decisions, the government could directly appropriate resources and use 
them in the ways it deemed desirable. It was difficult and unnecessary to 
separate an area that could properly be called public finance from 
private finance.

The transition to a market economy aims at replacing much public 
ownership with private ownership and many public decisions with 
private decisions.1 It thus aims at reducing the role of the state in the 
economy and at changing the way that role is played. In the new envi
ronment, the state must get the resources that it needs by taxing indi
viduals and private-sector activities and, to a much lesser extent, by 
borrowing; and it must play its role by spending those resources in the 
most efficient way.

In the preparation of this chapter, I received valuable support from Katherine Baer, John 
Crotty, and Allen Firestone. I am also grateful to Professors Stephan Haggard, Robert 
Kaufman, and János Kornai for their comments and to the participants at the March 27-28 
seminar including George Kopits, who served as the formal discussant.
1 The shift from a public-sector-dominated economy to a private-sector-dominated one in 

transition economies is shown in Table A.5 in the appendix. The table also gives a picture 
of how different the process of the private sector’s increase was in the different transi
tion economies. In 1995, however, the private sector in nearly all of the selected coun
tries had a more than 50 percent contribution to the GDP.

53



VITO TANZI

To operate efficiently in market economies, governments need the 
support of various institutions as well as the implicit support of the tax
payers. Some of these institutions did not exist in centrally planned 
economies because they were not needed. Some existed, but only in a 
rudimentary or primitive form. At the beginning of the transition, some 
observers (see Fischer and Gelb 1991;Tanzi 1991) noted that the cre
ation of these institutions would require a long time and that the process 
of transition would not be complete until these institutions were in exis
tence. For example, Tanzi (1991) forecast that the creation of essential 
fiscal institutions might take at least ten years.

This forecast was not too pessimistic. Although ten years has almost 
elapsed, the creation of essential fiscal institutions is far from complete, 
and so far progress has been very uneven -  with some countries, espe
cially those closer to Europe, having progressed much further than the 
countries that originated from the breakup of the Soviet Union. Also, 
within the latter group some countries have progressed further than 
others.

We focus here on one important fiscal institution without which the 
pursuit of an efficient fiscal policy is not possible in market economies: 
the tax administration. We discuss in particular the experience of Russia 
and Georgia; in Russia progress had been relatively slow, whereas in 
Georgia it had been more rapid.2

The Importance of the Tax Administration

The disbanding of the planning mechanism and the removal of con
straints to private-sector activities made it very difficult for the post
socialist countries to continue generating public revenues (Tanzi 1993). 
These difficulties stemmed from the fact that the transition to a market 
economy

1. Removed the controls that had existed, through plan directives, 
on the quantities produced and on the prices at which commodi
ties were sold, thus reducing the information available to the 
government;

2. Sharply increased the number of producers in the economy 
through the creation of small private enterprises and other 
private-sector activities and through the breakup of state 
enterprises;

3. Removed the existing restrictions on the methods of payments

2 Our discussion is based on developments up to the end of 1997.
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within the economy by allowing enterprises to make payments in 
cash and to hold multiple bank accounts, rather than using just one 
account held with the monobank, making and receiving all pay
ments through it as had been the case during central planning;

4. Eliminated the role of the monobank in collecting much public 
revenue, a role that was performed by simply debiting the 
accounts of the enterprises and crediting the account of the 
government with the monobank; and

5. Stimulated the growth of the most difficult-to-tax activities such 
as services, small enterprises, and independent contractors. These 
activities have led to booming unofficial economies, which are dif
ficult to tax (Shleifer 1996; Kaufmann 1996; Johnson, Kaufmann, 
and Shleifer 1997).

In this situation, the fastest transforming economies in transition expe
rienced a rapid fall in tax revenue, a fall that proceeded at a faster pace 
than government spending could be reduced (Tanzi 1991; Barbone and 
Polarkova 1996). The experience of the majority of the transition coun
tries shows in fact that the share of tax revenue in GDP has been falling 
significantly (Cheasty and Davis 1996). In some of these countries the 
fall has been quite significant, creating serious macroeconomic difficul
ties. As one would expect, it is the taxes on the profits of enterprises that 
have fallen most rapidly. For example, in Russia they fell from about 
9 percent of GDP in 1993 to less than 3 percent in 1997. In Ukraine 
the fall was from 11 to 5 percent of GDP.

In most of the transition economies there has been a lot of activism in 
creating or transforming the statutory tax systems. By now most of these 
countries have introduced a value-added tax, reformed the tax on enter
prise profits, reduced taxes on imports and largely eliminated taxes on 
exports (Tanzi, Cheasty, and Kostial 1999), introduced personal income 
taxes, and enacted other significant tax policy changes. In general, the 
reform of the statutory tax system has advanced quite far, although the 
results so far are still not what one would wish to have.3 Although in a 
broad and superficial sense, most transition countries now have tax 
systems that are characteristic of market economies, a closer look makes 
one realize that many changes in the structure of these taxes still need 
to be made. Furthermore, the codification of the tax laws and regulations 
is still an area where more progress is needed. Many of these countries, 
including Russia, have not been able to codify all their tax laws so as to 
make them more transparent and accessible to taxpayers.

Creating Tax Administrations in Russia and Georgia

3 Hungary was the first of these countries to introduce a Western-style tax system.
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Of course, tax laws can be largely taken as statements of intentions. In 
theory a country could change its tax laws by simply copying those of 
other countries or by asking foreign experts to write the country’s new 
tax legislation. To some extent this is what has happened. There are no 
copyrights for tax laws. In practice, of course, the process is more complex 
because various vested interests and pressure groups lobby for changes 
that are advantageous to them, which results in a statutory tax system 
that is much in need of reform and improvement. This problem is not 
limited to transition economies but is particularly serious in countries 
where parliament and even the policy makers in the executive branch 
have been quite responsive to pressures coming from specific groups and 
where policy makers still reject the view that in a market economy most 
economic decisions must be made by the market.

Even when the sta tu tory  tax system  is no t too  dysfunctional, it is of 
course up to  the tax adm inistration  to  ren d er effective the policy in
tentions expressed in the legal docum ents rep resen ted  by the tax laws. 
A  poorly functioning tax adm inistration  can change the best-designed 
statutory tax system into a poor, ineffective one. When the tax system is 
not well designed to start with, the tax administration needs to be excep
tionally good to cope with it. In many transition economies the interplay 
of poorly designed tax systems with primitive and inefficient tax admin
istrations has produced results tha t are dam aging to  the developm ent of 
a m arket economy. A  boom ing underground o r unofficial economy, for 
exam ple, can be partly  a ttribu ted  to  the high rates of the sta tu tory  tax 
system  and partly  to  w eak enforcem ent program s. Tax adm inistration is 
thus clearly one of the essential fiscal institutions.

Some problems connected with the tax systems and the tax adminis
trations of transition economies have been the direct result of political 
pressures and interference. In market economies, the tax system should 
be as neutral as possible, minimizing its interference with the decisions 
of private-sector agents. When the system is not neutral, the lack of 
neutrality should promote well-defined and desirable objectives, such as 
higher saving or an intentional reallocation of consumption or invest
ment. Neutrality is generally encouraged through the use of broad tax 
bases and a limited number of relatively low rates. When the bases are 
narrow and the rates are high and multiple, the objective of neutrality 
is defeated. Neutrality is also defeated when tax expenditures and tax 
incentives are widespread.

In many of the economies in transition, a social-engineering mental
ity inherited from the past by many policy makers, combined with strong 
pressures from politically powerful groups for preferential treatment, 
has generated “Swiss cheese” tax systems, full of holes. Tax systems
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with these characteristics tend to be inefficient, hard to administer, 
inequitable, and often unproductive in terms of revenue. Furthermore, 
these characteristics make the tax system an object of continuous polit
ical debate because each pressure group wishes to improve its tax treat
ment. Of course, the tax systems of industrial countries are not immune 
from this problem, but in economies in transition the use of special treat
ment of taxpayers is far more extreme.

Pressures for special tax treatment of particular activities or groups 
may originate from different sources: some originate in Parliament and 
reflect the views of legislators that some activities or incomes deserve 
favorable treatment.4 These politicians are simply not prepared to trust, 
or accept, the judgment of the market. Other pressures come from 
particular vested interests. These pressures may explain why agricultural 
incomes have been generally exempt from taxation or why the incomes 
of writers and other professional groups have been favorably treated. 
Sometimes demands originate from powerful, individual taxpayers for 
“customized tax incentives.”

Pressures for preferential treatment directed to Parliament may result 
in changes in the legislation and in particular tax laws; those directed to 
the executive branch may result in special decrees that favor selected 
individuals or enterprises (Martinez-Vasquez and McNab 1997:40). Such 
tax relief by decree is a characteristic of economies in transition and has 
generated major problems in some countries, such as Russia; it is rela
tively rare in traditional market economies. Pressures may also originate 
from local governments, especially in countries such as Russia and 
Ukraine where local governments are important. The pressures may also 
be directed to the tax administration itself and result in different inter
pretations of the laws or, more often, in lesser enforcement of particular 
laws for some taxpayers. These de facto tax incentives, which have no 
counterpart in the law, may have a significant impact. In particular cases 
policy makers may pressure the tax administration to go slow or go soft 
on some taxpayers.

Social or economic considerations, particularly the fear of unemploy
ment, have resulted in preferential treatment of state enterprises, espe
cially those which, because of their size, are important in providing 
employment and social services in some towns or regions. Because whole 
towns may depend on one enterprise, lenient taxation becomes an impor
tant form of subsidy to the enterprise and ultimately a way of keeping

Creating Tax Administrations in Russia and Georgia

4 Members of parliament, first, reflect particular interests, as they are elected by particu
lar groups of voters; and, second, many of them lack the relevant technical training in 
economic matters necessary to make good decisions.
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employment high. Pressures have also resulted in the provision of tax 
incentives to foreign investors who may be fronts for nationals who export 
capital and repatriate it as foreign investment, thus benefiting from incen
tives. The fear that a foreign investor will go to a country more willing to 
provide tax benefits has been a stimulus to this special treatment.

A particularly damaging type of tax incentive has come in the form of 
tax arrears (see Gimpelson, Chapter 1, in this volume): enterprises simply 
do not pay taxes when due and, in periods of inflation, benefit from the 
erosion of the value of the liability due to the delay in payment. These 
enterprises may at the same time build arrears vis-ä-vis their suppliers 
and workers. By not paying taxes, suppliers, and workers on time, an 
unprofitable enterprise can remain in operation, thus keeping unem
ployment down. At times, enterprises use tax arrears as a political instru
ment to force the government or the tax administration to grant them 
tax relief. Tax arrears have been and continue to be a major problem in 
Russia where, by the end of 1997, their accumulated total amounted to 
almost 6 percent of 1997 GDP, generating substantial revenue losses and 
thus contributing to higher fiscal deficits and continuing macroeconomic 
difficulties (see Gimpelson, Chapter 1).

Modern market economies that assign an important spending role to 
the public sector require high levels of taxation. For example, in indus
trial countries the share of taxes to GDP is around 40 percent or even 
higher. Such high tax levels can be achieved only if three conditions are 
present. First, taxpayers must be able to connect the benefits that they 
derive from public spending (free education, cultural activities, health 
care, roads, pensions) to the taxes they pay;5 the more the taxpayers make 
this link, the greater will be their willingness to pay taxes. Second, the 
tax burden must be spread equitably among the population. Third, an 
effective tax administration must be created.

Meeting the first condition depends on the history of the country, the 
political process, the role of government, and the efficiency of public 
spending. History is very important. In countries where the government 
had traditionally been seen as alien and/or oppressive, taxpayers feel less 
enthusiastic to contribute spontaneously to the public coffers. In these 
countries it could take a long time before taxpayers saw the government 
in power as an embodiment of their collective interest.

The political process is also very important. Under a democratically 
elected government seen as pursuing the public interest rather than the

5 Other aspects of the producers’ and consumers’ choice between illegality (tax avoidance, 
gray economy, etc.) and legality include protection against criminals, quick and efficient 
contract enforcement by the courts, and customer protection against cheating.
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interest of special groups or regions, taxpayers feel more disposed toward 
paying taxes because they can make a connection between what they 
pay in taxes and what they derive in benefits.

The role of government and the efficiency of public spending are also 
relevant factors. The current role of the government is much influenced 
by policies or commitments undertaken by previous governments. When 
major political changes occur, the gap between what a government wants 
to do and what it is forced to do by these past commitments may become 
particularly large. This gap may then influence taxpayers’ willingness to 
pay taxes.

In economies in transition this problem is aggravated by the fact 
that during the days of central planning taxes were largely hidden so 
that most taxpayers were not aware that, implicitly, they were paying 
high taxes. The average taxpayer never encountered a tax official. As 
János Kornai points out in this volume (Chapter 6), there was little 
awareness among the population of the burden of taxation. At that 
time the state was seen as a free good or, at least, costless. In the transi
tion period, when the hidden taxes become explicit, taxpayers may find 
it difficult to understand the need for taxes. Their resistance to paying 
taxes becomes greater when public spending is seen as inefficient or 
when it is seen as benefiting particular groups rather than the general 
population.

The second condition required to achieve high tax levels is the per
ception that taxes are collected efficiently and equitably. If taxpayers 
come to believe that, because of widespread tax evasion or tax prefer
ences provided to privileged groups, their payment is unfair, they will 
tend to evade taxes. The more the tax system is perceived to be unfair, 
and the less efficient the tax administration, the greater will be the gov
ernment’s difficulty in collecting taxes. Even when only one of these two 
aspects is lacking, however, the government may run into difficulties. 
An inefficient tax administration sends to the taxpayers the signal that 
evading taxes is an activity without serious consequences. Even when the 
tax administration is efficient, an unfair tax system encourages taxpay
ers to look for activities, including going underground, that allow some 
tax evasion.6

Because the tax systems in most of the economies in transition have 
been considered unfair, tax administrations have had a difficult time in 
establishing themselves as effective institutions and raising tax revenue. 
Thus, in most transition economies the ratio of tax revenue to GDP has

6 In order to illustrate the propensity toward tax evasion Table A.6 in the appendix gives
data about the share of the unofficial economy in selected transition countries.
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fallen significantly. The two countries to be discussed here -  Russia and 
Georgia -  have shared this fate.

Creating Effective Tax Administrations

The Russian Experience

Creating a modern, effective tax administration and increasing taxpayer 
compliance have proven to be difficult tasks for Russia. Since its 
establishment in 1990, the Russian State Tax Service (STS) has faced 
obstacles in nearly all major areas: in defining its institutional role; in 
reforming and applying the tax laws; in obtaining the necessary budget 
resources and professional staff; and in controlling unethical practices 
within and outside of the tax administration. Despite some efforts to 
improve the effectiveness of tax administration, a fair assessment is that 
progress has been slow.7

Before the establishment of the STS the “tax administration” function 
had been very different and highly decentralized. Regional and local 
offices were supervised by their respective ministries of finance and by 
finance officers of the Republican Ministry of Finance. These offices did 
not formally “administer” taxes; rather, they controlled profit transfers 
from the enterprises to the accounts of the government and monitored 
the economic and financial performance of state enterprises, which were 
the major sources of revenue for the local, regional, and republican 
governments. Thus, what existed was really not a tax administration 
in the sense that the term is understood in market economies, and the 
skills of those who controlled these activities were very different from 
those required of officials in modern tax administrations.

In the early part of 1991, the government began implementing a new 
economic strategy, which required relying on genuine tax revenue for its 
financing. As a consequence, the tax system started being reformed and 
the STS was created within the Ministry of Finance. Later in 1991, the 
STS was separated from the Ministry of Finance and became an 
autonomous agency with ministerial rank. Much of the staff in the new 
agency was the same that had operated in the previous system. Since 
1991, the STS has been responsible for administering all taxes (except 
those on foreign trade), including those imposed by the regional and 
local governments. Tax policy remains the responsibility of the Ministry 
of Finance.

7 Examples of some of these efforts are the amendments to the value-added tax (VAT) 
law and selected improvements in VAT administration.
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Four major obstacles have prevented the STS from becoming an effec
tive institution: the unclear definition of its institutional role, the disper
sal of responsibilities for some aspects of the tax administration among 
many government agencies, the lack of personnel with the necessary 
skills, and the lack of resources.

The problem of unclear assignment of property rights, so common in 
other areas of the Russian economy, has also affected the tax adminis
tration. In Russia, as in many other transition countries, the administra
tion of taxes is linked to broader issues of economic transformation and 
corporate restructuring. In many cases, a company’s failure to pay taxes 
due reflects serious financial problems that are closely linked to in
complete transformation. They reflect the inability of the enterprise to 
change its production toward products that the market wants and to 
produce them at competitive prices. Furthermore, the enterprise may still 
be responsible for social expenditures that should fall on the govern
ment. An enterprise’s inability to pay taxes may also be the result of its 
inability to collect money due from other enterprises or even from the 
public sector itself.

In the existing system, tax administration has been used as a crude 
instrument for restructuring the economy and at times for sustaining 
employment. In fact, although the STS should allocate its maximum 
effort on registering, auditing, and enforcing collection from new enter
prises and from all taxpayers with potentially positive tax liabilities, it 
has been required to administer to corporate taxpayers who are finan
cially nonviable and unable to meet their tax obligations. As a conse
quence, the STS has become closely involved in corporate bankruptcy 
and financial restructuring cases. In addition to being administratively 
complex and resource intensive, these cases distract the STS away from 
its work of enforcing tax collection from financially viable enterprises 
and from bringing the growing number of new potential taxpayers into 
the tax net. It also draws the organization into politically sensitive areas, 
which tends to contaminate its basic functions.

The overlapping institutional responsibility for tax administration has 
also been a major obstacle to improving the effectiveness of the STS. In 
well-functioning market economies, the tax administration is the sole 
institution responsible for imposing taxes and for dealing with taxpay
ers. In Russia this is not so. For example, in dealing with tax arrears, 
a number of special commissions have been established outside the tax 
administration to handle different aspects of collection enforcement. 
These commissions were made up of high-level policy makers. This 
approach has undermined the STS’s authority to enforce the tax laws, 
complicated tax administration procedures, defused accountability
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within the public sector for collection enforcement, and perpetuated the 
view that taxes are not rigid obligations but “soft” obligations subject 
to negotiation. More dangerously for a tax administration that should 
remain independent of politics, the approach has resulted in the involve
ment of officials at the highest levels of government, including, at times, 
the prime minister, in the resolution of individual tax cases. This contrasts 
sharply with the situation in market economies where tax administra
tions have much greater autonomy and where government officials 
usually do not get involved in their day-to-day operations.

In October 1996 the level of tax arrears reached about 5 percent of 
GDP.8 At that time, the Emergency Tax Commission (VChK) was estab
lished by the president to resolve the largest federal tax arrears cases. 
Some twenty enterprises in the gas, oil, energy, metal production, trans
port, and manufacturing industries were selected for special attention 
because of their large size and large tax debts, which amounted to about 
4 percent of GDP. The mandate of the commission was to negotiate set
tlement arrangements for the taxes due between senior government offi
cials and representatives of the enterprises. The commission was chaired 
by the prime minister, and its work was supported by the STS, the State 
Tax Police, the Ministry of Finance, and the Bankruptcy Commission (the 
Mostovoi Commission).

The respective role of each agency in the enforcement process was 
as follows. The STS prepared detailed information on the tax liabilities 
of large tax debtors and on their financial situation. Once completed 
this documentation was transmitted to the Bankruptcy Commission, 
which reviewed the cases and evaluated whether there were grounds 
for restructuring the arrears or for starting bankruptcy proceedings. It 
might decide that a case warranted a higher level review before 
either restructuring or bankruptcy proceedings could be started. Then 
the case was referred to the Commission on Operational Questions 
(KoV), or, for more sensitive political cases, to the Emergency Tax 
Commission.

KoV was a high-level commission established directly under the Emer
gency Tax Commission. It was initially chaired by Anatoly Chubais, then 
deputy prime minister and former minister of finance. It was made up of 
the directors of major government agencies, including the STS. Its main 
role regarding tax arrears was to approve voluntary proposals by large 
enterprises for the restructuring of their tax debts. In other cases, the 
decision was to be made by the Emergency Tax Commission.

8 This figure is the ratio of the stock of tax arrears accumulated through October 1996 to 
1996 GDP.
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The effectiveness of the two high-level commissions in collecting tax 
arrears and making decisions regarding delinquent taxpayers was mar
ginal at best. Although the liabilities of some large debtors were settled, 
the stock of tax arrears continued to grow in 1997 and the number of 
enterprises with large tax debts grew from 1,120 in 1996 to 3,375 at the 
end of 1997. As of the end of 1997, bankruptcy proceedings, following 
review either by the VChK or the KoV, had been initiated only against 
one enterprise. The positive impact on tax compliance, especially for the 
largest taxpayers, seems to have been insignificant. On the other hand, 
because the failure to force payments by some enterprises was widely 
reported in the media, this information gave other companies the impres
sion that not paying taxes was not a serious offense. For large enterprises 
it appeared that taxes were not a fact of life but obligations that could 
be negotiated and reduced.

Of course, the incomplete process of transformation has made an 
arm’s-length approach to tax administration difficult to apply. Many of 
the large debtor enterprises either cannot or will not settle their tax lia
bilities because they are owed money by entities funded by the budget 
or because their major debtors are owed money by such entities. 
Furthermore, many of the large debtor enterprises enjoy a monopoly or 
quasi-monopoly position in the provision of goods and services or a 
monopsonist's position in employment in some areas. Thus, they may be 
too large to go bankrupt. This implies that enterprises do not take seri
ously their budget constraints. This “soft budget constraint syndrome” 
undermines the economic relationship that would prevail in a truly 
market-oriented economy (see Komái Í995: chap. 6.)

It is debatable whether the most senior policy makers should be per
sonally and almost routinely involved in resolving the tax debts of large 
taxpayers. They are likely to receive daily visits from the managers of the 
large enterprises and be pressed to be lenient with tax arrears. Their 
involvement inevitably creates risks of conflicting interests or political 
interference in the administration of cases that in market economies are 
handled by professional administrators who follow arm’s-length princi
ples and act according to well-defined rules and procedures. This political 
involvement perpetuates the notion that taxes remain “soft,” to use 
Kornai’s expression, and have not yet become parametric.9 In late 1997, a 
step in the right direction was taken to revise tax legislation that grants 
the STS the authority to settle arrears cases for medium-sized enterprises.

Compounding the problems resulting from political interference in tax 
administration is the tax-related activity of criminal groups. Concrete
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evidence quantifying the extent of criminal interference in the assess
ment and collection of taxes is not available. However, many government 
officials and private businessmen have commented that the “protection 
payment” that organized crime groups often demand from small and 
medium-sized businesses to allow them to conduct their operations is 
equivalent to a tax. These protection rackets undermine businesses’ will
ingness to take their tax obligations seriously and make the work of the 
tax administration difficult and even dangerous.

The absence of a clear specification of the tax adm inistra tion’s licenses 
and som e o ther inadequacies have affected such basic functions as audit
ing and enforcement.

One of the major hindrances to the effective auditing of taxpayers 
is that auditors are often uncertain about their authority to demand 
specific records or pursue issues concerning specific sources of income. 
Taxpayers frequently exploit this uncertainty by denying inspectors 
access to all books of accounts or by promising to provide records at 
some later date without actually intending to do so.

The absence of legal clarity is most evident with respect to the sources 
of income. Tax inspectors, tax police, and managers at regional and 
local tax offices appear to be uncertain about their authority in these 
matters. Many of these officials believe that their rights to question 
taxpayers concerning matters relating to their source of income or 
financing are not clearly defined in the Law of Basic Principles of the 
Tax System. There are also questions regarding the STS’s right to ask 
owners of companies about their personal asset holdings. As a result, 
STS’s auditors tend to avoid questioning taxpayers about their incomes 
and asset holdings, even in cases where their businesses consistently 
report losses while the owners enjoy a comfortable or even a high 
standard of living. Audits tend to be conducted in a perfunctory manner, 
tax evasion is not reduced, and prospects for improvement in voluntary 
compliance remain dim. Under these circumstances, tax inspectors 
become less resistant to bribery, and corruption has been reported to be 
a major problem.

Regulations and procedures enabling the STS to enforce collection are 
also weak. In 1996 officials informally estimated that they would be able 
to recover less than one-tenth of the total tax arrears for the whole year. 
The reasons included legal obstacles in obtaining access to taxpayers’ 
loan accounts, in which taxpayers often deposit funds to avoid tax 
payments; delays by the banks in processing collection orders issued by 
the STS; difficulties in liquidating nonfinancial assets seized as a result 
of nonpayment; and lack of coordination between the STS and the 
Tax Police in collection enforcement.

64



Quite apart from the political obstacles and the diffused mandate, 
modernizing the tax administration is very difficult because it requires 
challenging and replacing well-established practices and considerable 
financial resources. New personnel with dynamic and open-minded 
approaches and with new skills is required. These people must have the 
power and means to implement changes. The management of the STS 
has not exhibited these characteristics and has not shown much enthu
siasm in changing or challenging existing rules, procedures, and laws. 
It has largely been made up of old-timers who have managed as in the 
pretransition era.

One example of this is in the area of taxpayer services. Few tax admin
istrators, from senior STS managers to the tax officials who come into 
contact with the taxpayer, have recognized the importance of services in 
fostering voluntary compliance. There is a need for taxpayer education, 
through the supply of explanatory materials in the form of brochures, 
guides, and easy-to-use forms. Basic taxpayer assistance facilities are 
mostly lacking. A major change in the attitude of tax officials is required 
to make them become aware that collecting taxes also entails providing 
a service to the taxpayers.

The staff of the STS has grown considerably since it was established, 
from 60,000 nationwide to about 180,000 in 1997. In comparison with the 
personnel of the tax administrations of industrial countries, and given the 
size of Russia, the present staffing level is not particularly high. In spite 
of the increase in staff, the level of taxation has declined significantly. 
Since 1992, the share of total government revenue from taxation has 
fallen by about 18 percentage points, from 42 percent of GDP in 1992 to 
24 percent in 1997.

There are several reasons for the decline in revenue, including the dra
matic structural changes in the economy. However, the difficulties in the 
tax administration must have played a significant role. Many of the insti
tution’s tasks could be performed at considerably lower costs or elimi
nated.10 In addition, the staff is highly decentralized across 89 regions 
and nearly 3,000 local offices. Of the staff of 180,000, only about 600 
officials work at the headquarters in Moscow.

Local officials often face problems of allegiance between serving local 
and national objectives and usually pay more attention to taxes that go 
mostly to local governments. The dual subordination of tax offices to the 
national and the subnational governments reduces the control of the 
national tax administration over the tax administration staff. Martinez- 
Vazquez and McNab (1997) report that subnational authorities have the
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right to approve key appointments in territorial offices of the STS. 
Obviously, the appointees are expected to reciprocate the favor in 
some way.

Such a highly decentralized structure makes it difficult to introduce 
changes across the organization, and it is almost impossible to supervise 
operations and to ensure that officials are fully accountable for imple
menting tax administration laws and procedure for all taxes. There is, de 
facto, no clear line of authority between the deputy directors of the STS 
and the directors of the eighty-nine regional tax offices, and none of 
the national deputy directors is directly responsible for supervising the 
regions’ operational activities. This responsibility is assigned to the direc
tor of the STS, who is already overwhelmed by many other duties.

In 1997, when new management was installed at STS, general bud
getary difficulties increased, thus limiting the STS’s ability to make 
changes in its organization and operations that required financial 
resources. During 1997 the STS faced serious difficulties in meeting its 
current operating costs. This situation made it more difficult to attract 
and retain highly qualified staff. Also, wage compression within the STS 
and the widening gap in salaries between the private and the public 
sector have led to an exodus of some of the most able individuals, who 
in some cases can earn ten times as much in the private sector.11 The bud
getary difficulties have also made it more difficult to finance necessary 
expenditures, such as auditors’ travel.

Given the tight budgetary situation in Russia, a more efficient tax 
administration can only come from a major restructuring and reorgani
zation of the STS. Such reorganization should aim at shifting resources 
from areas and tasks in which their productivity is low to areas where 
their productivity could be much higher. Such a reallocation of resources, 
however, requires major legal, administrative, and organizational 
changes, which would certainly run against strong vested interests. Only 
a major internal reorganization will transform the STS into a modern, 
professional revenue service capable of attracting and retaining 
high-caliber individuals and competently and efficiently administering 
the Russian tax system in a progressively more market-oriented 
economy.

A key aspect of the reorganization must be a review to evaluate 
whether the STS needs to have 2,800 offices and to identify the regions 
of the country that could generate the highest revenue. The results of 
such a review would most likely lead to the need to merge small tax 
offices that serve only a small number of taxpayers with those in

" During 1997,10,000 inspectors are reported to have left the STS.
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adjacent regions.12 That would also increase the role of regional offices, 
especially in serving large taxpayers. Another aspect would be an 
evaluation of the staff of the STS to see whether it reflects the needs 
(legal, accounting, computational, and managerial) of a modern tax 
administration. It may require both layoffs and changes in the wage 
structure of the STS to be able to attract the required personnel. For 
political reasons, little willingness has been shown to carry out such 
drastic changes.

These political obstacles take various forms. First, regional and local 
powers are likely to oppose changes that reduce their influence on 
administrative decisions. Second, the Duma and the executive branch do 
not cherish the idea of firing many of the current employees of the STS. 
Third, the largest and most influential taxpayers, including large public 
conglomerates such as Gazprom, will continue to campaign to have 
access to the most senior government officials, thus bypassing the STS 
in order to settle, politically and to their advantage, their tax liabilities. 
At the regional level, the most influential taxpayers will continue to 
pursue the highest regional authorities to lobby senior government offi
cials for a more lenient application of the tax and bankruptcy laws. 
If these political obstacles prove to be impossible to remove, the tax 
administration will continue to have limited authority, the customized 
application of the tax laws will continue, and the taxes will remain “soft,” 
especially for large and politically powerful companies.13

Creating Tax Administrations in Russia and Georgia

The Georgian Experience

In April 1991, when Georgia declared its independence, creating a 
modern, effective tax administration was an even more challenging task 
than in Russia. At the time the State Tax Inspectorate, which in mid-1997 
was renamed the Tax Inspectorate of Georgia (TIG), faced a task of Her
culean proportions: the Soviet-era tax laws had to be reformed, bud
getary resources had to be secured, the necessary personnel had to be 
hired, corruption had to be controlled, and the State Tax Inspectorate 
had to be drastically reorganized.

12 Especially in small offices, contiguity between tax inspectors and taxpayers is likely to 
encourage corruption. However, this may be a problem everywhere because taxpayers 
are all assigned to permanent inspectors, who are rarely (or maybe never) rotated.

13 A widely publicized example of the customized approach to taxation and tax adminis
tration is the Kamaz truck company located in the region of Tartarstan. The company, 
which has been an important source of regional employment, was placed in 1997 on the 
list of public companies considered eligible to be declared bankrupt by the Mostovoi 
Commission. After a personal appeal to the president of Russia by the president of 
Tartarstan, the decision was reversed and the company continued in operation.
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As if this were not a sufficient challenge, soon after independence 
Georgia became embroiled for more than two years in political and civil 
strife, centered on the breakaway region of Abkhazia. Furthermore, the 
disruption of the traditional payments system and trade links with the 
rest of the former Soviet Union (FSV) contributed to the devastation 
of the economy. Georgia suffered from the sharpest economic decline 
among the FSU countries.14 Between 1990 and 1994 the total contrac
tion in the GDP reached the extraordinary level of 82.1 percent, which 
was much more than in any of the twenty countries reported in Mundell 
(1997: 74). During the 1990-93 period, Georgia's trade with other FSU 
countries fell by 89.2 percent (Mundell 1997: 87), while the general gov
ernment revenue, as a share of GDP, fell from 33.8 percent in 1991 to 
only 2.3 percent in 1993; tax revenues almost disappeared. This decline, 
again, was the biggest among the FSU countries (Cheasty and Davis 
1996:9).The record fall in revenue resulted in very large budget deficits,15 
which were financed by monetary expansion, thus leading to a period of 
hyperinflation16 and a sharp depreciation in the exchange rate.

Following the ceasefire in Abkhazia, the political and economic situa
tion started to improve in 1994: a stabilization program with the Inter
national Monetary Fund (IMF) was implemented, a new currency was 
introduced, and a new constitution that gave the president strong exec
utive powers was approved by Parliament in July 1995. In November 
1995 Shevarnadze was elected president with an overwhelming major
ity. These political developments were very important from the point of 
view of reforming the country’s tax administration.

The years 1996 and 1997 witnessed a dramatic change in the economic 
situation, and Georgia made substantial progress in the establishment 
of fiscal institutions. Both in the tax administration and in the public- 
expenditure management system, considerable progress has been made. 
This progress probably exceeded that of all FSU countries with the 
exception of the Baltic countries. The share of tax revenue to GDP 
rose from 2-3 percent in 1993 to about 10 percent in 1997 and after 
stabilizing the economy started growing at a very fast pace.

14 Table A .l in the appendix shows that Georgia suffered the greatest real GDP decline 
among the transition economies: even after three years of positive real GDP growth rates 
in 1995-97, the estimated level of real GDP in 1997 reached only a third of the 1989 level.

15 Table A.3 in the appendix shows that due to the sharp decline in its government 
revenues in 1992-93 Georgia had one of the largest budget deficits among countries in 
the Commonwealth of Independent States (CIS).

16 Inflation data in Table A.2 in the appendix give evidence of monetary expansion leading 
to hyperinflation. In 1993 the inflation rate in Georgia reached its highest level (7,487.9 
percent) and remained extremely high until changes in the economic policy were intro
duced in 1995.
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Compared with the situation in Russia, the budgetary and technical 
obstacles faced by Georgia in reforming its fiscal institutions were daunt
ing. Budgetary allocations to the TIG were grossly inadequate to provide 
the facilities needed to support its work. No funds were allocated for the 
rental of office space and the purchase of supplies and equipment. The 
TIG had traditionally depended on municipal authorities to provide 
office space from their stock of housing, while funds for the purchase of 
supplies and equipment had come from the offices’ portion of the incen
tive pay collected. This situation continues to date. In early 1995, under 
a structural adjustment credit, the World Bank provided funds for the 
purchase of computers and other equipment. These funds enabled the 
TIG to begin the computerization process with IMF assistance, starting 
with two local offices and the newly created Large Taxpayer Inspectorate 
(LTI).

Political obstacles have also surfaced in Georgia. First, in the 1993-95 
period the criminal activities of a group called the Mkhedrioni siphoned 
off tax revenue that could have gone into the budget. This group seemed 
to enjoy a high level of political protection and actually had members 
assigned to major business enterprises to monitor operations and collect 
large protection fees, which were, in effect, a form of unofficial direct 
taxation. In 1993-94 the Mkhedrioni had become a monopoly for the 
importation and sale of petroleum, thus depriving the budget of 
important tax revenues.

Second, because local (municipal) authorities continued to allocate 
office space and provide utilities and other services, they sought a voice 
in the selection of heads of Regional Tax Inspectorates (RTIs) and in 
setting their work priorities, which resulted in the RTIs expending 
resources on enforcing the collection of low-yield local taxes and fees 
rather than on high-yield national taxes. Also, as a result of a new con
stitutional structure, since January 1997 the regional governors began to 
interfere with the day-to-day operations of the TIG officers in the region.

Third, the Tax Inspectorate of Georgia, the Chamber of Control, the 
police, and the public prosecutors have all claimed to have the author
ity to investigate the tax affairs of taxpayers. In late 1996 a presidential 
decree solved this problem by assigning to the TIG the exclusive right 
to investigate and control all matters related to taxation.

In spite of these obstacles, between 1994 and 1997 much technical 
progress was made, some with assistance from the IMF. Important steps 
included the registration of taxpayers, the issuance of taxpayer identifi
cation numbers, the organization of selected (pilot) offices for comput
erization, a comprehensive survey of taxpayers to identify those who had 
not filed a tax return in order to bring them into the tax net, and changes
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in the organizational structure of the TIG with a gradual move to a func
tional structure. After the November 1995 election, the government 
began to disarm the independent militia groups and to push harder for 
tax administration reforms in order to improve compliance and to reduce 
competition.

An important step was the creation of the LTI to focus on the large 
taxpayers, firms that account for the lion’s share of total tax revenue. The 
LTI began with about 140 taxpayers under its control and expanded its 
activity to cover over 250 of the largest taxpayers in Georgia. The estab
lishment of the LTI was strongly opposed by the regional governors, by 
the mayor of Tbilisi, and by the Tbilisi Central Office. This opposition 
was conveyed to President Shevarnadze but did not prevent the creation 
of an office that has proved very effective in many other countries.

A n o th er im portan t step  was the  adoption  of a structure  tha t organizes 
the activities of the tax adm inistration  along such m ajor functions  as 
filing and payment, collection enforcement, auditing, appeals, and tax
payer assistance. The new organizational structure reduced the power 
of regional and local offices and facilitated the introduction of other 
changes in the tax administration. Some offices were consolidated to 
reduce costs and to increase controls and efficiency.

Another important change was the development of a new tax code, 
passed by Parliament and signed into law by President Shevarnadze on 
July 6,1997. The code included major changes in the value-added tax and 
in the corporate and personal income taxes. With the passing of the code, 
the TIG could begin computer processing of returns. The new tax code 
represents a major improvement in the transparency of the tax legisla
tion of Georgia by consolidating and codifying in one document a variety 
of laws, directives, and decrees. Still, because of political opposition, some 
aspects of the proposed code (especially those related to the enforce
ment of compliance with the tax laws and to the power of the TIG to 
seize assets or place enterprises into bankruptcy) were considerably 
weakened. In Georgia, as in Russia, there still is much reluctance to 
separate tax administration from discretionary political decisions.

In conclusion, compared with Russia, Georgia made major progress 
over the 1994-97 period in creating an efficient, modern tax administra
tion and establishing the institutions that make up the Public Expendi
ture Management System, a result of strong support from a politically 
powerful president. Still, the progress has been partial. There is a long 
way to go before Georgia can be said to have an effective, rules-based, 
and politically independent tax administration. Furthermore, its level 
of taxation is still too low to accommodate the growing needs of the 
country, and after 1997 the pace of change fell somewhat.
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Concluding Remarks

Market economies need effective and efficient fiscal institutions to 
operate well. Because countries with central planning had had only 
embryonic tax administrations, they required both technical and politi
cal reforms to operate in a market economy.

The technical elements can be grouped into four categories. First, there 
is the need to establish a clear, legal framework within which the tax 
administration can operate. This framework must determine the legal 
powers, and the limits to those powers, for the tax administration. Thus, 
the politicians and others who hold political power must be willing to 
delegate this power to the tax administration as they have done in the 
majority of industrial countries. The recent controversy in the United 
States over the need for supervision of the Internal Revenue Service 
indicates that even in advanced market economies this issue is not a 
simple one. Second, there are important organizational decisions to be 
made. The current, prevalent view is that a tax administration organized 
along basic functional lines is best. In some countries a different organi
zation (e.g., by tax) is still common. Third, there are aspects related to 
systems and procedures that must be followed in the operational work 
of the institution -  for example, the proper use of computers, the places 
where tax payments are made, and the frequency of tax reporting. Finally, 
there are aspects related to measures that encourage voluntary compli
ance, such as taxpayer relations and simplicity of forms. In these techni
cal aspects, Georgia has made more progress than Russia.

In terms of the establishment of a clear legal framework, in both coun
tries there is no clear delineation of the legal powers of the tax admin
istration and of taxpayers’ rights. We have also seen that there is great 
reluctance to keep the tax administration independent from political 
interference. There is still too much involvement on the part of high-level 
public officials in the day-to-day work of the tax administration. Deci
sions that in market economies are routinely made by tax administrators 
are still made at a political level which subjects ministers to political 
pressures and affects taxpayers’ compliance.

In terms of organizational issues, Georgia has made more progress 
than Russia, especially in setting up a large taxpayer unit. In both coun
tries, however, budgetary constraints have put limits to how much re
organization could take place. It has also been difficult to get the right 
personnel, or to retain the most able individuals, given the level of 
official compensation that employees receive. In some cases, corrupt 
individuals have replaced honest ones, and corruption remains a major 
problem.
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Attempts at introducing new systems and procedures, often with the 
help of foreign advisors, have been only partly successful and more in 
Georgia than in Russia. Russian administrators have resisted these 
attempts, perhaps on the assumption that foreigners do not understand 
the Russian environment and that Russian experts do not need foreign 
advice. In many areas of tax administration, work continues as it did 
during central planning. In both countries little effort has been made at 
making the payment of taxes convenient and much remains to be done 
to promote voluntary taxpayer compliance.

O f course, a well-functioning and politically independent tax adm inis
tra tion  assures taxpayers tha t they will be trea ted  fairly w hen complying 
with their tax liabilities -  tha t, for exam ple, politically better-connected  
or m ore pow erful taxpayers will not be able to  escape their tax liabili
ties through favorable trea tm en t. If an efficient tax adm inistration exists 
in a country w here the tax laws are also equitable and public revenue is 
efficiently and fairly used, all the  conditions are in place to  assure that 
rules are fair and prevail over discretion. In this situation tax evasion will 
be m uch reduced  and tax obligations will be seen as param eters. Taxes 
will cease to  be “soft.”

In many countries, however, these conditions do not prevail. The tax 
laws may contain too many loopholes, tax preferences, or other special 
treatments for particular taxpayers. Or, at times, these special treatments 
are provided not by the law but by discretionary decisions. The use of 
tax revenue may also be seen as inefficient, and public spending may be 
seen as oriented toward special-interest groups. Tax obligations may not 
be seen as rigid parameters but as prices to be negotiated. This situation 
still prevails in many of the countries in transition.

Although Georgia has faced greater obstacles and difficulties than 
Russia, it has made greater progress. Several reasons may be advanced 
to explain this difference. First, in 1992-94 the situation in Georgia had 
deteriorated so much that citizens demanded a more stable environment 
and the provision of traditional government functions. In that period 
hyperinflation and criminal activities reduced the tax burden to about 2 
percent of GDP, perhaps the lowest level in the world, and criminal 
groups appropriated some of the taxing functions of the government. The 
situation was unacceptable to most citizens. Second, and for the same 
reasons, a president was elected with an overwhelming majority indicat
ing that the population was willing to delegate broad powers to the pres
ident. In this environment Shevarnadze could exercise more control over 
the political establishment. Shevarnadze’s strong control may be seen as 
authoritarian and thus undemocratic. However, given the circumstances,
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it helped establish institutions that would make a market economy 
possible.

In Russia, splits among parties and across branches of government and 
opposition from regional forces created strong centrifugal pressures. 
These pressures undermined the credibility of central government’s 
claims that it could improve public welfare and enforce the collection of 
taxes. These pressures also resulted in greater difficulties to reform the 
tax administration. The tolerance of tax arrears, for example, is an indi
cation that at this time the tax administration cannot be separated from 
broad developments in the economy and the political arena. The chapter 
has focused on tax administration; however, a similar story would be told 
if the center of attention had been the institutions (e.g., budget, treasury) 
that make up the public-expenditure management systems.17
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CHAPTER 3

Politics, Institutions, and Macroeconomic 
Adjustment: Hungarian Fiscal Policy 
Making in Comparative Perspective

STEPHAN HAGGARD, ROBERT R. KAUFMAN, 
AND MATTHEW S. SHUGART

During the 1990s, inflation and balance-of-payments crises in develop
ing and transition economies created strong pressures for fiscal reform. 
In the early reform period, the policy debate centered on how rapidly 
to undertake fiscal adjustments; subsequent political economy analysis 
focused on the conditions under which governments were more or less 
likely to succeed in these efforts. However, a parallel debate typically 
ensued over the institutions and procedures of the budget process 
itself. How could these institutions be designed to effectively coordinate 
demands on government resources and bring them into line with overall 
macroeconomic objectives? In this study, we examine the politics of fiscal 
policy in Hungary since 1990, looking both at policy and at the design 
of policy-making institutions. Throughout, we seek to place Hungary’s 
experience in the broader comparative perspective of other Central 
European and middle-income developing countries.

Effective fiscal policy making requires that governments respond 
quickly to crises with an appropriate -  typically contested -  combination 
of expenditure reductions and tax increases and that they reconcile com
peting demands on government resources with adequate revenues over 
the long run. We expect that the capacity of governments to perform 
these tasks will be related both to general features of the political system 
but also to the specific institutions and procedures surrounding the 
budget process.
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Robert Rocha, and David Stark for their assistance. Our particular thanks go to János 
Kornai for his guidance, and Ágnes Benedict, Zsófia Ferenczhalmy, and Viktória Danics 
for their research assistance.
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Fiscal-policy-making institutions vary in terms of the degree to which 
they centralize control over the planning, approval, and implementation 
of the budget. In centralized budget processes, finance ministries are 
delegated a central role in setting fiscal targets, clearing budget requests 
from other ministries, and monitoring implementation. In democratic 
systems, the legislature must approve the budget, and this fact plays into 
the government’s calculations in crafting it; however, centralized systems 
provide relatively limited opportunities for legislators to amend govern
ment proposals, for example, by restricting the ability to increase ex
penditures (as in Korea and Chile). Decentralized fiscal institutions, by 
contrast, grant spending ministries and agencies greater independence 
through mechanisms such as special funds, earmarking, off-budget 
accounts, or independent capacity to borrow. Decentralized systems are 
also typically characterized by greater legislative discretion.

Centralized budget institutions may not always produce fiscal stabil
ity; in systems that lack transparency and accountability, centraliza
tion can increase opportunities for corruption and rent and revenue 
seeking. Nevertheless, highly decentralized fiscal systems are likely to 
face difficulty in conducting a coherent fiscal policy and therefore some 
degree of centralization is a necessary, if not a sufficient, condition 
for coherent fiscal policy (Alesina and Perotti 1995; Stein, Talvi, and 
Gristani 1998).

A variety of other factors also influence fiscal policy and policy-making 
processes. International pressures, including the strong pull of prospec
tive European Union (EU) membership as well as demands emanating 
from international creditors and financial institutions, have had an impor
tant influence in Central Europe. Domestic interest groups have also 
played a direct role in certain areas, such as health reform. However, we 
adopt an institutionalist perspective that emphasizes how such interna
tional constraints and domestic interests are mediated by the constitu
tional design of government, electoral rules, and the party system. In 
democratic systems, major policy decisions must ultimately pass through 
representative institutions; the organization of these institutions and the 
incentives they provide for political parties, executives, and individual 
legislators thus play an important role in shaping the course of public 
policy. In Hungary and other transition societies, there has been consid
erable uncertainty and contestation surrounding basic constitutional 
arrangements. Nevertheless, these institutions have become more estab
lished over time, and it is increasingly possible to make general state
ments about how they affect the making of public policy.

Our orienting hypothesis is that both coherent fiscal policy and cen
tralizing institutional reforms are more likely in constitutional and elec-
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toral systems that minimize the number of veto gates (i.e., the institu
tional points at which a proposed decision can be blocked); discourage 
party fragmentation; enhance incentives for intraparty discipline; and 
promote stable governments. Systems with these characteristics are more 
likely to act in a decisive fashion in the face of crises, face fewer prob
lems in reconciling conflicting interests, and are more likely to delegate 
authority in ways that enhance the coherence of fiscal policy. Systems 
such as this contrast with those in which there are multiple veto gates; 
many smaller parties that complicate the formation of governing coali
tions; incentives for legislators to buck party discipline and to placate 
special interests or narrow geographic constituencies; and a high pos
sibility of government turnover between elections. Such systems are 
more likely to delay adjustment in the face of crises; to have difficulty in 
reconciling conflicts among competing parties, interest groups, and in
dividual politicians; and to face collective action problems within the 
government in defining basic macroeconomic and fiscal objectives.

We begin by outlining the evolution of fiscal policy and institutions in 
Hungary since 1990, the outcome to be explained. We then provide a 
further elaboration of the propositions about Hungary’s political system. 
In the following two sections, we contrast fiscal policy and policy mak
ing under the Antall and Horn governments. We conclude by placing 
Hungary in comparative perspective.

The Politics o f Hungarian Fiscal Policy

Fiscal Policy and Policy Making in Hungary:
The Outcomes

The topic of Hungarian fiscal policy, and the pattern of economic reform 
in the country more generally, has been the subject of quite divergent 
evaluations. Bruszt and Stark (1997) point out that some aspects of the 
Hungarian reform, including the design of privatization and bankruptcy 
legislation, were much more radical than in the other Visegrád countries. 
David Bartlett (1997) has also emphasized the decisiveness of the Antall 
government across a range of policy areas, including monetary and 
fiscal policy, pointing to the advantages of a parliamentary system. János 
Kornai (1996a) reflects the more dominant view, however, that the 
advent of the Antall government in 1990 did not mark a significant break 
in the incrementalist (and, in Kornai’s view, costly) “muddling-through” 
of the late Communist period. With respect to fiscal policy in particular, 
the Antall period was characterized by a drift that was not reversed until 
the Bokros package of 1995.

We can provide some insight into these controversies by looking at 
Hungarian fiscal policy and macroeconomic performance in comparative
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Table 3.1. General Government Balance, General Government Expenditure, 
and GDP Growth in Selected Transition Economies

Country 1989 1990 1991 1992 1993 1994 1995 1996

General government balance, in percent of GDP
Hungary" -1.4 0.4 -2.9 -6.8 -5.5 -8.4 -6.7 -3.5
Czech6 -2.8 0.1 -1.9 -3.1 0.5 -1.2 -1.8 -1.2
Poland -7.4 3.1 -6.7 -6.6 -3.4 -2.8 -3.6 -3.1
Slovakia" N/A N/A -7.0 -1.3 0.2 -1.9
Slovenia" 0.3 -0.3 2.6 0.2 0.3 -0.2 0.0 0.3

General government expenditure, in percent of GDP
Hungary 55.4 59.4 60.6 60.9 53.9 50.9
Czech6 N/A N/A 41.9 43.3 42.8 41.8
Poland 49.0 50.4 50.5 49.6 49.9 49.2
Slovakia" N/A N/A 51.2 47.7 46.9 48.9
Slovenia 41.1 45.8 46.7 46.1 45.7 44.9

Growth in real GDP
Hungary 0.7 -3.5 -11.9 -3.1 -0.6 2.9 1.5 1.3
Czech 1.4 -0.4 -14.2 -3.3 0.6 3.2 6.4 3.9
Poland 0.2 -11.6 -7 .0 2.6 3.8 5.2 7.0 6.1
Slovakia -6.5 -3.7 4.9 6.8 6.9
Slovenia -1.8 -4.7 -8.1 -5.5 2.8 5.3 4.1 3.1

“ General government includes the state, municipalities, and extrabudgetary funds.
6 General government includes the state, municipalities, and extrabudgetary funds, but 
excludes privatization revenues.
Sources: European Bank for Reconstruction and Development, Annual Report, various 
issues, and Transition Report Update, April 1998, pp. 7,51,55,64-65. For deficit and expen
diture data, Czech refers to Czechoslovakia until 1992; for GDP growth, until 1991. After 
those dates, it refers to the Czech Republic.

perspective. Table 3.1 contrasts Hungary’s performance with that of the 
other Visegrád countries and Slovenia, and supports Kornai’s assessment 
of limited fiscal adjustment. Hungary had the largest fiscal deficits during 
the transition period. Despite deep recessions, Slovenia and the Czech 
Republic maintained relatively balanced central government accounts, 
while Poland and the Slovak Republic undertook dramatic fiscal adjust
ments. In Hungary, by contrast, deficits widened steadily after 1990, with 
some improvement in 1995 and 1996, the years of the Bokros package. 
Hungary also has the largest government of the five countries, and by 
a substantial margin; moreover, the size of the government actually 
increased under Antall. Hungary does have unemployment that is on a 
par with the other four countries, but consumption did not experience 
the dramatic fall seen in Poland; indeed, Kornai (1996a) argues that con
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sumption in Hungary fell surprisingly little during the transition relative 
to the drop in GDP.

The Németh government initiated a stabilization in 1989 under Inter
national Monetary Fund (IMF) auspices. Antall inherited this program, 
undertook additional expenditure cuts in the 1991 budget (drafted in the 
fall of 1990), and appeared to have a budget that was broadly in balance, 
with little inflationary pressure. This fact had an important political 
effect; in contrast to Poland, the apparent fiscal balance and the absence 
of a crisis reduced the urgency of undertaking radical adjustments, even 
though some argued the case in forceful terms.

The aversion to rapid fiscal adjustment was strongly reinforced during 
the winter of 1990 by the strident reaction of taxi drivers to a sharp 
decrease in gasoline subsidies announced by Antall’s first minister of 
finance, Ferenc Rabár. Protesting drivers paralyzed traffic in Budapest 
for days by blockading major bridges across the Danube River. The 
government quickly retreated from the price increases, and Rabár -  a 
proponent of more radical adjustments -  was removed from office 
(Greskovits, Chapter 4, in this volume). At a broader level, the taxi strike 
strengthened the government’s preference for an incrementalist policy 
approach that would reduce the risks of destabilizing social protest.

Despite the earlier stabilization efforts of the Németh government and 
the apparent equilibrium sustained under Antall, however, the fiscal sit
uation was far from healthy. First, the adjustment in public finances was 
partly illusory. Deficits were hidden on the balance sheet of the Central 
Bank, which was responsible for servicing the country’s (and effectively 
the government’s) large external debt. Antall did make progress in 
solving this problem by shifting to a more transparent system of gov
ernment borrowing; as a result, however, interest payments took a 
steadily increasing share of total government expenditures, rising from 
approximately 3 percent of GDP in 1990 to a height of 8.5 percent in
1995. Trends in revenue were also troubling. Revenues began falling in 
1989 and bottomed out during the deep recession of 1991 as a result of 
both cyclical and structural factors and the accumulation of substantial 
arrears on the part of firms (Schaffer 1995); between those two years, 
government revenue fell from nearly 60 percent of GDP to less than 
52 percent, and it recovered only half of that loss by the mid-1990s.

The final problem was that expenditures did not adjust to these new 
realities. Political liberalization in the late Communist period had been 
accompanied by a continued expansion of various forms of entitlement, 
of which the pension system, health care, and a complex system of social 
assistance and family benefits constituted the three main pillars. At the 
time of the transition, Hungary was devoting a share of GDP to social
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welfare and transfers that was comparable to that of the most redistrib
utive Scandinavian welfare states (Kornai 1996b). During the Antall 
period, this share increased steadily in both real terms and as a share of 
GDP, more than offsetting the dramatic reduction in direct subsidies 
during the early years of the transition and contributing to a growth 
in the primary deficit (exclusive of interest payments). By 1994 total 
transfers to households equaled approximately 20 percent of GDP, with 
pensions accounting for over half of that.

The Bokros package of 1995 marked a sharp reversal in these trends 
(Kornai 1996b). In 1995 a supplementary budget instituted an across-the- 
board freeze on expenditures, shifting the primary balance into surplus. 
In the 1996 budget, the government initiated an attack on a number of 
politically sensitive entitlements, including higher education, maternity 
benefits and family allowances, dental care, and the retirement age, and 
launched a discussion of more fundamental reforms of the pension and 
health systems. With revenues remaining roughly constant as a share of 
GDP, the 1996 budget deficit reached its lowest point since 1991. The 
deficit increased again in 1997, but this reflected the shift of quasi-fiscal 
Central Bank deficits onto the central-government budget, an important 
step toward greater fiscal transparency. Not all of Bokros’s objectives 
were realized; reform of the pension and health-care systems fell far 
short of plans. However, the Bokros package constituted a break with 
the pattern of fiscal policy not only under Antall but in the early months 
of the Horn government as well.

Identifying the evolution of Hungarian budget institutions is some
what more complicated than the stylized policy history just sketched, but 
we focus primarily on the extent to which the parliamentary majority 
acting through the prime minister and cabinet delegates power to the 
minister of finance and provides him with the authority to formulate and 
coordinate fiscal policy. Among the indicators we consider are the extent 
to which spending agencies, referred to in Hungary as Central Budgetary 
Institutions (CBIs), control their own revenues and expenditures; the 
number and weight of extrabudgetary funds; the role of semiautonomous 
social insurance funds (SIFs); the independent borrowing and lending 
authority of local governments; and the policy-making role of tripartite, 
corporatist bodies, including most importantly the governing bodies of 
the SIFs and the Interest Reconciliation Council.

During the late Communist period, policy making shifted away from 
more opaque party venues toward the government, and the influence of 
both the Ministry of Finance and the Central Bank increased relative to 
the spending ministries. However, other trends toward greater decen
tralization -  such as the removal of the health and pension spending from
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the central budget into special accounts in 1989, the devolution of spend
ing authority to local governments, the proliferation of extrabudgetary 
funds, and increasing independence on the part of specialized CBIs, 
including a shift into profit-making ventures -  weakened the capacity to 
coordinate fiscal policy (Kopits 1993: 81).

This basic pattern of institutional change continued under Antall, and 
as in the late Communist period, had somewhat contradictory effects 
on macroeconomic policy-making institutions. The dismantling of the 
central-planning system continued, reinforced by a broad popular reac
tion against the Communist state; this served to strengthen the role 
of the Central Bank and Ministry of Finance vis-ä-vis the old apparatus 
of the command economy. But these same political forces also strength
ened the autonomy of spending institutions outside of the control of the 
Ministry of Finance. As was the case with fiscal policy more narrowly 
conceived, we see important changes in this institutional pattern after 
1995 as well. The advent of the Bokros package was marked by initia
tives to establish more centralized control over these autonomous spend
ing institutions, although these efforts are still unfolding.

Institutional reforms under Antall included the dissolution of the 
Planning Office, with its extensive patronage ties to state-owned enter
prises, and the corresponding decline in the influence of the branch min
istries. In themselves, these changes enhanced the role of the Central Bank 
and the Ministry of Finance (Bartlett 1997). A Central Bank Law passed 
in 1991 did not grant the bank the degree of independence the reformers 
sought, but it did limit the bank’s ability to finance public deficits. In com
bination with the effort to clarify the quasi-fiscal deficits of the Central 
Bank, these reforms increased the transparency of the budget process.

At the same time, a variety of institutional changes placed important 
constraints on fiscal policy making. Of course, the transition to democ
racy itself introduced an important new actor into the budget cycle, 
namely Parliament. The Law on Public Finance, which established a 
complex review process involving all standing committees, was passed in 
April 1992. This process provided an additional venue for the coalition 
partners to renegotiate portions of the budget, and served to delay its 
passage on several occasions (Kraxner 1995). However, Parliament’s 
role did not constrain the government with respect to fiscal aggregates. 
Parliament is held to fairly restrictive timetables for review, and the 
capacity to amend is limited to the reallocation of funds within a given 
portfolio. Final budgets passed by the Parliament resemble quite closely 
those submitted by the government. As in most parliamentary systems, 
the key to understanding the passage of the budget lies in the level of 
intracoalition and intraparty cohesion.

The Politics o f Hungarian Fiscal Policy
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More serious for the conduct of fiscal policy was a continuation and 
even acceleration of the decentralizing tendencies visible in the late 
Communist period. The 1992 Law on Public Finance condoned the pro
liferation of CBIs, over which the Ministry of Finance, and even the line 
ministries, had little effective control. Following the public finances law, 
the budget consisted of 31 chapters, under which fell 1,400 CBIs, 650 of 
which had budgetary autonomy and even control over their own cash 
flow. In addition, there were about 30 extrabudgetary funds, as well as 
13,500 local budgetary institutions, of which 8,000 had budgetary auton
omy. Not surprisingly, it proved extremely difficult for the Ministry of 
Finance to make informed estimates of overall revenues and expendi
tures and even to calculate the public sector’s overall borrowing require
ment. A striking indicator of the extent of decentralization is that of 
the 54 percent of GDP collected in revenues in 1995, only 28 percent 
was collected by the state budget, with the remainder flowing directly to 
other institutions: 12.9 percent to SIFs, 5.8 percent to local governments, 
4.7 percent to extrabudgetary funds, and 2.4 percent to CBIs.

Two further institutional developments are of particular significance: 
the establishment of the Interest Reconciliation Council (IRC) in 1991, 
and the creation of a quasi-corporatist structure to manage the two major 
social insurance funds dealing with health and welfare in 1992-93. In 
principle, the Hungarian IRC -  like similar corporatist councils estab
lished elsewhere — had the potential to steer overall macroeconomic 
policy through agreements among government, business, and labor. In 
practice, the IRC’s role in Hungary was problematic. The body was not 
authorized to reach binding decisions on macroeconomic policy. More
over, it would have been hampered in playing this role by the relative 
weakness of the participants. The employers’ associations on the council 
did not provide substantial representation for new private firms and 
the capacity of the ex-Communist union federation, MSZOSZ, to make 
binding commitments for its constituent unions was limited. Nonetheless 
the IRC offered an alternative forum for debates that sometimes ran 
counter to the government’s own preferred policies and thus increased 
the possibilities for stalemate over crucial policy issues.

The creation of the independent social insurance funds, which 
managed fully a third of general government expenditures, also had 
potentially detrimental effects for fiscal policy. The initial creation of 
the funds in 1989 was to be coupled to an ambitious restructuring of the 
health-care and pension systems, but this failed to materialize. The dis
cretion of the pension and health managers was relatively limited by 
fiduciary responsibilities, but health fund officials exercised wide deci
sion-making power with respect to health spending, including control
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over treatment strategies and the location of health facilities. The general 
budget was obliged to cover deficits incurred by either fund, which was 
not only costly but limited the transparency of decisions. Perhaps most 
important, however, is the fact that the corporatist structure of the funds 
meant they became centers of organized opposition to health and 
pension reform. In principle, they could be restructured by an act of 
Parliament assuming that the Constitutional Court did not come to 
their defense. But the very access they offered to representatives of the 
MSZOSZ and the health-care profession served to magnify the influence 
of groups opposed to reform.

The continuing decentralization of the budget process naturally 
became a target for reform under the Horn administration, and the 
Bokros package was accompanied by a number of institutional initia
tives. Perhaps the most successful to date has been the establishment 
of a treasury, which centralized government accounts, improved the 
Ministry of Finance’s control over both the allocation and use of 
resources, and reduced the discretion of agency heads and local govern
ments. Consolidation of extrabudgetary funds constituted a second 
important step; the number of funds was reduced during the first year 
of the program from over thirty to only five. In an important accounting 
move, finally, the balance sheet of the Central Bank was cleaned up, 
increasing the transparency of fiscal data.

As we have already noted, however, progress was much more limited 
on reform of the health and pension systems, and of the institutions that 
ran them. In 1997, the government did succeed in passing a pension 
reform law that established a private pension pillar as a supplement to 
the pay-as-you-go (PAYG) system, but strong opposition organized by 
the managers of the Pension Fund came close to blocking the legislation. 
Discussion of the issue in the IRC substantially diluted Ministry of 
Finance proposals, reducing the weight of the private pillar within the 
system. Reorganization of the Health Insurance Funds constituted an 
even greater challenge because of the power (and income) the fund 
granted to health-care providers, medical associations, and local politi
cians. Notwithstanding the problems this fund posed for fiscal coordina
tion, the Horn government was unable to challenge its authority.

The Politics o f Hungarian Fiscal Policy

Political Arrangements and Public Policy:
General Principles and the Hungarian Case

The evolution of fiscal policy and policy-making institutions has been 
affected by two institutional features of the Hungarian political system: 
the basic constitutional arrangements and characteristics of the party
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system. Constitutional systems can be distinguished most fundamentally 
in terms of the number of major veto gates. The Hungarian Parliament 
is a unicameral body, and the cabinet is exclusively responsible to it. 
Unlike most Latin American systems and Poland, the president has no 
veto over legislative proposals. And, unlike Czechoslovakia prior to the 
breakup in 1993, Italy, and some other countries with parliamentary 
systems, Hungary has no upper chamber where potentially conflicting 
preferences must be accommodated. As long as the prime minister can 
sustain a legislative majority in the single chamber, the government will 
ordinarily be able to pass its policy initiatives into law. In fact, the con
stitutional provision for a unicameral legislature, in combination with 
features of the electoral law to be described later, was designed in part 
to offset the strong pressures toward political and regional decentraliza
tion that had otherwise characterized the process of democratization in 
Hungary.1 In addition, the provision for a constructive vote of no confi
dence -  requiring that an alternative government be elected by a major
ity at the same time that the incumbent government is turned out -  
makes it somewhat more difficult to replace governments between 
elections.

Although these provisions stengthened central authority, the reaction 
against the overwhelming executive power of the Communist state 
also led to the establishment of a second important veto gate, the Con
stitutional Court. This institution, as well as those in a number of other 
Central East European (CEE) countries, has been granted authority that 
goes significantly beyond that of the United States Supreme Court. The 
Hungarian Constitutional Court not only may review and overturn any 
law it deems in violation of the constitution, but it can take such action 
on its own initiative without reference to cases appealed from lower 
levels of the judicial system. It could be argued that Parliament ulti
mately controls the court through its appointment powers and its ability 
to change the constitution itself. However, once appointed, judges are 
independent and Parliament has been unable or unwilling to muster the 
two-thirds majority required to curb the court’s power (Dethier and 
Shapiro 1998). As we shall see, the court has played an important role in 
the economic policy-making process, particularly with regard to welfare 
entitlements (Sajó 1996).

Within this constitutional framework, both policy adjustment and 
institutional reform depend on the extent to which the electoral and 
party systems produce stable and cohesive legislative majorities. In these
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respects, Hungary provides a mixed picture. On the one hand, the overall 
effect of Hungary’s complex electoral system is to exaggerate the repre
sentation of larger parties. Nearly half the seats are elected in single
member districts (SMD) by a two-round majority-plurality formula, and 
the rest of the seats -  filled via proportional representation -  only slightly 
counteract the effects of the SMDs.

The conditions for intraparty discipline also appear to be present. The 
party-list section of the electoral process employs closed lists, meaning 
that there is no opportunity for the voters to alter the rank ordering of 
candidates established by party leaderships. The SMDs also pit parties 
against each other in each district, in the sense that each party is re
presented by only one nominee. In contrast to Japan prior to 1996, 
Brazil, and Poland, the system does not establish intraparty competition, 
which creates incentives for politicians to provide particularistic favors 
to voters in order to distinguish them from copartisans.

The combination of unicameral parliamentarism with at least poten
tially strong and cohesive parties has been a theme in a number of polit
ical analyses of Hungary’s reforms (Bartlett 1997; Bruszt and Stark 
1997). These analyses tend to emphasize precisely the characteristics we 
would predict of Westminster and Westminster-like systems, including 
decisiveness, the capacity to undertake wide-ranging (although not nec
essarily popular) reforms, and a concentrated decision-making process 
centered on the cabinet and the prime minister.

On the other hand, however, we find a number of features of the party 
system have periodically pulled Hungary in a different direction, con
tributing to indecision, stalemate, and a reduction in the discretion of top 
decision makers. Perhaps the most important of these, especially during 
the Antall period, is the very newness of the party system and the lack 
of strong intermediate associations and interest groups. Cohesive par
liamentary majorities rest not only on electoral and governmental insti
tutions but also on voters having strong identification with parties and 
with party labels as meaningful signals of a specific basket of policies. 
Such signals are likely to be weak where most parties are very recent 
creations with no stable roots in society. One would still expect that, over 
time, electoral competition would lead to stronger parties and a greater 
focus on national issues, but the possibility of an extended period of 
much less coherent partisan competition cannot be ruled out.

A second important consideration is the fact that the party spectrum 
has not lined up strictly on a single issue dimension: both economic issues 
and what might be called “the national question” divide the electorate. 
Systems with two main issue cleavages tend to generate three parties 
or blocs of parties (Taagepera and Grofman 1985) and that was true in
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Hungary. At the time of the transition, the party system was divided 
among the left, principally the Socialist Party, the successor to the former 
ruling party, the liberal parties, of which the Alliance of Free Democrats 
(SZDSZ) was the largest force, and the national conservative parties, 
including the principal party in the 1990-94 government, the Hungarian 
Democratic Forum (MDF) and its coalition partners, the Independent 
Smallholders and the Christian Democrats. Owing to these multiple 
issues, even in the SMD runoffs, voters are rarely confronted with 
“straight fights” between two candidates. As a result, the voters do not 
face clear choices among competing potential governments as in West
minster systems. In fact, most districts have been won with less than a 
majority of the votes cast (although there were many more straight fights 
in 1998  than in 1990  or 1994 ) .

Because of m ultiple issue dim ensions and the absence of any one party  
with a near m ajority  of the votes, H ungary’s governing coalitions have 
contained parties likely to  be at odds on  at least one policy dim ension. 
This constitu ted  an im portan t im pedim ent to  tim ely and coheren t policy 
decisions and increased the risks of political stalem ate.

A third consideration muting intraparty discipline is the very existence 
of single-member districts. On the one hand, such districts are like closed 
lists, in the sense that each party nominates only one candidate per dis
trict and voters are thus faced with a categorical choice. On the other 
hand, such districts also allow the legislators elected from them to serve 
as the delegate of a locality. Parliamentarism -  and the concomitant role 
of legislative contests as simultaneous executive contests -  tends to 
inhibit members’ ability to attend to local matters (Cox 1987; Shugart 
and Carey 1992). But in the context of weak party labels and the possi
bility that main party contenders will not be matched in straight fights, 
candidates in the SMDs might very well seek to carve out niches for 
themselves not simply as local representatives of the party but also as 
servants of a local constituency. As a large literature shows, such a 
propensity may result in greater attention to local issues, such as 
casework and pork (for reviews, see Carey and Shugart 1995; Cain, 
Ferejohn, and Fiorina 1987).

The conditions just outlined -  weakly rooted parties, a multidimen
sional issue space with three blocs of parties, and multiparty competition 
in SMDs -  might help explain the propensity for progovernment parties 
to construct oversized coalitions or to strike bargains with the opposi
tion. Both the Antall and Horn coalitions contained more parties than 
necessary for a parliamentary majority. Horn’s Socialist Party had the 
legislative seats to form a majority government on its own without the 
Free Democrats, but included them in the government nonetheless.
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Somewhat counterintuitively, the formation of oversized governments 
signals government weakness rather than strength, because it reflects the 
anticipation of intraparty and intracoalitional conflicts.

These institutional arrangements and political structures have impli
cations for fiscal policy and the institutions of public finance. The fol
lowing hypotheses focus attention both on differences between Hungary 
and other transition and developing countries, and on differences be
tween the Antall and Horn governments.

In parliamentary systems with limited veto gates, it should be easier 
to implement rapid and comprehensive changes in both policy and gov
ernment organization than in systems with multiple checks and balances. 
Radical changes have, of course, also been implemented in systems with 
multiple veto gates, including presidential ones, but usually only after 
severe crises have opened windows of opportunity for “extraordinary 
politics” in which executive authority is substantially enhanced (Carey 
and Shugart 1998; Haggard and Kaufman 1995). In parliamentary 
systems, crises are also important spurs to reform. Ceteris paribus, 
however, governments that are less constrained by multiple veto gates 
are more able to act decisively, even when crises are less severe (Grilli, 
Masciandaro, and Tabellini 1991; Roubini and Sachs 1989). We return 
to this point in our discussion of the Bokros stabilization package.

Where parliamentary governments and their cabinets are formed 
on the basis of relatively stable legislative majorities to which they are 
directly accountable, policy is more likely to emanate directly from the 
cabinet than from the legislature itself. Plenary sessions of the legislature 
and legislative committees are less important venues for decision making 
than in presidential systems where executives and legislators are sepa
rately elected and serve independent terms, or in parliamentary systems 
with short-lived cabinets (Lijphart 1984; Powell 2000).

The decisiveness and cohesiveness of policy in parliamentary sys
tems still depend heavily on intracoalitional and intraparty discipline. 
The most decisive and cohesive system is presumed to be the classic 
Westminster one, with two dominant parties, single-party parliamentary 
majorities, and strong internal party discipline. However, parliamentary 
governments, including those in Hungary, are often formed on the basis 
of coalitions and may even be formed in the absence of a legislative 
majority (minority government). When the legislative coalition is cohe
sive and stable, the main decisions will be made at the prime ministerial 
and cabinet level. Policy will reflect the political incentives of the rank- 
and-file politicians in such a system to support the broad policy ini
tiatives of the leadership; at the limit, such systems should resemble 
the Westminster model. In this circumstance, the prime minister and
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backbenchers alike should have an interest in a budget process that is 
relatively centralized, with power typically delegated to a budget agency 
within the Ministry of Finance with strong influence over the other 
ministries.

By contrast, when coalitions are fragmented and/or the constituent 
parties are themselves undisciplined, policy will be more prone to drift 
or deadlock. Under these conditions, incentives of government leaders 
and rank-and-file politicians are less likely to be in alignment, so policy 
will reflect more difficult bargaining either between the prime minister 
and the leaders of other parties in the coalition, or between party leaders 
and their own rank and file, or both. Under these circumstances, it will 
prove more difficult to take decisive action and policy will be less 
coherent.

Such circum stances also reduce the likelihood tha t the prim e m inister 
will be able to  delegate decision-m aking au thority  to  centralized budget 
agencies. The pressures of a fragm ented coalition will thus create incen
tives for the prim e m inister to  shift fiscal decisions to  corporatist venues 
outside the parliam entary  fram ew ork, thereby  involving directly in 
policy m aking the organized in terests tha t form  the constituencies of 
parties or factions w ithin the governm ent.

The Antall Period

We begin our examination of the propositions just outlined with a dis
cussion of the underlying economic situation the Antall government 
faced. We have already noted how the apparent absence of a fiscal crisis 
at the time of the transition tended to reinforce the Antall government’s 
caution. However, in 1991, the crisis triggered by the collapse of the 
Council for Mutual Economic Assistance (CMEA) changed the context 
of the political debate. The dramatic fall in output and the correspond
ing emergence of problems of unemployment made it politically more 
difficult to undertake fiscal adjustments and strengthened the voice of 
those arguing against the imposition of austerity. But the crisis also made 
the underlying fiscal problems of the government more apparent to key 
technocratic actors.

Precisely because Hungary had been an early reformer, a network of 
well-trained economists associated with the University of Economics 
occupied important positions of junior leadership under the Németh 
government, where they had also gained experience in working with the 
international financial institutions. These officials, who remained influ
ential after the transition, included György Surányi, the first Central 
Bank president under Antall; Mihály Kupa, the minister of finance from
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1991 to 1993; Lajos Bokros, the minister of finance from 1995 to 1996; 
and a large number of second-level officials within the Central Bank and 
the Ministry of Finance. Though far from homogeneous in their outlook 
or politics, these economists provided the major impetus for fiscal adjust
ment and the centralization of fiscal institutions.

As we show in more detail later, these technocrats were not con
strained by well-organized domestic interests, as they were in many Latin 
American countries or in Poland. Policy choices and institutional design 
were thus heavily dependent on the views of the prime minister and on 
bureaucratic rivalries and personality conflicts that unfolded within the 
executive branch itself (Greskovits, Chapter 4, in this volume). But the 
fiscal decisions of the prime minister and his advisors could not be made 
independently of parliamentary approval, and their freedom of maneu
ver appeared to narrow as the government’s legislative coalition began 
to unravel. Particularly after the post-Communist “honeymoon” had 
faded, the decisions of the prime minister and cabinet were constrained 
by the constitutional arrangements we have outlined, the electoral 
dynamics that brought the government to office in 1990, and the partic
ular coalitional and party weaknesses under which it labored.

Antall’s MDF was one of three major right-wing Christian parties 
and had been cobbled together in 1987 out of a group of populist- 
nationalist intellectuals who enjoyed the tacit protection, even sponsor
ship, of the reform wing of the Communist Party (Tőkés 1996: 199). 
While clearly in opposition, the party was not deeply rooted in the kind 
of social movement that propelled Solidarity to office in Poland. In the 
first round of elections in March, the party was the top vote getter, but, 
as Table 3.2 shows, the initial fragmentation of the party system 
meant that it held this status with only 25 percent of the vote, only 3 
percentage points more than its closest rival, the Free Democrats.

The second-round elections appeared to clarify political alignments 
somewhat, even though most districts continued to feature at least a 
three-candidate competition. Running on a platform that argued explic
itly for a more gradual approach to the transition than its liberal pro
tagonists, the MDF secured a decisive victory, winning 43 percent of seats 
to the Free Democrats’ 24 percent. However, this result reflected the 
elimination of smaller parties during the first round, votes by disaffected 
Socialists opting for the lesser of two evils, and the disproportionality in 
the electoral system itself; abstention in the second round was high, with 
only 45 percent of voters taking part. In sum, the MDF’s support was rel
atively shallow, in no way reflected a majority of votes (not even a major
ity of votes cast in runoffs), and was predicated on electoral promises of 
gradualism and caution.
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Table 3.2. Electoral Outcomes, 1990 and 1994 (percentage)

1990 Elections 1994 Elections

Party-List Party-List
Parties Votes Seats Votes Seats

MDF (Hungarian Democratic Forum) 24.7 42.7 11.7 9.8
SZDSZ (Alliance of Free Democrats) 21.4 24.4 19.7 17.9
FKgP (Independent Smallholders Party) 11.7 11.0 8.8 6.7
MSZP (Hungarian Socialist Party) 10.9 8.6 32.9 54.1
FIDESZ (Alliance of Young Democrats) 8.9 5.7 7.0 5.1
KDNP (Christian Democratic Party) 6.5 5.4 7.0 5.1
Independent and other 15.9 1.8 12.9 0.5

Lacking the seats to govern on its own, the MDF turned to two “his
toric” conservative parties with roots in the pre-Communist past, the 
Independent Smallholders and the Christian Democrats, resulting in a 
slightly oversized coalition. Over the heads of its coalition partners, the 
MDF also negotiated a pact with the opposition to avoid recurrent leg
islative stalemate with respect to constitutional issues requiring a super- 
majority (Tőkés 1996: 397).

An oversized coalition and a pact with the opposition might appear 
to enhance the government’s freedom of maneuver. However, as 
we noted, these factors masked substantial problems among the 
coalition partners and within the parties themselves. First, the coalition 
had little or no programmatic coherence. The government did not 
produce a common platform until four months after it took office, 
and, as Csaba (1995: 222) argues, the document that finally emerged 
“was a collection of good intentions, not an operational policy 
document.”

Second, the parties themselves were not cohesive entities. This 
problem was a general one that affected all parties, and can be seen in 
indicators of legislators’ loyalty; about 14 percent of MPs elected in 1990 
later left the parties under whose labels they had been elected. However, 
lack of cohesion appears particularly marked among the two largest 
coalition partners, the MDF and the Smallholders. Throughout the first 
Parliament, the most significant cleavage within the MDF was between 
its populist and nationalist “founding fathers,” who tended to retain influ
ence within the party, and Antall loyalists, whose influence stemmed 
mainly from Antall’s backing and positions within the government. These 
factional conflicts did not initially harm the party’s functioning in 
Parliament (Szarvas 1995; Pataki 1992), but they did undermine the
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government’s ability to present a clear public image with respect to 
economic policy.

With the crisis of 1991-92, and as elections began to loom, the intra
party problems became more intense. In August 1992 a prominent MDF 
leader, István Csurka, wrote a long chauvinist tract in which he argued 
among other things that the government was complicit in a Jewish- 
liberal international conspiracy, in which the IMF played a central role. 
Following a national and intraparty uproar, Csurka and several other 
deputies were expelled from the party, but the problem of indiscipline 
continued. Over the course of the entire first Parliament, nearly 20 
percent of the MPs elected under the MDF label left the party, a rate 
notably larger than in most stable parliamentary systems. The Indepen
dent Smallholders were particularly prone to internal fragmentation. In 
February 1992 the party’s presidium voted to leave the government, but 
fully thirty-five of forty-five Independent Smallholder deputies chose to 
remain loyal to the coalition (Pataki 1992).

The Politics o f Hungarian Fiscal Policy

The Course o f Fiscal Policy

The failure to cut the overall size of the state and to adjust to the reduced 
flow of revenue was arguably a result of the severe recession and wide- 
ranging structural reforms the government had launched. However, as 
early as the formulation of the 1992 budget estimates in the fall of 1991, 
there were signs of politically motivated optimism in the government’s 
projections. During 1992 the danger signals became increasingly clear as 
spending dramatically outran estimates, and revenues lagged; for 1992 as 
a whole, the fiscal deficit jumped from 2.9 to 6.8 percent of GDP (Table 
3.1). The need for adjustment became increasingly evident, both to 
economic officials within the government and to the World Bank and IMF.

During the preparation of the 1993 budget in the fall of 1992, 
Minister of Finance Mihály Kupa proposed a package of measures that 
combined adjustments in the value-added tax (VAT) and other revenue 
enhancements with a freeze on expenditures of public institutions at 
their nominal 1992 levels. Continuing recession placed an important con
straint on a deep fiscal adjustment; nevertheless, the Kupa package was 
probably the last chance for the government to address growing macro- 
economic imbalances ahead of the 1994 general election. Béla 
Greskovits (1998) provides a detailed analysis of the political dynamics 
of the Kupa reform, and suggests that the outcome was strongly influ
enced by politics within the government’s own coalition.

On the surface, there was evidence of widespread social protest to the 
VAT increases both from civic associations and new social movements,
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including a series of hunger strikes by activists. Opposition also came 
from unions, the best organized of which was MSZOSZ. However, 
Greskovits argues that the new civil organizations that formed the base 
of opposition were of dubious representativeness and uncertain mem
bership; moreover, the government was aware of this fact. Although the 
MSZOSZ had inherited the property and organizational infrastructure 
of its Communist predecessor, it remained weak in terms of membership 
and mobilizational capacity. In the early transition period, there were 
some local work stoppages, but few countrywide strikes.

For Greskovits (1998: 224), “what the government really may have 
been afraid of was less the civil and labor protests than the fragmenta
tion of the coalition in the face of the austerity program and the budget 
for 1993.” It is important to emphasize that while the opposition signaled 
its dislike of the plan early, some of the most vehement resistance came 
from within the ruling coalition itself, including the deeply divided Small
holders and the Christian Democrats. In the fall of 1992, the right wing 
of the MDF was calling for fundamental change in the government’s 
economic policies. “Reformist technocrats around Minister of Finance 
Mihály Kupa were increasingly threatened by MDF extremists, who 
hinted at the necessity of cleansing the Treasury of ‘narrow minded finan
cial experts’” (Greskovits, 1998:212). Parliament failed to act on Kupa’s 
broader policy guidelines (Kraxner 1995: 139).

It was only against this backdrop of policy conflict that the govern
ment responded positively to a call from the unions to negotiate a social 
pact through the IRC, deflecting pressure away from intracoalitional and 
intraparty tensions and seeking alternative sources of support for Kupa’s 
reforms. Within the IRC, the government was able to negotiate an 
adjustment package, but only at a substantial cost. Unions won a number 
of important concessions on the elimination of wage controls, a central 
part of the government’s stabilization efforts; on wages in the education 
and health sector, both major components of government spending; and 
on the minimum wage. In return, the government secured a modified tax 
reform and increased contributions to the unemployment benefit fund, 
measures that fell far short of what was needed.

There is no need to detail the difficulties surrounding the preparation 
of the 1994 budget, except to note that Minister of Finance Kupa was 
ousted in February 1993, and that elections loomed. Greskovits (Chapter 
4, in this volume) argues that Kupa’s eventual dismissal had more to do 
with the threat he posed to Antall’s authority within the bureaucracy 
than to opposition within the parliamentary coalition. However, the new 
minister of finance, Iván Szabó, held heterodox economic views that 
appeared to be more closely aligned with those of the party leadership
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and consonant with the process of political caution of the preelection 
period. With the government severely weakened by Antall’s failing 
health, the runup to the election was characterized by a slow-moving but 
nonetheless full-blown fiscal crisis.

The Politics o f Hungarian Fiscal Policy

Institutional Reform
A similar interplay between coalitional politics and technocratic reform
ers marked the efforts to reorganize fiscal institutions under Antall. 
Efforts to strengthen the role of the Ministry of Finance and the Central 
Bank were advanced by many of the same economists who pursued these 
objectives under Németh, with the World Bank and IMF providing 
important intellectual templates for the process (Kopits 1993). Bartlett 
(1997: 171) argues that the efforts of the domestic reformers were ini
tially facilitated by the change of regime and by the authority of a prime 
minister with strong partisan support. As noted earlier, however, these 
officials faced important constraints within the governing coalition, and 
in several respects, they lost ground to the creation of new decision
making centers that were altogether outside their control. These devel
opments can be seen by analyzing the political influences on several key 
elements of fiscal and macroeconomic policy making including the orga
nization of the budget and fiscal process within the government, the cre
ation of extrabudgetary funds and their managing bodies, and the use of 
the IRC as a corporatist body.

Fiscal policy making is but one component of macroeconomic policy 
making and is strongly affected by the conduct of monetary policy. The 
Central Bank Law of 1991 stipulated that the National Bank of Hungary 
(NBH) may make its monetary policy independently of the government 
and limited its ability to finance the government to 3 percent of planned 
government revenues by 1995; moreover, the prime rate was to serve as 
the base for determining the pricing of these loans, reducing the heavy 
subsidies that had characterized the bank’s lending to the government 
in the past. However, following the introduction of extensive amend
ments to the government’s proposed legislation by a member of its own 
party, the independence of the NBH was made somewhat more ambigu
ous. For example, the final version of the law requires the bank to support 
the government’s economic program and to coordinate financing of the 
budget deficit both with the semiindependent Central Bank Committee 
and with the Ministry of Finance.

The 1992 Public Finance Law helped to rationalize the fiscal decision
making process by setting timetables and procedures for the prepara
tion and passage of the central budget. This legislation was preceded,
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however, by the passage of a Law on Local Government pushed by 
the Free Democrats and factions of the MDF that sought to weaken 
control of central ministries. This legislation seriously constrained the 
budget process by granting substantial spending autonomy to local 
self-government without corresponding specification of the services for 
which they were responsible (Kupa, interview).

We have already no ted  how the welfare fund was separated  from  the 
general budget in 1989 by M inistry of Finance reform ers who sought to  
establish health  financing on an insurance basis. N either the N ém eth  nor 
the A ntall governm ents, how ever, w ere willing to run the political risk 
of taking this crucial final step, thus continuing the fiscal strain that 
welfare expenditures caused. F u rth e r legislation under A ntall estab 
lished separate  pension and health  funds in 1992 and com pounded 
the problem s of fiscal m anagem ent. The legislation left the Social Insur
ance Funds (SIFs) relatively free from  “hard  budget constraints,” yet 
enhanced the ir political independence by placing each under the control 
of union represen tatives elected by the population  at large.

As we would expect, Antall was reluctant for both institutional and 
partisan reasons to give control of the two funds to directly elected union 
leaders, and the legislation encountered opposition from Mihály Kupa in 
the Ministry of Finance and from World Bank advisors. But Antall faced 
strong pressure from groups in a position to threaten his ruling major
ity. The Christian Democratic minister of welfare and his parliamentary 
colleagues were strong advocates of the fund legislation, motivated in 
part by a desire to emulate what they perceived to be the main features 
of Western European corporatist models (Kupa, interview). The Free 
Democrats also strongly supported funds with directly elected union 
managers, in part because they viewed direct elections as an opportunity 
to increase the power of the non-Communist union movement. Although 
the Free Democrats were not members of the governing coalition, Antall 
needed their cooperation for the two-thirds majorities necessary to back 
judicial reforms, media laws, and privatization legislation that remained 
on the agenda. In addition, the party constituted a potential reserve of 
votes that might offset defections within the coalition (Kis, interview). A 
third source of support for the funds, ironically, came from the ultrana
tionalist and strongly anti-Communist right wing of the MDF itself, 
which also sought to limit the control of the prime minister in these 
important policy areas.

A final irony of this story is that the logic of coalitional politics led 
to an outcome that none of these actors had preferred or anticipated: 
the overwhelming predominance gained within the funds’ governance 
structure by representatives of the old Socialist union movement, the
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MSZOSZ. The weakness of the organizational links between party politi
cians and grass-roots movements permitted this miscalculation. Without 
a means of gauging the relative strength of competing forces within the 
union movement, the government badly overestimated the extent to 
which Communists had been repudiated by the union rank and file while 
underestim ating the preferences the e lectorate  had for m aintaining 
w elfare entitlem ents.

The establishment of the IRC was less controversial, and with some 
important exceptions, it had a less significant impact on the fiscal policy 
process.2 When he enjoys a strong majority or cohesive coalition, the 
prime minister in a parliamentary system like Hungary’s is not likely to 
be interested in using such a corporatist mechanism. But the problems 
were deeper. As already noted, the socialist unions and the business 
associations on the council were not tied closely to their constituencies 
and could not make binding commitments on their behalf. Thus, unlike 
corporatist bargaining councils in Western Europe, deliberations within 
the IRC did not routinely have a major influence on fiscal policy making 
under Antall. The exceptions came at moments when the ruling coalition 
was severely divided over policy issues. Under Antall, the best example 
came with the package of tax reforms proposed by Mihály Kupa in 1992, 
when the government turned to the IRC as a forum for redesigning the 
proposal (Greskovits 1998). As we have seen, however, the IRC effec
tively weakened the government’s initiative, while failing to build any 
broad social consensus for an alternative.

The Politics o f Hungarian Fiscal Policy

The Horn Government

The general elections of 1994 brought Hungary’s reformed Socialist 
Party to power but also marked a shift toward a more stable and pre
dictable pattern of party politics. The Socialists emerged with a decisive 
victory, winning 32 percent of the party-list votes and an absolute major
ity (54.1 percent) of parliamentary seats. This led some analysts to argue 
that the system had evolved in a bipolar direction (Ágh 1996: 27). Our 
analysis of voting in the second-round runoffs does not bear this out 
entirely; although the Socialists were clearly the leading party, the runoffs 
were not characterized by straight fights and no single coalition of parties

2 As a point of contrast with the Hungarian experience, however, it is worth noting that it 
took a good deal longer to establish such a council in Poland, despite the comparatively 
greater strength of the Polish union movement. An important reason was that Walesa 
hoped to consolidate his own position as interlocutor of the movement and, as a presi
dent with veto power, was able to block legislation until 1994 (Orenstein 1996).
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form ed a coheren t alternative. B ut after four years of parliam entary  
experience, the six parties th a t gained continuing represen ta tion  in the 
Parliam ent had established sharper ideological and electoral p ro 
files. M ore im portan t, and in contrast to  1990, one party  -  the Socialists 
-  had em erged with a clear responsibility for governing, a fact we would 
expect to  encourage a m ore stream lined and centralized policy-m aking 
process.

A complicating element in this picture was the decision of the Social
ists to govern through an oversized coalition with the Free Democrats, 
a decision driven at least in part by concerns about how their leadership 
would be viewed in the West. Domestic political calculations also came 
into play, however. The presence of a liberal coalition partner provided 
Horn an additional degree of freedom in managing his own left wing; 
the Socialists were deeply divided along factional lines, with a small 
liberal wing on one side, a left wing linked to the old Communist unions 
on the other, and the more moderate faction led by Gyula Horn in the 
center. Despite these divisions, the Socialists were a far more disciplined 
legislative party than the MDF; for example, only three Socialist deputies 
voted against the controversial stabilization budget to be discussed 
shortly (Ágh 1996: 23). As we shall see, neither this coalition nor the 
internal discipline of the Socialist Party precluded bruising battles within 
the governing coalition; still less would it ensure that the government 
preferences would prevail in the reform process. Nevertheless, it created 
the basis for a more cohesive government than the one forged under 
Antall.

H A G G A RD ,  K A U F M A N,  A N D  S H UG A R T

The Course o f Fiscal Policy

H ungary’s m acroeconom ic situation continued to  d eterio ra te  in the 
runup  to  the 1994 election. D espite som e grow th and a decline in 
inflation in 1994, large curren t-account and fiscal deficits m ade the 
recovery unsustainable. D uring 1994 the general governm ent deficit bal
looned to  over 8 percent of GDP, and the current-account deficit reached 
alm ost 10 percent,3 higher than  M exico’s in the period  preceding the 
peso crisis. G iven the apparen t im provem ent in general econom ic 
perform ance during 1994, the general public did no t fully perceive the 
im plications of these problem s, bu t b road  segm ents of the policy elite 
w ere aw are tha t the incom ing H orn  governm ent faced form idable policy 
challenges. 1

1 See Table A.4 in the appendix. According to the current-account balances data for tran
sition economies, Hungary in 1994 showed one of the worst performances.
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In analyzing the course of fiscal policy, it is necessary to distinguish 
several phases. The first nine months of the Horn administration was 
characterized by indecision and drift. This was followed in March 1995 
by the initiation of the tough stabilization program known as the 
“Bokros package.” Finally, we must consider the efforts by Bokros and 
his successor Medgyessy to establish a more centralized budget process 
during 1996 and 1997.

During the initial period, the long delay in framing a policy response 
occurred despite the warnings of Horn’s first minister of finance, László 
Békési, about the seriousness of the macroeconomic situation. Békési, a 
leader of the liberal faction of the Socialists and an ally of the Free Democ
rats, had proposed an adjustment package similar to the one eventually 
instituted under Bokros, but he was unable to gain the backing of the 
prime minister. Instead, the issue of adjustment was delegated to the 
“social partners” represented in the IRC, and they remained unable to 
agree on a workable program or a realistic budget for 1995.

The failure of the government to take more decisive action was attrib
utable to a number of factors. The decision to delegate to the IRC and 
the social partners reflected commitments the Socialists had made during 
the electoral campaign, and several months of negotiations -  from May 
to July 1994 -  were required to conclude the coalition agreement with 
the Free Democrats. Most important, however, internal coalitional divi
sions created strong incentives for Horn to avoid taking decisive steps; 
reliance on the IRC was one way of doing this. On the one hand, Horn 
was reluctant to delegate extensive authority to Békési, who was a rival 
for leadership within the Socialist Party and had substantial support from 
the Free Democrats as well (Greskovits, Chapter 4, in this volume). At 
the same time, as in 1992, the shift of decision-making responsibilities 
into the IRC provided a means for the prime minister either to deepen 
backing for reform among his political supporters or to evade responsi
bility for inaction were it to eventuate.

For the reasons already discussed, however, Horn was ultimately in a 
better position than Antall to gain command of his coalition; in some 
respects, his position was even reinforced by the nine-month standoff 
over stabilization policy. The deadlock served to undercut Békési as a 
rival for the party leadership and reduce the influence of his backers 
within the Free Democrats; Békési resigned at the end of January 1994. 
It is also likely that both the Socialist left wing and their union allies on 
the IRC were weakened by their inability to forge a workable alterna
tive to Békesi’s proposals. By March 1995 this opening allowed Horn to 
appoint a new economic team, led by Lajos Bokros, with a strong com
mitment to deep and painful macroeconomic adjustments.
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An external catalyst -  the Mexican crisis of December 1994 -  played 
an important role in this change of policy and ministers of finance. Con
cerned with the policy drift in the postelection period, both the IMF and 
the European Bank for Reconstruction and Development (EBRD) had 
refused requests for assistance prior to the crisis. In the aftermath of 
the peso meltdown, high-level talks in Germany emphasized even more 
strongly that European governments were not prepared to provide the 
kind of financial backing that Mexico had received from the United 
States. This refusal placed substantial pressure on Horn, who placed a 
very high priority on taking Hungary into Europe.

The need to establish credibility with external creditors also substan
tially increased the leverage Bokros could exert over Horn. Bokros was 
able to make his appointment as minister of finance conditional on the 
concurrent reinstatement of György Surányi, who had been removed in 
November 1991 by Antall, as head of the Central Bank. In the ensuing 
period, Bokros’s insistence on full government backing of his adjustment 
program was repeatedly reinforced by threats to resign.

However, it is also important to emphasize the significance of a 
stronger parliamentary majority and greater prime ministerial authority 
in permitting Horn to provide this backing. While external pressures 
were undoubtedly crucial, the appointment of Bokros and Hungary’s 
stabilization initiative did not come until almost three months after the 
Mexican devaluation, in part because of the coalitional divisions that pre
vailed during that period. Conversely, as Horn consolidated his position 
in the early part of 1995, he was able to move more decisively than ex
ecutives who faced comparable challenges in other countries. In some 
presidential systems of Latin America, reform initiatives came at a much 
more acute stage of crisis, when hyperinflation induced the acceptance 
of strong executive action. In Russia and Brazil executives facing 
fragmented legislatures were unable to respond quickly to the external 
shocks of 1998 despite the real threat of financial collapse. In Hungary, 
despite growing concerns about the country’s deteriorating fiscal and 
current-account position among technocrats and in the international 
financial press, there were no immediate signs of economic deterioration 
that would have alerted the mass public, or even politicians, to the need 
for reform. What was unusual about the package adopted under Horn 
was that it was primarily intended to preempt a more serious macro- 
economic crisis.

The program was announced without prior consultation with the other 
ministers or the parliamentary leaders. Its key features included a tem
porary 8 percent surcharge on imports, designed to raise revenue as well
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as slow the deterioration of the current account, a 9 percent real deval
uation, and an across-the-board freeze on spending, including tough 
limits on nominal wage increases in the public sector.

The more controversial issues included structural reforms, such as 
efforts to roll back entitlements in university education, maternity leave, 
and family allowances. Despite strong protest and the resignation of the 
minister of welfare, the cutbacks in entitlements were passed by the gov
erning majority in the emergency budget legislation of May 1995; this 
step served to break the political taboo against welfare reform (Kornai 
1996b). Many of these measures were overturned or delayed by the 
Constitutional Court. The wage and spending cuts allowed the govern
ment to cut deficits significantly anyway, but as we will suggest again, the 
insertion of the Constitutional Court into the debate had important 
implications for subsequent efforts at welfare reform.

A more effective instrument of fiscal adjustment proved to be the 
restraint on the wage bill that followed the 9 percent devaluation of 
the forint. While the devaluation contributed to an inflation estimated 
at over 28 percent in 1995, the Ministry of Finance imposed a limit of 
about 15 percent on nominal wage increases in the public sector. In 
contrast to the previous period, this decision was made unilaterally 
by the Ministry of Finance, without attempts to negotiate the assent of 
the unions. It was not clear initially that this component of the package 
could be implemented, and the IMF delayed signing an agreement 
for over a year in part because of concerns about whether the govern
ment would be able to hold the line. In fact, real wages dropped by 
over 12 percent in 1995, despite the protests of the unions and the 
Socialist left.

In contrast to the emergency measures undertaken in 1995, the budget 
for the following year (formulated and passed in the fall) was designed 
in conjunction with an IMF agreement and coordinated by the Ministry 
of Finance to calibrate spending priorities more carefully through con
sultations with the relevant ministries. The government’s proposal sailed 
through the Parliament fairly smoothly, with only three Socialist deputies 
and one Free Democrat withholding their support.

These developments coincided with other signs of the weakening posi
tion of the dissident factions within the coalition. In the fall of 1995, Free 
Democrats and reform-oriented factions of the Socialists defeated a pro
posal to establish a new deputy prime minister for economic affairs, to 
be filled by Sándor Nagy, the former head of MSZOSZ and the leader 
of the left wing of the Socialist Party. This was followed in November by 
a Socialist Party congress, which reaffirmed the existing leadership in
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office and voted by a large majority to support the Bokros stabilization 
program (Ágh 1996: 21).

H A G G A R D ,  K A U F M A N ,  A N D  S H UG A R T

The Drive to Institutional Reform

Despite these victories, it remained unclear whether the government 
would be able to follow its initial steps with the establishment of more 
lasting and rationalized fiscal institutions. The institutional reform ini
tiatives that accompanied the Bokros package sought to rationalize the 
management of public expenditures, eliminate or establish control over 
the centers of decentralized decision making inherited from the late 
Communist and Antall periods, and thus increase the transparency of 
intergovernmental transfers. The proposed reforms drew on the recom
mendations of a committee formed several months earlier under Békési, 
but they gained further momentum after the initiation of the Bokros 
package.

Not surprisingly, efforts to implement this agenda were beset by con
troversy, and several major initiatives were defeated or delayed. Never
theless, the government did put a number of significant reforms into 
place. Among the most important was the establishment of a central trea
sury, which was organized in 1995, formally established in January 1996, 
and given full legislative authorization in 1997. The newly established 
treasury was mandated to handle all fiscal flows and to disburse funds 
on an as-needed basis to CBIs. Decisions on the coverage of local gov
ernments were postponed until after the 1998 elections, leaving im
portant possibilities for fiscal leakage at the local level. But the treasury 
did impose hard budget constraints on CBIs, which were deprived of the 
opportunity to utilize “free” government resources in the financial 
markets while accumulating debts to the central government. Consoli
dation of the extrabudgetary funds constituted a second important step. 
The number of funds was reduced during the first year of the program 
from over thirty to only five. In an important accounting move, finally, 
some remaining liabilities on the books of the Central Bank were trans
ferred to the general government budget.

Although these steps are significant, the government had a much more 
mixed record in confronting the more important, politically salient, and 
controversial reforms of the health and pension systems. The Health 
Fund, which exercised wide discretionary authority over expenditures, 
posed the most immediate problems for fiscal management. Bokros had 
initially hoped to abolish it entirely and finance health expenditures fully 
from the central budget, but he was blocked almost immediately. The 
fund was not only the stronghold of powerful health-service organiza
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tions, but was also suspected of using its discretion to channel financing 
to politicians from the Socialist and other parties and to distribute 
patronage to local government. The showdown came during the prepa
ration of the 1996 budget, when Bokros resigned rather than accept 
deficit projections by the Health Fund that he considered wildly unreal
istic. His successor, Péter Medgyessy, followed with more incremental 
steps to increase the transparency of the fund and to regulate the deliv
ery of services. Nevertheless, in the aftermath of the confrontation with 
Bokros, the decision was taken to defer further attempts at more fun
damental reform until after the 1998 general election.

Efforts to reform the pension system met with somewhat greater but 
still partial success. The political story behind this process has been ana
lyzed in detail by Joan Nelson in this volume (Chapter 8), and thus can 
be briefly sketched here. The initiative took shape while Bokros was 
still minister of finance, with encouragement and advice from the World 
Bank. As initially designed within the Ministry of Finance, the reform 
envisioned the establishment of a privatized “pillar” that would be 
approximately twice the size of the existing PAYG system. The proposal 
encountered strong opposition, however, both from the Ministry of 
Welfare and the Pension Fund, each of which developed counterpro
posals that defended the pay-as-you-go system. By the time Bokros 
resigned in March 1996, the process appeared stalemated.

In April 1996 the new minister of finance Medgyessy tried a different 
tack. Meeting with representatives from welfare and with key Socialist 
Party leaders, he agreed that if the others would publicly announce their 
acceptance of the principle of a private pillar, the Ministry of Finance 
would abandon the specifics of its own proposal and negotiate all 
“details.” The cooperation of the Ministry of Welfare was enhanced by 
the appointment of more moderate officials at the staff level, and sub
sequently by Horn’s appointment of a new minister, Mihály Kökény. 
From April to December, a new proposal was crafted by working groups 
that included personnel from the Ministries of Welfare and Finance, as 
well as from the World Bank.

Managers of the Pension Fund, however, remained hostile even to 
moderate proposals for privatization and became the principal leaders 
of the opposition during a period of public debate that followed. As 
has been the case with other severely contentious issues, bargaining over 
the reform was shifted into the IRC, where the social partners made sub
stantial modifications of the government’s plan with respect to both the 
indexing of pensions and the size of the private pillar. Although even 
these compromises were opposed by fund managers, they were sufficient 
to gain acceptance from the union representatives on the IRC.
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Pension reform legislation was finally passed in 1997, but its implica
tions are unclear. On the one hand, it has made Hungary one of the first 
of the transition economies to include a private pillar as part of its 
pension system. Demographic projections indicate, moreover, that the 
reform will have an important long-term impact in easing the strain that 
the pension system placed on public finances (Palacios and Rocha 1998). 
On the other hand, in the course of the long bargaining process, the final 
bill left almost all of the existing work force within the PAYG pillar and 
provided concessions on indexation that increased fiscal burdens in the 
short run. To soften union opposition to the reform, finally, the govern
ment acquiesced to a substantial increase in the leverage that existing 
union leaders could exert over the funds. Under the terms of the new 
agreement, union leaders would be allowed to appoint fund managers 
instead of being required to submit their candidates to direct election.

To a significant degree, the difficulties encountered in the pension and 
health reform can be explained by the fact that the Horn administration 
had already undertaken a very substantial reform package; one could 
thus expect some natural limit to the process. The decision to postpone 
the health reform, moreover, is consistent with a modified electoral-cycle 
hypothesis under which coalitional cohesion on particular issues tends 
to fall as elections approach and the incentives of coalition members to 
compete with one another begin to outweigh those pushing toward coop
eration. It is important to underline as well that the Parliament is not the 
only veto gate in the Hungarian system. As we have seen, the Constitu
tional Court played a conspicuous role in deflecting the 1995 initiative, 
and the possibility that it might again intervene could have been a deter
rent to more radical reform measures in 1996 and 1997.

Nevertheless, the mixed outcome of this part of the reform effort sug
gests how even prime ministers who control cohesive legislative coali
tions can be constrained by the interactive effects of political institutions 
and constituent interests. Given Horn’s political constituencies, the for
mation of independent governance structures in health and pensions 
posed a substantial limit to the government’s freedom of maneuver. In 
challenging health and welfare entitlements, Horn was taking on com
mitments to these constituencies made both by the late Communist gov
ernment and by his own political party; and these commitments were 
now protected by the institutionalized influence of interested parties: the 
health-care profession in the one instance and the labor unions in the 
other. Similarly, the IRC offered an important point of access to groups 
whose influence might have been more limited in other venues. In prin
ciple, the government’s disciplined majority gave it the power to reverse 
earlier decisions with relative ease, but the congruence of interests
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between Socialist Party factions and the interests organized through 
these bodies would have made such a decision politically costly.

In contrast, the Orbán government that came to power in May 1998 
appealed to anti-Socialist voters and did not operate under these politi
cal constraints. Although a detailed discussion of its policies is beyond 
the scope of this chapter, the initial measures of the new government 
were indicative of the fact that Horn’s dilemmas with the funds were 
political rather than constitutional. In July 1998, the Orbán coalition of 
Young Democrats, Smallholders, and the Hungarian Democratic Forum 
passed legislation that eliminated both funds as self-governing bodies, 
appointed a new state secretary to supervise their reorganization, and 
dismissed the head of the health fund. Authority over the funds was first 
placed in the prime minister’s office but later transferred to the Ministry 
of Finance -  a further step toward centralization of the budget process. 
Policy toward the IRC was defined in the spring of 1999. A paper issued 
by the Finance Ministry declared that it did not consider the council a 
decision-making body, that it should be seen as only one of several such 
councils, and that it enjoyed no monopoly on interest representation. 
These measures indicate that the prime minister could wield substantial 
power when freed from the political constraints of his predecessor. As 
we suggest briefly in the conclusion, the ability of the government to 
move so decisively may reflect a longer-term trend toward the formation 
of two relatively stable partisan blocs within the framework of a parlia
mentary constitution.

The Politics o f Hungarian Fiscal Policy

Conclusions and Comparative Context

Although myriad factors have shaped Hungary’s transition to the 
market, we have focused on the contributing role of politics and politi
cal institutions. We have argued that there are features of the Hungar
ian political setup that provide the basis for strong government, including 
a unicameral parliamentary system with a strongly majoritarian electoral 
system. While these institutional features make decisive government pos
sible, we have also argued that much depends on characteristics of, and 
developments in, the party system: the capacity for decisive policy action 
and institutional reform rests on the cohesion of the ruling coalition. 
Both the drift in fiscal policy and the continuing tendency toward decen
tralized budget institutions under Antall reflected deep and worsening 
intracoalitional and intraparty rivalries. Conversely, under Horn the 
fiscal adjustment and the initiation of important institutional changes, 
such as the treasury reform, were made possible by a more cohesive and 
stable legislative coalition.
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These findings run counter to conclusions drawn from broader cross
national research on reform in transition economies, some of which 
shows that progress toward reform varies positively with party frag
mentation and weak executives. In a recent article, Joel Heilman (1998) 
provides an important summary and discussion of these findings. The 
governments that are most vulnerable to electoral and coalitional 
pressures are more likely to undertake radical reform, he argues, be
cause they are least likely to be captured by enterprise managers and 
other elites who gained during the first round of partial reforms but who 
oppose the elimination of remaining market distortions. Using the 
EBRD measures of reform, his regressions show that progress is cor
related not only with the extent of political freedom but also with 
the number of parties in the governing coalition (r = .72) (Heilman 
1998:204).

Our analysis of Hungary is consistent with Heilman’s general argu
ment that democratic reforms reduced the vulnerability of fiscal and 
monetary authorities to groups linked to the old planning apparatus. We 
find entirely plausible, moreover, that reform would tend to lag among 
Central Asian republics ruled by personalist, ex-Communist dictator
ships that deploy political and economic resources derived from the old 
Soviet system; these are typically among the slowest reformers in 
Heilman’s statistical sample.

When we consider variations among democratic systems, however, we 
are skeptical about the challenges that Heilman’s findings pose to the 
generalizability of our argument about coalition politics and constitu
tional veto gates. One reason for our skepticism derives from the rela
tively close correlation between Heilman’s indicators of reform and the 
historical background and geographic location of the countries in the 
sample. The fast reformers are the Baltic and Visegrád countries. Next 
are the rest of Eastern Europe, Russia, and most other European ex- 
Soviet republics. The Central Asian republics are ranked at the bottom. 
Although this pattern does have exceptions, it suggests that Heilman’s 
findings may be driven less by institutional arrangements and party pol
itics than by other factors, including initial conditions and opportunities 
to enter the European Union. Most former Soviet republics were disad
vantaged in this regard, whereas the high score that Hungary received 
during the Antall period reflected in part both the prior history of reform 
Communism and the political and economic influence arising from prox
imity to Western Europe.

More important for our analysis is the way the countries in Heilman’s 
sample are ranked in terms of the independent variable: the number of 
parties in the governing coalition. According to his measure, parliamen
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tary governments in countries such as Hungary include a larger number 
of coalition partners than the slower reforming countries of Russia, 
Ukraine, and most other former Soviet republics. This seems to indicate 
either that our analysis of fiscal reform under the Horn government in 
Hungary has overemphasized the importance of cohesive legislative 
majorities and a strong executive, or that Hungary is a deviant case.

But such a conclusion would hold only if we were to accept the valid
ity of Heilman’s measures of the size and composition of the governing 
coalitions. These measures, however, are based on debatable judgments 
about what should count as a party, and how to identify the governing 
coalition; and they do not consider the question of internal party disci
pline. Such measurement problems can be especially problematic in pres
idential systems such as Russia and Ukraine, which are characterized not 
only by exceptionally high levels of fragmentation in the party system, 
but also a low level of intraparty discipline and a multiplicity of veto 
points. Reform in such countries is slow not because governments answer 
to fewer coalition partners than in Central Europe and the Baltics, but 
because they have narrow and undisciplined bases of legislative support 
and must rely instead on the backing of extraparliamentary coalitions 
of “oligarchs.” If one accepts this alternative view, our analysis of the 
Hungarian experience would be quite consistent with the general 
pattern: reform accelerated in Hungary because, unlike in most former 
Soviet Republics, the Horn government could count on a disciplined par
liamentary majority and faced a relatively limited number of institutional 
veto gates.

Questions about our argument can be raised not only by findings from 
large-n regressions but also by reference to experiences among the 
smaller set of more comparable Central European countries. Within this 
set, the Polish case presents perhaps the most serious challenge. Polish 
governments maintained fiscal restraint and initiated a pension reform, 
despite a larger number of veto gates and very fractious multiparty pol
itics, a success attributable in part to international pressures and the 
packaging of reform programs. In assessing the impact of constitutional 
and party institutions in that case, however, it is again necessary to look 
closely at initial conditions and the policy process itself. Although an 
extended discussion of the Polish case is well beyond the scope of this 
chapter, a few brief comments can serve to illustrate this point.

Poland’s success in fiscal reform owes much to the political and eco
nomic crisis conditions in which the Solidarity government first assumed 
power. In contrast to the Horn government in Hungary, the initiation of 
radical macroeconomic adjustments was undertaken in Poland during a 
period of hyperinflation and “extraordinary politics,” which temporarily

The Politics o f Hungarian Fiscal Policy

105



concentrated substantial authority in the hands of the executive. As 
Polish parties fragmented in the early 1990s, the adjustment program 
stalled and the IMF temporarily suspended its support (Johnson and 
Kowalska 1994). The Hana Suchocka government did correct course, 
but fiscal brinkmanship continued and she herself was ousted in a vote 
of no-confidence. Under the succeeding Socialist-Peasant governments, 
which still faced a president with opposed preferences and with veto 
power, fiscal pressures were eased by the resumption of growth and 
increasing public revenues. Nevertheless, pressures to increase spending 
were not brought under control until 1995, when the election of a Social
ist president and the appointment of a Socialist prime minister reduced 
the number of veto players in the Polish system. A t this point, Polish 
politics began to  exhibit som ew hat g rea te r resem blance to  parliam en
tary politics in Hungary.

The pension reform analyzed by Hausner in this volume (Chapter 7) 
underscores the importance of skillful packaging of reform and political 
negotiations; these factors were crucial in gaining broad backing for the 
reforms across almost the entire spectrum of political parties in the 
Polish Sejm. It should be noted, however, that this success was achieved 
not during the turbulent Solidarity years but under the relatively more 
stable Socialist-Peasant governments. As Hausner also stresses, more
over, success would not have been possible without the establishment of 
an initiating authority that bypassed normal ministerial and parliamen
tary channels and set the agenda for debate and negotiation.

Within the more limited framework of the Hungarian case itself, 
finally, we would argue that our comparison between the Antall and 
Horn governments shows reasonably well that the cohesion of parlia
mentary coalitions does make a difference -  and in the expected direc
tion. We have also seen that even with the establishment of a solid 
parliamentary majority, the Horn government did not achieve all that it 
set out to do, particularly with respect to the reform of the pension and 
health systems. As Joan Nelson points out in this volume (Chapter 8), 
the ambiguous nature of the government’s achievements rests in part on 
the inherent difficulty of these “second stage” reforms; there is less tech
nical consensus on them, they are administratively more complex, and 
they take more time to implement. However, we also found that institu
tional factors played a key role in understanding the course of these 
reforms. First, despite strong legislative support, some key provisions of 
the government’s reform efforts were overturned by the intervention of 
the Constitutional Court. Second, the reforms were made more difficult 
by institutional initiatives taken under the much weaker Antall govern
ment, including particularly the governance structures of the two social
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insurance funds. These governance structures serve to underline our 
argument that a straightforward interest group analysis of the course of 
reform is subtly misleading. The political weight of both unions and the 
health-care profession came not from their independent organizational 
capabilities; this is particularly true of the unions, which are in fact quite 
weak. Rather, their influence came from institutional arrangements 
in which they were disproportionately represented, and from political 
alliances with the ruling party.

Looking forward, we may speculate about the way the politics of 
reform and economic policy making might evolve in the aftermath of the 
defeat of the Socialists and Free Democrats and the installation of a new 
governing coalition under Viktor Orbán. Of course, a number of factors 
exogenous to the political realm will influence the direction of further 
reform in Hungary, including the shocks that began to emanate from the 
world economy in 1998, the timing and nature of entry into the Euro
pean Union, and the longer-run effects of the reforms already initiated. 
However, we base our speculation not on the future course of the in
ternational or domestic economies, but on possible developments in the 
political system. First, much will depend on how organized interests 
evolve. In major sectors such as labor there are ongoing signs of frag
mentation and weakness, parallel perhaps to similar trends in advanced 
industrial states. This weakness poses problems for the evolution of cor- 
poratist mechanisms such as the IRC, because fragmentation makes any 
bargains struck through them more difficult to sustain. Decentralization 
and local politics, to which we have given only passing attention, will also 
play an important role in the politics of fiscal policy and reform. In other 
settings, we have found that the devolution of greater authority to local 
government naturally exerts a centrifugal force on the fiscal system, as 
provincial and municipal politicians seek to gain greater autonomy and 
freedom of maneuver vis-ä-vis the center (Willis, Garman, and Haggard 
1999). This tendency is enhanced in countries in which national legisla
tors have incentives to be attentive to local political forces; in Hungary, 
such incentives exist through the SMD legislators. This might become 
more muted, however, by increasing rationalization of the party system 
and the exigencies of national government formation.

A key question for Hungary’s political future is whether the party 
system continues to revolve around three major blocs (Socialists, Liber
als, and Nationalists), whether other, postmaterial issues become salient, 
or whether we see the evolution of two relatively stable blocs that compete 
along a single dominant issue dimension. Some aspects of the political sit
uation that emerged after the 1998 elections seemed on the surface to 
point to the first of these possibilities. The resurgence of the traditional
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Smallholders and the Young Democrats’ shift toward “identity politics” 
indicates the continuing strength of cultural as well as economic issues in 
Hungarian politics. As noted earlier, if strong crosscutting economic and 
ethnonationalist cleavages persist, it would complicate the policy-making 
process within the governing coalition. Under such circumstances, Orbán 
could hnd it difficult to maintain fiscal discipline in the face of pressure 
from populist currents within the Smallholders Party. The emergence of 
other salient issue cleavages would naturally tend to fragment the party 
system further, although this seems less and less likely.

On the other hand, the emergence of two major blocs divided along a 
single cleavage dimension may be more likely than appeared to be the 
case throughout most of the 1990s. In the 1998 elections, there was a ten
dency for parties to form preelectoral coalitions that involved strategic 
withdrawals in advance of the runoffs.4 This indicates a “settling down” 
of the party system and a clearer connection between voters’ choices and 
the formation of governments. Were such a change to occur over the 
long-run, it would produce a system with “Westminster” features: weak 
blackmail potential for smaller parties and more cohesive governing 
coalitions. Under situations of deep social and economic divisions, such 
systems can in theory polarize as in Jamaica in the 1980s. However, the 
general prognosis here is positive. While governments of this kind would 
be somewhat less representative of the full variety of social interests, they 
would be more decisive -  as reflected in the reform efforts of the Horn 
government and in Orbán’s actions toward the social funds and the IRC 
-  and potentially more oriented toward the broad policy preferences of 
the Hungarian electorate.

H A G G A R D,  K A U F M A N ,  A N D  S H U G A R T

References

Ágh, Attila. 1996. The Year of Two Elections. In S. Kurtán, P. Sándor, and L. 
Vas, eds., Magyarország politikai évkönyve 1995 (The political yearbook of 
Hungary 1995), pp. 16-29. Budapest: Demokrácia Kutatások Magyar 
Központja Alapítvány.

Alesina, Alberto, and Roberto Perotti. 1995. Budget Deficits and Budget Institu
tions. Working Paper No. 5556. Cambridge, Mass.: National Bureau of 
Econom ic Research.

Bartlett, David. 1997. The Political Economy o f Dual Transformations. Ann  
Arbor: University of Michigan Press.

Bruszt, László, and David Charles Stark. 1997. Postsocialist Pathways: Trans
forming Politics and Property in East Central Europe. Cambridge: Cam
bridge University Press.

4 We are indebted to Kenneth Benoit for this observation (personal communication).

108



Cain, Bruce E., John Ferejohn, and Morris Fiorina. 1987. The Personal Vote. 
Cambridge, Mass.: Harvard University Press.

Carey, John M., and Matthew S. Shugart. 1995. Incentives to Cultivate a Personal 
Vote: A Rank Ordering of Electoral Formulas. Electoral Studies 14:417-39.

eds. 1998. Executive Decree Authority. Cambridge: Cambridge University 
Press.

Cox, Gary W. 1987. The Efficient Secret. Cambridge: Cambridge University Press.
Csaba, László. 1995. Flungary and the IMF:The Experience of a Cordial Discord. 

Journal o f Comparative Economics 20: 211-34.
Dethier, Jean-Jacques, and Tamar Shapiro. 1998. Constitutional Rights and the 

Reform of Social Entitlements. In L. Bokros and J.-J. Dethier, eds., Public 
Finance Reform during the Transition: The Experience o f Hungary, pp. 
448-75. Washington, D.C.: World Bank.

EBRD. Annual Report. Various issues. London: EBRD.
1998, April. Transition Report Update. London: EBRD.

Greskovits, Béla. 1998. The Political Economy o f  Protest and Patience: East 
European and Latin American Transformations Compared. Budapest: 
Central European University Press.

Grilli, Vittorio, Donato Masciandaro, and Guido Tabellini. 1991. Political and 
Monetary Institutions and Public Finance in the Industrial Democracies. 
Economic Policy 13: 41-89.

Haggard, Stephan, and Robert R. Kaufman. 1995. The Political Economy o f  
Democratic Transitions. Princeton: Princeton University Press.

Heilman, Joel S. 1998. Winners Take All: The Politics of Partial Reform in 
Post-Communist Transitions. World Politics 50: 203-54.

Johnson, Simon, and Marzena Kowalska. 1994. Poland: The Political Economy 
of Shock Therapy. In S. Haggard and S. B. Webb, eds., Voting for Reform: 
Democracy, Political Liberalization, and Economic Adjustment, pp. 185-242. 
New York: Oxford University Press.

Kopits, George. 1993. Hungary: A Case of Gradual Fiscal Reform. In V. Tanzi, 
ed., Transition to Market: Studies in Fiscal Reform, pp. 65-91. Washington, 
D.C.: International Monetary Fund.

Kornai, János. 1996a. Paying the Bill for Goulash Communism: Hungarian 
Development and Macro Stabilization in Comparative Perspective. Social 
Research 63: 943-1040.

1996b. Adjustment without Recession: A Case Study o f  the Hungarian Stabi
lization. Collegium Budapest Discussion Paper No. 33. Budapest: Collegium 
Budapest.

Kraxner, Erika. 1995. Parliamentary Discussion and Committee Preparation 
of the Finances Act. In A. Ágh and S. Kurtán, eds., Democratization and 
Europeanization in Hungary: The First Parliament, 1990-1994, pp. 135^18. 
Budapest: Hungarian Center for Democratic Studies.

Lijphart, Arend. 1984. Democracies: Patterns o f  Majoritarian and Consensus 
Government in Twenty-One Countries. New Haven: Yale University Press.

Orenstein, Mitchell. 1996. Out of the Red: Building Capitalism and Democracy 
in Post-Communist Europe. Ph.D. dissertation, Yale University.

The Politics o f Hungarian Fiscal Policy

109



Palacios, Robert, and Roberto Rocha. 1998. The Hungarian Pension System in 
Transition. In L. Bokros and J.-J. Dethier, eds., Public Finance Reform  during 
the Transition: The Experience o f  Hungary, pp. 177-219. Washington, D.C.: 
World Bank.

Pataki, Judit. 1992. Hungarian Government Midway through Its First Term. 
RFE/RL Research Report 1:18-24.

Powell, G. Bingham, Jr. 2000. Elections as Instruments of Democracy. New Haven: 
Yale University Press.

Roubini, Nuoriel, and Jeffrey Sachs. 1989. Government Spending and Budget 
Deficits in the Industrialized Countries. Economic Policy 8: 99-133.

Sajó, András. 1996. How the Rule of Law Killed Hungarian Welfare Reform. East 
European Constitutional Review  5: 31—42.

Schaffer, Mark E. 1995. G overnm ent Subsidies to Enterprises in Central and 
Eastern Europe: Budgetary Subsidies and Tax Arrears. Discussion Paper No. 
1144. London: Centre for Economic Policy Research.

Shugart, Matthew S., and John Carey. 1992. Presidents and Assemblies; Constitu
tional Design and Electoral Dynamics. Cambridge: Cambridge University 
Press.

Stein, Ernesto, Ernesto Talvi, and Alejandro Gristani. 1998. Institutional Arrange
ments and Fiscal Performance: The Latin American Experience. Working 
Paper No. 6358. Cambridge, Mass.: National Bureau of Economic Research.

Szarvas, László. 1995. Personnel and Structural Changes in the First Hungarian 
Parliament. In A. Ágh and S. Kurtán, eds., D em ocratization and Euro
peanization in Hungary: The First Parliament, 1990-1994, pp. 201-8. 
Budapest: Hungarian Center for Democratic Studies.

Taagepera, Rein, and Bernard Grofman. 1985. Rethinking Duverger’s Law: 
Predicting the Effective Number of Parties in Plurality and PR Systems -  
Parties Minus Issues Equals One. European Journal o f  Political Research 13: 
341-52.

Tőkés, Rudolf. 1996. Hungary’s Negotiated Revolution. Cambridge: Cambridge 
University Press.

Willis, Eliza, Christopher Garman, and Stephan Haggard. 1999. The Politics of 
Decentralization in Latin America. Latin American Research Review  34: 
7-56.

H A G G A R D,  K A U F M A N,  A N D  S H UG A R T

Interviews
Kis, János. Philosopher; 1990-91, Chairman of SZDSZ. November 19,1997. 
Kupa, Mihály. Economist; 1991-93, MoF. November 19, 1997.

110



CHAPTER 4

Brothers-in-Arms or Rivals in Politics? 
Top Politicians and Top Policy Makers in 

the Hungarian Transformation
BÉLA GRESKOVITS

Leadership in the Hungarian Economic 
Transformation

Between 1990 and 1998 Hungary became a market society where the 
freedom of internal markets, foreign trade, and private-sector entry 
matched the standards of the Organization for Economic Cooperation 
and Development (OECD). In 1998 three-quarters of productive 
capacity was operated by private owners. New institutional and legal 
infrastructure compatible with the market economy replaced the direct 
and indirect bureaucratic coordination of the socialist system (Kornai 
1992: 97). However, the implementation of the market-oriented strategy 
was difficult. The reform process seemed to be fragile and indeterminate.

On the one hand, harsh initial conditions, the collapse of the Soviet 
markets, and policy failures meant ever-present macroeconomic chal
lenges for politicians and policy makers. Between 1990 and 1993 
Hungary suffered from the transformational recession (Kornai 1994) fol
lowed by a short-lived recovery at the high cost of macroeconomic imbal
ances in 1994. Mounting current-account and fiscal deficits in 1995 were 
corrected by a draconian stabilization and adjustment package, which 
brought about falling investment and living standards, stagnation, social 
dislocation, and political protest. By 1997 Hungary returned to growth.

On the other hand, the rules, institutions, and conflicts characteris
tic to democratic politics had an immense impact on the economy I

I am thankful to László Bruszt, Valerie Bunce, László Csaba, Vladimir Gimpelson, Stephan 
Haggard, Robert R. Kaufman, János Kornai, Kamilla Lányi, and Joan M. Nelson, for 
their comments and suggestions on an earlier version of this essay. Collegium Budapest 
provided generous funding, and a supportive scholarly and human environment for my 
project.
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throughout the whole period, underlining the idea that creating 
capitalism after Communism is an eminently political project. This fact 
generated a number of political economy interpretations of economic 
policy making and institution building in Hungary. Alternatively, or in 
combination, these explanations highlighted the role of initial economic 
conditions, inherited behavioral and political patterns, and the impact 
of external actors, of emerging domestic political institutions, and of 
domestic coalitions.

My question is, How important a part did political leaders and their 
ambitions play in Hungary’s economic transformation?1 Specifically, how 
did leaders influence the dynamics of economic transformation pro
grams, economic policy-making institutions, and their governments’ 
capacity to reform? Thus I explore the explanatory power of the per
sonal element, of micro level politics. I accept as a point of reference that 
the leaders’ strategies are shaped by legacies, external constraints, polit
ical institutions, and societal interests. But I am intrigued by another set 
of causal links: are these constraints and opportunities also shaped by 
personalities, ideas, political profiles, and relationships, and if they are, in 
what way?

I address these questions in a comparative case study of Hungary’s 
two successive governments, focusing on eight persons who held key 
positions in them: two prime ministers, József Antall (1990-93) and 
Gyula Horn (1994-98), and their six ministers of finance (hereafter, 
MoF), Ferenc Rabár (1990), Mihály Kupa (1990-93), Iván Szabó 
(1993-94), László Békési (1994-95), Lajos Bokros (1995-96), and Péter 
Medgyessy (1996-98). My account is based on my interviews with the 
MoFs and other actors, media coverage of events, the MoFs’ programs, 
other documents, and the literature on the subject.1 2 The next section 
starts by comparing the two prime ministers’ political leadership profiles. 
The third section takes a closer look at the personal and institutional 
conditions and outcomes of the policy-making process under the Antall 
government, while the fourth section outlines the corresponding story 
under Horn.

Methodologically, my inquiry originates in the literature on the polit
ical economy of policy reform and leadership.3 Writers on these topics

B É LA  GRESKOVITS

1 My question is similar to the one put in Dominguez 1997.
2 I am indebted to my interview partners who shared with me their views and knowledge 

of the events and processes. Mária Csanádi generously shared her own interviews, which 
provided me with valuable background information.

3 Representative works of the political economy of policy reforms include Bates and 
Krueger 1993; Haggard and Kaufman 1992,1995; Haggard and Webb 1994; Nelson 1989, 
1990; and Williamson 1994.
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usually assume that if reforms are to succeed politicians must delegate 
concentrated executive authority to policy makers, and mobilize politi
cal support for their programs. In my essay I provide evidence that in 
the course of Hungarian transformation this frequently happened. 
Whenever the Hungarian prime ministers allied with their top policy 
makers and supported them, the result was the acceleration of reform 
measures and the expansion of control of the MoF over the policy
making machinery. I also found that the prime ministers were not always 
ready to behave as “brothers-in-arms” with their MoFs. Often, their rela
tionship was full of tensions. In part, these tensions were inherent in their 
different political roles. The prime ministers’ efforts to maintain the 
balance between political feasibility and economic rationality occasion
ally contradicted reform goals, and resulted in the limitation of the power 
of top policy makers.

However, the MoFs, especially when they attempted to implement 
comprehensive reforms in hard times, viewed their control of executive 
power as a sine qua non of success. Moreover, the MoFs often had their 
own bureaucratic and political ambitions, which the prime ministers 
sometimes interpreted as challenges to their own power and authority. 
Whether the prime ministers could cope with such tensions depended in 
part on how much they trusted their top technocrats. To a great extent, 
trust was a personal matter. It depended not on purely rational calcu
lations but on personality traits and the “chemistry” of the leaders’ 
relationships.4

To the extent that the ambitions of prime ministers’ and their MoFs’ 
clashed, or that the “chemistry” of mutual trust was absent for other 
reasons, the stage was set for conflicts, mistrust, and rivalry rather than 
alliance. If rivalry at the top prevailed, economic reforms were aborted, 
slowed, or watered down; the MoF’s bureaucratic power was circum
scribed by the prime minister; and the challenger was ultimately fired 
from the government. Instances of both alliance and rivalry between top 
leaders are evident in the course of Hungary’s transformation and did 
indeed make an impact on the dynamics and the bureaucratic institu
tions of policy reform.

My second finding concerns the sources and explanations of recurrent 
patterns of alliance and rivalry. In a political institutionalist perspective, 
leaders backed by large, cohesive, and disciplined majorities in the leg
islature provide more support to reform programs and are more likely

Brothers-in-Arms or Rivals in Politics

4 The “chemistry” may depend upon the complementarity or conflict between their ambi
tions, preferences, and behavior and may ultimately decide if they like or dislike, trust or 
mistrust each other. I am indebted for this interpretation to János Kornai.
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to delegate power to their top policy makers than leaders with frag
mented or reckless partisan background (see Haggard, Kaufman, and 
Shugart, Chapter 3, in this volume).

My findings on the Hungarian case challenge this argument in terms 
of its general validity. I found that radical and risky reform steps could 
be undertaken under the politically fragmented Antall government 
whenever the prime minister trusted and supported his top reformer. 
Specifically, when Antall -  who valued his strong position more than his 
role as a party chief -  felt his authority was reinforced by the coordina
tion and credibility provided by his top policy maker, he did not hesitate 
to support him even against partisan pressures from his own fragmented 
coalition. Yet, his alliance with his reformers ended when he suspected 
them of challenging his own authority as prime minister. Thus policy 
makers with excessive bureaucratic and political ambitions were sooner 
or later identified as rivals and lost both the prime minister’s support and 
their power.

Conversely, the political cohesion and discipline of the Horn coalition 
was not sufficient for radical reform when the prime minister mistrusted 
his MoF in charge. Horn, who behaved like a party boss, refused to 
support any radical policy changes advocated by policy makers who 
were also rivals in his own party. In the beginning of his term Horn thus 
fought out his partisan rivalries before implementing a comprehensive 
economic package, despite the cost of the delay to his credibility and 
Hungary’s economic stability.

Leadership thus mattered -  political leaders were important in Hun
garian economic transformation -  as did the ideas, ambitions, and strate
gies of the Hungarian policy makers selected to key decision-making 
positions. The availability of strong coalition support could both be 
substituted for and offset by the quality of leadership. Whereas Prime 
Minister Antall’s leadership occasionally counterbalanced the effects of 
coalitional fragmentation, and proved to be the ultimate source of polit
ical support to reforms and reformers, Prime Minister Horn’s leadership 
ambitions from time to time undermined reforms and reformers, even if 
the political support of a cohesive coalition was available to him.

The more general lesson for political economy is that the contribu
tion of leadership to economic reform cannot be mechanically inferred 
from the leaders’ coalition background. Rather, these variables must be 
studied both separately and in interaction with each other (and with 
other important factors mentioned).

Yet, how important was leadership in Hungary’s economic transfor
mation? Was this influence evenly strong over the whole period? I do
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not think it was. One way to point out the limits of my explanation is to 
contrast my argument with that presented by Haggard, Kaufman, and 
Shugart in their contribution to this volume (Chapter 3). In the area of 
fiscal policy and institutional reforms, these authors contrast the slow and 
contradictory advance under Antall with the radical and decisive thrust 
under Horn. They conclude that the secret of success lies in the cohesive 
majority of the Horn government, whereas political fragmentation under 
the Antall government contributed to policy drift and failure. I agree 
with Haggard, Kaufman, and Shugart that the pace of reforms was slower 
under Antall than under Horn, especially between 1995 and 1998. 
Although Antall was a strong leader he did give in to particularistic pres
sures and antireform forces in his fragmented coalition toward the end 
of his term.51 also agree that after Prime Minister Horn eliminated his 
challengers, his cohesive political coalition proved to be an asset for deci
sive reform steps. In this sense while Haggard, Kaufman, and Shugart 
point at the “general trend” my argument explains the “deviations.” 

Moreover, these authors also argue that as political institutions are 
consolidated, they will increasingly shape the opportunities and con
straints available to political leaders. In conformity with this argument I 
found that leadership did not have an evenly strong effect over the whole 
period. Rather, the institutional fluidity6 characteristic of the first few 
years of Hungarian economic transformation enhanced the personal 
influence of Antall, a strong leader, whereas Gyula Horn based his per
sonal power on his standing in his party and the coalition. Thus I believe 
the future belongs to party builders, power brokers, and coalition man
agers. This is one lesson I have to offer to forthcoming Hungarian 
governments.

Brothers-in-Arms or Rivals in Politics

5 The acceleration of reforms in the Horn period was first highlighted by Kornai (1997), 
who considered the 1995 Bokros package as a decisive break with the gradualist trans
formation strategies followed by both the Antall government and by the reformist gov
ernments of Hungarian state socialism. But Horn could proceed with the transformation 
faster because of the crucial measures undertaken by the Antall government. For 
instance, privatization could dramatically accelerate under Horn, because his predeces
sor had passed laws on financial institutions, accounting, and bankruptcy, and by restruc
turing many firms and making them attractive for foreign investors. Similarly, the Horn 
government could achieve remarkable results in the banking privatization because the 
Antall government’s bank consolidation program created favorable conditions for a 
rapid sale of the Hungarian banks to foreigners in 1996-98. The implementation of these 
measures was costly in fiscal terms and politically risky. Yet, they were implemented -  
greatly contributing to the poor fiscal performance of the Antall government -  and along
side other reforms they paved the road for the rapid advance of the economic transfor
mation between 1995 and 1998.

6 I am indebted for this formulation to Valerie Bunce.
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A Sketch of József AntalFs and Gyula Horn’s Political 
Leadership Profile

In order to explain the conditions and limits under which Hungarian 
political leaders were willing to delegate executive power we have to 
understand who they were. Both Antall and Horn were prime ministers 
and party leaders at the same time and sought to reconcile the adminis
trative and partisan aspects of their roles. However, they had quite dif
ferent attitudes about the relative importance of bureaucratic and party 
politics. To put it briefly, Antall was more a prime minister than a party 
chief, whereas Horn was more a party boss than a prime minister. This 
difference is evident in their socialization and political career paths, in 
the political opportunities and constraints they exploited when in office, 
and in their behavior while prime ministers and party leaders.

There is anecdotal evidence that Antall’s main ambition was always 
to become the Hungarian prime minister and he had been consciously 
preparing for this mission (Beke 1993:18). Given this ambition, it was of 
secondary importance to him which party would actually support him 
politically: in 1988-89, it could have equally been the Smallholders, 
the Christian Democrats, or the Hungarian Democratic Forum (MDF) 
(Révész 1995: 30-32). When Antall entered politics in 1988-89, he 
“shopped around” in the emerging political market. He chose the MDF, 
and joined the party as a latecomer at a time when its success as a move
ment seemed to be on the wane. Antall ideologically transformed 
the MDF into a conservative Christian Democratic Party, and forced 
through organizational changes that enhanced his authority. Antall and 
the MDF needed each other, in short, for strategic political reasons. For 
Antall the MDF was a means rather than an end to his political ambi
tion. For the MDF, Antall enhanced its prospects for electoral victory.

Horn followed a rather different career path. He has always been a 
party politician. In 1989, it was his party position which allowed him to 
become minister of foreign affairs in the last Communist government. 
After the transition, Horn’s major achievement was to turn his Hungar
ian Socialist Party (MSZP) from the marginalized loser of the 1990 elec
tions to the powerful winner of the 1994 elections. Unlike Antall, who 
could become party chief because he was (regarded as) influential and 
powerful, Horn became prime minister in 1994 because he had proved 
a capable party boss from 1990 to 1994. For the MSZP, Horn was less 
indispensable as a prime minister than an integrative party leader, even 
after 1994.

It is also striking how much the two prime ministers differed in their 
ways of exploiting and shaping initial political opportunities and con-
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straints. Their first, crucial steps of political institution building both 
reflected further contrasts in their leadership profiles. Apparently uncon
strained by any partisan accountability, in 1990 Antall signed the “found
ing pact” cementing his strong position not with the members of his 
coalition but with the major opposition party, the Alliance of Free Democ
rats (SZDSZ). Moreover, despite their protests, he never signed a formal 
coalition agreement with his coalition partners. Thus, while Antall based 
his power in part on the opposition, he was never formally accountable to 
his own coalition. By contrast, Horn’s authority as a prime minister was 
constrained from the beginning by a detailed, formal agreement with his 
coalition partner, the SZDSZ. As a consequence, Horn was held account
able not only to the MSZP, but to some extent even to the SZDSZ. Thus 
both Antall’s and Horn’s career ambitions were reinforced by the incen
tives and constraints stemming from the framework they created.

Finally, there is ample information on how Antall acted as the “prime 
minister of the MDF” and of the coalition parties, whereas Horn typi
cally behaved as if he were Hungary’s and his government’s “party boss.” 
In dealing with the MDF, Antall pushed through a new, centralizing 
statute for the party (Beke 1993:55). He repeatedly threatened the MDF 
that he would resign as prime minister unless he was elected party chair
man. He then filled the MDF’s presidium with members of the govern
ment, and the coalition parties’ leadership with politicians personally 
loyal to him (Révész 1995:120). Horn, in turn, was widely known for his 
style of “acting out” from his role as a prime minister. He often shocked 
his government with personal promises made to various MSZP con
stituencies -  workers, pensioners, public servants -  mostly without any 
prior consultation with his cabinet. Whereas we see an element of 
“presidentialism” in Antall’s flotation over the parties, Horn was deeply 
enmeshed in party politics.

In this context a final point can be stressed: coalition management 
posed different tasks for Antall and Horn. Antall could rise above parties 
because their divisions in terms of ideology, policy preferences, and soci
etal interests were less clear-cut than those in the MSZP. The MDF’s 
supposed segmentation into “national liberals,” “Christian Democrats,” 
and “populist nationalists” was more a reflection of how Antall wanted 
to see his party than of reality (Révész 1995:132). In contrast, the MSZP 
really had a liberal wing supported by opinion-leading intellectuals, the 
media, some MSZP oriented business interests, and the SZDSZ. While 
many of the MSZP’s constituencies, rank and file, and MPs did not have 
clear-cut ideological and policy preferences and were loyal to the party 
and Horn, the party also had a strong left wing based in the post-Com- 
munist union federations.

Brothers-in-Arms or Rivals in Politics
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The “interest groups” played different roles under the two govern
ments. Under Antall, they were either not yet in place -  private business 
was just in the process of creation -  or were not represented in his co
alition. By contrast, both the trade-union elite and the post-Communist 
business-managerial elite had a strong representation in the MSZP. Thus 
Antall faced stronger extraparty pressures between 1990 and 1994; 
whenever he wanted to get in touch with the lobbies, he had to leave the 
party-political arena and be a prime minister rather than a party chief. 
Under Horn, interest-group influence appeared in the form of intraparty 
pressures.7

Prior to sorting out the implications of these differences I want to high
light one similarity. As a consequence of his pact with the SZDSZ Antall 
could create the legal and institutional framework of a chancellor’s 
system of governance, which provided him with almost unconstrained 
power over his government. This arrangement was also maintained 
under Horn. Thus in constitutional terms both Antall and Horn were 
strong prime ministers. But what accounts for the variation? My argu
ment is that the conditions under which the prime ministers were willing 
to delegate executive authority to their policy makers were different, and 
this was in part due to the contrasts in their leadership profiles.

Antall, much more than Horn, tried to shield the core of his political 
mission and his governance against partisan pressures. Often his appoint
ments were either nonpartisan, or if they had significant positions in any 
of the coalition parties, they were safely under his control. Furthermore, 
in contrast to Horn, nothing was more alien to Antall’s administrative 
strategy than to neutralize political rivals by co-opting them to top 
policy-making posts.8 Antall strengthened his position by excluding his 
potential competitors from bureaucratic power, and by co-opting 
persons who he potentially could rely on as allies, in extreme cases even 
against his coalition.

The political profile of Horn contributed to different patterns of trust 
and authority. Personal loyalty or bureaucratic capacity were important 
for Horn as well, especially after 1995. But Horn more often than Antall

7 Clearly, however, the variation of the task of coalition management also reflected the two 
leaders’ profiles. Because of his vision of “proper” democracy and his mistrust of post- 
Communist elites, Antall deliberately tried to keep his party safe from their direct pres
ence and influence. Horn’s political socialization in the Kádár regime made him feel more 
comfortable with the idea of MSZP as the political organization for a multitude of social 
interest groups from trade unions to business associations and pensioners’ organizations.

8 For example, neither István Csurka, the leader of the MDF’s extremists, nor József 
Torgyán, the chairman of the Smallholder Party, ever managed to capture decision
making authority, although both of them repeatedly and forcefully expressed their 
demands for more influence.
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used appointments or the restructuring of economic policy-making 
administration to smooth over partisan rivalries within the MSZP, or 
between the MSZP and the SZDSZ. Thus trust played a less central role 
than in his predecessor’s case. Rather, Horn was occasionally forced to 
choose and support top policy makers because of their own political posi
tion or in response to an economic emergency.

What do these differences imply for our understanding of the politics 
of economic transformation under Antall and Horn? The main arena of 
Antall’s and his MoF’s interaction was the administration, which was rel
atively insulated from party politics. Moreover, his decisions originated 
more directly from personal or bureaucratic motivations than from his 
exposure to partisan pressures. Horn’s efforts to maintain his power 
in the MSZP and the coalition penetrated his bureaucratic decisions. 
Hence, although leadership and bureaucratic politics seem relevant for 
understanding decision making under Antall, party politics gives a better 
insight into the relationship between the top actors under the Horn 
government. These differences can be seen by examining the MoFs’ 
influence on policy making during the two periods.

Brothers-in-Arms or Rivals in Politics

Interaction at the Top under the Prime Minister Party 
Chief József Antall

The Policy Drift o f 1990

Hungarian economic policy making in the 1990s was divided at its birth. 
Antall’s first government did not have one top policy maker but four 
influential actors in top positions: Ferenc Rabár, MoF; György Matolcsy, 
head of the Economic Policy Secretariat of the Prime Minister’s Office; 
Béla Kádár, minister of international economic relations; and Ákos 
Péter Bod, minister of industry and trade. Accordingly, their institutions 
emerged as alternative centers of policy making. None of them was sub
ordinated to another, and each had both operational powers and a say 
in the strategy. Policy coordination was to take place in the Economic 
Cabinet, the administrative body of economic ministers headed by the 
MoF, but this group was empowered only to prepare and advise; deci
sions were made by the government.

Predictably, competing policy views soon emerged, which was reflected 
in the incoherence of government programs. For example, the “Program 
for National Revival,” the official program of the Antall government 
approved in September 1990 embraced contradictory policy proposals 
rather than advocating a clear strategy. MoF Rabár’s first draft of the 
government’s economic strategy for the coming three years had been
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submitted to and rejected by the government in August 1990. This pro
fessionally coherent and comprehensive, radical scenario could have 
become the first serious medium-term policy document of the govern
ment. Much in line with János Kornai’s radical proposal of macro- 
economic “surgery” (Kornai 1990), Rabár advocated radical reforms 
including budget cuts, sharp devaluation, fast liberalization of prices and 
trade, and a rapid transition to convertibility (Rabár, interview). His 
program was criticized by Matolcsy, Kádár, and Bod for its radicalism 
and lack of attention to political considerations. As a consequence the 
draft budget for 1991 reflected a more moderate approach to economic 
change.

By early December 1990, the Ministry of Finance prepared a new 
medium-term policy draft, a slightly softened but better elaborated 
version of Rabár’s plan. However, the draft budget, along with its under
lying philosophy, was criticized by Matolcsy, but this time for its lack of 
radicalism. In Matolcsy’s rival proposal presented in late October 1990, 
economic change was to be accelerated. Also, more attention was given 
to supply-side policies such as tax reform and the acceleration of priva
tization. Matolcsy’s plan, however, could not get government support 
either (Petschnig 1994). Tired by their rivalry and by the absence of a 
politically and administratively viable program, Antall accepted Rabár’s 
resignation and fired Matolcsy in November 1990.

How could this rivalry and the resulting policy deadlock devour the 
honeymoon period of Hungary’s first democratic government? One 
explanation would put the stress on factors such as the uncertainty inher
ent in the transformation, the lack of the prime minister’s administrative 
experience, or the proximity of municipal elections. While these factors 
were important, the paralysis of decision making was partly due to the 
administrative structure set up by Antall and was exacerbated by the 
strategies of the top policy makers.

Antall was not simply dragged into these personal and policy rivalries; 
rather, they were an unintended side effect of his own administrative 
design. Antall’s decision to divide policy-making authority deviated sig
nificantly from the proposals of the original MDF program. All the top 
policy makers in his first government were trained economists, spoke 
several languages, and had medium-level administrative positions as 
heads or deputy heads of research institutes. However, none had inde
pendent political standing.5 9

9 None of his policy makers were Communist Party members (except Matolcsy, who used 
to be a member, but did not have any higher function). Nor were they members of the 
Hungarian Democratic Forum (except Bod who, similarly to Antall, was a latecomer
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But most interesting is the fact that Antall placed policy rivals in key 
positions, even though disputes over the economic chapter of the MDF 
program had already revealed the nature and depth of their conflict over 
strategic issues (Rabár, interview).

Why these people, why such decision-making institutions? A possible 
explanation is that the prime minister was uncertain about economic 
strategy, found it too early to delegate exclusive decision-making power 
to any of them, and wanted to let their rivalries play out. An alternative 
explanation would highlight Antall’s own precarious political situation. 
In the summer of 1990, however, he was in full control of both the MDF 
and the coalition. Later, at the turn of 1990-91, he did not hesitate to del
egate decision-making authority to his next MoF, Mihály Kupa, despite 
the fact that the political situation in the coalition was more tense.

Rather, we need to assess the strategies pursued by the rival policy 
makers in “selling” their views to the prime minister. A consensus on 
what was to be done in the economy could not emerge because the dis
tance between the rival views was so large that it effectively ruled out 
their reconciliation. Flowever, these differences did not primarily reflect 
professional disagreements. It was not Kádár, originally the most ardent 
opponent to Rabár’s “monetarism” and radicalism, who emerged as his 
major challenger, but Matolcsy, whose views had originally been the 
closest to Rabár’s (Rabár, interview). Matolcsy in turn changed his policy 
stance from that of moderate opposition to Rabár’s radicalism to propos
ing a radical alternative. These shifts did not help to provide the prime 
minister with a clear picture of choices.

As to the political strategy of policy makers, we do not see much dif
ference. None of the four based his program’s viability on his own polit
ical resources or efforts. Not only did they lack political resources of their 
own, but they did not consider building up political support for their 
programs an important part of their job. As Rabár remembers in a 
different context, “At the time I did not attribute any real significance to 
the media, to public opinion, or to influencing public opinion. I was 
extremely naive” (Rabár, interview). All of the rivals counted on Premier 
Antall’s backing, and left the task of generating political support exclu
sively to him. The rivals’ inattention to politics did not make Antall’s 
decision easier.10

in the party). The candidates’ loyalty was reflected merely by the fact that they 
became advisers to the party, and participated in preparing the economic program in
1989-90.

10 In sharp contrast to the “Guidelines” and the “Program for National Revival,” the “Fast 
Program” or Rabár’s three-year strategy consisted of politically difficult measures com
bined with tight deadlines for implementation. The latter was first presented to the
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Still, the prime minister could have resolved the stalemate. Even if a 
formal division of authority was absent in Antall’s bureaucratic model, 
it might have been possible for one agency to assume leadership. In prin
ciple, the Ministry of Finance with its rather well-trained, numerous, and 
experienced staff seemed the logical candidate for policy leadership.11

Given the bureaucratic resources of the MoF, it is even more puzzling 
how Matolcsy, with his staff of but fifteen to twenty in the prime minis
ter's office, could regularly challenge his rival. I believe this could happen 
essentially for two reasons: first, for most of 1990 the financial bureau
cracy was in a state of disorganization; second, Rabár’s lack of adminis
trative experience, the enormous pressure of day-to-day tasks, and his 
short time spent as MoF implied an underutilization of the bureaucratic 
capacity available in his ministry.

In the bureaucratic arena Matolcsy fought a sort of administrative 
guerrilla warfare based on informality, ad hoc committees, and networks 
centered around his Economic Policy Secretariat. Into his ad hoc com
mittees he invited competent, second-ranking bureaucrats from several 
ministries. Exploring his position as personal adviser to the prime min
ister, and using a network of experts, businessmen, and journalists, 
he began to produce alternatives to the MoF’s policy proposals. Rabár 
(1991: 674) wrote that:
[By] building up a partly informal organization (frequently involving the experts 
of the Ministry of Finance) the Secretariat pursues autonomous economic policy. 
. . .  Whenever the Ministry of Finance elaborated a proposal the Secretariat 
responded with a counterplan.. . .  Of course, on the basis of informal contacts 
and ad hoc committees the Economic Policy Secretariat could be much more 
flexible than the machinery of the Ministry of Finance, which besides handling 
operative issues had to prepare a great number of laws.

When Rabár assumed his position, his ministry was at the start of a 
long and difficult process of reorganization following its merger with the 
Central Planning Office. The ministry lost its most capable experts to 
private firms, banks, and other state institutions. Rabár tried to stop the 
brain drain and decrease uncertainty, but he personally did not deal 
much with the details of reorganization (Rabár, interview). Neither did 
he attempt to expand his control over other bureaucratic agencies or

government shortly before the local elections of 1990, whereas Matolcsy started to 
advocate his program of accelerated economic reforms just a few days after the polit
ical trauma of the 1990 taxi-driver blockade.

11 The more so that, at least in principle, Antall respected the long tradition, that the 
Ministry of Finance is a primus inter pares among government agencies (Szabó, inter
view).
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policy functions. To the contrary, he accepted that short-term policy mea
sures and the formulation of the privatization strategy would belong to 
the prime minister’s office and, personally, to Matolcsy.

In late June 1990 Rabár organized an ad hoc “think tank” for outlin
ing Hungary’s three-year transformation strategy. Irrespective of their 
formal bureaucratic positions, he invited experts whom he thought were 
capable of discussing strategic issues. In this way, Rabár could generate 
input to the professional core of a radical and comprehensive program, 
but he did not have much time for administrative “deepening” involving 
the lower echelons of his own bureaucracy and cooperation with other 
agencies. As a result, Rabár entered the decision-making phase with a 
document that was not any more processed through the administration 
than his rival’s, which, by contrast, had the advantage of exposure to a 
variety of interests. Rabár regressed to the role of but one of the advis
ers to his own government, failing to utilize the administrative advan
tage inherent in his position. Hence Rabár failed not only because he 
was a radical, but also because he was politically isolated, overwhelmed 
by crisis management, and administratively inexperienced.

Trapped in a personal and policy rivalry partly of his own making, and 
probably bored both with economic policy and endless debates, Antall 
did not permanently ally with any of his top policy makers, and did not 
empower any of them with exclusive authority. This became explicit in 
the decline of the power and efficiency of the Economic Cabinet. As 
noted by Rabár (interview),

The government sessions were characterized by very peculiar procedures. We 
began to argue, repeating our earlier disputes in the Cabinet, the prime minister 
and the rest of the government patiently listened, and finally, typically before any 
agreement was reached he asked, “Should we take a vote then?” So the gov
ernment took a vote, which could easily mean that if the minister of industry and 
trade or the minister of international economic relations allied with the minis
ter for environmental protection or the minister of welfare, they together could 
outvote the MoF in a personal income tax matter. This was exacerbated by 
An tail’s behavior, who never voted against the majority.. . .  He always supported 
the majority, although those questions were far from being typical subjects of 
democratic decisions; rather they were professional matters.

Brothers-in-Arms or Rivals in Politics

The Kupa Program: Temporary Alliance between the 
Premier and the MoF

The experience of 1990 set a learning process in motion. Antall might 
have learned the lesson that the paralysis of economic decision making 
posed a political risk, and that economic policy success implied a break
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with his predecessors’ professional, political, and administrative strate
gies. In December 1990, as part of a substantial reshuffling of his gov
ernment, Antall nominated Mihály Kupa as his new MoF. A few days 
later the MDF reelected Antall as its chairman. The fact that Antall chose 
Kupa before his leadership in the MDF was formally secured revealed 
that Antall’s administrative decisions did not hinge on the MDF’s polit
ical support; rather, Antall’s image and indispensability gave him sub
stantial power over personnel and policy (Beke 1993).

His choice also signaled a new pattern of relationship between him 
and his top policy maker: that of an alliance. Antall expressed his com
mitment to Kupa not only in the MDF and the coalition, but also in 
bureaucratic politics. Parallel to Kupa’s nomination the prime minister 
eliminated the Economic Policy Secretariat in his office. He assured 
Kupa that the Economic Cabinet would be responsible for economic 
matters, his program would be the sole program of the government, and 
privatization would be under the MoF’s control. Kupa had reasons to 
feel he was a superminister of the economy. This was most explicit in the 
changing relationship between the Economic Cabinet and the govern
ment. Without altering the legal status of the cabinet, Antall firmly allied 
with his MoF during the government sessions. As Kupa (interview) put 
it, the Economic Cabinet became
the forum of reconciliation of interests, which meant that we had to process all 
the debated issues through it, and if we could not agree, to go back again and 
again, even five times if necessary. Practically, you could not submit debated 
issues to the government. In general, roughly until mid-1992 the Economic 
Cabinet had enormous power. Whatever had been suggested by the cabinet was 
also accepted by the government.

Why did Antall trust Kupa more than any of his earlier policy makers? 
Most probably because Kupa appeared to be committed to, and well 
prepared for, a bureaucratic and a limited political role, which initially 
seemed compatible with the prime minister’s ambition to improve his 
own and his government’s reputation and performance. First, Kupa had 
bureaucratic skills, and the financial bureaucracy, which was also more 
consolidated in early 1991 than half a year earlier, accepted him.12 He 
inherited the milder, December 1990 version of Rabár’s program. On 
this base he built up his own program. The Kupa program advocated the 
elimination of remaining subsidies, price and trade liberalization, tight 
fiscal policy, a variety of privatization schemes including those based on

12 In 1988-89 he was head of the department in the Ministry of Finance, responsible for 
the introduction of the VAT reform and the reform of public finances.

124



the initiatives of management, further steps toward currency convert
ibility, the promise of sectoral strategies for structural change, and a com
prehensive reform of public finances. By transforming the inherited 
elements to what became known as the “Kupa program,” he substantially 
improved the professional, administrative, and political viability of that 
medium-term policy document. This meant essentially three things: a 
further break with Rabár’s radicalism, some minor concessions to 
various political and interest groups, and modifications that made the 
program tractable for legislative and bureaucratic implementation 
(Petschnig 1994: 66-68; Kupa, interview).

However, Kupa also introduced two innovations. While he, like his 
predecessor, was politically dependent on the prime minister, he also 
tried to secure political backing for his program and himself outside the 
government. His program was embraced by two opposition parties, the 
SZDSZ and the Alliance of Young Democrats (FIDESZ), because of its 
technical merits. From the start, he also built up good contacts with the 
media. Within the government, Kupa utilized the bureaucratic capacity 
in his ministry while also expanding his administrative reach to other 
policy areas and bureaucratic bodies, most importantly with respect to 
privatization. Kupa’s efforts to generate political support for the gov
ernment’s strategy and to coordinate the economic bureaucracy initially 
made him an attractive ally for Antall. But Kupa’s actions might have 
also signaled to the prime minister another lesson: that a potential chal
lenger was in sight.
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Recurrent Rivalry in 1992-93

According to Kupa the first serious signs of mistrust began to material
ize in the first half of 1992, at a time when the economic situation was 
perceived as relatively stable. Kupa felt he was less needed than he had 
been in hard times. However, Kupa lost the most important administra
tive battle, the one for controlling privatization, in late 1991. Moreover, 
it was also in 1991 that he attempted to establish an autonomous politi
cal standing, which was a big mistake. After running in a single-member 
district, he became an MP. He also had a passionate debate with the 
prime minister on how to deal with the strike threats of trade unions, 
and he also intervened in foreign affairs, the prime minister’s own 
favorite policy domain (Kupa, interview).

In the battle over privatization policy, Kupa had struggled for control 
of the State Property Agency from early 1991, with limited success 
(Kocsis, interview). A new proposal drafted by the MoF envisioned three 
options for implementation. As Kupa (interview) remembers,
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One put the MoF in charge of privatization, because of his neutrality: he had no 
other interest than fetching a fair price.. . .  However, we knew that this was not 
going to be feasible, the MoF had too much power anyway.. . .  The second pos
sibility was to delegate the control to the minister of industry and trade, Ákos 
Péter B od.. . .  To tell the truth . . .  we wanted to help the Ministry of Industry to 
acquire some power. By this move we also hoped to secure Ákos Péter Bod’s 
consent to and support for the economic policy. . . . But all this failed, because 
Antall ripped off the whole government by appointing Tamás Szabó as minister 
of privatization, which was only the third option in the bill, and we never really 
supported it.

Tamás Szabó’s appointment as minister of privatization in January 
1992 meant multiple challenges to Kupa’s monopoly over economic 
policy. The fragmentation and decentralization of economic decision 
making -  the rivalry of programs, persons, and institutions that charac
terized the first year of AntalTs premiership -  recurred. In part, this was 
a reflection of intensified partisan pressures on economic policy. Kupa 
(interview) reflects that “this was similar to the way Horn bypassed 
Békesi’s program with his own scenario of ‘dynamic expansion,’ or the 
more recent Matolcsy strategy of ‘sustainable growth’ at seven percent.”

However, it was not simply the MDF’s and other coalition members’ 
demand for a strategy of growth, improving living standards, and accom
modating particularistic interests in the privatization that urged the 
prime minister to reconsider his relation to Kupa. Rather, the partisan 
advocates of administrative and policy alternatives became more effec
tive, because of the prime minister’s declining trust in Kupa. Tamás 
Szabó, Kupa’s main rival, drew on party support and his personal ties to 
the prime minister; he was a deputy chairman of the MDF and at the 
same time Antall’s political and personal intimate.

As a minister without portfolio, Tamás Szabó had his institutional 
home in the prime minister’s office. From there, he began to challenge 
Kupa’s role by setting up the Working Group on Economic Strategy 
(WGES) with the task of preparing a document on Hungary’s growth 
strategy. The working group consisted of top- and lower-level bureau
crats from various ministries save for the Ministry of Finance; Ákos Péter 
Bod, then head of the National Bank; and Antall's personal domestic and 
foreign advisers (Petschnig 1994: 70). Just as Matolcsy had challenged 
Rabár, Tamás Szabó fought with Kupa and the Ministry of Finance by 
heading an ad hoc committee hosted and backed by the prime minister.

By late M arch 1992 the  com m ittee had p repared  a docum ent tha t 
stressed the necessity of grow th and paid less a tten tion  to  m acroeco
nom ic and ex ternal balance than  did the Kupa program . In o rd er to 
secure the financial resources, the program  did no t rule ou t fu rther
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indebtedness. This is how Kupa (interview) remembers the program, its 
purpose and impact:

This was a real scandal for -  although I cannot prove this -  it was most proba
bly Antall himself who gave the order for the preparation of the WGES program. 
I first encountered the program at a meeting of MDF MPs in Balatonkenese. I 
remember Imre Kónya, the leader of the MDF faction who chaired the meeting, 
sarcastically asking me, “Tamás Szabó will soon present something, will you be 
ready to react to it?” Actually, I was: it was easy for me to annihilate i t . .. . In 
essence, it was nothing but a partisan action in the sense that it was twice dis
cussed by the MDF faction and the party leadership. However, when it was sub
mitted to the government with the assistance of my secretary of state Zoltán 
Nagy, I managed to eliminate the most dangerous proposals, such as creating 
owners through the free distribution of shares, or the incentives for “unlimited 
growth.”

The WGES program was rejected by most economists for its empha
sis on growth and its inconsistency and irresponsibility regarding ex
ternal debt. Faced with the strong professional opposition, Tamás Szabó 
retreated from the document (Petschnig 1994: 70-73). By early 1993, 
the time the new MoF, Iván Szabó, had assumed his office, the WGES 
program was not considered as a serious government document 
(Szabó, interview). However, the WGES program also included the gov
ernment’s new philosophy of privatization, and this more or less 
remained in place. Reflecting the prime minister’s and MDF’s wish to 
accommodate the interests of public firm managers in privatization, the 
WGES document said, “We have to learn to accept politically that the 
main force of the new Hungarian bourgeoisie will be the ‘nomenclature- 
bourgeoisie’” (cited by Petschnig 1994: 73). Meanwhile, another (then 
secret) government document pointed out, “The goal to be achieved by 
the acceleration and expansion of privatization is not the maximization 
of cash receipts but the creation of a broad and powerful domestic class 
of owners facilitating an efficient economic system” (cited by Voszka 
1998: 65).13

These were, essentially,Tamás Szabó’s twin tasks in privatization: both 
to accelerate it and to use it to mobilize political support. The peak year 
of privatization under the Antall government was 1993, both in terms of 
equity sold and of receipts, showing that Tamás Szabó performed both 
tasks with remarkable energy. László Lengyel, however, suspects that 
Tamás Szabó’s enthusiasm and success turned into a trap for him later
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13 Table A.7 in the appendix shows that by 1997, Hungary has privatized more than 50 
percent of its medium-sized and large enterprises, primarily by selling them to foreign 
investors, which was uncommon in other transition countries.
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on. He began to dream about a new strategic superministry of the 
economy under his control and to flirt with MDF extremists (Lengyel 
1993: 99). The prime minister became suspicious, so he put an end to 
Szabó’s leadership ambitions. In the end Szabó joined the club of the 
victims of excessive bureaucratic and political ambition. Even earlier, 
following Antall’s reshuffling of his government in early 1993, his rival 
Kupa also became a member of the club.

Iván Szabó, a Minister o f “Industry and Finance”
With Iván Szabó, Kupa’s successor, a new period started in the relation
ship between the political leaders and their top policy makers. The last 
year of the Antall period14 was characterized more by alliance and co
operation than rivalry and bureaucratic tug-of-war. What explains the 
peace? Many Hungarian analysts share the view that in the preelection 
year of 1993 the governing elite’s interest in political survival became 
dominant over its divisions; cooperation for reelection was the main 
agenda in 1994. In this view Iván Szabó was a political appointee whose 
task was to orchestrate election economics: fostering growth and job cre
ation through increased public spending, distributing election gifts, and 
postponing unpopular measures to the next term. Alternatively, one may 
argue that by spring 1993 Antall was already too ill to control politics, 
while his successor, Péter Boross, considered his position as transitional; 
there were no big conflicts about power and policy, but in the meantime 
the economy ran out of control.

I believe that both arguments capture important elements of truth, 
but neither is fully valid. First, although Antall had been in poor health 
by early 1993, he was careful enough to empower someone whom he 
trusted. Iván Szabó was no less Antall’s man than Tamás Szabó. Second, 
although he was a politician (a vice-chairman of the MDF) Szabó’s 
motives were not simply electoral. His policy preferences should be seen 
in the broader context of the debate on growth versus external balance. 
In several of his speeches Iván Szabó admitted that as an MDF man he 
sought to implement social democratic policies, and despite the mount
ing macroeconomic problems and the warnings of the economics pro
fession, he really believed these policies were feasible.

Iván Szabó had been Antall’s minister of industry and trade. In his 
new position of minister of finance, he was dissatisfied with the lack

14 After Antall died in the fall of 1993, his deputy and minister of the interior, Péter Boross, 
became prime minister for the remaining few months till the May 1994 elections.
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of communication between the fiscal and the macroeconomic planning 
units:

The toughest debates always took place when the draft budget was prepared. 
There I had to recognize that for the fiscal departments it was very difficult to 
accept the idea of putting the stress on the prospective gains from economic 
activity. For them, the costs were a hundred percent certain, but they did not cal
culate the gains because they were uncertain. In this sense, they approached the 
problem not as economists, but much more as accountants who think that if 
expenditures are certain and revenues uncertain, the business will necessarily run 
into loss, (interview)

Iván Szabó felt his mission was to popularize the “economic” approach 
and to bridge the gap between the economic strategists and the fiscal 
technocrats in his ministry and the economic bureaucracy in general. In 
his ministerial conferences he acted as “mediator” between the conflict
ing approaches, invited a few experts from the Ministry of Industry and 
Trade to leading posts in the Ministry of Finance, and revitalized his advi
sory body of about forty experts, including engineers, bankers, managers 
of public firms, and owners of private enterprises. Such a body had helped 
him while he was the minister of industry and trade, and he asked them 
both to prepare and to discuss their own proposals and to comment on 
his policies, including the plans to establish a treasury (Szabó, interview). 
He also believed he was better prepared to cooperate with other bureau
cratic agencies and to understand their specific problems than were his 
fiscal technocrats. To elicit communication within the bureaucracy, he 
also brought together representatives of the Ministry of Industry and 
Trade, the Ministry of Agriculture, the minister of privatization, and 
the National Bank in his office for strategic meetings with his own 
colleagues.

While Iván Szabó tried to accommodate various bureaucratic inter
ests, unlike his overly ambitious predecessor Kupa and his successor 
Békési, he accepted that privatization was controlled by a separate min
ister. As a MoF he got support from both Antall and Boross.

In part, his policies were characteristically “industrial policies.” Szabó 
selected about a dozen large Hungarian firms to be bailed out by massive 
subsidies, and he finished the consolidation of the banking sector, which 
under the next government proved a factor in their rapid privatization. 
By 1994 Hungary had experienced economic recovery but with a dra
matic worsening of the current-account balance. As the growth versus 
external balance debate resumed, Iván Szabó opted for growth even at 
the cost of temporary deterioration of external balance. He thought the
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$3 billion deficit was not catastrophic, and he was against a sharp deval
uation, partly for its inflationary effect and partly because he was 
convinced that devaluation would not help the export sector.15 Instead, 
Szabó advocated supply-side incentives for restructuring, and most sub
sequent analysts blamed him for interventionist and expansionary poli
cies that delayed vital adjustment measures.

Horn, the Party Boss of His Government

Following the MSZP’s landslide electoral victory in 1994, Horn did not 
have the same freedom in choosing his policy makers that Antall did. 
His choice of László Békési, his rival in the MSZP and the author of the 
party’s economic program, was a reflection of the tensions both in the 
MSZP and the coalition.16 The fact that both Horn and Békési had to 
govern with someone whom they mistrusted explains the remarkable 
absence o f learning from the experience of the Antall period, and the 
close repetition of familiar patterns of interaction at the top, with pre
dictable consequences.

Horn against Békési

Békesi’s program combined measures for short-term macroeconomic 
crisis management, such as substantial devaluation and budget cuts, with 
longer-term structural adjustment policies, including the outlines of the 
reform of public finances and the acceleration of privatization. In his 
public rhetoric, Békési appeared as a pessimist, and could not convinc
ingly articulate how and when his program would result in sustainable 
growth. But Békési did not fail primarily because he was a poor com
municator, or his program was not appropriate to the economic situa
tion; it was well received by economists. His ultimate defeat was the 
result of conflicts with the prime minister. Békési openly “went for the 
whole” as far as his administrative strategies and personal decision
making power was concerned. Horn, in turn, did everything to limit his

15 By 1993-94, however, most Hungarian economists (excluding Bod, then the president 
of the National Bank of Hungary) had shared the view that a substantial devaluation 
was needed.

16 Horn also had to face the control of the SZDSZ over the choice of his top policy makers. 
Especially in the beginning, the coalition agreement and the Coalition Council for 
Reconciliation of Interests provided the junior partner with the means of partisan influ
ence over a wide range of issues (Pető 1995:184; interview). No matter how stubbornly 
Horn tried to get rid of this constraint, he ran up against it whenever he attempted 
to restructure state administration or search for allies outside the coalition (Szekeres 
1996: 96).
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power, encourage rivals, and push him onto the sidelines. The result 
closely resembled 1990 and 1992: intensive rivalry, government inaction 
amid accumulating economic tension and imbalance, and policy paraly
sis on almost all fronts.

Békési felt that the prime minister and important groups in the MSZP 
were unwilling to fully back his program. The first visible sign of the prime 
minister’s mistrust was his attempt to set up an advisory body just after 
Békési entered office. Békési (interview) said that, “Horn wanted to 
bypass me by setting up an advisory body headed by Péter Medgyessy. 
Although it was a short-lived body, it was meant to prepare an alternative 
to the MoF’s strategy. After one month it turned out that it neither could 
nor wanted to formulate a rival plan, so Horn quickly dissolved it.”

Békési also wanted the Economic Cabinet to handle all the details; 
only strategic issues would be decided in the government. However, 
Horn soon allied with most other MSZP ministers against Békési and 
the SZDSZ ministers, and subordinated the cabinet to the government. 
As Békési (interview) recalls, “whenever the ministers opposing one or 
another decision of the MoF could not win against him in the cabinet, 
they could ally with the prime minister and the rest of the ministers, and 
defeat him in the government.”

In the field of privatization, Békési tried, and initially succeeded, to 
expand his control over the legal framework, strategy, government agen
cies, and receipts (Sárközy 1996). Like Kupa, Békési argued that the MoF 
was the only top official not to be bound by particularistic interests and 
thus was committed to competitive bids and maximizing cash receipts, 
which were crucial in Hungary’s critical financial situation. But he also 
knew that

being in charge of privatization implies much more than just influence over eco
nomic policy. It implies controlling the most important means for redistributing 
property and acquiring power in the economy and society. In this sense, it is a 
preeminent political question.This is why privatization has been a primary target 
for the lobbies, interest groups, and the broader or narrower constituencies in 
the backyard of political parties any time, (interview)

Békesi’s time-consuming efforts to control privatization could be one 
of the reasons why privatization was practically brought to a halt in 1994 
(Sárközy 1996); at least this was turned against him later. However, 
Békesi’s defeat became obvious in late 1994. Around this time, Horn per
sonally nullified one large privatization contract and fired Ferenc Barta, 
Békesi’s man responsible for privatization. Like Antall, he nominated his 
political and personal intimate, Tamás Suchman, as minister of privati
zation without portfolio.
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There was one more, political, arena, where Békési tried and failed: 
Hungary’s major tripartite corporatist forum, the Interest Reconciliation 
Council. In accordance with the coalition’s electoral promises, exten
sive negotiations with the major trade unions and business associations 
started right after the new government was formed. The negotiations 
aimed at a socioeconomic agreement on the transformation strategy for 
the following three years. In early February 1995 negotiations over the 
pact failed. Most participants and observers attributed the breakdown 
to the absence of a long-term strategy, or the unwillingness of the trade 
unions to accept short-term losses in exchange for long-term gains 
(Héthy 1996).

But I believe that the pact was not signed in part because it would 
have increased the political capital of the prime minister’s main rivals, 
Békési and Sándor Nagy, chairman of the largest trade-union federation, 
the MSZOSZ. Békési had invested a lot in the pact: he participated 
actively in the negotiations and was ready to make concessions in terms 
of both softening and delaying some of his adjustment measures. Simi
larly, Nagy, much more than other union bosses, was moderate; in prin
ciple, he was not against accepting real wage concessions in exchange 
for compensation on organizational and political issues (Békési, Nagy, 
interviews). It is understandable that Horn did not really support the 
two of them to come to an agreement. Rather, the failure of the pact 
entailed gains for the prime minister in terms of his own relative 
political standing (Kőhegyi 1995). Békési resigned in late January 1995, 
after the MSZP faction, to which he apparently was held accountable, 
did not support him against Horn in their debate over the desirable 
strategy.

The Bokros Package
When Békési resigned, the prime minister turned to Lajos Bokros. The 
new MoF was also supported by the SZDSZ and had a good professional 
reputation both in Hungary and abroad. Other factors might have played 
a role as well. First, Bokros was not a rival to Horn in any sense. Although 
he was a member of the MSZP, he never seemed to have a realistic 
chance to build up a political career within the party. Second, in his orig
inal program Bokros advocated export-led growth based on domestic 
savings (Bokros 1996: 825), which allowed Horn to show that there was 
an alternative to “one-sided restrictive policies” advocated by Békési 
(Szekeres 1996). Thus despite the fact that the actual Bokros package 
profited from Békesi’s last stabilization plan, Bokros, like Kupa two years 
earlier, also succeeded in presenting it in a politically attractive form.
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Finally, the Mexican crisis, the refusal of expected financial aid by the 
German government, the pressure of foreign actors, and intensifying 
capital flight -  all paved the way for Horn’s approval of the Bokros 
package.

The differences between the Békési and Bokros programs were not 
purely rhetorical. While the latter included drastic stabilization measures 
such as a sharp devaluation, it also promised to maintain macroeconomic 
stability without recession and to facilitate growth through decreasing 
consumption, increasing investment, and expanding exports. In fact, this 
restructuring resulted in very large losses in wages and salaries and 
declining welfare transfers and investment in the public sector.

The Bokros package was prepared in secrecy by Bokros and five or 
six other economists, including György Surányi, László Antal, Tibor 
Draskovits, and Riecke Werner. As Antal recalls, “it was a coup. This is 
why there were only five or six persons involved in the preparation, and 
the bureaucratic apparatus had nothing to do with it. . . . Horn’s support 
was crucial in putting it onto the parliamentary agenda, and in getting 
full approval” (Antal, interview).

In the administration, Bokros, like his predecessors, tried to strengthen 
his position by establishing the Economic Cabinet’s veto right over eco
nomic issues, and by expanding his ministry’s control to include privati
zation (Bokros, 19%). He failed in both matters;Tamás Suchman became 
minister of privatization just as Bokros became MoF. As far as Bokros’s 
management style, he formulated proposals in a limited circle, while the 
rest of the bureaucracy was limited to performing technical assistance. 
In his dealings with other administrative agencies, he relied on pressure 
rather than persuasion. Although some observers stress his personal style 
as the explanation for his recurrent conflicts with other top bureaucrats, 
I believe that his policy style was linked to the underlying logic of his 
program. Bokros’s original twenty-five points envisaged comprehensive 
rationalization of the public sector, an “ordered retreat” of the state. 
Those plans could not have been prepared through bargaining and coor
dination. Bokros opted instead for an offensive method of trial and error. 
László Antal attributed to Bokros the following philosophy:

For the time being we implement drastic fiscal austerity wherever we can, 
and then we shall see what to do next. There will be areas where the service 
infrastructure will be able to adjust, and where it will not. In the latter case the 
state will have to intervene again anyway. Because scenarios for a rational 
and ordered retreat could not be prepared, we had to rely on pressure and 
enforcement: for example there was no possibility for wage increases, except in 
exchange for downsizing employment. Here is how simple a logic this was. 
(Antal, interview)

Brothers-in-Arms or Rivals in Politics
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Because the program resulted in an upsurge of inflation, there was a 
sharp drop in real wages. His strategy thus left Bokros with little support 
in the administration save for Central Bank manager György Surányi, 
with whom he institutionalized close coordination. Bokros remained just 
as isolated in politics as in the bureaucracy; he was entirely dependent 
upon the prime minister’s backing. This also implied that in conflicts with 
others, he did not have the political means to convince Horn of his views. 
Instead, he used the ultimate weapon: the threat to resign.

Suchman: A Suspected Rival Who 
Turned Out to Be an Ally

Surprisingly, however, while Bokros did not have many allies, only oppo
nents, he did not have strong rivals either. After his appointment as min
ister of privatization, Tamás Suchman was widely perceived as a potential 
obstacle to the Bokros reforms, and it was feared that he intended 
to slow down privatization. What actually happened was the opposite. 
Under Suchman, privatization increased dramatically in 1995-96, both in 
terms of the equity sold and the amount of cash receipts (Voszka 1998: 
65). Interestingly enough, Suchman himself explained his commit
ment to fast methods and decisions in truly leftist ideological terms: 
“The reason why we have to privatize fast is not that the state is an 
inappropriate, or incapable owner in general, but because at the moment 
it lacks the financial resources to restructure its firms.” He also said, “I 
shall do my best to avoid introducing a new austerity program by claim
ing that the receipts from privatization are missing” (cited by Kocsis 
1996: 55-56).

Clearly, the privatization success depended heavily on Suchman’s per
sonal performance, although at the beginning no one believed he would 
meet his targets. In the field of privatization, Suchman used the same 
“Blitzkrieg” tactics as Bokros in the field of public finance, and with 
similar controversy. Suchmann was no less a “lonely hero” than Bokros. 
He did not regularly attend the meetings of the Economic Cabinet, nor 
did he closely supervise the privatization bureaucracy, a fact that con
tributed to the late 1996 corruption scandal. “His criterion for personal 
success was to sell public property, and he had full authority to do that. 
He was a typical entrepreneur who did not need more than a second to 
take a decision” (Antal, interview).

Thus, paradoxically, in 1995 the challenge to the MoF’s stabilization 
policies originated not from direct opposition but in the unexpected 
inflow of large cash receipts from privatization. Bokros’s view, which 
was supported by the SZDSZ and most economists, was that the extra
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receipts should be used for servicing the country’s foreign debt. Horn, 
however, took the lead in arguing that at least part of the cash should 
finance infrastructure and other development projects. Surprisingly, sixty 
Socialist MPs allied with the SZDSZ and the opposition, and voted 
against Horn in favor of Bokros. On this crucial economic issue the 
MSZP was divided, but its division supported a proreform rather than 
an antireform decision.17 One cannot exclude the possibility that Bokros 
himself played an indirect role in the coalition’s partial revolt against 
Horn, for which Horn could not forgive him.

The Superministry o f Economy: A Phantom Threat to 
the MoFs’ Authority

Between 1990 and 1998, proposals have surfaced repeatedly to restruc
ture the Hungarian economic decision-making system by creating a 
“Superministry” of Economy. The superministry would be responsible 
for strategic economic planning and was usually intended to be a strong 
institutional counterbalance to the Ministry of Finance, which would be 
downgraded to a Budget Office. The plan addressed the core issue of 
the distribution of decision-making power; this is precisely why it was 
never implemented. Because of the diversity of its advocates over time, 
however, the superministry concept provides an interesting window onto 
bureaucratic politics.18

In 1995 the person picked by Horn as a would-be superminister was 
union leader Sándor Nagy, the number-two candidate on the MSZP’s 
national list in the 1994 election, second only to the prime minister, and 
seen as a potential successor. The prime minister’s initial plan envisaged 
substantial power for Nagy, including responsibility for economic strat
egy, policy coordination, and European integration as well as the post of 
vice-prime minister.

This proposal gave rise to sustained political conflict between the 
MSZP and the SZDSZ, and almost resulted in the breakdown of the

17 This could probably happen, because for spending the unexpected cash receipts from 
privatization there were no credible programs available (Antal, interview). Other expla
nations include that there were too many competing priorities, or that MSZP MPs still 
had been under the shock of Hungary’s external imbalance (Békési, interview).

18 In 1989-90 the plan appeared in the economic program of the MDF, which envisaged a 
strong Ministry of Economy empowered with medium- and long-term strategy formu
lation. A similar plan had been present in the Smallholders’ program as well. Between 
1990 and 1998 the advocates of the idea included the SZDSZ in 1994, Gyula Horn both 
in 1994 and 1995, and the Smallholders and the Alliance of Young Democrats (FIDESZ) 
in 1995. After the election of 1998 the new coalition government led by the FIDESZ 
indeed set up a Ministry of Economy.
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coalition. While Nagy accepted the nomination, the SZDSZ passionately 
opposed both the plan of administrative restructuring and, specifically, 
Nagy’s vice premiership. The SZDSZ felt it was undesirable to counter
balance the MoF’s authority, and thought the plan signaled nothing but 
Horn’s intention to deviate from the reform course. During the three- 
month dispute, the plan underwent several metamorphoses, each result
ing in less dramatic administrative changes and less power delegated to 
Nagy. In late September at the MSZP’s presidium, Horn gave up the idea 
entirely (Bauer 1996:76-77; Szekeres 1996:90-101). In a leading SZDSZ 
politician’s interpretation, what was ultimately at stake were the rules of 
the coalition: Horn wanted to bypass the coalition agreement, whereas 
the SZDSZ tried to enforce it (Bauer 1996: 77).

Yet, I cannot exclude the relevance of a more tactical factor: that the 
plan of the superministry formed part of the prime minister’s broader 
strategy to neutralize his potential political rival, Nagy. If it was a power 
game, it was one that the prime minister essentially could not lose. If 
Nagy had become a member of the government it would have implied 
his resignation as a union leader, the most important base of his own 
political standing in the MSZP. If Horn failed against the SZDSZ’s strong 
opposition, Nagy’s revealed preference for the vice-premiership would 
have weakened his position in the MSZOSZ and, consequently, in the 
MSZP as well. This is what actually happened as the year went by. Nagy 
got more and more criticism because he could not choose between his 
political and union roles. Finally, he resigned from his chairmanship in 
the MSZOSZ.19

Horn and Medgyessy: Reconciliation at the Top

As in the trial years of the Antall government, the relationship between 
the prime minister and the MoF in the last two years of Horn’s term was 
one of alliance rather than rivalry. The difference was that the economy 
was in substantially better shape in 1997-98 than in 1994. A number of 
important institutional reforms had taken place in the field of public 
finance, including the centralization and reorganization of extrabud
getary funds, and the reform of the pension system (Nelson, Chapter 8, 
in this volume; Haggard et al., Chapter 3, in this volume). The success, in

19 Beyond this outcome there are two more arguments supporting my interpretation. First, 
the prime minister could predict SZDSZ’s strong opposition to the plan. Second, one 
might wonder how seriously Horn meant to undertake a substantial administrative 
restructuring in his government’s midterm.
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part, could be attributed to the fact that during the political fights of 
1994-95 the prime minister succeeded in neutralizing his most important 
rivals, and his leadership in the MSZP was secure. Nor could the coalition 
partners put serious constraints on the prime minister’s power any 
longer.

With Péter Medgyessy, Horn got a top policy maker whom he per
sonally knew and trusted,20 and whom he was ready to empower. 
Medgyessy, on his part did not challenge the prime minister either by his 
own political plans or by overly ambitious bureaucratic strategies. He 
did not lobby for veto power over economic policy, nor did he want to 
control privatization. In the government, he successfully tried to secure 
Horn’s backing for his decisions, while in the administration he used his 
remarkable tactical skills to soften the conflicts between contrasting 
views and to establish alliances by sharing the responsibility with other 
agencies. One example is his cooperation with the Ministry of Welfare 
in the elaboration and implementation of the pension reform (Nelson, 
Chapter 8, in this volume). However, Medgyessy’s success also was facil
itated by the fact that Bokros had done much of the “dirty work” and 
fundamentally changed the attitude and expectations of the bureaucracy 
and Hungarian society in general.

Although Horn was a successful prime minister in terms of economic 
reforms and foreign policy, his political profile contributed to his and his 
party’s loss in the polls in 1998. In a way, Horn finished his term in 1998 
just as he started in 1994: as a party boss prime minister. He was too 
shortsighted to realize that his struggle to improve MSZP’s image at 
the cost of SZDSZ’s reputation would ultimately undermine his own 
chances to form Hungary’s next governing coalition.

Brothers-in-Arms or Rivals in Politics

Summary and Conclusions

In 1990 Antall’s preferences were still unclear about how he wanted 
to transform Hungary’s economy, although he ran on a moderate, gra
dualist platform. To keep his options open, and to gather information, 
the prime minister appointed persons with divergent views to key policy
making positions. This strategy, and Antall’s own biases, reinforced his 
cautious approach and explains why his honeymoon period was not 
exploited to undertake broader and more radical reforms.

20 Medgyessy was MoF and vice-prime minister responsible for the economy in the 
last years of the Kádár regime. In this capacity he also was a member of the Central 
Committee of the Communist Party.
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Dissatisfaction with the policy stalemate during 1990 led Antall to 
replace the radical reformer Rabár with Kupa, a man who had a politi
cally and administratively feasible program and who initially appeared 
to pose no threat to Antall’s political position. Under Kupa’s leadership, 
and w ith A n ta ll’s backing, the governm ent took m ore decisive steps, 
which included the reduction  of the ex ternal debt, the com pletion of 
trade liberalization, the implementation of a draconian bankruptcy law, 
and the beginning of the bank consolidation, a condition for the sector’s 
successful privatization. These steps could be undertaken despite the 
fact that the governing coalition underwent a process of increasing 
fragm entation.

Irritated by Kupa’s ever more open leadership ambitions, but also suf
fering from deteriorating health, Antall gradually lost his control and 
leadership capacity, and gave in to intensifying antireform pressures 
from a fragmented coalition. Reforms in crucial areas stalled again. 
Kupa was replaced by Iván Szabó, who harbored gradualist and social 
democratic ideas.

In 1994 the Horn government faced both the threat of a financial melt
down, and the consequences of delayed fiscal reform. But Premier Horn 
was reluctant to take action until his leadership was challenged by party 
rivals. Unlike Antall, Horn was both more willing, and under more con
straint, to act as a broker among party factions. His tactics for responding 
to challengers shifted between attempts to co-opt them and to outma- 
neuver and marginalize them. Horn’s attempt to co-opt his rival Békési 
led to stalemate in policy despite the mounting crisis, intensifying exter
nal pressure, and a cohesive parliamentary coalition. Replacing Békési 
with a politically less threatening policy maker, Bokros, permitted radical 
action. Finally, after outmaneuvering another rival, Nagy, and, after the 
policy “dirty work” had been done by Bokros, Horn replaced Bokros with 
an administratively more capable “brother-in-arms,” Medgyessy.This led 
to a sustainable reform course over the longer run, and peace at the top.

Political leaders were important in Hungarian economic transfor
mation. Just as leadership thus mattered, so did the ideas, ambitions, 
and strategies of the Hungarian policy makers selected to key decision
making positions. Of the three broad patterns of the top reformers’ 
behavior and their implications for policy -  the lonely reformer, the strat
egy of institutional centralization, and administrative or political alliance 
building -  we saw that some policy makers can be characterized by one 
pattern throughout, whereas others tried to follow different strategies in 
different periods of their term.

Ferenc Rabár, György Matolcsy, Tamás Szabó, Lajos Bokros, and 
Tamás Suchman were all lonely reformers, and shared a few important
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commonalties. Their policy-making style reflected an antiinstitutionalist 
bias: they were either not capable of, or not interested in, utilizing exist
ing bureaucratic capacity and networks. Occasionally they saw the state 
bureaucracy as little more than an obstacle, to be overcome by infor
mality, tricks, or force. They rarely created new institutions or durable 
networks to back their mission. Thus, although they were newcomers in 
state administration, their strategies implied that they remained alone. 
Lacking both a strong bureaucratic base and independent political stand
ing, they had to rely exclusively on the prime minister’s backing. Their 
precarious standing was also reflected in their desperate attempts to push 
through their policies in the face of strong opposition, criticism, or mis
trust. If they lost the prime minister’s trust, it was not because they chal
lenged him, but because they could not convince him about the viability 
of their program, or because its implementation devoured their energy 
and credibility.

The opposite strategy of institutional centralization is best exemplified 
by Kupa’s first period as a MoF and Békesi’s ministership. This strategy 
implied the elimination of rival policy-making centers, upgrading the role 
of the Economic Cabinet vis-ä-vis the government, and controlling other 
institutions, most importantly the privatization agencies. It was the 
strategy of experienced and capable top bureaucrats, and rested on 
comprehensive and bureaucratically viable programs, with substantial 
conceptual, organizational, and legal preparation. However, institutional 
expansionist MoFs ran the risk of being identified as rivals by the prime 
minister, when their bureaucratic ambitions were coupled with indepen
dent political standing.

In order to avoid isolation, several policy makers, including Kupa 
and Medgyessy, tried to build administrative or political alliances. This 
implied power sharing with other agencies in order to improve the via
bility of reforms through widening influence within the government. 
However, this strategy proved successful only if the alliance did not run 
counter to the prime minister’s will. When this occurred, the prime min
ister typically stopped the effort and established alliances under his own 
control.

Although my aim was to show how political leadership and reform 
strategies interacted and influenced the outcome of the policy process, 
from time to time I hinted at the powerful presence of other explana
tory variables -  economic conditions, external pressures, political insti
tutions, and social coalitions -  which were not central to my own inquiry, 
but get sufficient attention in other contributions to this volume. Thus 
my story of individual leadership styles and strategies is part of the 
broader story of structures and institutions.

Brothers-in-Arms or Rivals in Politics
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C H A P T E R  5

Lessons from Sweden for 
Post-Socialist Countries

ASSAR LINDBECK

When reforming their own countries, several observers, ideologues, and 
politicians in former socialist countries have pointed to Sweden as a 
blueprint.1 It is believed that Sweden, or the “Swedish model,” has 
combined the efficiency, dynamism, and flexibility of capitalist market 
economies with the economic security and egalitarianism so highly 
valued by many social liberals and socialists. So, an analysis of the 
Swedish experience, and its relevance to former socialist countries, may 
be of some general interest.

When addressing this issue, it is important to realize that basic features 
of the economic and social system in Sweden have changed considerably 
over time. Though attempts to divide history into periods are hazardous, 
in this chapter I will partition modern economic and social history in 
Sweden into three periods. The first, the century from about 1870 to 1970, 
may be called “the period of decentralization and small government.” 
During this period, the economic system in Sweden did not differ much 
from the ones in other countries in Western Europe, although Sweden

Most of this chapter was written during my stay at the Collegium Budapest in the fall of 
1997.1 am grateful for discussions with János Kornai, as well as for his written comments 
on earlier drafts. András Nagy has not only contributed comments on earlier drafts; he has 
also helped me with statistics and references to the literature on socialist and post-social
ist countries. I am also grateful for useful comments on an earlier draft of the chapter by 
Fabrizio Coricelli, John McHale, and Ulf Jakobsson, as well as from one of the editors, 
Stephan Haggard.

Facts, figures, and interpretations about Sweden in this chapter are based on my book 
The Swedish Experiment (Stockholm: SNS 1997), if not stated otherwise. (This book is 
a slightly expanded version of an article with the same title in the Journal o f Economic 
Literature 35 [September 1997]: 1273-1320.)
1 Examples are Augusztinovics 1997; Ferge 1989; Nyilas 1992,1995; Szalai 1986;Tárkányi

1997.
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was probably one of the least regulated economies in this part of the 
world. The second period, from 1970 to 1985-90, may be characterized 
as a “period of centralization and large government.” In this time span, 
Sweden acquired idiosyncratic features, though still within the frame
work of a capitalist market economy. The third period, from 1985-90 
onward, may be regarded as a “period of transition,” due to the deregu
lation of the markets for capital and foreign exchange, the intensified 
importance of private saving and private supply of capital, comprehen
sive tax reforms (with lower rates, a broader base, and fewer asym
metries), a shift of the macroeconomic-policy regime toward greater 
emphasis on price stability, a stricter budget process in the public sector, 
and some albeit modest attempts to reform and rewind various welfare- 
state arrangements.

This chapter deals mainly with the last two periods. By way of intro
duction, I will make a few comments on the first, century-long period, as 
it was largely then that the foundations of today’s affluence in Sweden 
were established. Some of the experience from that period is also highly 
relevant to post-socialist countries.

The Period of Decentralization and Small 
Government: 1870-1970

In this period, the Swedish economy may be characterized as a decen
tralized, capitalist market system, highly open to international trade and 
factor mobility (of capital as well as labor).2 The government was anxious 
to provide stable rules of the game, appropriate for an efficient capital
ist market economy. Indeed, this had already been brought about in the 
mid-nineteenth century (in particular, in 1846 and 1864) by a shift from 
mercantilist regulations to “freedom of entrepreneurship” (näringsfri- 
het). Government activity was concentrated on the “classic” functions of 
government -  that is, providing collective goods and an adequate and 
well-functioning infrastructure, and encouraging investment in human 
capital by comprehensive elementary education and the establishment 
of a number of engineering schools at various educational levels.

During most of the period, government spending and taxes, as frac
tions of GDP, seem to have been only between half and two-thirds of the 
average of the other countries that are highly developed today (Tanzi 
1995). Not until 1960 did total public-sector spending in Sweden reach 
the OECD average -  about 31 percent of GDP at that time -  as com-

2 Accounts on the economic system during this period include Lundberg 1956; Lindbeck 
1975:1-10; Myhrman 1994.
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pared with less than 10 percent at the turn of the century and 25 percent 
in 1950.

Growth performance in Sweden was strikingly successful during the 
period. Sweden had one of the fastest, perhaps the fastest, rate of labor- 
productivity growth, also in terms of GDP per capita, of all the countries 
for which records are available (except possibly Japan). So the Swedish 
experience during this period illustrates how a decentralized market 
economy, highly open to international transactions, may be quite con
ducive to sustained productivity growth if the government fulfills its 
classic functions well.

At the very end of the period, in the 1950s and 1960s, there was an 
early buildup of welfare-state arrangements with about the same degree 
of generosity as those in other Western European countries at that time. 
Serious disincentive problems do not seem to have materialized, even 
though total public-sector spending gradually increased from 31 to 40 
percent of GDP between 1960 and 1970. It cannot be said for sure, 
of course, whether this means that the welfare-state arrangements and 
related taxes in the 1960s were “harmless” or even favorable to economic 
efficiency and growth, or that serious disincentive effects were simply 
delayed -  perhaps by as much as a decade.

It is important for those who regard Sweden as a blueprint for former 
socialist countries to observe the sequence of events. First came a rela
tively rapid economic growth over a very long period of time, then grad
ually came more ambitious welfare-state spending. Sweden was already 
a rich country when it embarked on the road to generous welfare-state 
spending. It had also acquired what might be called “administrative 
maturity,” with an apparent ability to handle both the classic functions 
of government and the emerging welfare-state arrangements, including 
the financing of them.

If we consider the welfare-state arrangements in today’s post-socialist 
countries, the degree of generosity of these in the three richest countries 
in the group -  Hungary, the Czech Republic, and Poland -  would seem 
to be about as great as in Sweden. For instance, they display about the 
same “replacement rates” in income-protection systems as Sweden, and 
many of their social services are as highly subsidized as Sweden’s. Indeed, 
they are often free. This is the case not only for education but for health 
care, child care, and care of the old, although the subsidies have dimin
ished in recent years. As a result, the size of both “social” and total 
government spending today is about as high in some post-socialist 
countries, relative to GDP, as it is in Sweden (Kornai 1992b), even 
though their GDP per capita is currently no more than a fifth of Sweden’s 
(UN 1996).

Lessons from Sweden for Post-Socialist Countries
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Observations such as these form the background to János Kornai’s 
(1992b) description of some post-socialist countries as “premature 
welfare states.” The highly ambitious income protection and social ser
vices in these countries are to some extent inherited from the socialist 
period, although both cash benefits and services in kind were often 
tied at that time to employment contracts, which meant that much of the 
costs showed up in firms’ budgets rather than in the central government 
budget.1 The welfare-state arrangements in other post-socialist countries 
are still rather fragmentary.

Another important experience in Sweden during the century from 
1870 to 1965-70, relevant to today’s post-socialist countries, is that 
public-sector administrators seem to have been relatively honest. This 
was certainly no gift from heaven. Corruption had flourished in Sweden 
during the mercantilist period in the second half of the eighteenth and 
early nineteenth centuries. One reasonable explanation for the relative 
absence of corruption in the second half of the nineteenth century and 
first half of the twentieth century is that public-sector administrators did 
not have much left to “sell” after mercantilist regulations had been lifted. 
A complementary explanation is that they were well paid, which may 
have reduced the temptation to accept bribes: they could afford to be 
honest. For instance, at the turn of the century, high-level administrators 
(generaldirektörer) earned twelve to fifteen times the salary of an 
average industrial worker.1 * * 4

It is also likely that honesty evolved into a social norm among public- 
sector administrators during this century-long period. A high standing 
with colleagues and the general public probably required honest behav
ior, in the sense that others expected it. The emergence of such a norm 
was facilitated because it was highly consistent with the existing incen
tive structure for government officials. The social norm of honesty -  an 
important aspect of the work ethic -  was probably internalized by the 
public-sector administrators, who incorporated it into their system of 
values.

This experience of having relatively honest public-sector administra
tors in Sweden for a long period conveys an important message to former 
socialist countries. It is a commonplace that chronic shortages and 
reliance on administrative allocations of resources bred corruption 
during the socialist period. This probably helps to explain why the field

1 For instance, firms often owned or financed kindergartens, workers’ old-age homes, sport
facilities, vacation centers, and cultural institutions. With the subsequent privatization
many of these services were sold or dismantled.

4 A main source for this information is So cia la  M e d d e la n d e n , 1927, no. 5, pp. 401-2.

148



became wide open for new types of corruption during and immediately 
after the process of privatization -  with lingering regulations, low rela
tive salaries for civil servants, and policy-induced uncertainty about their 
job security.5 Based on the Swedish experience, I imagine that a combi
nation of four policies would mitigate these problems: a strong legal 
crackdown on corruption; relatively well paid civil servants; strict legis
lation that prevents monopolization and cartellization in the private and 
the public sector; and an acceleration of the process of deregulation and 
privatization, so as to shorten the period in which public-sector admin
istrators have permits and other favors to “sell.”

Lessons from Sweden for Post-Socialist Countries

The Period of Centralization and Large Government:
From 1965-70 to 1985-90

The Swedish experience in our second period also provides highly rele
vant, though rather different lessons. As a broad generalization it can 
be said that Sweden from the late 1960s and early 1970s onward became 
dominated by large, centralized institutions and highly interventionist 
policies. Important manifestations of these developments were a drastic 
rise in government spending (to the order of 60-70 percent of GDP); a 
huge increase in marginal tax wedges (to 65-75 percent for most full
time earners); an increasingly interventionist macroeconomic policy, par
ticularly in the labor market; greater importance for the government in 
aggregate saving and the supply of capital (about half of each being pro
vided by the government); increased centralization of decision making 
within the public sector; and highly centralized wage bargaining designed 
to squeeze wage differentials. In addition there was a strong concentra
tion of the structure of firms in the private sector. One important element 
of the earlier, highly decentralized market system was retained, however, 
and even accentuated: free trade in goods and services (excluding finan
cial transactions).

It is important to realize that most of these interventionist policies and 
the centralist organization of society are quite recent in origin. (See Lind- 
beck 1997: 12-19.) While government spending, as a share of GDP, was 
relatively low in Sweden until about 1960, it had become 8 percentage 
points higher than the OECD-Europe average by 1970, and about 17 
percentage points higher by the mid-1990s (OECD data base).6 Efforts

5 For evidence on the importance of corruption in socialist and post-socialist countries, see 
Galasi and Kertesi 1987,1990;Moody-Stuart 1997; Nagy 1993; Klemm 1991; Holmes 1993.

6 The difference is smaller if allowance is made for the fact that certain benefits that are 
taxed in Sweden are free of tax in some other countries; see note 9.
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to redistribute income through very high marginal tax rates increased 
only gradually, in particular in the late 1960s, with an upward leap in 
1971. Moreover, while the idea of Keynesian-type full-employment poli
cies had been promoted by the Swedish government as early as the 1930s, 
it had little or hardly any influence on the policies actually pursued until 
after World War II. A strongly interventionist (selective) stabilization 
policy and tight regulation of the labor market were not introduced until 
the early 1970s. An active labor-market policy was not pursued on a large 
scale until the late 1970s, although the idea of such a policy had been 
developed in the 1950s, in particular by some labor-union economists. 
The government saving and credit supply did not become important until 
the mid-1960s, partly with the buildup of “buffer funds” (so-called AP 
funds) for the state pension (ATP) system.

Centralization within the public sector increased gradually during the 
post-World War II period, through the forced merger of 2,000 munici
palities into about 280 between the mid-1950s and mid-1970s. After the 
early 1970s, the municipalities were increasingly ordered to augment 
their provision of services in quantities and qualities that were deter
mined by the central government. Stricter political control was also 
exerted on various central government agencies, which had previously 
been relatively independent of the cabinet. Moreover, although wage 
bargaining had become highly centralized by the late 1950s, it was hardly 
used to squeeze wage differentials until the late 1960s, by way of the so- 
called solidarity wage policy. Centralization within the private sector 
likewise emerged only gradually after World War II, often encouraged 
by government policies.

So even though the visions of a highly centralized society with strongly 
interventionist policies can be traced back to the 1930s, 1940s, and 1950s, 
not until the late 1960s and early 1970s did they materialize in actual 
institutions and policies.

Similar developments took place in some other Western countries in 
the 1960s and 1970s, but the changes were more far-reaching in Sweden 
in several respects. As a result, institutions and policies in Sweden have 
diverged from those in other Western countries since the mid-1960s and 
early 1970s, to such an extent that it is appropriate to talk, from around 
that time onward, of a special “Swedish model” of economic organiza
tion and policies. Hence I devote particular attention to this period. It 
is also instructive to deal with a subsequent period, after 1985-90, when 
there was a partial retreat from important elements in this model, with 
related transition problems. Indeed, Sweden in the late 1980s and early 
1990s may be viewed as a “minitransition economy.”
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Although the centralization of decision making in socialist countries 
may be regarded as an intrinsic characteristic of such a system -  a 
“system-specific” feature -  centralization of the economic system in 
Sweden after the mid-1960s was not, of course, an inevitable character
istic of a capitalist market economy. This is plain from Swedish history 
and from comparisons with other countries. Moreover, the centralist 
and interventionist development in Sweden during this second period 
was not the result of a grand “master plan” designed to overhaul the 
organization of society. On the contrary, the change may be regarded 
as an ex post outcome of hundreds or thousands of separate decisions. 
However, behind many of these decisions can be detected a specific view 
of the world, such as a firm commitment to income security, full employ
ment and egalitarianism, and a strong confidence in economies of scale 
and the efficiency of large organizations (government as well as private). 
There was also a strong belief in the welfare-enhancing effects of cen
tralized political interventions in the economic lives of firms and fami
lies, and, as a mirror image of this, considerable suspicion of markets, 
economic incentives, and private entrepreneurship not embodied in large 
corporations.

However, it still has to be explained why the shift to a more central
ist and interventionist economic system did not occur until the late 1960s 
and early 1970s. Attempts to do so have to be rather speculative. After 
all, the Social Democrats dominated politics continuously from the 
mid-1930s. One conceivable explanation for the dramatic expansion of 
public-sector employment in Sweden from the early 1970s to the mid- 
1980s is that the government was acting as an “employer of last resort,” 
in order to sustain full employment. The strong macroeconomic distur
bances of the 1970s and early 1980s, particularly the two oil-price shocks, 
induced the government to expand public-sector employment faster, 
simply to sustain its full-employment guarantee. This role of the Swedish 
public sector may be regarded as a weak version of the job guarantees 
in the socialist countries, although in their case the task was performed 
by firms rather than government.

It is also tempting to speculate that the rapid expansion of public- 
sector spending, the increasingly progressive tax system, and the more 
interventionist policies toward firms in the late 1960s and early 1970s had 
something to do with an international radicalization of political opinion. 
That then leaves the problem of explaining why these ideological de
velopments had a greater impact on Sweden than on other countries. 
One conceivable though rather speculative explanation is that the new 
Swedish constitution of 1970 allowed new political trends to influence

Lessons from Sweden for Post-Socialist Countries
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policies faster than before. Among the constitutional changes were abo
lition of the upper chamber in parliament (with an eight-year term), a 
shortening of the term for the remaining chamber to three years, and a 
shift to strictly proportional representation, which made it more difficult 
to obtain a parliamentary majority.

Personal factors may also have been important. A new generation of 
ideologically oriented former student politicians rose to political pro
minence in the 1970s. An example was Olof Palme, who became prime 
minister in 1969. There can also be speculation about whether these indi
viduals, who did not have a strong background in the labor movement, 
had less authority than their predecessors to resist demands from orga
nized interest groups such as labor unions.

Similar, though much stronger centralist visions were prevalent among 
ideologues and politicians in the socialist countries during the 1950-90 
period. The most obvious difference from Sweden, of course, was that 
the dominant decision makers in the socialist countries rejected political 
democracy and the market system -  or were coerced into rejecting them. 
Moreover, government interventionism in Sweden had built up gradu
ally, by a steady (“gradualist”) democratic process. By contrast, the cen
tralized economic structure in Eastern Europe after World War II was 
abruptly imposed by totalitarian one-party rule, to a considerable extent 
on orders from the Soviet Union.This basically meant imposing a Soviet- 
type blueprint.

It is useful to consolidate the characteristics of the Swedish model 
during the centralist and interventionist period mentioned earlier under 
two headings: welfare-state arrangements, that is, government inter
ventions directly influencing the life of the family; and interventions in 
firms and factor markets. After discussing these two issues, I attempt to 
evaluate the performance of the Swedish economy, in terms of economic 
growth, macroeconomic stability, and employment, and draw the lessons 
from it for post-socialist countries.

The Welfare State and Its Financing

Driving Forces

A combination of generous welfare-state benefits and large public-sector 
employment in Sweden has contributed to creating a society where those 
living on tax-financed income far outnumber those who are market- 
financed. Whereas there was about a 0.4 tax-financed person for every 
market-financed person in 1960, the proportion was 1.8 in 1995. About 
a third of the tax-financed are employed in the public sector, while the
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remaining two-thirds basically live on transfers from the public sector 
(some of them only temporarily, for instance due to unemployment, sick 
leave, or parental leave). This, of course, is the background to the high 
tax rates in Sweden. Similarly high figures can be found in some transi
tion economies in Eastern Europe, notably in Hungary, where the ratio 
of tax-financed to market-financed persons was f.65 in 1993 according 
to Kornai (1996: 965), that is, about the same as in Sweden.

It is a challenge in political economy to understand why the expansion 
of welfare-state spending and other centralist government interventions 
were more far-reaching in Sweden than in other developed countries 
from the mid-1960s and early 1970s onward. Reference is often made to 
the fact that the aging of the population started earlier in Sweden than 
in most other countries, giving an increased need or “rationale” for 
higher aggregate spending on pensions, old-age care, and health care. The 
labor-force participation of women also rose faster than in other coun
tries, which increased the demand not only for child care but also for old- 
age care, although in this case it is more reasonable to talk of mutual 
causation rather than direct, one-way causation.

How, then, were these rationales for increased government spending 
translated into political actions? It is hardly surprising that the political 
process in democracies should have been able to carry out this transla
tion -  voters made demands and political entrepreneurs offered to satisfy 
them. Similar mechanisms are also likely in totalitarian countries, as 
the leadership can be expected to strive for popularity and status there 
as well. This may apply in particular to semitotalitarian regimes. For 
instance, Kornai (1996) argued that the socialist governments in Poland 
and Hungary became more anxious to please their citizens by imple
menting generous benefits in the 1970s and 1980s, as the totalitarianism 
gradually softened.

It is often assumed that the “universality” of welfare-state arrange
ments in Sweden, covering all income classes, tends to generate broad 
political support for generous and continually expanding government 
spending, because those with a stake in the benefit systems or a job in 
the public sector make up a majority of the electorate. Comparative 
studies also suggest that the budget process was softer in Sweden than 
in most other developed countries, prior to a budget reform in the mid- 
1990s. The budget process in the public sector in Sweden showed similar 
characteristics to the production firms in socialist countries, which were 
characterized by a “soft budget constraint” (Kornai 1980).

A more profound question is why the budget process was allowed to 
be so soft. Part of the explanation may be that policies in Sweden, includ
ing economic policy, tend to rely on discretion rather than on fixed rules.

Lessons from Sweden for Post-Socialist Countries
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Ad hoc seems to be the basic principle of political intervention. Strict 
budget processes would certainly be an obstacle to such decision making. 
In other words, a partial, although perhaps not very profound explana
tion may be the “political culture” in Sweden. In particular, constitutional 
and other legal rules designed to constrain political decision making 
had not been an important element in politics after World War II. Nor 
had the notion of balance between different branches of authority: the 
government, parliament, and the judiciary. It can be said that this 
political philosophy of ad hoc -  that is, of policy actions in response to 
current events -  was institutionalized in the new constitution in 
1970, which seems to have been inspired more by Rousseau than by 
Montesquieu.

Another conceivable explanation for the drastic increase in public- 
sector spending in Sweden in the 1970s and 1980s is that organized 
interest groups turned increasingly to the government for support and 
privileges. Indeed, although many interest groups in Sweden, as in other 
countries, had originally been established to serve their members 
professionally, for instance by directly bargaining with other groups in 
society, they tended to increase the energy they devoted to lobbying for 
various favors from the government. Metaphorically, the hypothesis may 
be that organized interest groups gradually transformed themselves from 
largely “Putnam-type” organizations, vitalizing civil society, to rent- 
seeking organizations, as described by Gordon Tullock, Anne Krueger, 
and Mancur Olson. This is probably a general phenomenon in pluralis
tic democracies, rather than a specifically Swedish phenomenon. The 
unique Swedish aspect is rather the strong political influence of one 
specific interest group, the labor unions. This applies, in particular, to the 
central organization of blue-collar workers, the LO, largely as a result 
of its alliance with the dominant political party in the country, the Social 
Democrats.

In fact, it is appropriate to say that economic and social policies in 
Sweden since World War II have been dominated by this alliance 
between the Social Democratic Party and the labor unions, often in con
flict with the managers of firms and the employers’ associations. It is 
therefore misleading to term Sweden a “tripartite” society with a strong 
consensus among unions, employers’ associations, and the government, 
particularly since the mid-1970s. The LO has not confined itself to 
initiating new government policies in many fields, in confrontation with 
the employers’ organizations. It has also exerted strong powers of veto 
against government policy proposals, particularly when the government 
has been Social Democratic.
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The political influence of the central labor unions was less during 
periods of nonsocialist government in 1976-81 and 1991-94. But the 
modest retreats initiated by such governments from previous legislation 
that favored the unions were in many cases reversed by the ensuing 
Social Democratic government. The main exception was the “wage 
earners’ funds,” legislated for in 1982 and abolished in 1994 by a non
socialist government.

In principle, rent-seeking activities by various interest groups can be 
expected to promote corruption. The Swedish experience suggests, 
however, that open corruption in the form of cash payments to individ
ual politicians or public-sector administrators in exchange for favors may 
be kept within reasonable bounds even in countries with big government. 
The social norm of honesty among public-sector administrators men
tioned earlier seems to have survived both the expansion of government 
intervention and the fall in the relative wages of high-echelon public- 
sector employees, who today do not earn, after taxes, more than about 
twice the salary of an average industrial worker. This suggests that the 
“history dependence” of the social norm of honesty may be quite strong, 
once such a norm has been well established, even if it may not survive 
indefinitely.

Part of the explanation for the limited scale of corruption in Sweden 
may be that the expansion of government intervention has been directed 
more toward households than firms, where it may be that large-scale cor
ruption can develop more easily. Moreover, government intervention in 
Sweden has rested more on incentives (taxes, benefits, and subsidies) 
than on physical regulations and permits (the main exception here being 
the financial markets). The latter type of intervention probably leaves 
society more vulnerable to corruption because it has a more discre
tionary, case-by-case nature.

All this does not mean that Sweden is free from exchanges of favors 
between private agents and political parties in control of the govern
ment. What it means is that the form it takes is less likely to be cash 
payments to individuals than mutual favors taking the form of job 
appointments in exchange for political loyalty -  a practice that seems to 
flourish in all countries. My subjective impression is that politically moti
vated appointments, rather than those emphasizing competence, have 
played an increasingly important role in the public sector in Sweden in 
recent decades.

Another form of political exchange is legislated privileges and cash 
transfers to organizations, and hence indirectly to their representatives, 
in return for support for a political party in power. The unique feature

Lessons from Sweden for Post-Socialist Countries
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of Sweden in this respect is the importance of such exchanges between 
the government and various organizations connected with the Social 
Democratic Party. This extends to financing the salaries of representa
tives of these organizations. The participants include not only unions but 
tenants’ associations, cooperative housing organizations, organizations of 
pensioners, party-affiliated study organizations, and youth and leisure 
organizations, and their officials, all in exchange for their support for 
the Social Democratic Party. There is no question that this exchange 
of favors is an important explanation for the power base of the Social 
Democratic Party in Sweden. Some observers would call this “rent 
seeking” rather than “corruption,” but the distinction is rather subtle. If 
a corporation gets government contracts in exchange for gifts to a ruling 
political party, this is likely to be regarded as corruption in most democ
racies. It is not clear why an exchange of favors, largely in cash, between 
other types of organizations and the government should be looked upon 
differently.

It may take some time before strongly organized interest groups 
play the same role in former socialist countries as they do in Sweden 
and other parts of Western Europe, because much of civil society was 
destroyed during the socialist period. A corollary is that close connec
tions between interest groups and the state have not, or not yet emerged. 
“Traditional” corruption, with cash payments to individuals rather than 
to interest-group organizations, seems to be more prevalent.

With Sweden, it is also tempting to hypothesize that increased com
petition between political parties in a world where party loyalties among 
the electorate are receding tends to result in an “overshooting” of the 
welfare state. By this I mean that voters would have opted for less expan
sion if they, and the politicians, had been able to take all the decisions 
simultaneously, and predict all the costs to society at large in advance, 
including delayed disincentives. This hypothesis is an application of the 
common notion that the political gains from providing additional selec
tive benefits to various interest groups are higher than the political losses 
due to higher taxes, which are usually general and hence paid by most 
citizens.

Another likely part of the explanation for the magnitude and form of 
increased public-sector spending in Sweden is the political ideology of 
leading politicians. An example is the ambition among dominant Swedish 
politicians to “mobilize” female labor, by stimulating them to shift from 
work in the household sector to work outside the household, which tends 
to raise measured GDP.

Similar political ambitions were probably behind the encouragement 
after World War II of labor-force participation by women in socialist
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countries. Indeed, in several of these countries, it reached rather high 
levels earlier than it did in Sweden.7

Another example of the role of ideology in Sweden is the ambition 
among politicians to standardize various welfare arrangements. All 
adults are supposed to work (or try to get jobs) in the open labor market, 
in many cases in the public sector. All children should ideally receive the 
same type of day care, organized by the municipalities, and subsequently 
the same type of schooling. Care of the aged is also supposed to be sup
plied by the public sector. Consequently, private initiatives have been dis
couraged in these fields. Standardized housing in huge municipal housing 
complexes has been provided. Behind these efforts may be detected the 
view that housing is a “social right,” rather than a market good, and that 
access to it should be rationed by the authorities -  an idea that was 
pushed much harder, of course, in the socialist countries (Dániel 1989; 
Enyedi, Lackó, and Szigeti 1994).

It is paradoxical that political efforts to enforce standardized solu
tions to the various problems became accentuated (in the 1970s) just 
before the population started to become more heterogeneous in various 
respects (professionally and ethnically), and individual preferences 
developed in more “individualistic” directions, according to available 
attitude studies (Pettersson 1992; Ziehe 1993).

L essons fro m  Sw eden  fo r  Post-Socialist Countries

Achievements

So, how successful were the centralist and interventionist policies in 
Sweden after about 1970? The ambitions to provide high income secu
rity and ample social services were certainly realized. Policies also seem 
to have contributed substantially to reducing poverty and to making the 
overall distribution of disposable income relatively compressed. In this 
sense, the welfare-state policies basically attained stated objectives.8

7 For instance, it was not until around 1980 that the labor-force participation rates of 
women in Sweden reached the same level as in Hungary (ILO 1990).

8 One indicator that welfare-state policies and related taxation were important in reduc
ing the dispersion of disposable income is that the dispersion of the distribution of dis
posable income is only about two-thirds of the dispersion of factor income (with Gini 
coefficients of 0.2 for disposable household income and about 0.33 for factor income). 
Moreover, during the period when the wedges between the distribution of factor income 
and disposable income were widened, from the late 1960s to the early 1980s, the distri
bution of factor income for the fully employed did not become more dispersed, rather 
the opposite. Thus the Swedish experience does not provide much support for the 
common hypothesis that higher benefits and more progressive taxes will simply be 
“shifted” onto higher factor prices, so working against the attempts to equalize the dis
tribution of disposable income.
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Some welfare-state arrangements have also improved economic effi
ciency and economic growth. Various social-insurance arrangements 
compensate for well-known imperfections in private capital and insur
ance markets. Positive external (interpersonal) effects of investment in 
human capital mean that economic growth may be promoted by subsi
dies to education, and by prenatal care and child care outside the home 
-  at least for children from low-income families.

It is often argued also that various welfare-state arrangements, includ
ing social insurance, social assistance, and compression of the distribu
tion of income, contribute to social and political stability. This point is 
highly relevant to today’s post-socialist countries as well. Electoral gains 
by “reformed Communists” in the later 1990s are often interpreted as 
dissatisfaction with deteriorating income security and widening disper
sion of incomes during the transition period, by contrast with the rather 
high economic security and low measured income inequality during the 
socialist period.9

ASSAR L IN D B E C K

Interventions in Firms and Factor Markets

While socialist countries nationalized production firms, Sweden nation
alized -  or, more accurately, “communized” -  the income and service pro
duction of households instead. This shows up in the national accounts, 
where “public consumption” reached about 30 percent of GDP in 
Sweden in the 1980s, as compared with 10-15 percent in most other coun
tries in Western Europe. By contrast, the proportion of government own
ership of production has been smaller in Sweden than in most other 
Western European economies during the post-World War 11 period: 8-10 
percent of value added in the business sector. This does not mean that 
the government abstained from trying to influence the operations of 
firms. Probably the most important tools for exerting such influence were 
selective taxes and subsidies and capital-market regulations. An example 
is tax incentives to induce firms to invest retained earnings rather than 
pay dividends. Another important ambition was to make firms shift their 
investment from booms to recessions, although in the 1970s and 1980s 
these policies gradually turned into selective subsidies to branches of 
industry and geographical regions regardless of the cyclical state of the 
national economy.

It is important to emphasize that these attempts to influence the size, 
composition, and timing of real investment were made under a regime 
of detailed regulation on capital markets, including controls on interest

9 See Adam 1984; Atkinson and Micklewright 1992; Flakierski 1981; Galasi 1995.
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rates. By keeping interest rates low, indeed often negative in real 
terms, it was possible to squeeze profits without a collapse of investment 
incentives. Moreover, foreign-exchange controls limited the scope for 
firms and other holders of financial assets to shift their investments 
abroad.

One effect of these policies was that the government and the central 
bank were favoring low-cost capital flows to residential construction and 
a number of large corporations, and loans to the government itself. It is 
easy to understand that these policies created quite arbitrary allocations 
of investment, using rates of return as a bench mark for an efficient allo
cation of resources.

Another typical feature of policies in Sweden toward the business 
sector was the ambition to partition off the returns of firms from the 
earnings of their owners. Important tools for that purpose were double 
taxation of profits, and taxes on capital gains. This attempt by the gov
ernment to prevent private owners from becoming rich while allowing 
firms to make handsome profits was one reason for the low level of 
private saving in Sweden, in particular household saving. The govern
ment tried to compensate for this low rate with high government saving 
and capital supply.

From an ideological point of view, these policies may be characterized 
as attempts to create “capitalism without capitalists” -  hardly a viable 
economic system, in particular if the aim is to have a vital sector of small 
private firms, which in general cannot easily acquire equity capital from 
abroad.

The intellectual and political background to these ambitions cannot 
be understood without referring again to the labor unions, especially the 
central organization of blue-collar workers, the LO. Four, closely related 
policy ambitions of the unions were particularly influential in forming 
policies from the late 1960s to the early 1980s: to squeeze profits between 
rising wage costs and a fixed exchange rate; to compress the distribu
tion of wages drastically (the “solidarity wage policy”); to enhance job 
security for those who already have a job (“insiders” in the labor 
market), and thereby increase union influence at the workplace; 
and to shift the ownership of firms to collective, tax-financed “wage 
earners’ funds.”

The unions argued that the first two types of policies would redistrib
ute income to labor, in particular to unskilled workers, and also favor 
productivity growth, by forcing low-profit firms to contract or even close 
down. The potentially negative effects on aggregate employment and 
investment could, it was argued, be effectively counteracted by adminis
trative devices, such as mobility-enhancing labor-market policies,

Lessons from Sweden for Post-Socialist Countries
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public-sector employment, government provision of capital and selec
tive investment subsidies, or tax concessions for firms that invest. This 
was an attempt to integrate union wage policy and interventionist gov
ernment policies, and can be regarded as a distinct feature of the 
“Swedish model.”

Although many low-productivity firms indeed contracted or disap
peared as predicted, there was also a gradual fall in aggregate capital 
accumulation from the mid-1970s, connected with a falling rate of return 
on real investment. Moreover, the fact that profits were locked into firms 
with historically high profits tended to conserve the existing production 
structure. This thwarted the ambition of the unions and government to 
speed up the rate of structural change.

Naturally enough, aggregate private employment did not flourish 
in this environment. While the number of public-sector employees 
increased by about 700,000 between 1965 and 1990, private-sector 
employment contracted by about 200,000 employees.

The influence of the unions on government policies also shows up in 
the legislated changes in the property rights of firms. When the unions 
were not able to achieve their ambitions concerning job security and 
union power by bargaining with the employers, they often got what they 
wanted by way of legislation instead. Important examples were the laws 
that expanded union influence within firms, such as the legislation that 
gave the unions some powers over hiring and firing decisions. So, even 
though the formal ownership of firms was usually unchanged, the content 
of the property rights was certainly altered.

However, the idea of creating “capitalism without capitalists” was 
replaced in the mid-1970s and early 1980s by outright ambitions among 
union leaders to supplant private, capitalist ownership with collective 
ownership, under strong union control. The proposed tool was tax- 
financed “wage earners’ funds,” whose proponents argued that the funds 
would also prevent capital accumulation in firms from making private 
individuals richer.

Even if the proposed wage earners’ funds were designed to make 
Sweden a socialist country, the proposal differed in two important 
respects from nationalization in the socialist economies in Eastern 
Europe. The most important difference was, of course, that the suggested 
transformation to socialism was to be gradual and conducted in the 
context of a democratic society. Another important difference was the 
“corporatist” nature of the proposal. The boards of the funds were to 
include representatives of the unions, the employers’ associations, and 
the state, although it was assumed that the funds would pursue industrial 
policies that reflected the values and objectives of the unions.
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The proposal was basically, though somewhat reluctantly, accepted by 
the leadership of the Social Democratic Party. A revised version of it was 
implemented in 1983, but in a diluted form, after heavy criticism from 
the political opposition, business leaders, and others (including some 
economists). A decade later, however, the funds were abolished by a 
nonsocialist government in 1994, by which time they had acquired shares 
corresponding to about 8 percent of the Swedish stock market. The 
adventure with wage earners’ funds is as close as Sweden has ever been 
to becoming a socialist country, although representatives of the unions, 
rather than the state, would have been in control.

Lessons from Sweden for Post-Socialist Countries

Economic Performance I: Economic Growth

Although the objectives of Sweden’s social and redistributive policies 
seem to have been realized to a considerable extent, it is obviously also 
important to look at the consequences of the living standards of the pop
ulation, including the poor. It is also necessary to consider the effects on 
aggregate economic growth.

By contrast with the century between 1870 and 1970, the period after 
1970 brought rather slow economic growth relative to other developed 
countries. I choose to look at developments after 1970 simply because 
the economic system in Sweden changed considerably during the second 
half of the 1960s and the first half of the 1970s. While per capita GDP 
increased by altogether 52 percent in the OECD area as a whole during 
the period 1970-90 (weighted average), it increased by only 40 percent 
in Sweden. The difference is even greater during the period 1970-97: 62 
percent for the OECD and 42 percent for Sweden.

In 1970 Sweden was fourth among the developed countries in terms 
of the level of GDP per capita, and 6 percent above the OECD average 
(excluding two developing countries, Mexico and Turkey). By 1990 
Sweden had fallen to ninth place, 5 percent below the OECD average, 
and by 1997 to fifteenth, and 14 percent below the OECD average.

So, Sweden did not simply, like Switzerland and the United States, lose 
some of its previous lead in terms of GDP per capita due to the pro
ductivity of other countries catching up. About a dozen OECD countries 
actually overtook Sweden in the international income league. There is 
little to attract countries contemplating the Swedish model (from about 
1970) as a blueprint for rapid economic growth.

How can the sluggish productivity growth in Sweden after about 1970 
be explained? It is helpful to distinguish between “proximate” sources 
of economic growth, which exert a direct influence via the production 
function, and background factors, which influence the proximate sources.
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According to conventional growth accounting of proximate sources, the 
slowdown of productivity growth in Sweden is associated with a retar
dation of the accumulation of real capital, a slowdown in reallocations 
of resources, and lagging improvements in technology (including the 
organization of production). According to a study of the business sector 
by Ragnar Bentzel (reported in Lindbeck 1997: appendix 3), retardation 
of the accumulation of real capital was responsible for a quarter of a per
centage point in the fall in labor productivity growth, slower reallocation 
of resources for about three quarters of a percentage point, and slower 
technological (and organizational) development for about 1 percentage 
point, as reflected in the “residual” of the calculations. Slower accumu
lation of human capital is also likely to have played a part, although it 
has not been possible to quantify the importance of this factor, which in 
Bentzel’s growth-accounting analysis of Sweden is incorporated in the 
“residual.”

It is even more difficult to quantify the influence of the various back
ground forces underlying these proximate sources. With investment in 
real capital assets, it is natural to refer to the fall in the return on such 
assets relative to capital costs from the late 1970s. As we have seen, this 
fall was a deliberate policy for a considerable period. The return on 
investment in human capital, including higher education and the acqui
sition of skills by workers, also fell due to the compression of wage dif
ferentials and the increased progressiveness of the tax system. Whereas 
the after-tax rate of return on a university education seems to have been 
about 10 percent in the late 1960s (according to conventional static 
calculations), it had fallen to about 2 percent by the early 1980s. This 
probably goes a long way to explaining the fall in the number acquiring 
university degrees in the 1980s and early 1990s. In fact, fewer of those 
born in the 1960s acquired university degrees than of those born in the 
later 1940s.

The slowdown in the reallocation of labor was probably related also 
to the drop in the reward for changing jobs. Furthermore, there was a 
shift in the 1970s from mobility-enhancing policies in the labor market 
to providing subsidies to declining sectors and regions. The deterioration 
of the incentive structure for individual employees had well-known sub
stitution effects that acted against work intensity and striving for pro
motion, and substitution effects in favor of leisure, do-it-yourself work, 
barter, and work in the underground economy.

It is important to realize, however, that the disincentive effects of taxes 
and welfare-state benefits are not uniquely related to the size of aggre
gate government spending or taxes. Indeed, the disincentive effects may 
vary considerably between two countries with the same level of welfare
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spending, depending on the “fine structure” of the benefit and taxation 
rules applied in them. For instance, strong actuarial elements in the 
social-insurance system may help to mitigate economic distortions even 
when government spending is high. Similarly, taxes that provide the same 
revenues to the government (as a percentage of GDP) may have dis
tinctly different effects on economic incentives, depending on the rela
tion between marginal and average tax rates, and on asymmetries in the 
taxation of different types of earnings and assets.10 11 However, for a given 
structure of welfare-state arrangements and taxes, a further increase 
in public-sector spending (above a point that is difficult to determine 
exactly) will necessarily result in damage to economic efficiency and 
growth.

The fall in the rate of technological and organizational change, as mea
sured by the “residual” in growth accounting exercises, is more difficult 
to explain. When comparing the development with other countries, one 
explanation is clearly that others caught up technologically and organi
zationally, although this cannot explain why Sweden was overtaken by 
many countries. It also seems that the expansion of sectors with high 
value added and rising terms-of-trade was rather sluggish. There may 
also have been a relatively slow rate of improvement in product quality 
during the 1970s and 1980s, as an additional element in the process of 
technological catch-up by other countries (Lindbeck 1997). Barriers to 
technological and organizational change are, of course, likely to have 
been much more pronounced in Soviet-type economies than in Western 
economies, including Sweden’s."

Lessons from Sweden for Post-Socialist Countries

Economic Performance II: Macroeconomic Policy and 
Full Employment

Sweden has often been hailed for its successful full-employment policy. 
Indeed, it turned out to be possible to maintain approximately full 
employment until the early 1990s while unemployment had been increas
ing inexorably in most Western European countries since the mid-1970s.

10 There are also measurement problems in connection with government spending. For 
instance, whereas benefits are taxed in some countries (including Sweden), they are 
untaxed in others. This tends to exaggerate the size of public-sector spending in coun
tries with the former system relative to countries with the latter. While public-sector 
spending in Sweden in recent decades has been 20-25 percentage points higher than the 
average in the OECD countries (as a share of GDP), the figures shrink to 10-15 per
centage points if benefits are measured net of tax.

11 See, for instance, the discussion about such obstacles in Adam 1989; Gomulka 1986; 
Jeffries 1992; Kornai 1980,1986; Lavigne 1994.
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How was this accomplished? And why did full employment finally break 
down in Sweden in the early 1990s, when open unemployment rates 
reached the OECD average of over 10 percent according to interna
tionally standardized statistics and, in addition, a sizable proportion of 
the work force (8 percent) took early retirement?

Contrary to widely held beliefs, especially among foreign observers, it 
cannot be argued that full employment in the 1970s and 1980s was the 
result of “responsible” (employment-enhancing), centralized wage bar
gaining and a successful incomes policy by the government. From about 
1970 until the mid-1990s, nominal wage costs increased by a factor 
of seven, while after-tax real wages were basically constant. Such an 
increase in nominal wage costs seems to be a rather clumsy way of bring
ing about constant real wages after tax.

It is true that real wages in Sweden were “flexible” during this period, 
in the sense that they fell in connection with tendencies toward higher 
unemployment. This flexibility, however, was not brought about by 
nominal wage restraint but by recurring devaluations. Moreover, occa
sional attempts by the government to pursue an incomes policy were not 
very successful. For instance, when the government was particularly 
heavily involved in wage bargaining in the mid-1970s, nominal wage costs 
per hour actually increased by 65 percent over a three-year period.12

Nor is it possible to explain the low unemployment rates in the 1970s 
and 1980s either by the construction (and administration) of the unem
ployment benefit system or by the so-called active labor-market policy, 
both of which are likewise popular explanations among Swedish po
liticians and foreign observers. Neither type of policy could prevent a 
collapse of full employment when the economy was exposed to serious 
macroeconomic shocks, which dramatically reduced the number of job 
vacancies in the early 1990s. Without vacancies, it becomes hardly possi
ble to implement strict work requirements in the unemployment benefit 
system. An active labor-market policy, designed to help individuals to 
“swim” from unemployment islands to vacancy islands, becomes power
less under such circumstances.

The only realistic explanations of why unemployment was low in 
Sweden during the 1970s and 1980s are that real wage costs, as men
tioned before, were reduced from time to time by a series of devalua
tions, in connection with wage-cost crises; and that public-sector 
employment increased gradually until about 1985 (Lindbeck 1997:

12 An exception was the government-appointed Rehnberg Commission in the early 1990s, 
which convinced labor unions to accept a dramatic reduction in the rate of nominal wage 
increases.
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69-81). Once politicians, faced with a severe wage-cost crisis in the early 
1990s, came to the conclusion that the “devaluation cycle” should be 
brought to an end, and no further increase in public-sector employment 
be allowed, full employment broke down. So, it would seem that full 
employment had been maintained in Sweden during the 1970s and 1980s 
by methods that were not sustainable in the long term -  the devaluations 
and increases in public-sector employment could not go on forever.

The abrupt rise in unemployment in 1992 and 1993 was exacerbated 
by a number of exceptionally severe macroeconomic shocks, at that time, 
including high real international interest rates, a crisis among domestic 
financial institutions, and a collapse of construction activity (after the 
financial and construction bubbles in the 1980s). There was also a drastic 
fall in the household consumption rate, partly in response to higher after
tax real interest rates, to falling asset prices, and probably also to greater 
uncertainty about jobs and entitlements under the social-insurance 
system.

There are interesting lessons to be learned from the employment expe
rience in Sweden. First of all, it is important for both domestic macro- 
economic policy and the system of wage formation to be consistent with 
the exchange-rate regime that is chosen. Unless wage costs can be kept 
under strict control, a fixed-exchange regime is quite hazardous in a 
world in which there are huge and highly mobile supplies of international 
financial capital. As soon as international portfolio managers notice, or 
suspect, that a certain currency is overvalued, speculation on a future 
devaluation is bound to emerge, resulting in drastically raised inter
est rates and related damage to national economic activity. Second, 
cost accommodations through devaluations and increased government 
employment are not sustainable strategies for bringing about full 
employment. Third, though strict implementation of “work require
ments” in the unemployment-benefit system and active labor-market 
policies are useful complements to other policies, they cannot act as 
replacements for them.

There were both similarities and differences in the employment poli
cies of Sweden and of the socialist countries, before full employment 
broke down in the early 1990s in both cases. The Swedish government 
functioned to some extent as an employer of last resort, while the state- 
owned firms in socialist countries had a similar obligation, regardless of 
the financial consequences to them. Aggregate demand management and 
recurring devaluations in Sweden boosted labor demand and occasion
ally created an overheated labor market, while the socialist countries had 
a chronic excess demand for labor, which was a crucial element in the 
shortage economy (Kornai 1980). One important background factor was,

Lessons from Sweden for Post-Socialist Countries

165



ASSAR L I N D B E C K

of course, that prices were set below their potential equilibrium values. 
Another was a “soft budget constraint” with an unlimited (or almost 
unlimited) availability of credit, which made it possible to neglect 
profitability considerations and the financial structure of firms. One 
consequence was a relentless willingness to invest, a phenomenon that 
Kornai (1980; 1992a) baptized “investment hunger.”13 With hindsight it 
can be said that this was an even less sustainable situation than the 
full-employment policies in Sweden, in the sense that the whole system 
finally broke down.

Sweden as a Transition Economy: 1985-90 Onward

Reforms and Retreats
Discussion of the emerging economic problems, including slow produc
tivity growth and rapid inflation, intensified in Sweden toward the late 
1970s, but it was a long time before politicians tried to do much about 
them. One reason was simply that many of the contributing policies had 
strong support among the electorate, as they still do. Another was that 
adequate policy measures would have required considerable deviations 
from ideological beliefs widely held among politicians, especially in the 
Social Democratic Party.

The first sign of a retreat from the previous policies was a modest tax 
reform in 1983 (by a Social Democratic government). The top marginal 
rate of income tax was reduced from 85 to 72 percent and there was a 
reduction to 50 percent in the marginal rates against which deficits in 
capital income accounts could be deducted for tax purposes.

What made the 1983 tax reform politically feasible? Economists’ crit
icisms of the tax system, based partly on systematic empirical studies, 
were probably influential, but everyday experience and casual observa
tions, by economists, journalists, and the general public, were probably 
more important. For instance, in a widely read article about the Swedish 
tax system, Gunnar Myrdal argued (as early as 1978) based on casual 
observation that Sweden had become a “nation of cheats.” Moreover, 
some influential politicians seem to have been convinced that the tax 
system was contributing to the country’s long-term growth problems.

The 1983 reform of capital-income taxation was facilitated by the fact 
that the government was not receiving any net revenues from this type

|J It is interesting to note that a similar weakness -  neglect of rates of return and balance- 
sheet considerations -  turned out to be harming a number of fast-growing countries in 
the Asian-Pacific region in the late 1990s.

166



of tax. On the contrary, it was losing revenue by it. This was because 
individuals were able to report deficits in their capital account, partly 
because of large loans on real estate and clever capital-market transac
tions, which could be set off against labor income when taxes were being 
assessed. A specific factor that helped make this reform politically feasi
ble was probably that it dealt with rather technical issues, which made it 
difficult for the public to discern the distributive consequences.

The next major retreat from centralist government intervention was 
the deregulation of capital markets in the mid-1980s and subsequent 
removal of foreign-exchange controls in the late 1980s. Such reforms had 
been demanded by the business community for a long time. The banks 
and the Swedish multinational firms especially regarded such regulation 
as a curb on their international competitiveness. Also cited by those who 
favored deregulation were the examples of other countries and recom
mendations of international organizations such as the OECD. In any 
case, many firms by then had learned to avoid these regulations by 
exploiting the growth and internationalization of financial markets 
outside the strictly regulated banking sector within Sweden. Thus, 
the regulations looked more and more like a Swiss cheese, at least for 
some firms.

These bouts of deregulation did not create serious political complica
tions for the Social Democratic government. Although previous ad
vocates of strict regulation of the financial markets probably regarded 
its removal as ideologically unfortunate, they seem to have accepted 
it reluctantly, as necessary under existing world conditions. Part of the 
explanation for the feasibility of the deregulation was probably that 
there were hardly any interest groups arguing against the reforms. It is 
also tempting to hypothesize that, as with the reform of capital-income 
taxes in 1983, the general public was not very concerned by such rela
tively technical issues. Assessing the consequences must have been diffi
cult, as the reforms were motivated by rather abstract principles about 
the efficiency of capital and foreign-exchange markets.

International examples were also significant in the case of the com
prehensive tax reform in 1990-91. Indeed, the reform followed a 
common international pattern at the time: lower rates, a broader base, 
and removal of various asymmetries in the taxation of different types of 
earnings and assets. The reform resulted from an agreement between the 
Social Democratic government and a number of nonsocialist parties, 
which had been arguing for such reforms for some time. However, it 
was ideologically and politically much more difficult for the Social 
Democratic Party than both the 1983 tax reform and the deregulation 
of financial markets had been. One reason was that the distributive
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consequences were more apparent. More specifically, income-tax rates 
became less progressive, which gave rise to serious ideological concern 
among activists within the Social Democratic Party. It is likely that 
the reform was facilitated by an erosion of the legitimacy of the tax 
system in the eyes of the general public. Respected individuals, includ
ing prominent politicians and some labor-union leaders, declared that 
the existing tax system was “rotten”’ and “perverse,” echoing Gunnar 
Myrdal’s assertions.

It is clear, however, that different individuals were alluding to quite 
different matters when they criticized the tax system in this way. Some 
(a number of economists and politicians at the center and on the right 
of the political spectrum) referred to the high marginal tax rates, and 
hence to the fact that most individuals were able to keep only a little 
(usually about 30 percent) of their additional earnings. Others, such as 
labor-union leaders, deplored the way the tax system allowed the rich to 
avoid taxes through smart capital-income transactions. So the political 
support for the 1990-91 tax reform was based on a somewhat unholy 
alliance of individuals with varying complaints about the tax system, but 
this alliance made the tax reform possible from a political point of view.

Worth noting is that all these reforms were decided upon before 
Sweden ran into its acute macroeconomic crisis and serious financial 
problems for the government sector in the early 1990s. These brought an 
accumulated GDP decline of 5 percent, a rise in “total” unemployment 
(open unemployment plus individuals covered by various labor-market 
programs) to 13 percent, and public-sector budget deficits reaching 12 
percent of GDP. So the sequence of events shows that it may, occasion
ally, be possible to reform laws and regulations in a more market- 
oriented direction without first undergoing an acute macroeconomic 
crisis and financial problems for the government.

The reforms were probably facilitated by a stronger realization that 
Sweden’s long-term growth performance was slipping, that the regula
tions of the capital and foreign-exchange markets were not functioning 
as their proponents had hoped, and that the legitimacy of the tax system 
was being eroded. Another, specific explanation for the political feasi
bility of the 1990-91 tax reform certainly was the devoted work put in 
by a small group of prominent politicians, in particular the two ministers 
at the Treasury Department in the Social Democratic government and 
the leader of the Liberal Party, along with senior officials at the Treasury 
Department.

All four reforms -  the two deregulations of the financial markets and 
the two tax reforms -  were initiated from above rather than below. 
Indeed, the Social Democratic government seems to have preferred to
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minimize its consultation with its members in these cases, perhaps to 
speed up the political process and prevent a buildup of grass-roots polit
ical resistance. Of course, the question remains of how sustainable 
reforms are when introduced in this way. International commitments 
make it unlikely that controls on the capital and foreign-exchange 
markets will be reintroduced unilaterally by Sweden. The fate of the tax 
system is less certain. Indeed, it was not long before the marginal tax 
rates were raised again, by between 4 and 8 percentage points. More
over, as the tax reform in 1991 violated some long-held ideological prin
ciples, it is understandable that some of the Social Democratic politicians 
and administrators responsible for it had to pay a political price. Several 
of them subsequently disappeared from high political and administrative 
positions.

A number of problems with the welfare system had also been identi
fied by the early 1990s. One type consisted of unwanted adjustments in 
individual behavior, another of changes in the external environment of 
the welfare state.

The former resulted not only from marginal tax distortions but from 
a huge increase in the number of beneficiaries, due to moral hazard and, 
to some extent, to cheating with benefits. In other words, the welfare state 
was generating its own “clients,” so that the economic costs to society 
became much higher than had been expected when the reforms were 
introduced.

Obvious examples of the second problem -  changes in the external 
environment of the welfare state -  are demographic changes, in particu
lar the aging of the population, the rise in labor-market participation by 
women, and the slowdown in the growth of productivity. All these factors 
also tended to increase welfare-state spending relative to the tax base. 
The problems were accentuated by the rise in unemployment in the 
1990s. It is not completely true, however, that these changes were “exoge
nous” in relation to the welfare-state arrangements themselves. All these 
factors were a result, to some extent, of the accumulation of welfare-state 
provisions, and perhaps even the aging of the population. The slow rate 
of measured productivity growth in the public-service sector, as com
pared with manufacturing, also tended to raise public-sector spend
ing as a proportion of GDP, even though the number of public-sector 
employees had remained constant -  an application of the celebrated 
Baumol’s Law.14

Lessons from Sweden for Post-Socialist Countries

14 A slow rate of measured productivity growth in the public-service sector is, of course, a 
general rather than a specifically Swedish phenomenon. In the national accounts, the 
productivity growth in the public sector is schematically set at zero in Sweden. Avail-
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Even though these problems were identified a long time ago, in 
Sweden as in other developed countries, it turned out to be difficult to 
do anything about them, for several reasons. One is that cuts in previ
ously promised benefits may create serious difficulties for individuals 
who have adjusted their lives to existing benefit systems. Many individ
uals may, for instance, have abstained from personal saving or voluntary 
insurance. It is also easier for the public to see the direct distributive 
consequences of welfare-state reforms than of complex tax codes being 
revised or of financial markets being deregulated. So changes in benefit 
systems are bound to generate more socioeconomic conflicts and politi
cal controversy.

In the case of Sweden, it is also important to note that 65 percent of 
the electorate today is tax-financed. It may therefore be difficult to con
vince a majority of voters that they should support policies designed to 
cut government spending (as a share of GDP), or even policies that avoid 
new rounds of increased spending. Many voters probably have to be con
vinced that such cuts are actually in their long-term interest, even if they 
lose by them in the short run.

There may also be complex psychological problems when welfare 
spending is reformed. For instance, voters are more likely to be upset by 
losing a benefit they already have than by never having received it in the 
first place. This hypothesis is consistent with Kahneman and Tverski's 
“prospect theory,” which assumes that utility functions are steeper to the 
left than to the right of the initial position. In other words, individuals 
may have acquired subjectively experienced property rights in existing 
benefits.

Another difficulty when reforming welfare spending is that one can 
never be sure how great the problems with existing systems are. So there 
will always be politicians and observers, including some economists, who 
deny that existing taxes, regulations, and benefit systems actually create 
serious problems.

How can this issue of genuine uncertainty be tackled? I would suggest 
applying the same type of “safety principle” as in environmental policy, 
for instance. Environmental damage often fails to show up immediately 
after a rise in pollution. There will always be observers who deny that 
serious problems exist or even are likely to arise. On the other hand, 
strong negative effects may suddenly emerge after a time lag, when 
certain threshold values are reached. This is particularly likely if the eco

able studies indicate, however, that productivity growth in most of the public sector was 
negative (minus 2 - \  percent per year) during the 1980s. Thus statistical conventions seem 
to have overestimated, rather than underestimated, the GDP growth in Sweden.
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logical system is suddenly exposed to some exogenous shock, such as 
extreme weather conditions. There may then be irreversible effects that 
impede chances of repairing the system. Nowadays, however, even vague 
suspicions of severe, or possibly also irreversible, damage are regarded 
as an argument for avoiding ecological disturbance, precisely because of 
these lags and irreversible effects.

Similar delays and irreversible effects may exist in economic and social 
systems, because economic behavior is often influenced only after a con
siderable time lag. For instance, habits and social norms inherited from 
the past may constrain various disincentive effects for a time, so that 
early warning signals may not reach the public or politicians. This is par
ticularly serious if it subsequently takes a considerable time to restore 
the earlier habits and social norms, after they have adjusted to a new 
incentive structure.

These observations make out a strong case for being on the alert for 
early warning signals, and for trying to avoid “overshooting” of welfare- 
state spending in the first place. There are strong arguments for adher
ing to the same kind of safety principle as in environmental policy. This 
advice applies, of course, to the former socialist countries as they build 
up their welfare arrangements. Even though such advice may be too late 
for some of these countries, it is certainly relevant for those whose 
welfare systems are not yet comprehensive.

Against this background, it is easy to understand that cuts in welfare 
benefits turned out to be politically difficult in Sweden. They were initi
ated by the nonsocialist government of 1991-94 by reducing replacement 
rates to 80 percent in various social insurance systems, despite the 
protests of the unions and the Social Democratic opposition. Subse
quently, however, the Social Democrats continued with the same policy, 
cutting replacement rates to 75 percent, when they regained power in 
the fall of 1994.

It is clear that these cuts were politically facilitated by the financial 
crisis of the government in the early 1990s, which allowed the govern
ment to say that it had “run out of cash.” But heavy reliance on this argu
ment raises the question of whether the reforms will be sustainable when 
the budget deficit disappears. There is some danger here of using the 
wrong argument for the right measure. Indeed, when the government 
budget moved closer to balance in 1997 and 1998, the Social Democratic 
government raised the replacement rates again in several social- 
insurance systems, in several cases to 80 percent.

The pension reform in 1998, based on an agreement in 1994 between 
a number of political parties, was probably also facilitated by the acute 
financial crisis of the government. In this case, however, politicians
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mainly referred to structural arguments, in particular to the risk that the 
old pension system would not be viable in the long run.

The old pension system, known as the ATP system, was initiated in 
1960. It was basically a benefit-based pay-as-you-go system, with full pen
sions (after thirty years of payments into the system) amounting to about 
60 percent of the income earned during an individual’s fifteen best-paid 
years. A buffer fund (the so-called AP fund) was also established. The 
new system will create a stronger connection between contributions and 
benefits. Pensions will be based on accumulated contributions over the 
entire lifetime of the individual. This means that the implicit tax wedges 
in the system will be somewhat smaller than in the old system (except 
for low-income groups), although this was not a major official argument 
advanced by politicians. The future system will still be basically pay-as- 
you-go, but with a small funded portion (based on 2.5 percentage points 
of an individual’s contributions of altogether about 18 percent). Indi
viduals will be allowed to choose for themselves to which institution, 
private or public-sector, to assign the management of the funded portion 
of the contribution. The new pension system decided on in 1998 is also 
designed to make the distribution of income between retired and active 
citizens more resistant to variations in real wage growth and to changes 
in the remaining life expectancy of pensioners.

Clearly, the reform of the Swedish pension system is less radical than 
those recently introduced, or at least contemplated, in some other coun
tries, including some post-socialist countries. One probable reason for 
the modesty of Sweden’s pension reform is that the existing system is 
far from financially “broke” at present, although it would probably not 
remain viable in the long run. It is also tempting to speculate that the 
Swedish public is still less suspicious of future entitlements promised 
by the state than the public in several other countries, including former 
socialist countries. Moreover, the Social Democratic Party has long 
regarded the ATP system as one of its main achievements, almost as a 
fetish. The party therefore had great difficulty in admitting that the foun
dations of the system had to be reformed. It even found it difficult to 
accept the small funded portion of the new system, with the right of indi
viduals to assign private institutions to administer their funds.

Efficiency problems and related high costs in day care, education, and 
health services have also generated heated discussions, but very little 
genuine reform has emerged so far. The financial crisis in the public 
sector during the 1990s has resulted in a reduction of about 10 percent 
in the number of employees in public-service production and probably 
considerable efficiency gains as well. The organizational changes have 
been modest, however, and reluctance to allow private and cooperative
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alternatives is still strong. These areas have to be regarded as basically 
unreformed from an organizational point of view, though there is some 
growth in the number of private producers of these types of services.

The recent reforms in Sweden have not been confined to actual policy 
measures, such as taxes, financial regulations, and various social- 
insurance arrangements. A number of constitutional changes have also 
been implemented, largely to constrain the asserted tendencies by the 
public sector to “overspend.” Examples are shifts to a longer parlia
mentary term (four years instead of three) and greater independence for 
the central bank, which has been assigned a strict inflation target (of 2 
percent, plus or minus 1 percent). Another example is that the budget 
procedure has been stiffened considerably. The new budget procedure 
will start with formal decisions about the aggregate level of spending, 
which will subsequently be broken down into individual items, rather 
than the other way round, as in the existing procedure.

A more active anticartel policy, complying with European Union rules, 
may also be in the offing. (Anticartel policies have been very lax in 
Sweden, probably due to Swedish politicians’ weak belief in the advan
tages of competition.) Attitudes among politicians and the mass media 
toward small firms also seem to have improved considerably in recent 
years. (Such attitudes were antagonistic in the 1970s and early 1980s.) 
Moreover, the shift to a floating exchange-rate regime in the autumn of 
1992 and the fall in inflation have diminished the risk of new cost crises 
for tradables.

If my earlier diagnosis of Sweden’s poor economic performance after 
about 1970 is correct, recent reforms of institutions, policies, and attitudes 
among politicians have increased the probability of more favorable eco
nomic development in the country in coming years, so long as these 
reforms turn out to be sustainable. Indeed, productivity growth has 
increased considerably in the 1990s, although it is still too early to say 
whether this is a temporary effect or reflects a new long-term trend.1'’ 
Manufacturing output has also recovered and by 1999 has considerably 
exceeded the previous peak. Since the bottom of the recession in 1994, 
GDP has increased by 2.8 percent per year. Until the end of 1999, 
however, Sweden has only regained 3 percentage points of the country’s 
lag since 1970 of 20 percent relative to the OECD average. Aggregate 
employment has also recovered, though only about a third of the loss in 15

Lessons from Sweden for Post-Socialist Countries

15 In the early 1990s, productivity growth was enhanced because some of the least- 
productive firms closed down in connection with a fall in manufacturing production of 
about 15 percent. After the cycle had reached its trough, in 1993-94, productivity growth 
was enhanced by higher-capacity utilization.
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employment in the early 1990s has been restored so far.16 Public-sector 
spending, which exceeded 70 percent of GDP in the early 1990s, had by 
the end of 1999 been brought down below 60 percent, and is soon likely 
to come down to 55 percent. Inflation has been brought down to about 
2 percent, and the budget deficit for the public sector has been removed. 
Thus, there is no doubt that the Swedish economy has recovered 
considerably from the crisis in the early 1990s and that the long-term 
prospects have also improved.

Transition Problems and the Sustainability o f Reforms

I have emphasized that the reforms and retreats from the centralist eco
nomic system in Sweden in the late 1980s and early 1990s were initiated 
by changes in the economic, demographic, international, and social “envi
ronment” of the Swedish model, and by undesired endogenous behav
ioral adjustments, largely induced by various types of disincentive effect. 
Other probable factors were an increased understanding of the func
tioning of economic and social systems, and negative experiences with 
central planning (also in socialist countries) and attempted “fine tuning” 
of macroeconomic policies. Moreover, deregulation of capital and 
foreign-exchange markets made it increasingly difficult for the govern
ment and unions to keep rates of return on capital lower domestically 
than in the outside world. This process of deregulation has undermined 
important aspects of the “Swedish model.”

The policy shift toward a market orientation in the late 1980s and early 
1990s created various short-term transition problems. The deregula
tion of domestic capital markets contributed to a rapid expansion of 
credit in the second half of the 1980s (by 18 percent per year), which 
contributed to overheating and inflating the national economy. These 
effects were accentuated by the fact that the Swedish tax system 
favored borrowing, as interest paid was deductible from high marginal 
tax rates, while the taxation of returns on important real assets, such 
as owner-occupied houses and durable consumer goods, were low or 
even zero.

Even if the central bank had tried to counteract these inflationary 
tendencies, it would not have succeeded well while the exchange rate 
remained fixed. (A shift to a floating exchange rate would have given 
greater national autonomy over monetary policy.) Moreover, by dereg-

16 Employment in the economy as a whole fell from about 4.5 million in 1990 (4.3 million 
in 1988) to about 4.0 million in 1994, and has subsequently increased to about 4.15 
million by the end of 1999.
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ulating capital markets before the removal of foreign-exchange controls, 
the increased demand for real assets (including real estate) was bottled 
up within the country. This contributed to an enormous increase in asset 
prices in the second half of the 1980s and a related building boom.

These developments in the late 1980s also laid the foundations for a 
subsequent collapse of asset prices and construction activity in the early 
1990s, and a related crisis in financial institutions that had lent exten
sively to the building sector. These were important background factors 
to the recession in Sweden at that time. Deregulation also made it appar
ent that the allocation of resources over several decades of regulated 
capital markets had deviated strongly from traditional profitability cri
teria. So one component of the economic crisis in the early 1990s was 
the need to make microeconomic adjustments during the transition to a 
more uniform tax system and an unregulated market for capital, includ
ing foreign exchange, with positive real interest rates.

The experience in Sweden from the mid-1980s to the mid-1990s also 
raises the issue of what constitutes the proper timing and sequencing of 
reforms. I refer in particular to the fact that some serious macroeconomic 
problems were accentuated by removing domestic capital-market regu
lations before the removal of foreign-exchange controls and before the 
enactment of a comprehensive tax reform. It is sometimes argued that 
such problems should be ignored. The argument is that politicians should 
seize on any “window of opportunity” that happens to open for politi
cally difficult but important reforms. Sometimes it is even argued that 
the economic problems associated with the specific timing and sequenc
ing of economic reforms are a blessing from a political point of view. If 
an isolated reform in one area creates new problems in other areas, this, 
it is asserted, makes it easier to continue the reform process -  an idea 
similar to Hirshman’s vision of the advantage of “unbalanced growth.” 
An extreme version of this argument is that politicians have to heighten 
problems before they can solve them, and that they may even gain polit
ical credit for solving problems they have created themselves. However, 
Swedish experience in the late 1980s and early 1990s shows that tensions 
created by “poor” timing and sequencing of reforms may also create 
serious economic and social problems.

Lessons from Sweden for Post-Socialist Countries

The Remaining Reform Tasks

In spite of partial retreats from centralist and interventionist economic 
and social policies in Sweden, there are still many potentially severe 
obstacles to successful performance by the Swedish economy. For 
instance, the marginal tax wedges remain very wide, which creates well-
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known efficiency losses, and also results in employment difficulties for 
low-productivity workers, whose wages cannot adjust downward in pro
portion to the tax wedges. This is a particularly important problem for 
the household service sector, as household production is a close substi
tute for purchases in the market in this case.

The benefit systems still subsidize nonwork relative to work, among 
low-productivity workers. For the time being, it is impossible to do much 
about this without reducing government spending. Public-service pro
duction has not yet been reformed much, although overstaffing was 
reduced during the financial crises of the government in the 1990s. Com
petition is not yet encouraged in this sector. Double taxation and a 
plethora of regulations still create serious problems for small firms and 
obstacles to the entry of new ones. The housing market remains in bad 
shape due to rent controls and the monopolistic rent policies pursued by 
public housing institutions (owned by municipalities). The labor market 
has not yet been reformed much either. I refer not only to legislation 
about hiring and firing, but also to the system of wage formation -  that 
is, basically to wage bargaining. This is not just a question of aggregate 
nominal and wage costs. The rigid structure of relative wages is another 
problem, as it is in several other countries in Western Europe. There is 
not much awareness among unions and politicians of the role of relative 
wages, either for employment performance or for the efficiency of the 
allocation of labor.

The economic environment for small firms is still problematic because 
of taxes and regulations. This, however, has not prevented the emergence 
of dynamic entrepreneurship in the information technology (IT) sector. 
One reason is that knowledge and skills are relatively abundant in 
Sweden in this field, largely because of the activities of the telecom firm 
Ericsson. Swedes are also knowledgeable in the dominant IT language, 
English. Moreover, most firms in the IT sector are not much harmed 
yet by the Swedish tax system simply because they do not earn any 
profit. They have also been able to avoid rigid labor-market legislation 
because they use nonconventional labor contracts, including project 
work, options, and co-ownership. It is an open question if these firms, and 
their high-skilled employees and owners, will remain in the country in 
the long-term perspective, after they are exposed to the Swedish tax 
system.

Another problem that remains is that the rules of the game in the eco
nomic system, as determined by the government, are still unstable. For 
instance, tax rules tend to change all the time, even since the 1990-91 tax 
reform. Social-insurance rules have turned out to be even less stable, with 
more than two hundred changes since 1990. Such rule instability reflects
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a genuine dilemma, as the advantage of changing bad rules conflicts with 
the aim of having stable rules. The most reasonable compromise between 
these conflicting ambitions is to prepare the changes made in bad 
rules so well that the rules do not need to be changed yet again shortly 
afterward.

The problem of rule instability is, of course, much more serious in the 
post-socialist transition economies, at least until the system has “settled 
down” (Ékes 1997; Newbery 1991). In Hungary, twenty changes were 
introduced in the personal income-tax regulations and fifteen changes in 
the social-insurance regulations in early 1998 (Heti Világgazdaság 1997).

Another reason for unstable rules is a short-term horizon in politics, 
undoubtedly accentuated by the mass media. Politicians are tempted to 
intervene by bringing in new rules and regulations as soon as some spe
cific problem in society has been highlighted by the media. As Harold 
Wilson once remarked, “In politics the long-run is three weeks.” It is 
worth thinking about constitutional rules that might mitigate this short
sightedness in politics, which is a problem common to all countries.

Lessons from Sweden for Post-Socialist Countries

Main Lessons

What are the main implications for post-socialist countries to be drawn 
from the Swedish case? Let me summarize them under six points. 1

1. Those in the post-socialist countries who suggest the adoption 
of Swedish-style welfare arrangements should bear in mind that 
Sweden was a far wealthier society when it instituted such 
arrangements. Moreover, Sweden had already developed a com
petent class of public-sector administrators, and social norms of 
honest behavior among them.

2. Strongly interventionist policies in Sweden, especially generous 
welfare-state arrangements, accomplished important social goals 
-  high income security, considerable income equality and little 
poverty. But this has probably been at the expense of high costs 
in terms of productivity and economic growth. Moreover, the poli
cies had become unsustainable by the 1990s, partly due to nega
tive macroeconomic shocks. It is likely that these costs would be 
more serious in post-socialist countries, given the relatively low 
level of per capita income and the more competitive international 
economic environment of today.

3. Tripartite bargaining, which has been an important element of 
policy making in Hungary, Poland, and the Czech Republic, has 
been much less important, and much less successful in Sweden
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than is generally believed by foreign observers. Real wages were 
not kept down, and full employment was not promoted, by con
certed agreement on wage constraints reached between unions 
and firms in cooperation with the government. In fact, the main 
instruments were periodic devaluations and increased public- 
sector employment, mechanisms that turned out to be unsustain
able by the early 1990s.

4. The Swedish experience suggests that people react more strongly 
when som ething is taken  away than w hen som e new benefit is not 
aw arded, which is in keeping with the theorem s of prospect theory. 
This has m ade a ttem pts to  reform  and rew ind the welfare state 
very difficult in Sweden, and perhaps in societies such as H ungary 
and Poland as well. In post-socialist societies tha t have not yet 
established extensive w elfare systems, it implies a need for 
caution.

5. Eastern Europe, like Sweden, is likely to suffer from unstable rules 
of the game -  probably more so than Sweden, given the uncer
tainties and depth of the transition. Sweden’s experiences suggest 
that this is a serious problem.

6. Post-socialist countries should be aware that Sweden has experi
enced considerable macroeconomic disruption because of mis
takes in the sequencing of reforms. The most important effects 
came from deregulating domestic capital markets prior to tax 
reform and the removal of foreign-exchange controls. This illus
trates the importance of proper sequencing of reforms in the tran
sition economies.

7. One encouraging experience in Sweden in the 1990s is that a 
democratic country may be able to reform itself in response to 
indications that previous policies have created serious economic 
problems. While some of these reforms started before the deep 
crisis in the early 1990s, major policy changes were not introduced 
until this crisis was apparent.
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CHAPTER 6

The Borderline between the Spheres of 
Authority of the Citizen and the State: 
Recommendations for the Hungarian 

Health Reform

JÁNOS KORNAI

The Problem
The answer given to a question depends, of course, to a large extent on 
how the question itself has been phrased. In this study, and the book on 
which it is based,11 am far more concerned to persuade readers I have 
formulated the question correctly than to gain assent to the answers I 
give. I regard argument about the answers as inevitable, but let there at 
least be agreement about the questions.

Scarcity -  in which human wants outstrip the ability to satisfy them 
with the resources available -  is the central subject of examinations in 
economics. Nowhere, at present, does the general problem of scarcity 
appear more acutely -  one might say more brutally and mercilessly -  
than in the health sector. Human knowledge, science, and technology 
offer many more opportunities for avoiding and curing disease, relieving 
suffering, and prolonging life than the health sector can apply in prac
tice. That is the fundamental problem o f health care. There are patients 
who might be treated, as far as human knowledge is concerned, yet they 
are not treated, or not treated enough. This applies even to the richest

The chapter was written while I was a member of the Focus Group at Collegium Budapest 
in 1997-98.1 am indebted for the invaluable help I got from the members of the group in 
the course of our stimulating discussions. I am also grateful to Nicholas Barr, David Cutler, 
Zsuzsa Dániel, Guy Ellena, Joseph Newhouse, and András Simonovits for their advice and 
for the comments made in the discussions after my lectures at Collegium Budapest, 
Harvard University, and the World Bank. I express my special thanks to Mária Barát, 
Ágnes Benedict, Karen Eggleston, Béla Janky, Virág Molnár, and Julianna Parti for their 
valuable help with the research and the editorial work, and to Brian McLean for his excel
lent translation.
1 Kornai 1998. The book is a product of a longer research about the reform of the welfare 

sector. My research is going on under the auspices of the Collegium Budapest, supported 
by the National Scientific Research Foundation (OTKA 018280) and the Hungarian 
Ministry of Finance.
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countries, and, within them, not just to the poorest members of society, 
but to richer people as well. Not even there is the provision taken to the 
limit where the marginal health-enhancing effect of an increment in 
health-care expenditure would become zero; they stop far short of that. 
The same holds true a fortiori for a country at a medium level of devel
opment, such as Hungary. If it spent several times the present amount 
on health, it would still not exhaust the opportunities provided by science 
and technology. This gulf between scientific potential and health-care 
practice causes all the more bitterness because Hungarian doctors, and 
many patients, possess a great deal of information about what medicine 
is capable of in more developed countries.

It is a ghastly thought: here is a patient suffering who might be helped, 
but assistance is not forthcoming because the resources are going to 
something else. If the argument is followed to its conclusion, there is 
clearly no satisfactory solution to this cruel dilemma. Any decision 
reached implies not just help for some patients but exclusion for others: 
partial or total denial of care. Thinking about health-care reform means 
addressing the frightful dilemma of “inclusion” versus “exclusion.” 
Recognition of this leads to a constructive rewording of the question:

• Who is authorized to decide “inclusion-exclusion” matters?
• What are the principles on which the decision is made?
• What procedures and institutions should provide the decision

making framework?
• What ownership relations and incentives should develop to moti

vate the participants in the process in the desired direction?

These questions have to be answered first. Only then can there be cogent 
discussion of the foremost subject of debate today: is the Hungarian 
health-care system “underfinanced,” and if so, by what percentage should 
the sums available for health care be increased?

This study takes a position on all the constructive questions just listed. 
However, the discussion does not follow the same order as the questions. 
Its structure reflects the inner logic of how the tasks of reform present 
themselves. After presenting the initial principles, I cover the demand for 
the health sector’s output, the supply, and the interaction between supply 
and demand. The economic and legal institutions, procedures, ownership 
relations, and incentives so far applied and recommended for the reform 
are analyzed first on the demand side and then on the supply side.2 
Finally, I consider the reception the reform is likely to receive.

2 There is an extensive literature on reform of the health sector. Two works that I would 
single out for examining comprehensively the reforms taking place in the post-socialist
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Recom m endations fo r  the H ungarian Health Reform  

The Principles

Advocates of the reforms usually start out from the economic problems 
of the welfare sector or some subsector of it. They show there are trou
bles with financing the subsector (for instance, the pension or health 
system); these have already appeared, or if not, are due to appear. 
Expressly or implicitly, they consider it the reform’s main task to raise 
the efficiency of the subsector in question and create the conditions for 
sustainable financial equilibrium. 1 also consider these to be very impor
tant assignments. Nonetheless, I place other criteria to the fore. My start
ing point is not financial sustainability or a value-free call for efficiency, 
but two ethical postulates.3

Principle 1 (sovereignty o f the individual): The transformation must 
increase the scope for the individual and reduce the scope for the state to 
decide on welfare services. Respect must be shown for the autonomy of 
the individual. Let individuals have a greater right to choose, but let them 
be responsible for their choices, and if they have decided badly, let them 
take the consequences.

Post-socialist society would still have to reform the paternalist, exces
sively centralized welfare sector it inherited from state socialism if the 
sector’s financial equilibrium and efficient operation were assured. The 
reform’s main mission is to widen the scope for consumer sovereignty, 
free individuals from the patronizing care of the state, and tighten the 
connection between individuals’ decisions and the provisions they and 
their families receive.

Principle 2 (solidarity): Help the suffering, the troubled, and the 
disadvantaged. Everyone as an individual and all citizens as a commu
nity have an obligation to help their fellow human beings when they have 
need of it.

I recommend that these postulates be the starting point for examin
ing what sort of institutional system and incentive mechanism to apply 
to handling the health sector’s fundamental problem of scarcity. The 
history of society belies the notion that it suffices to ground institutions 
on efficiency criteria, and then superimpose some kind of redistribu
tive scheme to correct their unfairness. Economic institutions almost 
inevitably have distributive consequences. These need to be calculated 
in beforehand when institutional reforms are being devised.

countries of Eastern Europe are Precker and Feachem 1995 and Saltman and Figueras 
1997.

1 The book on which this study is based (Kornai 1998) deals in detail with other initial prin
ciples for the reform as well. I confine myself here to the ethical postulates among them.
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Suppose we were to apply principle 1 by itself, with no concern for 
principle 2. Even then, a “pure” application of the mechanisms of market 
coordination could not be allowed. The economic literature on health 
care clearly demonstrates that the state has to intervene. The welfare 
sector exemplifies strongly shortcomings of the market mechanism 
known in other sectors: asymmetric information, adverse selection and 
moral hazard in insurance transactions, various beneficial and damaging 
external effects, and so on.4

Even if state intervention went no further than relieving these irre
gularities and averting the dangers of market failure, the distributive 
problem would remain: poorer people might be unable to pay for medical 
treatment. The very people coping with compound problems of poverty 
and of sickness would be denied the medical assistance they need.

Principle 2 calls for redistributive intervention. The question is how far 
to curb the application of principle 1 in favor of applying principle 2.5 
Where should the compromise be struck between the two postulates, 
which conflict with each other to a large extent?

In this study I often make use of the first-person singular. I openly 
admit that the position I advance rests on my personal choice of values, 
not on “objective” circumstances. Having said that, I would firmly reject 
any extreme egalitarian solution that gave everyone strictly equal 
access to health provisions.6 Consistently egalitarian health care gravely 
breaches the first ethical principle by ignoring individual sovereignty, 
which in my view makes it unacceptable.

On the other hand there is a specific egalitarian principle that I find 
acceptable.71 express the principle in a general form and cite health care 
simply as an illustration of it. The requirement of equal access is specific 
in the following sense:

4 On these questions, see the classic work by Arrow 1963, and also the writings by Besley 
and Gouveia 1994; Feldstein 1973; Pauly 1986,1992.

5 Due to limitations of space, the next two sections of the chapter concentrate on this ques
tion. In other words, I do not explore the albeit very important question of what kind of 
state intervention the health sector requires, irrespective of the redistributive problem.

6 Here and elsewhere in the study I draw a distinction between two kinds of transaction: 
insurance, which shares risk, and redistribution, which lessens income differences. 
Suppose that A and B take out medical insurance with the same private insurer, sign 
policies on the same terms, and pay the same premiums. Later it turns out that A has 
been healthy all along, whereas B has fallen ill several times, needing frequent medical 
treatment. In effect, A has paid some of B’s medical costs. However, it might have been 
the other way round, if A’s health had been worse than B’s.

The situation differs if A is richer and B poorer, and their insurance is not commer
cial, but A pays a higher contribution than B. In this case there is a redistribution in B’s 
favor irrespective of their state of health.

7 This expression was coined by Tobin 1970.
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• Equal access has to be targeted: not applicable to every good and 
service, just to those that meet basic needs. The scope of these is 
arguable, but they certainly include health care.

• It cannot be comprehensive; it cannot encompass the whole volume 
of the service concerned, only a specific part of it. In health care, for 
instance, there needs to be equal access to a respectable minimum 
package of care -  to basic health provision -  and acknowledgment 
that individuals’ access to auxiliary provision will not be equal.

• The state has to guarantee the equal access to basic provision. This 
awards an appreciable role to the state, but a much more restricted 
one than it received under the socialist system, when there was 
direct state control and financing in every sector, including 
health care.

With some of the dilemmas of choice, principles 1 and 2 can be applied 
so that they augment and reinforce one another. In other cases they stand 
in conflict, and there is a need to compromise. But what should the com
promise be? No economist or other outside analyst could give a well- 
founded answer, and it is not from them that the answer should be 
awaited. The answer has to come from the persons actually concerned, 
within institutional frames and by procedures capable of promoting 
viable compromises in such situations of conflict. This idea accords with 
some of the more recent theories of social choice.8 Often there is no way 
of establishing what the “socially optimal” decision is, but society can still 
manage to agree in a constructive way on a procedure for making the 
decision.

Operation of the health sector is a “game” in which a variety of orga
nizations and individuals join: Parliament, the government, the central 
social-insurance organization and private insurers, doctors, other medical 
staff, health-care institutions, and the state health-care bureaucracy. Last 
but not least, there are the individuals: the patients and their relatives, 
and individuals as taxpayers and voters in parliamentary elections.9 This 
game has been conducted so far under a specific set of rules. The reform 
entails introducing a new set of rules, which change the decision-making 
provinces and relative powers of the players, and thereby the dynamics

Recommendations for the Hungarian Health Reform

8 See first of all the pioneering works of Buchanan 1954a, 1954b. Sen 1995 gives an excel
lent summary of the present state of the theory of social choice.

9 The ideas about institutions and procedures I advance in this study refer mainly to 
Hungary, although they can be applied to other post-socialist countries with requisite 
caution and adjustments, so long as political democracy prevails there. I do not extend 
what I have to say to countries where the political regime remains a dictatorial one, even 
though there have been radical economic reforms.
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of the health-related policy-making process. The new rules will mark an 
advance above all if they apply the principle of legitimacy more strongly, 
if the new distribution of decision-making spheres is more compatible 
with the operating principles of democracy.

Reform on the Demand Side: Alternative Mechanisms 
for Financing Basic Provisions

Let us return to the distinction between basic and auxiliary care. Accord
ing to principle 1, the domain of optional, auxiliary care should be as 
wide as possible, whereas principle 2 requires a widening of basic care. 
Where can the dividing line that represents the compromise be drawn? 
This cannot be deduced from the value judgments themselves, but it is 
possible, from what has been said, to devise a procedure  for arriving 
at a distinction between basic and auxiliary care. This distinction ties in 
with the question of how to finance the demand for health provisions. 
There are various possible institutional mechanisms for performing 
this function. I take two of them here to illustrate the dilemma of 
choice. They differ in the way they finance basic care, but coincide on 
auxiliary care.

In the case of compulsory individual insurance, the law obliges every 
citizen to have compulsory, minimum medical insurance coverage, in his 
or her own right, or as a family member. This has to meet the costs of 
basic provision. Those whom the letter of the law does not induce to take 
out this insurance must be forced to do so by legal means.10 The com
pulsory minimum insurance may be obtained from the state system or 
a private insurer -  any member of a decentralized insurance system, 
chosen voluntarily by the insured.

The solidarity principle applies when the state undertakes to pay the 
compulsory insurance premium for those who are in need of that assis
tance. In this way the state guarantees that all citizens have access to 
basic health care.

In the case of a basic health service financed out o f public funds, citi
zens pay the compulsory contribution to a designated institution that

10 Legislators, in enforcing minimum insurance cover, are not motivated only by the pater
nalist aim of saving citizens from their own mistakes. Suppose a citizen, through his or 
her own fault, has no insurance cover and is therefore not entitled to medical treatment, 
even if seriously ill. No morally upright society will leave that patient to suffer. Treat
ment will ultimately be received. Relying on this, many people will develop a “free rider” 
attitude: “I will not insure myself because society will help me anyway.” Society, in its 
own interest, is defending itself from such “free riding” when it makes minimum insur
ance cover compulsory. On this, see the study by Lindbeck and Weibull 1987.
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covers the costs of their basic provision. The contribution is not uniform, 
but redistributive in nature. The service, on the other hand, is uniform; 
all citizens have the same basic provision available to them. (Obviously 
they will not have recourse to the provision to the same extent, 
which will depend on their state of health.) Under mechanism B the 
state guarantee manifests itself in a universal entitlement, whereas 
under mechanism A it applies through targeted assistance to those 
in need.

M echanism  A  and m echanism  B bo th  offer the public broad  
opportun ities to  buy auxiliary health  provision, openly and legally, 
e ither paying out of o n e’s own pocket or taking out private, voluntary 
insurance.

Neither mechanism has a laissez-faire character, but they differ in the 
degree to which individual sovereignty is curtailed by state intervention 
and income redistribution. The procedural and institutional choice made 
by citizens will certainly be influenced by what general attitude they take 
to limiting individual sovereignty, state intervention, and income re
distribution. The administrative costs of financing the health sector out 
of public funds are considerably less, and it eliminates the danger of a 
decentralized insurance institution becoming insolvent. Another danger 
with decentralized insurance is that the insurer may avoid high-risk 
clients, although this tendency can be countered to some extent with reg
ulation and high-risk-adjustment schemes. On the other hand, the usual 
drawbacks of monopolies appear: defenselessness of clients, enfeeble- 
ment of service, and loss of the incentives provided by competition. 
However, let us lay aside for now the debate about the advantages and 
drawbacks of mechanisms A and B. Another criterion must be consid
ered: the question of what is feasible, institutionally and politically. Here 
the initial state is decisively important.

There are debates going on about health-care reform in many devel
oped market economies that have an extensive and sophisticated decen
tralized insurance sector. In the United States, for instance, most people 
are familiar with the decentralized system and attached to it. They would 
not be prepared to abandon it in favor of a nationalized, redistributive 
system of health-care financing paid for by taxation.11 With that as the 
initial position, the feasible institutional means of applying principle 2, 
the solidarity principle, is mechanism A -  provided the democratic polit
ical process is prepared to accept it.

R ecom m en dation s fo r  the H ungarian Health R eform

11 This was confirmed when President Clinton’s plan for reforming the health service suf
fered a political defeat. Most people recoiled in alarm from the idea of a comprehen
sive state (federal) insurance system.
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The situation is different in post-socialist Central and Eastern Europe, 
including Hungary. Here the initial position is a system of comprehen
sive state financing of the health system, in an extreme paternalist form. 
There is hardly a trace of any system of decentralized, private medical 
insurance. A jump to mechanism A from an initial position like that 
would certainly cause serious disturbance in the system of provision. The 
old institutions would cease to work before the new had begun, causing 
an institutional vacuum. A vacuum of that kind sometimes occurred in 
the narrowly defined business sphere during the first phase of the post
socialist transition. That vacuum was among the main reasons why there 
was a dramatic drop in production and the transformational recession. 
Although the slump in the business sphere caused grave hardship, it 
remained endurable. It would be unbearable in the health sector. The 
public cannot be left without an appropriate system of financing basic 
health provision, irrespective of where the dividing lines are drawn. The 
changes must take place smoothly, without any upheavals.

So my recommendation is to have two phases of reform. The first intro
duces mechanism B. This substantial alteration in the state financing of 
the health-care system includes a significant strengthening of individual 
sovereignty but retains many aspects of the previous mechanism. The 
development of decentralized private insurance is already beginning in 
the first phase.

The beginning of phase two is conditional. One condition concerns the 
institutions. Let us assume that this condition is met, that is, a system of 
sound, reliable medical insurance providers has developed, as the advo
cates of mechanism A hope, and satisfactory legal regulation and state 
supervision of their financial situation is in place. This development has 
occurred in an evolutionary way. The decentralized insurance industry 
has shown it is viable and has increasingly gained the confidence of the 
public. That confidence will be shown not by declarations but by a mass 
move to take voluntary medical insurance cover. Decentralized medical 
insurance needs to reach a critical, threshold level of development before 
the introduction of mechanism A can gain the requisite political support. 
Achievement of this critical level constitutes the second, political condi
tion for the beginning of the second phase. There is no way to predict 
what preferences the public will show on this question. It would not be 
right to thrust mechanism A upon them. It can only be introduced gen
erally by law if the majority of the public, in possession of the requisite 
information and experience, agrees with that course of action.

Having looked at the dilemma over the institutional mechanism, let 
us return to the question put earlier. Where should the dividing line 
between basic and auxiliary provision be drawn? When I seek an answer
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to this question, I assume that the framework just described pertains -  
that the first phase of the reform I recommend has begun. In other words, 
people have decided that basic health provision will still be provided 
mainly out of public funds.

Recommendations for the Hungarian Health Reform

Reform on the Demand Side: Distinguishing Basic 
from Auxiliary Provision

One idea often heard during the debates on the health-care system is that 
the doctors should decide where to draw the line between basic and aux
iliary provision. I think this statement is untenable in this simplified form. 
It is a cheap piece of evasion to replace this dilemma with other problems 
of choice, for instance by considering instead the dividing line between 
interventions absolutely necessary from the health point of view and oper
ations of a purely cosmetic character. The latter are obviously a “luxury 
service” for those who want to pay for it. This distinction can be drawn 
without any great crisis of conscience; that is not the dilemma that I tried 
to point out in the opening section. The truly hard decision occurs when 
medically justified health-care expenditures cannot be placed within the 
scope of basic provision to be guaranteed and financed by the state.

Deciding the total expenditure on basic provision -  placing an upper 
limit on the aggregate, macroeconomic-level volume of these items of 
spending -  is not a medical decision, in my view. It has to be realized that 
wherever the line is drawn, there will always be some medically justified 
course of treatment for some patients that cannot be squeezed into the 
macroeconomic budget.

The dividing line depends on two interdependent factors. One is how 
developed the country is -  how much the public can afford to spend on 
health care. The line drawn in Belgium will differ from the one drawn in 
Pakistan, although Belgians and Pakistanis may need the same total 
amount of treatment from a purely medical point of view.12 International 
experience suggests not only a strong relation between economic devel
opment and total health-care spending, but that the proportion of GDP 
spent on health care rises as a function of the level of development (see 
Figure 6.1).13 Looking at the longer-term averages for countries, this

12 Disregarding the geographical and climatic factors.
13 Too much significance should not be attached to the exact position of the regression line 

in the figure, because there is a high degree of uncertainty about the data behind it. Dif
ferent statistical definitions and approaches result in differing estimates, which would, for 
instance for 1996, move between 6.7 and 7.5 percent. However, it seems that the point rep
resenting Hungary is above the line. So the calculation suggests that Hungary spends no 
less -  indeed, it spends more -  on health care than its level of development would warrant.
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Share of GDP spent on health (%)

Figure 6.1. Income and health spending in seventy countries, 1990.
Note: The data for Hungary are 6 percent and 6,080 

international dollars respectively (World Bank 1993: 297).
Source: World Bank 1993:110. From World Development Report 1993 by World 

Bank. Copyright © 1993 by The International Bank for Reconstruction and 
Development/The World Bank. Used by permission of Oxford University Press, Inc.

means their total health-care spending rises more steeply than GDP. 
Furthermore, if this relation pertains, it clearly allows a more developed 
country to provide a greater total volume of state-guaranteed basic 
provision than a less developed country.

The other factor on which the position of the dividing line depends is 
the amount of tax a country’s citizens are willing to pay to finance the 
basic health provision. This is not a question of commercial insurance 
but of redistribution, in line with the requirements of specific egalitari
anism, so that households cannot decide about it individually. This has 
to be a collective choice made by the community of citizens through the 
democratic process.

Once the upper limit on the amount to be spent on basic provision has 
been set at the macroeconomic level, the medical profession takes the 
leading role in deciding how to use the macroeconomic amount that can 
be spent on basic provision.14 In practice this includes drawing up a

14 I say the leading role, not exclusive responsibility. Committees deciding about micro- 
economic allocation should also include experts conversant with the economic, legal, 
and ethical aspects of the health system. It is also worth considering the idea enabling 
voluntary associations of various groups of patients to have a say.
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schedule of the items that can be financed as basic provision, allotting 
the funds, and taking other allocation decisions on the microeconomic 
level.

More will be said later about microeconomic allocation of the macro- 
economic sum available. For the moment, let us return to setting the 
macroeconomic limit and the democratic political process this entails. I 
have no naive expectations in this respect. I realize that this process does 
not reflect the “popular will” perfectly. There are several factors that 
affect the development of voters’ preferences, including some that are 
undesirable according to my system of values. Furthermore, once these 
preferences have formed, there are frictions and distortions in the way 
they find expression in the political process. Nonetheless, I am certain 
there cannot be any substitute for the democratic political process, once 
the premise is accepted that the state will guarantee equal access to basic 
health provision.

The aim must be to reduce the distortions and frictions appearing in 
the political decision-making process that governs state financing of 
health care. Most such problems arise because the financing of the sphere 
is opaque. The average citizen is uncertain what is going on. Many people 
are misled by lies and half-truths into misjudging the situation. These lies 
and half-truths must be swept aside, so that the state financing gains 
transparency. The following rules would help greatly to achieve this:

1. Let us abolish the misleading term “social-insurance contribution.” 
To call a spade a spade, this is not an insurance contribution but a spe
cific kind of redistributive tax (which has an insurance premium com
ponent). The term applied is not immaterial for two reasons. On the one 
hand, it has a psychological effect on tax-paying, voting citizens. On the 
other, it has implications in constitutional law. There is no direct con
nection here between what citizens individually pay to the state and what 
they individually receive from the state. By contrast, an insurance trans
action can be expected to provide greater compensation (if there is a 
claim) to those who pay a higher premium.15

2. Let us abolish the misleading distinction whereby employers pay 
part of the health-care contribution and employees the rest. In fact the 
employer views the whole contribution, which is mandatory and uniform, 
as a component of wage costs and effectively subtracts it from the total

15 This criterion came up when the Constitutional Court was examining Hungary’s 1995 
package of economic stabilization and adjustment measures. The Constitutional Court 
called for the kind of “proportionality” between the social-insurance contributions and 
the services provided that can be expected of an insurance transaction. This propor
tionality cannot be required of a tax, although there are, of course, constitutional limits 
on taxation as well.

Recommendations for the Hungarian Health Reform
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compensation paid to the employee. Because the whole social-insurance 
contribution is reckoned against the employee’s total gross wage, it is the 
employee who really pays it. So wages have to be “grossed up” when the 
reform is introduced, and the health-care contribution then deducted 
from them. Employers have to be made responsible for withholding and 
transferring the contributions.16

3. In the light of points 1 and 2, a new kind of “earmarked” health tax 
needs to be introduced. Basically, this will be a levy of an income-tax 
nature. At the moment of introduction, it will not raise by a penny the 
fiscal load on any employee who has previously paid social-insurance 
contributions (along with his or her employer). It will simply express 
openly and make it transparently plain who is paying for the state- 
financed health care and how much they are paying. Taxation experts dis
agree about whether the advantages deriving from the transparency of 
earmarked taxes outweigh their disadvantages, above all their inflexibil
ity, the way they tie the administration’s hands by preventing realloca
tion. Without wishing to commit myself in the general debate, I would 
maintain my proposal for an earmarked tax in the health sector. The 
clear correspondence between the health tax and basic health care could 
be an effective weapon against the still prevalent fiscal illusion inherited 
from the socialist system, the false notion that health care is “free.”

4. There must be legal regulation of all the compulsory, direct copay
ments to be paid by patients under the state-financed system of basic 
provision.

5. It must be emphatically declared that the “earmarked” health tax 
and the compulsory direct copayments are to be used exclusively for 
financing the basic health provision. Conversely, the same declaration 
must state that the health tax and the copayments are the sole source 
from which basic health provision can be financed. Other items of budget 
revenue may not be used for that purpose. There must be a one-to-one 
correspondence between the compulsory payments for basic health pro
vision and the macroeconomic sums of the payments made with them.17

By these means it will become clear that the community of citizens has 
to decide, within the frames of legislation, how much the total compul
sory payment for basic health provision should be and, thereby, what

16 A different situation arises if the employer goes beyond the legally required, compul
sory, and uniform insurance contribution and makes a further, voluntary, freely deter
mined contribution to the employee’s health insurance. That extra can be interpreted as 
an employer’s contribution.

17 A reserve fund will have to be built up, to bridge any short-term gap between receipts 
and expenditure. The budget can be allowed to cover such deficits only temporarily, until 
the reserve fund has accumulated.
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should be the macroeconomic limit on expenditure for basic provision. 
That will end the intangible specter of “underfinancing.” Basic health 
provision will be underfinanced only if the public, through its political 
representatives, has voted for a certain health tax and compulsory copay
ments, but these have not been collected, through negligence by the 
authorities charged with doing so. If the sum has been collected, that 
must be taken to be the macroeconomic volume of financing desired and 
endorsed by the community of citizens.18

If some members of the medical profession think this sum is too small, 
they can lobby to have it raised. They can try to persuade citizens to vote, 
through their representatives, for a higher rate of health tax and higher 
direct, compulsory copayments. If they succeed, they will have a larger 
macroeconomic volume available for basic provision. If they fail, the 
limit is determined, and further argument can only be about the alloca
tion of it.

6. Institutional forms and procedures for microeconomic allocation of 
the macroeconomic budget have to be devised. I think some of this task 
could be performed by expert committees; there could be a territorial 
decentralization of this process. A health council would have to be 
formed, to give direction in principle to the allocation. The members 
should be doctors and other professionals whose expertise and personal 
integrity would guarantee that objective and humane decisions were 
taken. What is needed is a respected body free of political influence, anal
ogous, for instance, to the Federal Reserve Board that runs monetary 
policy in the United States.

Allocative decisions of two kinds are required. On the one hand, 
guidelines, criteria, and perhaps itemized lists need to be compiled, to 
show what activities can and cannot be covered by basic care, at the 
prevailing level of macroeconomic funding. This highly difficult and 
intricate task has to be tackled, to prevent a mass of arbitrary, ad hoc 
decisions being taken.19 The starting point can be present practice: basic

Recommendations for the Hungarian Health Reform

18 Dr. Attila Kiss, head of a large Hungarian hospital, interviewed in the country’s largest- 
circulation daily (Tanács 1998), expressed a view widespread among doctors when he 
spoke, and I quote, of the “chronic underfinancing” of the health-care system. Compared 
with what? Did he mean by comparison with the level of financing that doctors working 
in the hospital could spend to the marginal positive utility of the patients? That is cer
tainly the case, but the same could be said of every hospital in the world.

19 Although there is no one case that can be clearly taken as a pattern, there is experience 
available of setting guidelines of this kind. Much attention has been aroused in the United 
States by the list compiled in the state of Oregon, containing the health provisions avail
able free to the elderly. Rather than the list itself, the political and professional procedure 
for compiling it and the principles that lie behind it are what merit careful study. (Among 
the works setting out the principles for establishing priorities among treatments and inter
national experiences with these, including the Oregon project, see Ho 1998.)
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care consists of the what patients in Hungary generally receive at 
present. Subsequently, initial state will have to undergo corrections. 
As time goes by and the macroeconomic budget increases, further activ
ities can be included in the sphere of basic care.

On the other hand, the total must be divided among various groups of 
costs (e.g., wages or equipment), or among various medical treatments 
and branches (e.g., preventive spending versus treatment of the sick, or 
internal medicine versus surgery). The simple arithmetic of this kind 
of allocative decision making has to be acknowledged: more for one 
purpose means less for another. The institutions entrusted with the 
microeconomic allocation have to establish the desirable proportions 
and priorities. There will be no evading this by demanding a higher 
macroeconomic limit.

7. Patients must receive a detailed bill from the hospital or outpa
tients’ clinic, showing as accurately and exhaustively as possible what 
tests and items of treatment were received and how much they cost. The 
bill should also show how much of the expenditure is financed out of 
public funds and how much out of copayments. If the auxiliary care is 
later financed by a private insurer, let the insurer’s contribution appear 
on the bill as well.

Naturally this proposal cannot be applied from one day to the next. 
First of all, the accounting bases for it have to be established. Presenting 
a bill would encourage financial discipline and more efficient operation. 
Most important of all, it would help to dispel the fiscal illusions by 
increasing patients’ tax and cost awareness.

Implementation of these seven practical institutional and procedural 
proposals could promote acceptance of the reform among those con
cerned, above all among the general public. It could have a cleansing 
effect on political debates surrounding health care. The more transpar
ent the connection between public revenue and public expenditure in 
the health-care system becomes, the easier it will be to counter the cheap 
demagogic arguments in favor of less tax but more spending.

It is desirable to reduce the rate of health tax, which will be quite high 
at the initial state from which the recommended reform begins.20 
However, if the conditions just described are respected, this reduction 
can be achieved only in the following way:

20 The first, rough calculation was based on the following assumptions: the tax will be levied 
only on income previously liable to social-insurance contributions; the direct, compul
sory copayments will not increase; and the total expenditure on basic health care will 
not fall. Under these circumstances the rate of health tax would make up almost 20 
percent of grossed-up wages.

194



• Most importantly, let GDP grow, and the country’s national health 
expenditure can rise accordingly. However, it should happen in a 
way that changes the ratio between “basic provision” and “auxiliary 
provision” in the latter’s favor. The macroeconomic limit to what 
can be spent on basic provision may rise, but only at a rate lower 
than the growth of GDP. This will allow the rate of health tax to fall.

• Widen the tax base. The health tax has to be levied also on income 
tha t has legally escaped from  the social-insurance contribu tion  so 
far.

• W ithin the m acroeconom ic limit on financing, raise the p roportion  
of the direct, com pulsory copaym ents -  in o ther words, reduce the 
part to  be financed by the health  tax.21

By combining these methods, the rate of tax can be gradually reduced, 
and to a significant extent, while raising, not lowering the macroeco
nomic limit prescribed for basic health provision.

Now let us turn to auxiliary provision. The total macroeconomic-level 
volume depends solely on the combined effect of decentralized indi
vidual decisions: how much of their money individuals want to spend, 
directly or through voluntary insurance, on health care for themselves 
and their families. I am sure this sum would be sizable right from the 
start and steadily increase thereafter. It is not only the rich who are pre
pared to reach into their pockets for the health of themselves and their 
families, but many people in the middle- and lower-income brackets 
as well.

One grave shortcoming of the present system is that it leaves very little 
scope for citizens to finance their own health costs if they insist on doing 
so under legal, transparent institutional conditions. The law allows 
people to spend their money for all kinds of extravagant purposes. Yet 
it leaves no way, under openly recognized institutional forms, for people 
to pay themselves for more tests than would be paid for out of public 
funds, or openly to pay more for the doctor of their choice, who charges 
a higher fee on the basis of his or her authority, expertise, and reputa
tion. This is a serious breach of principle 1, the autonomy of the indi
vidual. One of the main tasks of the reform is to overcome these 
shortcomings and ensure that consumer sovereignty applies to this field, 
at least in part.

When this change has occurred, along with the reform of public 
finance described earlier, it will emerge what total health-care demand

21 It should be noted that although the principle of supporting the needy can apply to direct
copayments, they are far less redistributive in character. Although patients pay only
some of the cost, their expenditure is a function of the service received.

R ecom m en dation s fo r  the H ungarian H ealth  R eform
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is generated by the two main kinds of financing: public and private. With 
some distortion and friction, this will express how much the country is 
willing and able to spend on the sector.22 This is the level of health-care 
financing that the community of citizens accepts, through the mediation 
of the political process and the health-care market. In my view, financ
ing the demand in this way constitutes the complex procedure whereby 
a democratically arranged market economy, under present Hungarian 
conditions, can address the fundamental problem of scarcity of health
care funding.

To conclude the sections on the financing of demand, it becomes pos
sible to sum up the answer to the first question presented in the intro
duction. Who is authorized to decide on inclusion-exclusion matters? 
The procedures and institutions recom m ended in this study b reak  this 
overall decision down into several partia l decisions and divide the 
spheres of au thority  as follows:

1. All citizens have a right of access to basic provision, guaranteed 
by the state.

2. The community of citizens, by way of the democratically elected 
parliament that represents it, alone has the right to establish the 
macroeconomic budget for the basic, publicly financed provision 
accessible equally to all. This is where the main dividing line runs 
between the competence of the state and the competence of the 
individual.

3. The bodies of doctors and o th e r professionals have prim ary 
responsibility for deciding the specific m icroeconom ic allocation 
of the m acroeconom ic budget voted  for basic provision.

4. In addition to that, all citizens may decide in a sovereign fashion 
what auxiliary provision to buy with the intermediation of the 
market.

Reform on the Supply Side

The two previous sections examined the financing of the demand for 
health care. Let us now turn to the supply side, the provision of health 
care. I had a curious feeling of déja vu as I studied the present state of 
Hungarian health care. What I found was reminiscent in many respects 
of the reforms conceived in the final stages of Hungary’s Kádár period,

22 Mention has not been made so far of the curious “gray economy” in the health sector -  
financing in the form of gratuities to staff. This is considered later, in the next section. 
So long as gratuities continue, they augment the financial resources of total demand, of 
course.
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in a spirit of “market socialism.” The situation then was described as 
“neither plan nor market” (Bauer 1983) but a mixture of the two that 
tended to combine the drawbacks rather than the advantages of each. 
Whereas the “business segment” of the present-day economy operates 
according to the rules of a real market economy, most of the health sector 
is a whole chapter behind, still immersed in market socialism.23

State ownership continues to dominate the secondary and tertiary 
levels of health provision: specialist outpatients’ clinics and hospitals. The 
assignment of real property rights, however, is muddled and opaque. 
According to the letter of the law, the owner of such facilities is the local 
government. The local government appoints the responsible head of a 
hospital or a clinic, but in practice it has no say in its financial matters, 
not least because it has no resources for the purpose. Again according 
to the letter of the law, the head of a hospital or clinic has wide powers 
and responsibilities. In actual fact his or her hands are tied in sundry 
ways, and there is frequent intervention from above, just as there was 
under the ambiguous system of market socialism. On the other hand, the 
head of a hospital or clinic can take advantage of the fact that the budget 
constraint is a soft one. Although there is a budget that has been passed, 
exceeding it does not have dangerous consequences; eventually the 
unpaid bills will be met and the debts written off. If the financial author
ities should try to impose some financial discipline, a protest movement 
immediately springs up, outraged that patients may be left without treat
ment on inhumane, fiscal grounds. In cases like these, no attempt is made 
to tackle the fundamental problem of scarcity in health provision in a 
constructive, cooperative way. It is approached in a destructive fashion, 
with “every man for himself,” which creates anarchic conditions. The 
money goes to those who shout longest and loudest. The outcome is that 
budgets are regularly exceeded and costs soar unrestrained.

In some ways the situation is worse than it was under market social
ism. The allocation of investment, meager in any case, is almost totally 
centralized, and depreciation procedures are unsettled. The system 
of wage control is more centralized and rigid than it ever was during 
the market-socialist reforms, and even under the extreme, classic 
command economy that preceded them. Doctors and other health 
workers count as public employees, which constrains their pay within a 
rigid, narrow scale.

23 What I term the business sphere is the sum of the sectors of the economy that operate 
outside the welfare sector (or social sector in American parlance). This is commonly 
called the “competitive sphere” in Hungarian economic jargon, which characterizes well 
the public belief that competition is admissible in the business world but not in the 
welfare sector.

Recommendations for the Hungarian Health Reform
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Table 6.1. Share o f Private and Public Health Providers in Public 
Financing in Hungary in 1998“

Owner of Health-Care Providers

Type of Care State Local Authority Private Other

Primary 0.03 18.63 81.21 0.13
Dental 7.03 55.35 37.18 0.43
Outpatient 17.81 79.62 1.46 1.11
Hospital 26.60 72.05 0.33 1.03

" A s a  percentage of total financing by the National Health Insurance Office (OEP) of the 
different service sectors.
Source: T he tab le  w as com piled  by C ecilia H o rn o k  from  d a ta  supp lied  by the  OEP.

Conditions incompatible with a market economy are also conserved 
by the fact that the social-insurance system is the sole buyer from a hos
pital or a clinic. Although the social-insurance system has no adminis
trative authority over the providers, its dominant, monopsonistic position 
allows it to dictate its own terms.

As with the business sphere under market socialism, one of the 
main achievements of the post-socialist health system is that a 
legal private sector has appeared, operating in a narrow sphere in 
various forms:

• The most important reform so far has been privatization of the 
primary level of provision. As Table 6.1 shows, more than 80 percent 
of primary-care physicians have ceased to be public employees since 
the reform and have contract relations with the social-insurance 
system. Although the privatization has not been consistent, so that 
there are still many strands tying primary-care doctors to local gov
ernment, it has been a great step forward toward creating a health
care market.

• Many doctors and some other health-service employees (phy
siotherapists, masseurs, and so on) whose main job is in a state 
hospital or outpatients’ clinic run a private practice as a sideline. 
However, individual private practice accounts for only a tiny frac
tion of all medical provision.

• There already exists a very small number of privately run hospitals, 
clinics, laboratories, and other health-care institutions employing a 
larger number of staff (see Table 6.2), but as it turns out from Table 
6.1 the share of private hospital care in public health-care financing 
accounts for a mere 0.3 percent of the total.
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Table 6.2. Share o f Private Specialist Providers in Budapest

Number of Licenses Issued
in 1999“

Share of Private
Specialties Total Private Providers6 (%)

Internal medicine 1,892 1,217 64
Surgery 726 166 23
Obstetrics/gynecology 485 289 60
Pediatrics 478 324 68
Lung 155 38 25
Ear, nose, and throat 188 107 57
Ophthalmology 228 131 57
Dermatology and

venereology 176 132 75
Psychiatry“ 278 69 15
Urology 131 59 45
Primary-care dentistry and

stomatology 1,974 1,877 95
Remedial gymnastics and

massage 129 82 64

“ Licenses were issued under several categories: physician in private practice; health-care 
entrepreneur; private clinic; unit of a public or private, nonprofit or for-profit hospital. 
b Calculated as the percentage of column 2 to column 1. Following from the licensing mech
anism, this ratio does not reflect the number of patients treated in the private sector, or 
the number of doctors working there. 
c Neurology excluded.
Source: Personal communication by István Felmérai of the National Public Health and 
Medical Officers’ Service of Hungary, 2000.

Alongside this legal, restricted private sector there is a flourishing and 
widespread “gray economy.” It is a widespread practice for patients to 
give gratuities to the doctor or other medical staff who treat them.24 The 
main recipient is the doctor in direct contact with the patient, although 
with hospital treatment, a gratuity is often given to that doctor’s supe
rior, the chief physician of the department. It is customary to give gra
tuities to nurses, masseurs, physiotherapists, and others who administer 
diagnostic tests. Patients feel they are not only expressing thanks but 
paying for the special attention or even privileges they have received -  
for instance, not having to queue for a test or an operation, or simply for 
admission to hospital. Patients give gratuities so that they will be placed

24 The Hungarian euphemism is “gratitude money.”
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in a smaller ward or even a private room. There is no transparent scale 
of tariffs, of course. Patients are unsure of themselves and ask each other 
how much to give, often trying to outbid each other to make sure they 
receive the extra attention they are buying.

The doctors and other health staff have ambivalent feelings about this 
practice. A relatively small number of them profit greatly by it. Some 
hospital heads of department are almost feudally possessive about the 
beds in their wards, waiting for a rake-off from all who occupy them. 
Undoubtedly, the range of some kinds of provision available is not 
unconnected with whether the patient pays a gratuity, and if so, how 
much. Nonetheless, most doctors and other health staff feel that gratu
ities are an unreliable, unpleasant, and often demeaning way of being 
compensated for their work. They do not let their relations with patients 
depend on how much gratuity they pay. However, that does not mean 
that for many of them this is not an accustomed and indispensable 
component of their family income.

What direction should the reform take?
I think it is desirable for the private sector to expand. Foreign 

experience, not just in Europe but also in the United States, shows that 
even in a developed market economy, there remains a high proportion 
of hospitals and clinics that are publicly owned, or run by nonstate, 
nonprofit organizations. Nonetheless, looking at the proportions in 
Hungary today, there is still room for the private sector to grow very 
substantially.

There is no need for any uniformly conducted privatization campaign 
that follows centrally devised patterns and has a completion date by 
which the publicly owned organizations have to be transferred to private 
hands.25 Institutions based on private ownership, or various combinations 
of private and public ownership, should be allowed to develop in many 
different forms, through initiatives from below.26 Equipment, premises, 
or provisions in public hospitals and clinics could be leased to private 
health-care businesses. So long as the buyers are professionally and com
mercially reliable, state-owned organizations could be sold outright to 
private firms or nonprofit institutions. Much wider scope needs to be 
given for professional groups of doctors or other health staff to estab
lish private firms that provide specific services. It must also become

25 My recommendation for the business sphere was always to avoid privatization cam
paigns and the imposition of uniform, schematic solutions. Instead I advised a more 
varied, evolutionary approach to the transformation of ownership relations.

26 Combination of private and public ownership did appear already in Hungary. See Orosz 
1995.
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possible for decentralized, independent, for-profit or nonprofit insurance 
institutions to arise, integrating the functions of insurance and primary- 
care medicine.27

It would be desirable for the unfortunate gratuity system to end even
tually, which would benefit both patients and staff. There is no need for 
strong administrative bans on gratuities or for efforts to enforce bans by 
imposing penalties. Interventions of that kind have been tried in the past, 
but they have never succeeded. Gratuities need to die out naturally. They 
will become superfluous once there is organized, institutional auxiliary 
provision, a fair system of financial rewards for doctors and other health 
staff, and legal differentiation of earnings.

Recommendations for the Hungarian Health Reform

The Interaction of Supply and Demand

It is essential for the expansion of the legal private sector and for the 
atrophy of gratuities to have essential changes in the system of financ
ing, beyond the ones discussed earlier. One of the keys to success for the 
reform is to apply the principle of sector neutrality, which, in Hungarian 
economic parlance, can be described as follows.

Buyers, even if they are buying with state funds, should not make their 
purchases dependent on whether the seller belongs to the state sector or 
the private sector. The period of market socialism was remarkable for a 
failure to apply this principle. When a state-owned enterprise or a state 
authority bought inputs, it had to obtain them from state-owned enter
prises wherever possible. This policy was either laid down as a rule or, if 
not, it was imposed on senior state-sector officers by the official climate 
of opinion. A private firm or a self-employed supplier could be consid
ered only if there was no state supply available. This pampered and gave 
privileges to the state sector and held back the development of the 
private sector. Remember that the input requirements of state-owned 
firms formed the overwhelming majority of aggregate demand at that 
time. This situation has remained to this day, not in the economy as a 
whole but in the health sector. The publicly funded social-insurance 
system is not impartial about whether to buy from the state or the private 
sector. It discriminates against the latter. To some extent it is forced to 
do so by the current regulations, and to some extent it shows bias vol
untarily, so to speak, because its managers know this is what is expected 
of them. So the public spirit of the socialist period (priority for state own
ership) lives on in the health sector.

27 These could resemble in their operational sphere and regulations the HMO or other 
“managed health care” organizations found in the United States. See Feldstein 1994.
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Let us take dentistry as an example. The social-insurance system pays 
fees to the dentists in state clinics for their work according to a set price 
schedule. Patients entitled to it according to the regulations receive the 
treatment free or against a copayment. Let us suppose that a private 
dentist charges a higher fee for some treatment than the social-insurance 
system is paying for the compensation of a doctor employed by the state. 
At present, if patients covered by social insurance go to a more expen
sive, private dentist instead, the social-insurance system does not even 
pay the part of the bill it would have paid if treatment had taken place 
in a state clinic. This is a typical infringement of the principle of sector 
neutrality. It gives patients a strong financial incentive not to go to a 
private dentist, which restricts the latter’s potential earnings.

Nonetheless, many patients go to private dentists, because they hope 
for better treatment and they can still afford the cost. On the other hand, 
most patients would not have a stomach operation in a private hospital 
and pay the full price of it if the social-insurance system would pay for the 
operation in a state hospital.28 So without demand generated by the social- 
insurance system, the supply offered by private hospitals does not extend 
to treatment that the social-insurance system finances in the state sector 
(and only in the state sector).This prevents the development of the private 
sector, which would be incapable of surviving if all its income came only 
from the patients’ pocket (directly or through private medical insurance).

Applying the principle of sector neutrality will mean that treatment is 
financed out of public funds, according to a clear price schedule, regard
less of the ownership form of the provider. That will be the minimum 
compensation, a fair price for giving the treatment in a reliable, pro
fessionally correct way, to an average standard. The reform will allow 
provider and patient to agree, within legal bounds, that the latter pays 
an extra fee for treatment, if the provider calls for it and the patient feels 
it is worthwhile. That will not deprive either side of the sum financed 
from public funds.

It will give an enormous boost to expansion of the private sector if 
sector neutrality becomes general. Healthy competition will develop 
between organizations offering the same types of provision, irrespective 
of their ownership form. Such competition will leave patients less 
defenseless and encourage higher quality and greater efficiency.

At the same time, the changes proposed will drive out gratuities. On 
the one hand, patients will feel they now have a real chance to buy above- 
average treatment for extra money. On the other, the pay of doctors and

28 It is another matter that the patient receiving the “free” operation in the state hospital
gives a gratuity to the surgeon as a precaution.
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nursing staff will become legally differentiated. Pay differences will 
emerge, not only between public and private health care, but within pub
licly owned organizations as well, which will contribute to the simulta
neous assertion of principle 2 (public funding of basic care to an average 
standard) and principle 1 (the sovereign right for individuals to buy 
treatment they judge to be better than average).

One of the foundations of economics is that supply creates demand 
and demand supply. The present situation -  one in which both private 
supply and private demand are very limited -  reciprocally restricts their 
expansion. Sector neutrality will allow this vicious circle to be broken. 
If demand expands rapidly, it will become worthwhile creating private 
supply for treatment that has hitherto been a monopoly of state organi
zations. This wider supply will provide an attractive field for private 
medical insurers as well. So far there has been nothing to finance with 
private insurance. In this way there can develop a “virtuous circle,” in 
which extra demand promotes extra supply, which further enhances 
private demand, and so on.

Based on what has been said, it is possible to refine the four-point 
statement at the end of the section on the demand side. Sector-neutral 
financing makes it all the more possible for the country’s total health 
expenditure to reflect the sovereign choices of the community of citizens, 
not the preferences of politicians in charge of central planning. Not only 
will the community of citizens decide, through the political process, how 
much health care to finance out of their taxes, apart from the sums 
covered by private sources; citizens can also choose how much of this 
tax-derived public money earmarked for health care to spend in the state 
sector and how much in the private sector. This enhanced opportunity 
to choose may induce the community of citizens, through the political 
process, to express changes in their preferences and devote more (or less) 
to financing health care through the tax system.

To conclude the discussion of demand and supply, let me return to the 
first question in the introduction, about who is authorized to take the 
decisions relating to health care. Transforming the ownership relations 
on the supply side, placing financial incentives on a sound basis, and stim
ulating market forces will all help to give both to patients and to doctors 
and other health staff a more active, effective role in making specific 
health-care decisions.

Other essential aspects of the reform, which restrictions of space 
prevent me from discussing in this chapter, include the following:

• What changes should be made in the province and responsibilities 
of central and local government in financing health care, in

Recommendations for the Hungarian Health Reform
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exercising financial and professional supervision over it, and in the 
distribution of property rights?

• How should the settlement between the health-care provider and 
the financing institution take place? To what extent should there be 
a “fee-for-service” proportionate to the treatment given or a “capi
tation” calculation proportionate to the number of patients treated? 
To what extent should it be possible to tie down a certain provider’s 
capacity in advance by contract, and so on?29 The various methods 
of calculation produce quite different sets of favorable and unfa
vorable incentive effects.

These questions need  clarifying, w hatever the outcom e w ith the financ
ing institutions (tax, private insurance) and the p roperty  relations dis
cussed in detail in this chapter.

Concluding Remarks: What Support and What 
Resistance to Expect

The reform, which my book explores in more detail and of which this 
chapter presents a few of the main ideas, does not entail radical finan
cial restriction or spending cuts at the expense of patients. It does not 
promise rapid results, but it can bring a lasting improvement in the 
medium and long term. It can distribute the tax burden more equitably. 
It may also reduce the tax rates, improve incentives, and develop 
competition within the health sector that encourages more efficient 
provision. There is no obvious reason why the reform should attract 
appreciable resistance. It could count on broad, mass support.

In reality, however, the reception for the future reform is unlikely to 
be so enthusiastic. For one thing, some will become temporary or per
manent losers because of the transformation. For another, many who will 
not lose, or may actually gain, will be afraid of the change because they 
judge their interests mistakenly, or because they fear change as such.

The medical profession will presumably be divided in its reactions. 
There will be a direct loss to only two, partly overlapping groups. One 
consists of those whose position gains them more in gratuities than they 
would obtain by legal means through professional competition among 
doctors. The other consists of those who owe their present position of 
authority mainly to the bureaucracy and would find themselves relegated 
in a more market-oriented health sector. In fact the majority of doctors

29 A comprehensive review of this sphere of problems can be found in Newhouse 1996.
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Table 6.3. Physicians’ Income in Germany

Basis for Comparison

Average Income of Physicians Compared with 
Average Income of Other Groups of Earners (%)

1989
(Federal Germany)

1992
(United Germany)

All earners 313 404
Civil servants 296 382
Architects 214 163
Lawyers 140 144

Source: The table was compiled by Roland Habich (German Institute of Economic 
Research, Berlin) on the basis of official German income-tax statistics.

would gain by the changes. The greater the extent to which market forces 
apply in a country, the higher the medical profession rises on the earn
ings list. (See Tables 6.3 and 6.4.) The reform will mean that doctors who 
have hitherto received humiliatingly low wages can receive higher earn
ings by open, honest means. Their independence and opportunities for 
initiative and enterprise will increase.

The general public will be affected by the changes in two capacities. 
As patients, the one real change for the worse will be that they have to 
make a greater copayment for many treatments and medicines that come 
within the sphere of basic provision. Political wisdom would suggest that 
this extra load be placed on the shoulders of the public gradually, in line 
with the general rise in real earnings and the improvement of health
care services. On the other hand, patients will experience several favor
able changes: greater freedom of choice, a more open and transparent 
payment system, a lessening of their defenselessness, and, eventually, an 
improvement in quality.

The changes will also affect citizens as taxpayers. If the situation 
becomes more transparent, this will give citizens a clearer sense of how 
much they pay personally for health-care purposes and how much they 
receive in provision.30 There will be some people who achieve a positive

30 From this point of view alone it is worth ensuring that patients know, over as wide a 
field as possible, how much their treatment costs. For instance, on leaving hospital, a 
patient could receive a detailed invoice showing how much had been spent directly on 
the various treatments and how much of the hospital’s general costs can be attributed 
to the patient. It should also emerge how much of this is paid out of public sources and, 
if applicable, how much the patient has to pay directly. Apart from that, the invoice 
system would allow patients to check whether they had actually received the treatment 
for which the hospital was charging.
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Table 6.4. Physicians’ Income by Selected Specialties 
in the United States in Comparison with Average 

Incomes, 1993

Average income 100
Average income of physicians 496
Primary care 350
General surgery 716
Anesthesiology 701
Radiology 763

Average income of those with university degree 100
Average income of physicians 286

Note: T hose inc luded  in th e  tab le  ho ld  un iversity  deg rees n o t 
h igher th an  B ach e lo r’s degrees.
Sources: The data on average incomes used as the basis for 
comparison come from the U.S. Bureau of the Census (1996: 
462), and on medical specialties from the Physician Payment 
Review Commission (1996: 307-20), and were collected by 
Karen Eggleston.

balance, because they have paid relatively little but much has been spent 
on them and their dependents. There will be some who feel they are on 
the losing side, as insured persons (because luckily they are healthy) 
and/or as taxpayers (because they pay tax on a high income).

Up to now, the main cost of financing basic health provision has been 
borne by wage and salary earners (see Table 6.5). The greater the success 
in altering the proportions of the tax load and widening the tax base -  
one of the reform’s tasks -  the more today's free riders’ can be drawn in 
as taxpayers. This brings up one of the well-known problems of political 
economy: the relation between the distribution of the tax burden and the 
political voting preferences of citizens. Today, the load of health-care 
expenditure is unfairly distributed. Altering that distribution and im
posing tax on hitherto untaxed income will gain the reform friends and 
enemies in Parliament. The resistance is likely to be lessened because 
many of those who oppose redistributive taxation in general are more 
prepared to accept a specific egalitarianism in health care. They will 
endorse this more easily if it can be guaranteed that the extra tax they 
pay will be used exclusively for ensuring that everyone has equal access 
to minimum, basic health-care provision.

But how are these proposals likely to be received in the political 
sphere? Transparency will be attractive to those advancing a clear, open 
health-care and taxation program, and repellent to those wanting to
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Table 6.5. Distribution o f Health-Care Provision in Kind Financed by Social 
Insurance and Social-Insurance Contributions, 1995

Recommendations for the Hungarian Health Reform

Categories of 
Insured

Average per Capita 
Expenditure (HUF)

Proportion of (%)

Population Provisioning Financing

Old-age
pensioners" 51,350 23.2 44.8 21.3

Employed 20,708 31.1 24.3 68.0
Self-employed 20,708 7.5 5.9 3.3
Unemployed 18,474 2.2 1.6 1.7
Other4 17,300 36.0 23.4 5.7

Notes: HUF = Hungarian forint.
“ Contributions of pensioners were not deducted from pensions, but paid by the pension 
insurance system out of its budget, in proportion to the pensions. As the study relates, this 
arrangement ended in 1997.
b All those insured as dependents of the insured, whose contributions are paid by the 
budget.
Source: World Bank 1997.

avoid taking a clear position and continue to sidestep the sensitive ques
tions of taxation and spending. The constitutional solutions proposed will 
be attractive to those who want to set the main figures for public spend
ing by parliamentary means. They will be repugnant to trade unions and 
employers’ federations whose representatives have so far had special 
powers over decisions on health-care finances, which they would lose 
under the reform. Finally, the position taken by politicians will depend 
on the social groups on which they build their support and on the set of 
values they put before their voters. The more they identify with the pos
tulates put plainly at the beginning of the study, the more prepared they 
will be to support the reform. If they profess principles strongly opposed 
to those postulates (for instance, an extreme individualist or, on the other 
hand, an extreme collectivist position), they will also reject strongly the 
practical proposals as well.

The reform outlined here should certainly be introduced gradually. As 
I mentioned earlier, there has to be time for the new institutions required 
to develop. There has to be time for people to adapt. A further argument 
for a gradual approach could be added here. There has to be time for the 
people concerned to comprehend the changes and how they affect their 
interests. Having said that, I would risk the following statement. Once 
the misgivings and anxieties have been dissolved and the effects of the 
changes have been presented objectively, the majority of the public will 
come out in support of the reforms.
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CHAPTER 7

Security through Diversity: 
Conditions for Successful Reform  of 

the Pension System in Poland

JERZY HAUSNER

The program for pension system reform launched at the beginning of 
1997 in Poland was called by its authors “Security through Diversity” 
(Security 1997). This title emphasizes that pension reform -  which is 
designed to ensure security for the insured -  must combine a pay-as-you- 
go (PAYG) pillar, a second, fully funded pillar, and a third, voluntary 
component. The program was prepared in the second half of 1996 by a 
team of experts appointed by Andrzej B^czkowski, who at that time was 
minister of labor and social policy and also the government plenipoten
tiary for social security reform. In the course of ten months or so, the 
government prepared and passed through the Parliament a legislative 
package consisting of three Acts, which laid the foundations of the new 
pension system:

1. The Law of August 28,1997, on the Organization and Operation 
of Pension Funds.

2. The Law of August 22,1997, on Employee Pension Programs.
3. The Law of June 25, 1997, on Applying the Revenues from Pri

vatization of a Portion of State Treasury Assets for Purposes 
Connected with Reforming the Social Insurance System. I

I worked on this material during my fellowship at Collegium Budapest in the spring 
of 1998. I would like to convey my gratitude to Collegium Budapest for providing an 
excellent working environment, and I am deeply grateful to János Kornai for his critical 
comments and valuable advice.

I feel obliged to state that from June 1994 until the end of December 1996, when holding 
the post of director-general at the Council of Ministers’ Office, I headed the team of advi
sors to Deputy Prime Minister and Minister of Finance Grzegorz Kolodko. Subsequently, 
from the beginning of February until the end of October 1997, when holding the post of 
under-secretary of state at the Prime Minister’s Office, I was government plenipotentiary 
for social security reform. While I do my best to be objective and impartial as far as pos
sible, my views might be influenced by my former actions and responsibilities.
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This package specified how revenue from privatization would be used 
to bridge the financial gap that had appeared, and will continue to widen, 
in the present PAYG pension system. In addition, it initiated reform of 
this system and launched a second (mandatory) and developed a third 
(voluntary) funded pillar of pension insurance. It also fully regulated the 
organization and operation of second-pillar pension funds. Moreover, it 
laid down the rules determining how employee pension schemes -  an 
entirely new and, in the future, dominant form of voluntary, fully funded 
insurance -  were to be set up and run.

The adoption of this package by Parliament represented the first initi
ating phase of reform and gave an impetus and direction to future phases. 
Moreover, it represented the crowning achievement of efforts made by 
numerous experts and some politicians since the beginning of the 1990s 
to reform radically Poland’s ineffective social insurance system.

This chapter does not provide a detailed presentation of this reform 
program but describes the circumstances in which it came to see the light 
of day. In particular, it presents the main lines of political and doctrinal 
division that stood in the way of the reform and shows how these dif
ferences were mitigated and overcome. I believe that this reform was 
largely made possible by the formulation of a clear and socially plausi
ble conception of the reform (“Security through Diversity”) and by the 
existence of an appropriate consultation mechanism for issues related to 
the program and the ensuing legislation.

Generally speaking, my analysis is restricted to the initial phase of the 
pension system reform, completed before the parliamentary election of 
September 1997. The second phase of the reform is entering a decisive 
phase as this text is being written (May 1998); it is thus too early for its 
evaluation at the moment. However, I supplement the present chapter 
with a brief epilogue on the work done since September 1997.

Security through Diversity

The Functioning of the Prereform Pension System

The beginnings of the pension system in Poland go back to the interwar 
period. It became a fully fledged universal PAYG system in the 1950s. 
Since that time, the way it operates has not fundamentally changed. Each 
new measure, especially those adopted between the 1960s and the 1980s, 
involved granting additional privileges to different occupational groups. 
In the 1980s, the system came to cover the rural population as well. 
Nonetheless, until the end of the 1980s the system operated in relative 
financial equilibrium, due in part to the gradual rise in the contribution 
rate. In the 1950s it amounted to 15 percent of gross earnings, but by the 
end of the 1980s it had reached a level of 38 percent.
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Strain within the system only began to be fully felt in the 1990s, but, 
in retrospect, it is quite evident that the earlier modifications made to 
the PAYG system gradually led to its deterioration. Recalling Lindbeck’s 
observations on the Swedish economy (Lindbeck. Chapter 5, in this 
volume), this was not the inevitable result of any master plan but the 
unintended consequence of many, isolated ad hoc decisions. The term 
“silent erosion,” used in a similar context by Ferge (1997: 1), although 
with clearly different intentions, describes this process very well.

The financial insolvency of the PAYG pension system in Poland is 
attributable to three sets of factors: those typical of modern societies in 
general; those specific to socialist and post-socialist societies; and those 
specific to Poland.

With respect to the first set, an aging population, caused among other 
things by a fall in the birthrate and a rise in average life expectancy, 
increased pressure on the system. Demographic waves, caused by popu
lation losses in the Second World War and the postwar demographic 
boom, also created growing difficulties over time.

The ratio of pensioners to the working population, or the demographic 
dependency ratio (DDR), stood at 20.6 percent in 1985. Since that time 
it has increased and will continue to grow until around the year 2000, 
when it will reach approximately 23.8 percent, in the years 2000 to 2005, 
the situation will improve slightly as increasing numbers of children of 
parents born during the postwar demographic boom reach working age. 
The coefficient will fall as a result to 23.1 percent. Then, however, those 
born during the postwar baby boom will themselves reach retirement 
age, after which the DDR will rise sharply, reaching 33.9 percent in 2020. 
In 1990, for every one person of retirement age there were 2.2 working 
persons. In 2005 this figure will still be 2.1, but in 2020 it will fall to 1.8.

The main problem arising out of the socialist system is the pressure of 
branch interest groups characteristic of such economies. It is often said 
that a PAYG system is susceptible to political pressures and bargaining. 
In socialist systems, where certain occupational branch groups, mainly 
in mining and heavy industry, gain excessive influence, this problem is 
particularly acute. I call this phenomenon “socialist branch corporatism” 
(Hausner 1994).

In Poland, this pressure can be most clearly seen in the privileges 
granted to miners. Average retirement age for miners is 59.4 years, com
pared to 65.7 for the general population. The average retirement pension 
for them is more than double.

The powerful political pressure exerted by miners did not wane even 
after the beginning of the economy’s transformation. Despite the fact 
that successive governments in the 1990s were aware of the financial dif-
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ficulties facing the pension system, as late as June 1994 -  during the Social 
Democratic-Peasant coalition government (SLD, the Democratic Left 
Alliance, and PSL, the Polish Peasants Party) -  legislation on pensions 
for miners and their families was amended in their favor. The mining 
industry is the main debtor of the Social Insurance Fund (FUS), and 
some mines regularly fail to pay their insurance contributions, even 
though they have collected them (Czepulis-Rutkowska 1996:198-99).

Among the factors specific to Poland are the protection of the pur
chasing power of pensions during the transformation-related recession, 
the policy of fighting unemployment by facilitating early retirement, and 
liberal legislation and entitlement regulations regarding disability status. 
The effect of all the causal factors discussed here has been to increase 
the total number of people receiving pension benefits in the 1990s. In 
1996, their number was nearly 30 percent higher than at the end of the 
1980s.

As a result, the system dependency ratio (SDR), the ratio of persons 
receiving social insurance benefits to persons paying insurance contri
butions, has increased steadily. In 1995 the value of the SDR exceeded 
the value of the DDR by close to 40 percent. As a consequence, Poland’s 
pension system is under severe strain and contributions have been 
increased. At the beginning of the 1990s, the rate was raised to 45 percent 
(31 percent according to net calculation), which means that Poland has 
one of the highest contribution rates in the world -  a fact that is under
mining the competitiveness of the economy.

The general financial effect of the causal factors discussed here was a 
dramatic increase in expenditure on pension benefits as a share of GDP 
(Table 7.1). In the years 1989-95, it more than doubled. This increase, of 
course, prevents any significant rise in spending on other social services 
and investment in human capital -  all the more so because, despite the 
rise in the contribution rate, the social-insurance system began to record 
a considerable deficit in the 1990s, which had to be financed from budget 
subsidies.

The data in Table 7.1 also indicate that while subsidies to the agricul
tural pension system were still growing, the deficit of the social-security 
funds declined in 1995-96. Three factors play a key role here: first, the 
favorable demographic trend connected with numerous age-groups 
reaching working age; second, falling unemployment; and third, a slight 
improvement in the collection of contributions.

These factors, however, did not represent a permanent improvement 
in the situation, for the favorable demographic trends were due to go 
into reverse after 2005. We can thus estimate very precisely that, 
ceteris paribus, expenditure on maintaining pension benefits would have

Security through Diversity
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Table 7.1. Expenditure on Disability and Retirement Pensions, 1990-95, 
and State Subsidies to the Social Insurance Funds (FUS, KRUS), as a 

Percentage o f  GDP

Item 1990 1992 1993 1994 1991 1995 1996

Retirement and disability 
pensions 8.6 14.6 14.2 15.8 12.6 15.6

Social Insurance Fund (FUS) 
subsidy _ 4.3 4.2 3.9 2.9 2.1 1.9

Farmers’ Social Insurance 
Fund (KRUS) subsidy 2.0 2.0 2.2 1.7 2.1 2.2

Sources: Author’s own calculation on the basis of data in Security 1997: 25 and N ational 
R eport 1997: 132.

increased rapidly after that date, reaching the alarming level of 22 
percent of GDP1 by around the year 2020.

The rapid growth in expenditure on pension benefits, as well as the 
need to heavily subsidize them, did put pressure on decision makers. 
The mechanism of backward-looking wage indexation for these benefits 
meant that periodically financial tension sharply increased. This tension 
was reflected, above all, in the inability to prepare a budget that would 
avoid the dramatic choice between a huge rise in the budget deficit and 
major cuts in expenditure on important social and economic goals. The 
successful defense of macroeconomic discipline by successive ministers 
of finance meant that it became necessary to weaken periodically the 
benefit indexation mechanism. With the help of so-called supplementary 
budget legislation, it was possible to limit the expected rise in retirement 
and disability pensions.

Such a course of action was opposed by pensioners and their repre
sentatives and became a major political problem, which helps explain the 
sharp fall in support for the post-Solidarity governments and their even
tual collapse in 1993.

The post-Communist opposition (SLD and PSL), which won the 1993 
elections and promised, among other things, a return to “fair” benefits, 
faced not only the same difficulties as before but also new ones. Public 
protests were accompanied by formal appeals to the Constitutional

1 It is worth comparing this indicator with analogous projections for highly developed 
countries. The data concern the year 2010: United States: 4.2 percent; Japan: 7.5 percent; 
Germany: 11.0 percent; France: 12.6 percent; Italy: 15.2 percent; United Kingdom: 4.6 
percent; Canada: 4.9 percent; Sweden: 8.1 percent (Chand and Jaeger 1996:14).
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Tribunal. On numerous occasions the tribunal ruled in favor of those who 
had questioned the amended regulations. The new parliamentary major
ity could have formally overruled the verdicts of the tribunal, but in most 
cases it did not, feeling bound by its election promises. The verdicts of 
the tribunal led to a further increase in the financial burden. The state’s 
unpaid debts to pensioners rapidly grew and came to form a significant 
portion of public debt.

In its rulings, the Constitutional Tribunal consistently recognized as 
unconstitutional the practice of periodically and temporarily suspending 
a portion of the state’s commitments to pensioners for fiscal reasons. At 
the same time, it clearly stressed that this did not preclude the possibil
ity of a permanent systemic change in the regulations, provided that such 
a change was preceded by appropriate legislation. Thus, it was only when 
legal and political factors prevented ad hoc manipulation of the pension 
system that the warnings of experts and the idea of major reform came 
to be taken seriously.

Security through Diversity

The Reform of the Pension System

Competing Reform Projects and Basic Principles

In June 1994 the medium-term “Strategy for Poland” program, presented 
by the new deputy prime minister and minister of finance (Grzegorz 
Kolodko), first advanced the idea of radically reforming the PAYG 
system. Although the government and Parliament accepted this pro
gram, no specific measures followed. The delay was due to a dispute 
between the minister of finance and the minister of labor (Leszek Miller) 
over a proposed change in the rules for indexing pension benefits from 
the existing wage-related system to a price-related one. This stalemate 
lasted until October 1996, when Miller was replaced. The new minister 
(Andrzej Bgczkowski) supported the idea of fundamental reform and 
the establishment of a multipillar system. He put a great deal of effort 
into getting the proposal for indexation passed by Parliament, which 
cleared the way for fundamental reform.

The heated debate between the minister of finance and the minister 
of labor, which lasted from mid-1994 to the beginning of 1996, did not 
simply concern the mechanism for valorizing benefits. Their visions of 
reform were also entirely different. The Ministry of Labor worked out a 
plan for rationalizing the PAYG system. In this plan, the role played by 
the funded pillar was marginalized.

These proposals -  initially adopted by the government in May 1995 
and then submitted to public consultation -  were regarded by the
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minister of finance to be insufficient. Therefore, an alternative plan was 
prepared at the Ministry of Finance modeled on the Chilean reform. It 
envisioned the replacement of the PAYG system with a fully funded one 
and the introduction of a minimum state pension. However, this program 
was never submitted to the government and was presented only as a 
background study.

The intention was to generate a debate that might produce alterna
tives to a modified PAYG system. Extensive public opinion research 
showed that the Ministry of Labor’s plan was perceived as conservative 
and that society expected more decisive reform. In the autumn of 1995, 
the government, summing up the results of social consultations, recom
mended the preparation of a version of the program that would give a 
greater role to the funded segment. The change in cabinet posts paved 
the way for a new program of pension system reform. Of key significance 
here was the attitude of the new minister of labor, Andrzej B^czkowski, 
who declared himself in favor of radical reform and began to cooperate 
closely with the minister of finance. B^czkowski held a unique position 
in the government. He was closely associated with the opposition, 
because he had originally been a member of Solidarity and in 1992, when 
still an activist, had been deputy minister of labor. He demonstrated his 
excellent skills as a negotiator and during the SLD-PSL coalition gov
ernment was appointed chairman of the Tripartite Commission on 
Socioeconomic Affairs, a body that had been established at the begin
ning of 1994. He gained wide recognition for his work as chairman and 
established a reputation as an excellent civil servant.

Quarrels in the governing coalition caused some members of the SLD 
leadership, including the prime minister, to try to establish dialogue with 
the opposition. Awarding Andrzej Bjiczkowski a ministerial post was one 
way of winning the trust of the opposition. With the support of the prime 
minister and the minister of finance, as well as the encouragement of the 
opposition, he was thus able to commence work on the new pension 
reform program, “Security through Diversity.”

Hence, the comprehensive program of fundamental pension system 
reform in Poland matured over the course of many years and was born 
during the impassioned debate with the advocates of rationalizing the 
PAYG system.

At this point, however, the advocates of the new multipillar system 
were mainly economists, whereas supporters of rationalizing the PAYG 
system were for the most part lawyers. This split resulted mainly from 
the fact that the legal doctrine of social insurance does not recognize 
funded pension insurance as being social in character. This was a serious
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problem, because if the Constitutional Tribunal were to adopt such a 
position, it could block radical reform.

In March 1997 the Legislative Council, an advisory body to 
the cabinet, examined the draft of the first legislative package of 
reforms in the context of the program as a whole. Most of the council’s 
experts and members were critical of the program, especially with regard 
to the draft proposals on pension funds. Despite this opinion, the gov
ernment accepted the draft acts, arguing that the “social character" of 
the pension system related to the whole system and not to its individual 
pillars.

As advocates of the multipillar system were gaining the initiative and 
preparing legislation, liberal-minded experts began to raise their own 
objections to the reform program. Their arguments, reinforced by the 
rapidly increasing number of foreign trust funds on the market, centered 
on limiting the PAYG pillar to a minimum, dropping the mandatory 
pension funds, and creating a large area for developing voluntary forms 
of insurance. This would also be achieved through generous tax relief. In 
a milder version, this plan involved rapidly reducing the mandatory con
tribution rate and giving a powerful stimulus to voluntary insurance, and 
only later introducing mandatory pension funds.

In the effort to counter such proposals, it was important to have a 
comprehensive program and to present it in the form of universally 
understandable and straightforward principles. These principles were 
formulated as follows (see also Kornai 1997): 1

1. Full security. The program must provide all age groups -  pension
ers (the grandparents’ generation), longtime employees (the 
parents’ generation), and new or prospective employees (the 
children’s generation) -  with a guarantee of economic security on 
termination of their working life or in case of inability to work.

2. Protection o f acquired rights. Benefits acquired prior to the 
moment the appropriate new legislation takes effect must retain 
their real value -  under the conditions of economic growth -  for 
the rest of the holders’ lifetime, and will be paid in accordance 
with previous principles. Thus, the reform does not apply to today’s 
pensioners.

3. Individual prudence. One of the foundations of the system’s secu
rity will be individual prudence, manifested through deliberate 
investment, in the form of appropriate social-insurance contribu
tions, which will translate into one’s future pension or disability 
benefits.

Security through Diversity
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4. A multisegment structure o f the pension system. High security of 
the system of pensions and disability benefits will result from its 
being based on three main pillars: PAYG, funded, and voluntary 
insurance.

5. Maximum freedom o f choice. Payment of the insurance contribu
tion will be mandatory, as it is now, but one will be able to choose 
the pension fund to entrust one’s savings to, and it will also be 
relatively easy to transfer savings from one fund to another. In 
addition, one will be able to decide (within certain margins) about 
the date of one’s retirement.

6. Transparency. Transparency will be ensured by the introduction of 
a universal system of individual social-insurance records and 
accounts. Besides, pension funds must be obliged by law to publish 
information about their financial results.

7. Active (regulatory) role o f the state. By regulating the functioning 
of the capital market and, in particular, supervising the operation 
of pension funds, the state should guarantee full security of the 
pension system.

8. Sustainable and balanced economic growth. The new system of 
pensions will utilize mechanisms of secure investment of funds.

Breaking the Bureaucratic Deadlock

As noted, the dispute between the minister of labor (Miller) and the min
ister of finance (Kolodko) hampered the chances of carrying out reforms. 
Efforts at political mediation from the prime minister (Waldemar 
Pawlak, then Józef Oleksy) and the SLD leadership proved ineffective. 
The minister of labor blocked the initiative of the minister of finance 
(indexation), while the latter, unable to submit his own proposals offi
cially, discredited the reform program prepared by the minister of labor.

As the stalemate continued into mid-1995, circles close to the minis
ter of finance and deputy prime minister for economic affairs came up 
with the idea of appointing a special government plenipotentiary respon
sible for social insurance reform. This proposal was fiercely attacked 
by the minister of labor and was not seriously considered until Andrzej 
B^czkowski became the new minister of labor.

B<jczkowski’s idea was to concentrate all the work relating to social- 
insurance reform in the hands of one person, including health-insurance 
reform, which was the responsibility of the Ministry of Health and Social 
Security. There was a serious danger that these two segments of social 
insurance, considered in isolation from one another, would be incom
patible. The minister of labor particularly feared that the earlier intro-

218



duction of health insurance might so complicate state budget finances 
that pension reform would have to be set aside.

The appointment of a government plenipotentiary would considerably 
simplify complex interdepartmental coordination. The plans of the 
minister of labor/government plenipotentiary would be considered by a 
special interdepartmental team and bypass the standing committees 
of the Council of Ministers (economic and social). This would speed up 
legislative work. By appointing a plenipotentiary for reform and as
signing this task to the new minister of labor, the Council of Ministers 
openly committed itself to supporting his reform-minded proposals. This 
strengthened the political position of the minister of labor and increased 
his prestige.

By becoming the government plenipotentiary, the minister of labor 
was also able to maintain that reform was entering a new phase and did 
not have to be entirely linked to the earlier reform program, which he 
had personally presented to Parliament on behalf of the government. He 
also could set up a separate office at the ministry which would be subject 
to his personal control, and which would make him independent from 
his deputies, whom he did not trust but could not dismiss.

The first of these assumptions -  that health care and pension reform 
could be coordinated -  proved completely incorrect; the government 
plenipotentiary gained no influence over health-insurance reform. Both 
reform programs have since taken separate paths, which may have 
serious consequences in the future. On the other hand, the other assump
tions turned out to be correct. Setting up an Office of the Government 
Plenipotentiary allowed prominent experts to carry out work on reform 
independently of the ministry and allowed the preparation of a complex 
and innovative reform program in a couple of months.

The reform of the economic and administrative center of the govern
ment, which came into effect on January 1,1997, added a new, important 
dimension to the situation.The adjustments made to the old system made 
it impossible to merge the post of minister with that of government 
plenipotentiary. Thus, the problem of the position and appointment of 
government plenipotentiary was once more placed on the political 
agenda. With the serious reservations of the new minister of labor 
(Tadeusz Zielinski), the government plenipotentiary (Jerzy Hausner) 
was placed in the office of the chairman of the Council of Ministers and 
directly subordinated to the prime minister. This gave him great freedom 
of action. Even with the highly unfavorable attitude of the new minister 
of labor, it was possible to perform essential tasks quickly.

During this period the plenipotentiary received yet another 
boost. Responsibility for the day-to-day running of the system was

Security through Diversity
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now to be separated from the task of long-term reform. The plenipo
tentiary and his colleagues could concentrate exclusively on reforming 
the system.

The appointment of a government plenipotentiary was not an antidote 
for organizational clashes and disputes. Yet in spite of many conflicts, the 
procedure for preparing draft legislation in the government functioned 
remarkably smoothly. An interministerial working group, presided over 
by the plenipotentiary and including representatives of all the ministries 
and central agencies concerned (mainly of the rank of deputy minister 
or departmental head), proved to be a very useful instrument.

The plenipotentiary, in his capacity as head of the working group, 
could impose a very intense pace of work. At group sessions the purely 
legislative aspects of draft projects could be corrected very quickly. 
Moreover, all disputes over content came to the surface during such 
sessions as well. Some of them could be settled through debate. Others 
required additional bilateral or, in extreme cases, trilateral settlements. 
Such decisions were immediately carried into effect by the plenipoten
tiary with the participation of the ministers concerned. When it was not 
possible to come to an agreement, which was rare, the plenipotentiary 
could quickly appeal to the prime minister for mediation. Thus, there 
were no surprises when a proposal finally got to the Council of Minis
ters for approval. Only rarely were alternative solutions submitted to the 
council for deliberation at its meetings.

During work on draft legislation, most reservations were aired by rep
resentatives of the Ministry of Labor and Social Policy. During meetings 
of the interministerial working group, they were made by the deputy 
minister responsible for problems related to social security. As a rule the 
minister of labor then submitted the same reservations in writing before 
sessions of the Council of Ministers and then repeated them orally, 
despite receiving written explanations. The minister of labor also sys
tematically questioned the methods employed in preparing draft 
legislation. He demanded that such projects should be examined by 
the Sociopolitical Committee of the Council of Ministers, submitted to 
various consultative bodies for review, and discussed by the Tripartite 
Commission for Socioeconomic Affairs, which he himself chaired on 
behalf of the government.

The attitude of the minister of labor and his representatives was es
sentially obstructionist. The minister publicly declared his support for 
reform but clearly distanced himself from the reform project worked out 
by the Office of the Government Plenipotentiary. This was mainly due 
to doctrinal differences, but matters of prestige certainly played a role 
as well.
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On the other hand, the minister of finance (Marek Belka after Febru
ary 1997) was very supportive of the measures and projects proposed by 
the plenipotentiary. The minister’s representatives made a number of 
criticisms and submitted many proposals of their own, but as a rule they 
went along with the plenipotentiary’s plans. Most discussions concerned 
the plan to use revenue from privatization to finance future FUS deficits. 
The fears of the budgetary department at the Ministry of Finance mainly 
centered on the role to be played by convertible bonds, which would 
enable the Ministry of the State Treasury to obtain revenue from the 
privatization of the largest enterprises to support pension reform. The 
Ministry of Finance believed that this would lead to competition in the 
market between different government treasury bonds. As a result of 
tripartite settlements involving the minister of the state treasury, a solu
tion was worked out that was finally accepted by the government 
and Parliament.2 From this moment, the question of revenue from 
privatization ceased to be important for the reform process.

Cooperation with the management of the Social Insurance Institution 
(ZUS) also played a key role in the work of the plenipotentiary, for 
both substantive and personnel reasons. Under the reform program, the 
ZUS was to serve as a vitally important link in the entire pension 
system. First, it was to administer the PAYG pillar; second, it was to 
introduce and manage individual insurance records; and, third, it was 
to be responsible for the distribution of mandatory insurance contribu
tions, which it would transfer to pension funds and other specialized 
insurance funds.

The Supervisory Board of the ZUS includes a number of important 
public representatives (from the trade unions, employers’ organizations, 
professional associations) and experts. The president of the ZUS at that 
time was an SLD parliamentary deputy (Anna Bafikowska) who had 
a very influential voice in the SLD parliamentary caucus. In the pleni
potentiary’s relations with the ZUS, it was thus not simply a matter of 
gaining the latter’s support for the reform program, but of this institu
tion being willing to accept a new role, which would entail fundamental 
statutory, organizational, personnel, and technical changes. If appropri
ate and rapid changes are not made to the ZUS organization, the reform 
program will be unable to get off the ground, which is still one of the 
main dangers it faces. Cooperation with ZUS, however, proved effective,

Security through Diversity

2 This essentially involved a change in how privatization revenue was to be classified. It 
ceased to be categorized as state budget income and became instead state budget 
revenue, which made it impossible to assign it for the purposes of current budget 
expenditure.
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which was also an important factor limiting the ability of the Ministry of 
Labor to block the reform.

On the other hand, the plenipotentiary failed to defeat an amendment, 
prepared by the minister of justice, to the laws governing courts of first 
instance and the public prosecutor’s office. The amendment excluded 
employees of both institutions from the universal pension system and 
created instead a separate system, financed in full by the state budget. 
The legal lobby had created a dangerous precedent. After a radical 
reform had been undertaken, a new privilege that limited the possibility 
of cutting back on existing privileges was introduced.

Financing the Reform

The question of the financing of pension system reform involves a 
number of factors: a comprehensive and accurate financial calculation of 
the costs of reform; the availability of resources that could be used to 
finance any interim deficit of the pension system during the transition 
period; and a commitment of these resources to finance such an interim 
deficit.

The Office of the Government Plenipotentiary calculated the financial 
costs of reform and presented its results in the “Security through Diver
sity” program. This calculation showed that if the changes proposed in 
the program were made with the aim of rationalizing the PAYG system, 
financing the interim deficit would require revenue from privatization 
equal to 2 percent of GDP annually for a period of approximately ten 
years from the beginning of the reform.

Limiting reform exclusively to rationalizing the PAYG system could 
yield the desired results. But the system would remain on the borderline 
of financial sustainability, which according to general consensus would 
require pension expenditure at a level of 10 percent of GDP. It would 
then be necessary, however, to introduce a rationalization program at 
once, and at the same time make the system foolproof against the intro
duction of future measures that might impair its functioning. Unfortu
nately, neither the first nor the second seems possible, as the introduction 
of privileges for judges and public prosecutors showed. Thus in Poland, 
the rationalization of the PAYG system must be seen as a necessary but 
insufficient feature of reform.

Using privatization resources to finance pension system reform 
has become a universally accepted canon in Poland. The link established 
between privatization and reform has benefited both. The idea of 
privatizing large enterprises (often referred to as Poland’s “family 
silver”) and using the revenue obtained for pension reform became
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socially acceptable, creating a very favorable climate for large-scale 
privatization.

At the beginning of 1997, and partly in conjunction with the work on 
pension system reform, the Ministry of the State Treasury calculated 
available privatization resources. Their net value was estimated -  accord
ing to the situation at the end of 1996 -  at PLN 141.8 billion, of which 
PLN 103.2 billion was concentrated in a relatively small number of state 
enterprises (284) and State Treasury joint-stock companies (162), which 
could be privatized without the need for restructuring. The ministry also 
estimated that the market value of these particular resources consider
ably exceeded their book value.3 The country’s privatization resources 
were thus sufficient to help carry out the program of pension system 
reform. The development of a capital market, the efficiency of the pri
vatization process, and the level of preparedness of enterprises for pri
vatization also justified such an assessment.

The problem then was not so much whether privatization resources 
were sufficient, but whether they would be used for other purposes. 
This discussion led to an argument in favor of beginning reform as 
soon as possible, for it would be difficult to imagine putting a check on 
privatization.

The main bone of contention concerned the method of using privati
zation revenue for pension reform purposes. Solidarity became the prin
cipal opponent of the government’s plan. The union was committed to 
its plan of universal empropriation (as opposed to expropriation); par
ticularly after losing in the 1993 elections it wanted to regain the politi
cal initiative. At the beginning of 1996, Solidarity managed to secure 
a referendum on this issue. Although the referendum was nonbinding 
because of the low turnout, a clear majority of those who actually voted 
supported the union’s demand for empropriation.

At this juncture it is worth making a precise distinction between 
empropriation and genuine privatization (for more on this see Hausner 
1997). Empropriation consists of transferring ownership rights to eligi
ble persons or groups. In effect it is a formal act of ownership transfer 
to those who are seen as having the right to such ownership. It is moti
vated by a sense of social justice and basically concerns all adult citizens 
-  that is, those who created state wealth in the past. The empropriated
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enterprises, which were not suited for capital privatization. Their book value was esti
mated at around PLN 31 billion. The remainder of the country's privatization assets were 
contained in a large number of small and medium-sized enterprises (approximately 
2,700), many of which were in very poor financial condition.
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do not buy their ownership rights with capital: they receive them on the 
basis of recognized eligibility. Thus, empropriation does not require 
financial restructuring or even a precise estimation of state assets.

In the case of privatization state assets are sold to those who are able 
and willing to meet the conditions determined by the seller. The specific 
characteristics of the buyer are not crucially important; what matters is 
whether the buyer can meet the economic conditions set by the agency 
responsible for privatizing state assets. A transaction such as this cannot 
take the form of a mass sale because it concerns specific buyers and a 
specific portion of state assets that have to be valued.

The economic consequences of these two types of ownership trans
formations are different. In the first case we are dealing with highly 
fragmented ownership rights, which do not lead to rapid changes in 
management and the structure of economic incentives. In the second 
case, the privatization process itself is longer, but it immediately leads to 
changes in management and economic behavior.

Solidarity’s proposals for empropriation concerned all state assets that 
would be used for various social purposes, including pension reform. 
Privatized assets would first be transferred to specially established 
national trust funds which would administer them and try to raise their 
value. Only after a certain period of time would these assets be sold 
and the resources obtained as a result be transferred to citizens’ 
individual accounts in pension funds.

The government was resolutely opposed to this proposal, arguing that 
its realization would postpone in reality the commencement of reform 
till a time when trust funds would be able to liquefy their assets. It also 
pointed out that such a solution, even if it yielded the hoped for eco
nomic benefits, would be costly.

The attraction of the Solidarity plan for society lay in the fact that it 
promised that people would receive “seed money” in their pension 
accounts. In other words, they would gain something specific from 
privatization. The government variant of reform did not include such 
a promise. Revenue from privatization was not to be transferred to 
pension funds, but rather to the budget instead, and would bridge the 
financial gap that would emerge when some contributions from the 
PAYG pillar were shifted to the funded pillar. The impersonal nature of 
this solution was less appealing. Taxpayers appeared to have gained 
nothing from it and assumed that others -  for example, current or future 
pensioners -  would profit in some way. At best they believed that the 
budget rather than citizens would profit from privatization.

In response to the Solidarity proposal, the plenipotentiary supported 
a bill on industrial funds that employed Solidarity’s idea on a smaller
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scale. These funds were to be involved in the privatization of large enter
prises from “difficult” branches of the economy (e.g., the steel industry) 
that were hard to sell. Entitled citizens would then receive share cer
tificates. They (in the case of people under fifty years old) could then 
pay them into pension funds, thereby gaining an additional financial 
premium. In this way the plenipotentiary signaled that the dispute with 
Solidarity was not over doctrine but was purely technical in nature, and 
that the union’s proposals had been accepted by the government as a 
supplementary measure.

To some degree, this occasion provided the opportunity to address 
other social aspects of the problem. Many experts believed, as did public 
opinion in general, that the government’s idea of a new system that 
would be mandatory for all persons up to thirty years old and voluntary 
for persons between thirty and fifty would leave fifty-year-olds in a rel
atively worse situation. Thus, in order to reduce the resulting tensions, 
the bill on industrial funds included a provision on what it termed “gen
eration preference”: entitled persons over fifty years old had the right 
to purchase (for a small payment) three share certificates of industrial 
funds, whereas those under fifty could purchase only one.

Eventually, the government’s position on how privatization revenue 
should be used to finance pension reform was accepted by Parliament 
and the most serious threat to the reform project was overcome. If the 
Solidarity proposal had been accepted it would at the very least have 
delayed reform. Nevertheless, the greatest danger lay in the fact that non
renewable privatization assets, which are perfectly suited to financing 
any reform-related liabilities, could not be used to create pension capital. 
Permanent and productive (durable) resources must be generated to 
support the pension system if it is to be financially effective (see Kornai 
1997:288; Nuti 1998:6).

Building Public and Political Support for Reform

Securing the understanding and support of society is vitally important 
if pension system reform is to succeed. Between the autumn of 1995 
and the spring of 1997, a noticeable change took place in public opinion. 
The percentage of respondents agreeing on the need for “fundamental 
change” rose from 28.5 to 44.5 percent. By 1997, large majorities (62-85 
percent) agreed that the present system does not provide security, is 
based on unclear principles, fails to ensure adequate living conditions, 
and is subject to political manipulation. Conversely, 68 percent agreed 
that pensions should be based on employee contributions, and 73 percent 
felt they should be closely related to the amount of the contributions and
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the length of time they were paid. This change showed that the govern
ment’s consultations and extensive surveys assessing the public’s attitude 
toward the Ministry of Labor’s plan had been a useful and profitable 
enterprise. Many respondents, who had earlier evaluated the pension 
system as rather bad, later saw it as in need of radical reform. In addi
tion, the reasons for such critical views and expectations on the nature 
of future reform clearly corresponded with the arguments and proposals 
of the government plenipotentiary, especially with regard to the issue of 
individualizing insurance.

To some extent public opinion reflected general changes in the atti
tudes of society toward systemic and market transformation. The public 
became aware of the problems resulting from an unreformed social 
service sphere in the context of a marketized economy. More specific 
factors, however, also played a role in changing opinion on pension 
reform. We should emphasize here the enormously positive role played 
by journalists. The main newspapers as well as radio and television 
stations devoted a great deal of coverage to the problems of social in
surance and, for the most part, presented the course of work on reform 
in a competent and fair manner. The Office of the Government Plenipo
tentiary did not run an aggressive media campaign but cooperated with 
a representative group of journalists, who received all up-to-date docu
ments and information. Journalists also participated in study trips orga
nized by the office to countries that had radically reformed their pension 
systems (Chile, Argentina) or had developed a funded pillar (United 
States, Denmark).

In order to consolidate a consensus on the use of privatization funds 
to finance the reform, the government made three basic commitments: 
the reform would not lead to an increase in taxes, to a rise in mandatory 
insurance contributions, or to a fall in the real level of existing benefits. 
These commitments eliminated any threats to existing pensioners, 
employers, or taxpayers and made it possible to adopt the “generation 
layer” as the main axis of social discourse. The intention was to avoid or 
marginalize other cleavages (e.g., employee-employer or poor-rich), 
which would complicate the discourse on reform and make it difficult to 
achieve broad-based social consensus.

The generation cleavage is very convenient because it can attract the 
support of younger and middle-aged generations. The latter have a stake 
in the introduction of a fully funded pillar and have turned against 
proposals that are confined mainly to rationalizing the PAYG system. 
Without the support of the middle-aged population, which has the most 
to lose if reform does not take place, it is difficult to carry out any type 
of reform whatsoever.
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The adoption of the generation axis for public discourse raised the 
problem of how to calculate pensions for different age groups. Solving 
this problem entailed having to offer those thirty to fifty years old a 
choice between the old and the new system, which had not initially been 
anticipated. It also required introducing some generation preferences for 
the fifty-year-olds, who will bear the effects of rationalizing pillar 1 and 
will not be able to take advantage of pillar 2. This last problem could not 
be solved in full. One of the options considered was that of introducing 
tax relief measures -  exclusively for this generation -  linked to volun
tary savings in pillar 3.

Two facts seem to demonstrate quite convincingly that Poland has 
achieved broad consensus in pension reform. First, the Tripartite Com
mission in April 1997 supported the idea of a three-pillar pension system 
and the bills from the first legislative package (Stanowisko 1997). 
Second, 90 percent of parliamentary deputies voted in favor of these 
bills (only a small group closely linked to Solidarity voted against 
them).

That Poland’s main political parties could manage to come to such an 
understanding on this issue had seemed impossible to many observers, 
mainly because practical reform measures were undertaken in the period 
preceding the parliamentary elections that took place in September 
1997. Apart from the elections themselves, other unfavorable political 
circumstances began to make their appearance:

• Constant political in-fighting in the governing coalition (SLD-PSL) 
finally led to the motion of PSL parliamentary deputies for a vote 
of no confidence in their own government (July 1997).

• Personal differences within SLD arose from attempts -  even before 
the elections -  to impose changes on the functions performed by its 
leader (Józef Oleksy), which made it difficult to establish a united 
position vis-ä-vis its coalition partner.

• The election tactics were adopted by the leadership of the left-wing 
Labor Union (UP), in which they opposed all the planning initia
tives of its rival, the SLD.

• Considerable popularity was achieved in the election opinion polls 
by the previously unknown pensioners’ party, which was even given 
a chance of playing a role in the future government.

However, other circumstances were more favorable:

• The SLD-PSL coalition came under strong attack from the main 
forces of the opposition (Solidarity and the liberal Freedom Union,
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UW) for resisting reform, including reforms of the social insurance 
system. The SLD leadership, in turn, seriously considered the possi
bility of an SLD-UW government after the elections. The prime 
minister was especially well disposed toward this idea. He was thus 
particularly anxious to convince public opinion that the SLD was a 
party of market reforms, which were associated with the UW.

• The main opposition parties had their own pension reform pro
grams, which were very similar to the program drawn up by the 
Office of the Government Plenipotentiary. They also had at their 
disposal well-prepared experts.

• The Office of the Government Plenipotentiary also included indi
viduals who had personal contacts with the UW leadership.

In these (favorable and unfavorable) circumstances, basic political 
agreement depended on the universal belief that reform was essential 
and could not be put off any longer. More specifically, Poland’s major 
political forces recognized that if reform was to get off the ground by a 
suitable date (preferably in 1999, but no later than the year 2000), the 
present Parliament must pass measures that would initiate and condition 
the implementation of reform (e.g., legislation regulating the use of State 
Treasury assets) and that would require a relatively long period of imple
mentation (e.g., legislation on pension funds and employee pension pro
grams). In addition, consensus depended on recognizing that reform was 
not a political-party undertaking, but a public one, and thus should not 
be an issue during the election campaign.

Both these conditions were met due to the usage of the media as well 
as to purely political, official, and unofficial actions. The most important 
event in official channels was the setting up of a special working group 
of the Tripartite Commission for social-insurance reform. As this group 
was not an official negotiating forum, its work was not subject to political 
observation and supervision. In actual fact, however, this body, which 
comprised the main experts of the government and trade unions 
and involved the participation of the government plenipotentiary, made 
many substantive decisions on the reform program and draft legislation, 
several dozen of which were recorded in a joint document (Zmiany 
1997). These changes failed to undermine either the concept of reform 
or the suggested pace of implementing it. Their acceptance added the 
final details to certain elements of the reform program and, at the same 
time, also created the belief that reform was a joint undertaking, a fact 
that the government plenipotentiary could systematically refer to. In 
this way, Poland’s most important trade unions, together with its main 
political blocs (AWS, the Solidarity Electoral Alliance and SLD), jointly
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created reform, which made it more difficult for their allies to question 
the government’s reform proposals.

This situation was particularly important in the case of Solidarity. In 
reality this movement performed a dual role as a political opposition 
bloc and as a trade union. The pension reform program was prepared by 
trade-union activists and experts. They also took part in the work of the 
Tripartite Commission and then in the work of the extraordinary par
liamentary commission. They were exceptionally well prepared for work 
on the reform, and at the same time were not guided by any political 
motives.

On the other hand, the political leaders of Solidarity were not well 
versed in the substantive issues. For them only the political game and 
its consequences mattered, though they held the general conviction that 
reform was necessary. Thus, in cooperating with Solidarity, the most 
important thing was to maintain for trade-union experts maximum 
freedom in matters of content. In return, Solidarity’s input in the work 
on the reform was highlighted in public.

The main unofficial mechanism for achieving consensus took the form 
of systematic consultations and the coordination of detailed solutions 
with parliamentary deputies, experts responsible in their respective 
parliamentary parties for legislation contained in the pension reform 
package. This arrangement was possible because all bills were examined 
by an extraordinary parliamentary commission, which was established 
following a government-sponsored motion presented in Parliament. The 
government argued that such a body was needed to direct work on 
urgent matters, although the projects in question were not officially of 
an urgent nature. As a result, the work of the extraordinary commission 
proceeded unusually smoothly and in an atmosphere of cooperation.

Finally, achieving political consensus in favor of reform during the 
preelection period clearly depended on excluding the most politically 
sensitive issues from the first legislative package. In particular, the first 
package of reform legislation was exclusively concerned with the 
employee system and thus bypassed those arrangements that dealt with 
farmers and agricultural laborers as well as the military sector. More
over, it did not involve any further rationalization of the first pillar. Thus, 
it was mainly confined to changes made earlier to the mechanism for 
indexing benefits and disability qualification rules.

Such a solution was not simply a result of tactical and political calcu
lations (if the PSL had been opposed to such legislation it would not 
even have reached Parliament), but was part of the general strategy 
adopted for implementing reform. For it was important to establish the 
legitimacy of the reform package and of the team reforming the system,
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which would enable the most politically sensitive problems to be tackled 
decisively and quickly at a later stage.

Positive trends in the party system, which were confirmed by the par
liamentary elections in September 1997, represent an important compo
nent of the political conditions surrounding pension reform. Most of the 
parties that took part in the election were quick to react to the chang
ing attitudes of voters. The most important of these trends included 
voting for parties that had a realistic chance of winning the elections or 
at least of entering a coalition government, the lower significance of 
purely ideological motivation, the greater importance attached by voters 
to political programs, and the rejection by voters of a sector-based under
standing of politics. As a result, the parties that did worst were those 
which were perceived as class-based, ideological, aggressive, or unable 
to cooperate. Thus, voters rationally adjusted their preferences to the 
emerging rules of political practice, which, given the pluralization of the 
political scene and the proportional ballot (favorable to large parties), 
are making coalition governments more likely. The latter, in turn, are pos
sible when parties are willing to cooperate, and effective when they are 
disciplined and accountable.

Another gradually emerging tendency in the evolution of the party 
system is the development of mechanisms of cooperation between gov
erning parties and the opposition. At the formal level, the best example 
of this cooperation is the continuing practice of ensuring that opposition 
parties are represented in key parliamentary bodies and posts.

This balance of forces will undergo further transformation, mainly due 
to the expected changes within the AWS, the strongest parliamentary 
grouping. The latter emerged as an electoral coalition between a dozen 
or so right-wing political parties (including many small ones) and 
Solidarity. Thanks to the authority and the organizational structures of 
the union, this right-wing “people’s movement” won the elections and 
was able to form a government. However, relations between the parties 
constituting the AWS, as well as relations between these parties and the 
union element, are so complicated and unclear that they may seriously 
undermine, or even paralyze, the AWS’s ability to govern.4

Conclusions

This chapter is primarily concerned with the process -  rather than the 
program -  of the pension system reform in Poland. Yet this distinction, 
however useful it may be, represents an oversimplification. It is impossi-

4 For more on the development of the Polish party system, see Hausner et al. 1998.
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ble in practice to make a distinction between reform as a program and 
reform as an implementation process. This is not the case of a simple 
relationship between a product and its marketing campaign, but, rather, 
an extremely complex project in which the vision and the method of its 
implementation interact with and supplement one another. To be sure, 
no worthwhile achievement would be possible without a clear vision or 
program, but the implementation of such a vision requires an appropri
ate procedure for action. Without such a procedure, little could be done, 
even with the help of a good plan.

The Polish experience corroborates the observation that the aware
ness of an impending financial crisis cannot be relied upon as the deci
sive factor in the launching of a radical reform of the pension system. In 
an actuarial sense, the pension system in Poland had been bankrupt long 
before its reform could be launched. Reform occurred only when further 
short-term manipulation of the system’s parameters aimed at deferring 
the crisis was no longer possible, either politically or legally. Such a state 
of affairs is a consequence of two factors: a restrictive fiscal policy and a 
system based on the rule of law. Any government that consistently adopts 
these two principles as the cornerstones of its policy (or is forced to 
respect them) has to take the path of radical reform, and this is precisely 
what happened. To put it differently, a reform such as the one in ques
tion becomes historically possible when (alas!) everything else has been 
tried and no other option is left open.

In Poland, other favorable circumstances include the large volume of 
assets eligible for privatization and the rapid development of the finan
cial markets -  which enjoy a high level of stability and security -  includ
ing a dynamic growth of the private insurance market.

Success does not depend on the existence of a program and on favor
able circumstances alone, but also on the adopted principle that the 
reform can be implemented only through consultation and negotiation 
(see Haggard, Kaufman, and Shugart, Chapter 3, in this volume). I am 
convinced that a radical reform of the pension system (involving the 
abandonment of the PAYG-system monopoly in favor of a multipillar 
system) could not have been implemented during the initial phase of the 
post-socialist transition, which was marked by the domination of an 
imperative (top-down, unilateral, “dialogueless”) method of introducing 
system changes. The reform in question belongs to the second phase of 
system changes, which is more in the nature of transformation than tran
sition (Hausner 1997). At this stage an interactive method is required, 
which combines strategic leadership with dialogue and social partner
ship. This juxtaposition involves no contradiction, as long as strategic 
leadership is understood as the capacity to form a strategic vision of the
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development of the system and to win democratic legitimation for mea
sures adopted for its implementation, a task facilitated by institutional
ized partnership (Amin and Hausner 1997).

All this is particularly relevant to pension system reform, which is a 
project that takes many years from commencement to full implementa
tion. Under a democratic system, ruling elites frequently change during 
the reform as the government and opposition alternate roles. It follows 
that the actual implementation of the reform calls for a majority far 
above that which is necessary to put through even the most difficult 
short-term projects. I call this kind of majority a strategic majority: a 
long-lived, nonopportunistic one, capable of effecting a profound struc
tural change. It is hard to assess whether this kind of majority has been 
formed in Poland and thus whether the new coalition (AWS-UW) will 
pursue the reform while maintaining its previously adopted form and 
schedule.

To conclude, therefore, it may be worth reversing the reasoning 
behind this chapter and, rather than analyzing the favorable conditions 
for reform, look at the dangers instead. The six most important of 
these are:

1. The increasing resistance of interest groups toward any change 
that would limit privileges already awarded. Certain key sentences 
from the standpoint of the influential Federation of Trade Unions 
of Polish State Railway Employees on the draft bill on the social- 
insurance system5 in October 1997 serve as a serious warning: 
“Railway workers are resolutely opposed to the current efforts 
to eliminate the separate status of the railway workers pension 
system.”

2. The adoption by the Constitutional Tribunal of an interpretation 
of acquired rights that would make it impossible to include a new 
pension system for persons who began their working life before 
the new regulations came into force.

3. Delays in the reorganization of the ZUS and the nonintroduction, 
or faulty introduction, of a database system for individual insur
ance records.

4. A decision by the AWS-UW coalition to implement the empro- 
priation ideas of Solidarity.

5. A slowing down in the work on reform, either as a consequence 
of the temporary improvement in the financial situation of the

5 This was the most crucial reform bill -  often called the mother bill -  submitted by the 
government plenipotentiary for official consultation in September 1997.
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FUS, or because of political fears, for example, those linked to 
local government elections (mid-1998).

6. A breakdown in political consensus over the reform program.

The emergence of these phenomena could hinder reform. Even a 
slackening in the pace of the program would have very negative conse
quences. For the temporary improvement in the demographic situation, 
the availability of privatization resources and favorable international 
agreements on Poland’s debt create particularly favorable conditions for 
initiating reform in the year 2000. Any further delay would inevitably 
mean that the fiscal pressures resulting from it will reach their height just 
as the general budgetary situation begins to deteriorate.

Security through Diversity

Epilogue

The new center-right ruling coalition (AWS-UW) put an emphasis -  
both in the statements being made and in the coalition agreement -  
on pension system reform as one of its principal tasks. The document 
Security through Diversity (1997) remains the foundation of the reform 
program. In May 1998 the government initiated two bills of key impor
tance, belonging to the so-called second package of reform legislation, 
one on the social-insurance system, another on pensions and benefits 
financed by FUS. The bills are generally consistent with the reform 
program adopted by the previous government and with the laws passed 
by the previous Parliament. Their main focus is on the transition path 
from the current to the new system and on the organization and stream
lining of the “first pillar.” There has been one instance of departure from 
the “Security through Diversity” program: the present government has 
abandoned solutions that were meant in practice to extend the retire
ment age for women to make it equal to the retirement age for men. But 
the government reaffirmed the introduction of the new arrangements as 
of January 1,1999.
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CHAPTER 8

The Politics of Pension and Health-Care 
Reforms in Hungary and Poland

JOAN M. NELSON

When the formerly Communist countries of Eastern Europe began 
their transformation into market-oriented economies, reforms in social 
programs and services were minor parts of the adjustment agenda. 
Government and public attention focused mainly on other issues: macro- 
economic stabilization, the opening of the economy, privatization of 
enterprises.

Half a dozen years into their economic transformations, however, 
those countries which had reasonably effectively addressed many of the 
initial economic challenges of adjustment began to focus attention much 
more squarely on pension and health-sector reforms. Hungary adopted 
radical changes in its pension system in mid-1997. Poland designed a 
similar set of reforms in two packages, one passed before the elections 
and change of government in autumn 1997, and the second approved 
in autumn 1998. Latvia had adopted partial pension reforms somewhat 
earlier and is now expanding its reforms, while similar measures are 
moving ahead in Croatia, Estonia, Macedonia, Romania, and Slovenia.

A great deal of analysis has focused on the substance of these reforms 
and the merits and drawbacks of specific design components. However, 
the context, the goals, and the character of these reforms combine to pose 
formidable political challenges. This chapter focuses not on design but 
on the politics of social-sector reforms. I

I am indebted to Collegium Budapest for the invaluable opportunity to develop this topic, 
to members of the Focus Group of 1997-98 and very especially to János Kornai for guid
ance and comments on earlier versions, and to Nicholas Barr and other participants in the 
seminar of March 27-28,1998. Viktória Danics provided valuble research assistance. My 
thanks also to all those interviewed (listed at the end of the References) for giving so gen
erously of their time and insights. Particular thanks go to Jacek Kochanowicz and Irina 
Topiriska for their guidance, support, and hospitality during my stay in Warsaw.
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Social-sector reforms are usually “second (or third) generation” 
reforms in the broad structural adjustment agenda.1 They are likely to 
unfold in a quite different political climate than initial macroeconomic 
measures. If early stabilization measures were reasonably successful, 
then widespread public perceptions of acute crisis will have faded. In 
other cases, poorly designed or irresolute stabilization measures may 
have had only limited effect, leaving most groups disillusioned with 
“reform programs.” In either of these scenarios, what Leszek Balcerow- 
icz (the architect of Poland’s initial reforms) labeled the period of “extra
ordinary politics” will have passed.1 2 Interest groups, legislatures, and the 
general public are likely to be much more resistant to autocratic styles 
of executive leadership imposing measures designed by technocrats 
with minimal consultation. Social-sector reforms will usually have to be 
designed, launched, and implemented in the context of “politics as 
usual,” even if the impetus and rationale for reform comes from per
ception of a deep-rooted structural crisis.

The objectives of social-sector reforms are also more sharply disputed 
than are the goals of initial stabilization and liberalization measures. The 
first stages of transition were accompanied, in many cases, by a “nega
tive consensus”: the imperative need to stabilize the economy and the 
conviction that the old system had failed. But later stages require build
ing a “positive consensus” regarding the emerging economy and society. 
That need is sharpened by unease in many quarters regarding the 
increased inequality and insecurity associated with market mechanisms. 
Education, health, and pension systems powerfully shape most citizens’ 
opportunities and security. Public opinion demands reforms in these 
areas, but the precise design of the reforms is intensely controversial.

Beyond context and goals, the intrinsic character of social-sector 
reforms poses political obstacles. Early macroeconomic steps in the 
adjustment agenda rely on price changes such as devaluation and 
interest-rate adjustments and on cuts in government expenditures. Initial 
liberalization entails dismantling controls and subsidies. Such measures 
are politically controversial, but they are not complex administratively.

1 Major systemic reforms in health, education, or pension systems are seldom part of the 
initial or early package of reforms in a sustained structural adjustment program. Struc
tural adjustment is usually triggered by severe fiscal and external account imbalances. 
Social-sector reforms take considerable time to design and implement, and therefore 
cannot contribute to the initial dominant stabilization goal. Moreover, some social-sector 
reforms, especially pension reforms, virtually require that other institutional reforms, 
especially in the financial sector, be in place first.

2 That period was much less marked in some countries, like the Czech Republic or 
Hungary, than others, like Poland, but nonetheless occurred in some degree in most post- 
Communist countries.
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With the backing of top political leaders, they can be put into effect by 
a small number of senior economic officials. They take effect rapidly, 
sometimes overnight. They affect much of the population and can 
prompt widespread protest, but if the government can deflect or weather 
initial protests, the risks almost always subside.

Social-sector reforms, like most major institutional changes, are in
herently slower and more complex. They demand the cooperation of 
far more agencies and groups within and outside of government, and 
they take months or years to put into effect. Multiple actors mean many 
potential veto players; lengthy implementation means multiple veto 
opportunities. Moreover, and in contrast to macroeconomic stabilization, 
institutional reforms are likely to mean permanent losses to specific 
groups, which may prompt tenacious resistance.

Some kinds of institutional reform seem to be more difficult than 
others. In broad comparative perspective, there has been considerably 
more progress in reforming financial systems or trade regimes than in 
restructuring social sectors or labor-market institutions. Among social 
sectors, in turn, pensions seem to be considerably easier than health and 
education. The contrasts almost surely reflect differences in the numbers, 
variety, and commitment of stakeholders and the length of time required 
to implement reforms. Further, this study argues that the presence or 
absence of a fairly clear blueprint for reform, or even of two clear con
tending visions, helps explain why some institutional reforms tend to 
move ahead more rapidly than others.

The chapter is organized around three questions or puzzles.
The first puzzle concerns timing. Social-security experts in Hungary 

and Poland recognized at least by the mid-1980s that their pension 
systems were inequitable and unsustainable in the long run. Both before 
and after the collapse of Communist governments, some modest steps 
were taken to reduce near-term pressures on the system. However, basic 
systemic reforms were not seriously pursued until 1996. Why then, and 
not earlier?

The second puzzle concerns political feasibility. In many of the world’s 
wealthy, aging democracies, pension reforms are an urgent need. Yet in 
most of these countries, the issue provokes such intense political passion 
that even quite small changes are extremely difficult. How, then, did 
Hungary and Poland manage to adopt radical revisions in their systems? 
What were the interests and resources of the main actors? What were 
the channels and processes that permitted compromises?

The third puzzle focuses on the contrast between reforms in pension 
systems and in health-care delivery. In Eastern Europe and elsewhere, 
reforms in health care arguably are more urgent than pension reforms,

Pension and Health R eform s in H ungary and Poland
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on both welfare and fiscal grounds. Indeed, in Hungary and Poland the 
same groups that pressed successfully for pension reforms originally had 
hoped to introduce major health-sector reforms as well. But reforms 
in health-care delivery have proved far more difficult. Why did pension 
reforms move so much more decisively than those in health? This last 
question, in particular, may provide a partial test of the points sketched 
here regarding the reform of complex institutions.

The First Puzzle: Why Pension Reforms in 1997,
Not Earlier?

In Hungary and Poland, severe problems with long-established pen
sion systems had been deepening for more than a decade. As through
out Central Europe, the systems were state-managed, defined-benefit 
schemes financed on a pay-as-you-go (PAYG) basis. In such systems, 
today’s work force (or, more precisely, that portion of the work force that 
pays social-security contributions) finances the costs of today’s pensions. 
As populations age, however, there are fewer active workers relative to 
retirees. That demographic challenge confronts many of the countries 
of Eastern Europe, as well as most in Western Europe, North America, 
and Japan.

In Hungary and still more clearly in Poland, however, demographic 
changes were not the main source of difficulties in the 1990s.3 At the begin
ning of the transition both countries deliberately encouraged early retire
ment and granted liberal disability pensions, in part to reduce anticipated 
unemployment. Therefore the number of pensioners and the costs of 
pensions surged. At the same time, workers paying into the social-secu
rity programs dwindled because of unemployment, a shrinking labor 
force, and widespread and growing evasion. Not only self-employed and 
informal-sector workers, but some major public employers -  for instance, 
the Hungarian railways and some Polish mining companies -  were chron
ically in deep arrears in their contributions (Orosz, Hausner, interviews).

As social-security revenues shrank, transfers from government 
budgets had to increase.4 At the same time, high payroll taxes discour-

3 In Hungary, the ratio of elderly to working-age population actually declined during the 
second half of the 1990s. In Poland, while the ratio increased somewhat during the 1990s, 
it is projected to fall slightly between 2000 and 2005 (Palacios and Rocha 1998:187, table 
7.5; Hausner, Chapter 7, in this volume).

4 Hausner estimates that state subsidies to Poland’s Social Insurance Fund reached 4.3 
percent of GDP in 1992, and dwindled gradually in later years. Subsidies to the Farmers’ 
Social Insurance Fund, a separate system with lower contributions, cost approximately 
an additional 2 percent of GDP in each year from 1992 through 1996 (Hausner, Chapter
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aged investment and skewed it toward labor-saving patterns, while 
encouraging evasion.5 Demographic projections made clear that current 
imbalances between costs and revenues would become much worse early 
in the next century. In addition, there were serious problems of complex 
and opaque formulas for calculating pensions and inequitable treatment 
across categories of workers. Public-opinion polls indicated widespread 
dissatisfaction with the systems.

In both Hungary and Poland, social-security specialists had recognized 
the inequities, complexity, and long-term unsustainability of the systems 
by the late 1970s or early 1980s. Poland’s system was substantially revised 
in the early 1980s, but included politically motivated concessions to 
miners, teachers, and others. By the early 1990s, experts were again 
debating new reforms, including some very radical proposals, but main
line thinking focused on adjusting the existing system. In Hungary, mean
while, the social-security system was removed from the general budget 
in the early 1990s. In 1993 two separate funds, each with its own elected 
governance board, were established to manage social-security contribu
tions for health and pensions. Private voluntary pension and health- 
insurance funds were authorized in the same year, while changes in the 
design and administration of the PAYG system were under intensive 
study (Augusztinovics, Ferge, interviews).

In both countries, then, shortcomings of the pension systems had 
long prompted extensive analysis, proposals, and debate. However, the 
reforms of 1997 were broader in scope and more radical in design than 
any since the basic outlines of the systems had been established (in 1975 
in Hungary, 1982 in Poland). What brought about the surge of reform 
action?

Pension and H ealth  R eform s in H ungary an d  Poland

New Actors: The Ministry o f Finance

New actors provide part of the answer to the question. Ministries of 
finance took an aggressive lead in promoting systemic reform. As 
guardians of the budget, they had always taken some interest in the

7, in this volume). In Hungary, payroll taxes funded pension and health care jointly and 
the deficits are hard to disentangle, but by 1993 and 1994 the two programs together 
required budget transfers of roughly 5 percent of GDP (Palacios and Rocha 1998:179, 
fig. 7.1).

5 In Hungary from April 1992 the total tax on gross wages for pensions was 30.5 percent, 
of which employers paid four-fifths. An additional contribution for the health fund 
brought the total tax to 54 percent (Palacios and Rocha 1998: 213, n. 4). In Poland, 
employers paid 45 percent of the gross payroll for pensions and health; employees did 
not contribute (Phare 1997:116).
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social-security systems. But until the mid-1990s, they focused mainly on 
short-run fiscal issues. After the pension systems were separated from 
the general budget, fiscal concerns focused on containing pension fund 
deficits and resulting demands on the general budget, generally by 
manipulating the formulas that linked the levels of pensions to changes 
in the levels of wages. Not until the mid-1990s did ministries of finance 
begin to spearhead radical changes in the long-term design of pension 
systems.

This new role was not driven by short-run fiscal concerns. Indeed, the 
kinds of reforms promoted by ministries of finance in both countries 
were known to increase rather than reduce fiscal burdens in the short 
and medium run. Rather than driving the neoliberal reforms, near- 
term fiscal considerations constrained them: in Hungary, fiscal burdens 
were a major and explicit reason for phasing in the new system very 
gradually. In Poland, certain revenues from the concurrent privatization 
program were earmarked to support the pension reforms, but as in 
Hungary, careful fiscal calculations were a major element shaping design.

Ministry of Finance emphasis on social-security reforms was driven 
mainly by the logic of the larger structural adjustment process. In 
Hungary, the macroeconomic austerity package introduced by Minister 
of Finance Lajos Bokros in March 1995 marked a turning point in 
Hungary’s post-Communist economic policies (Kornai 1996). To consol
idate the country’s painfully reestablished economic stability. Bokros 
sought to reconfigure fiscal institutions. Pension reforms became part 
of this drive. In Poland, Grzegorz Kolodko, minister of finance from 
April 1994, described the pension system as “a veritable time bomb,” 
and its reform as “an absolute precondition of sustaining -  let alone 
improving -  the country’s fiscal integrity” (Kolodko 1996: 26). In both 
countries, the prospect of fairly rapid accession to the European Union 
reinforced a long-term perspective on public finance (Dethier, personal 
communication).

International Influences

By the mid-1990s, direct and indirect international influences also height
ened pressure for radical pension reforms. In the wealthy industrialized 
nations, demographic shifts fueled intense interest in pension reforms. 
At the same time, the Chilean model for social-security reform chal
lenged older ideas and exerted a powerful influence. In 1981 Chile had 
replaced its traditional system with a mandatory, fully funded, defined 
contributions system in which workers contributed over their working 
lives to individual accounts managed by private, competitive pension
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fund management firms. A means-tested social assistance program 
augments the incomes of those retired people who have only very low 
pensions. By the early 1990s, the system was attracting widespread praise 
(in good part for its impressive success in bolstering Chile’s equity 
markets), as well as considerable criticism. Especially in Latin America, 
but increasingly in Eastern Europe as well, it also attracted partial 
imitators.6

International financial and development agencies sharply increased 
their attention to pension systems and reforms in the early 1990s, spurred 
by the need to consolidate hard-won fiscal gains, by mounting demo
graphic pressures in much of Eastern Europe and the Southern Cone of 
Latin America, and by the possibilities suggested by the Chilean model 
and its variants. As early as 1990-91, both the International Monetary 
Fund (IMF) and the World Bank sent missions to Hungary analyzing 
social benefits including the pension system, but did not urge full or 
partial privatization (Kopits 1992; World Bank 1992 ) .  In 1994  the bank 
published a major study, Averting the Old Age Crisis, which strongly 
endorsed a multipillar approach to pension reforms. Since then, the bank 
has fairly consistently encouraged this broad approach, while supporting 
considerable variation in accord with specific country circumstances. 
Meanwhile other international and regional organizations, especially the 
International Labor Organization and the European Union (working 
mainly through its Phare Technical Assistance program) also increased 
attention to pension reform. While there is no neat one-to-one corre
spondence between specific agencies and particular outlooks (Deacon 
1996 ) ,  in general these latter organizations have emphasized improving 
PAYG.

In Eastern Europe, direct encouragement and advice from inter
national agencies may have been supplemented by less direct influence 
from international capital markets. By the mid-1990s, ratings agencies 
and international markets had begun to include pension reforms in their 
lists of actions demonstrating serious commitment to reform. The need 
to attract foreign investment was particularly imperative in Poland and 
Hungary, which were burdened with large international debts. Both 
therefore had strong incentives to maintain external confidence in their 
economic management and growth potential, and to build their reputa
tions as good places to invest.

Pension and Health Reforms in Hungary and Poland

6 In the early or mid-1990s Argentina, Bolivia, Colombia, Mexico, Peru, and Uruguay 
adopted reforms that incorporated modified elements of the Chilean approach. Australia, 
Denmark, Sweden, Switzerland, and the United Kingdom also enacted major pension 
reforms.
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The Second Puzzle: Why Were Pension Reforms 
Politically Feasible?

Pension reforms involve complex and detailed projections and calcula
tions, as well as difficult trade-offs regarding goals and values. Hungar
ian and Polish reformers had to address three levels or categories of 
opposition. The ministries and agencies most directly concerned and spe
cialists outside of government focused largely on technical issues, some 
of which provoked bitter disputes. A different kind of opposition came 
from vested interests: those groups and organizations that benefited from 
the current systems and feared that reforms would reduce their benefits. 
Still a third level or kind of opposition was rooted in principles and 
values.

Competing Concepts o f Pension Reform

Analysis, debate, and political maneuvering regarding pension reform in 
both countries focused on two competing concepts of reform. The first 
concept assumed that the public, PAYG system was both sustainable and 
desirable, but required far-reaching reforms. Specialists agreed on the 
need to raise the age of retirement, remove or reduce the special privi
leges of particular occupations or groups, cleanse the systems of the mul
tiple irrationalities and inequities that had developed over time, tighten 
the links between contributions paid into the system and benefits paid 
out from it, and establish predictable and equitable methods for adjust
ing pensions to changes in prices and economic circumstances.

The second concept started from the assumption that mature PAYG 
systems in aging societies could be sustained only by imposing ever- 
higher costs on society as a whole. Those costs not only would cripple 
post-Communist recovery and growth but also would induce such wide
spread evasion that the systems would gradually crumble. Many advo
cates of the second concept believed that PAYG (improved along the 
lines listed earlier) could and should remain a component of a mixed 
system for an extended period. But they focused on introducing a com
pulsory fully funded “second pillar,” with benefits tightly linked to con
tributions. They argued that the second pillar would greatly reduce 
problems of evasion. In order to generate returns high enough to provide 
comfortable pensions, at least part of the funds should be invested in 
equities and managed by competitive private firms. The flexibility and 
sustainability of the system would be enhanced if there were also a 
voluntary “third pillar” consisting of private individual supplementary 
pension plans.
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Advocates of the two concepts clearly disagreed over certain values. 
Most of those who favored fixing PAYG alone placed high priority on 
the intrinsic redistributive or solidaristic character of the established 
systems -  that is, the principle that a basic (and not too minimal) pension 
is a right of all citizens, and that each successive generation has an oblig
ation to help to support the preceding generation in its old age. Advo
cates of the second concept, in contrast, usually viewed the second pillar’s 
emphasis on individual responsibility and self-reliance as a moral virtue, 
as well as a practical device for reducing evasion.

Some other major disagreements between the two groups turned less 
on values than on interpretations of facts and probabilities. Advocates 
of fixing PAYG were deeply skeptical about turning over management 
of compulsory individual second-pillar retirement accounts to private 
management firms. They argued that such arrangements imposed unnec
essary and inappropriate risks on individuals and claimed that experi
ence in Chile and elsewhere indicated serious problems. Proponents of 
mixed systems countered that only private-sector investments would 
generate adequate pensions in the face of the demographic pressures; 
they claimed the critics failed to grasp the workings of equity markets.7 
Mixed-system advocates often emphasized that once the contributions 
to the second-pillar accounts began to build up, they would provide a 
major deepening and broadening of equity markets. Critics responded 
that the redesign of the pension system should focus on fulfilling its own 
functions as well as possible. Building up capital markets was not an 
appropriate objective of pension system reform, especially if that goal 
jeopardized or diluted important pension functions.

Pension and Health Reforms in Hungary and Poland

The Struggle within the Governments

As the ministries of finance began to press for radical pension reforms 
in 1995-96, they met strong opposition within their own governments. In 
Hungary both the Pension Insurance Fund and the Ministry of Welfare 
initially opposed proposals for a strong mandatory fully funded compo
nent that would gradually replace PAYG. After several months of intense 
debate in winter 1996, the Ministry of Welfare agreed to cooperate with 
the Ministry of Finance to develop a modified multipillar plan, and the 
cabinet endorsed this approach on May 9,1996. An interministerial com
mittee prepared framework legislation outlining the proposed reforms; 
this was approved by the legislature in summer 1996. With this mandate,

7 Hausner (Chapter 7, in this volume) suggests that in Poland lawyers tended to support 
PAYG whereas economists leaned toward more radical reforms.
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the committee moved into a year of hectic technical projections and 
analysis, coupled with extensive discussions and negotiations with a wide 
range of interests. A set of bills was sent to Parliament in June 1997. The 
key bill establishing the second pillar and regulating the new privately 
managed funds was approved by 78 percent of those present and voting 
(or 56 percent of all MPs). Throughout this process, however, the Pension 
Insurance Fund continued to reject the multi-pillar approach bitterly, for 
reasons discussed shortly.

In Poland, the idea of radical, Chilean-style reform had been intro
duced as early as 1991 by the then chairman of the Social Insurance Insti
tution (ZUS) Wojciech Topinski and Marion Winiewski, but was rejected 
as too radical at the time. By mid-1994, however, Minister of Finance and 
First Deputy Prime Minister Grzegorz Kolodko called for a basic shift 
in pension arrangements as an important element in his “Strategy for 
Poland” (Kolodko 1996: 52). As Jerzy Hausner describes more fully in 
this volume (Chapter 7), it was blocked for almost two years by adamant 
opposition from Minister of Labor and Social Policy Leszek Miller, 
whose stance reflected both his and his staff’s commitment to PAYG 
principles and strong personal rivalry with Kolodko.8

The stalemate was broken in spring 1996, when Miller was replaced as 
minister of labor by Andrzej Bgczkowski. By autumn, Bgczkowski estab
lished a small task force, the Plenipotentiary for Social Security Reform, 
charged with drawing up detailed plans for pension (and initially for 
health) reform. Bgczkowski himself took on the role of plenipotentiary. 
In November a heart attack tragically terminated his leadership. His 
replacement as minister of labor, Tadeusz Zielinski, was hostile to radical 
reforms. However, in the interim Jerzy Hausner, long a senior economic 
advisor of Kolodko, had been appointed to replace Bgczkowski as 
plenipotentiary. As a condition for accepting the position, Hausner 
insisted that the task force be attached not to the Ministry of Labor but 
to the office of the prime minister. From early 1997, the office of the 
plenipotentiary spearheaded the reform effort, with the backing of the 
Ministry of Finance, the prime minister, and the president, but with 
mixed support and opposition from the remainder of the cabinet.

Like Hungary’s interministerial committee, Poland’s extraministerial 
plenipotentiary was under pressure to complete a reform package before

During this long period of intragovernmental stalemate, the Ministry of Finance contin
ued to work toward radical pension reform. It commissioned a detailed study based on 
Chile’s experience, sponsored a series of professional opinion surveys, and consulted rep
resentatives of various economic and social groups (Hausner, Chapter 7, in this volume, 
and interview).
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upcoming elections. The deadline in Poland was considerably tighter: 
with elections scheduled for September 1997, the reform team worked 
intensely to present a partial package of draft laws (including the crucial 
provisions establishing a second pillar) to the Parliament by summer. The 
laws won approval, but a second package needed to complete the system 
(including controversial changes in the ongoing PAYG component) was 
postponed until after the elections.The new government took some time 
to review the bills and submit them to the legislature. Once submitted, 
the bills’ progress through the key legislative commission was also slow, 
but the pension package was approved in late September 1998, and the 
new system went into effect early in 1999.

The specific designs of the reforms were overwhelmingly results of 
domestic rather than international goals and pressures. The point is 
worth emphasizing, because both reform teams were directly and ex
tensively supported by the World Bank, and to some extent by other 
external agencies and donors. In Hungary, the World Bank provided 
major financial support for the group’s work. Perhaps as important, the 
Budapest office of the bank put the task force in touch with a large 
network of pension specialists all over the world and helped to provide 
two-way translation of documents and comments on specific issues. In 
Poland, the technical director of the plenipotentiary was a World Bank 
staff member seconded from Washington. Both he and the part of the 
bank from which he was drawn could provide extensive networking as 
well as technical support.

Predictably, such involvement provoked criticism in both countries. 
Yet there is little in either reform story to indicate that the World Bank 
dictated, or even strongly influenced, the specific choices and design 
details that emerged from the process of analysis and political negotia
tions. The international financial community (including but going well 
beyond the World Bank and the IMF) contributed powerfully to the evo
lution of thinking regarding pension reform options and to the political 
decision that early action was imperative. Both timing and the broad 
shape of reform were influenced by outside forces. But the more specific 
design details were outcomes of the analysis and political judgment of 
the reformers themselves, and of their negotiations and compromises 
within their governments and with interest groups, watchdog institutions, 
and legislatures.

Pension and Health Reforms in Hungary and Poland

Public Opinion and Major Vested Interests

In both Hungary and Poland, survey evidence shows that most of the 
public had lost confidence in the traditional pension systems by the mid-
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1990s. Earlier proposals to reform those systems by specific measures 
such as increasing the age of retirement and equalizing it for men and 
women had prompted widespread opposition. The new, broader reform 
proposals bundled such measures with the introduction of the second, 
fully funded, privately managed pillar. The broader package apparently 
was more acceptable politically, in part because it appeared more cred
ible. Moreover, a sizable part of the public -  particularly the younger and 
better-educated -  liked the idea of individual accounts and a strong link 
between contributions and benefits (Müller 1998).9 But while public 
opinion was permissive, in neither country did it drive the reforms. Most 
people were confused by the technical details and skeptical about some 
aspects of the new proposals.

Pensioners might have been expected to dominate the politics of 
pension reforms. In both countries, the surge of early retirements after 
1989 had swelled the number of pensioners beyond the already sub
stantial fraction of the population at or above retirement age. And 
because older people (except the very elderly) tend to vote in greater 
numbers than the young, pensioners may account for 30 to 40 percent of 
voters (Slay and Vinton 1997). Moreover, many pensioners are affiliated 
with potentially influential organizations: unions (particularly the post- 
Communist ones) or specialized associations. In Poland, two separate 
pensioners’ parties were formed before the 1997 national elections.

Yet in fact pensioners played little direct political role. In both coun
tries, the reforms were designed to have minimal impact on current pen
sioners or on those expecting to become pensioners in the next few years. 
Concerns that the new fully funded pillar would siphon social security 
contributions from the ongoing first pillar were eased by introducing the 
new system gradually, while continuing to direct the bulk of funds into 
the PAYG component. Pensioners also were concerned with reforms in 
the indexing arrangements, and (in Poland) argued that they should 
share in the earmarked benefits from privatization of certain state assets. 
In Hungary, potential opposition was substantially deflected by an advi-

9 A survey commissioned by the Polish plenipotentiary in April 1997 to help gauge the 
acceptability of a multipiliar system found strong majorities in favor of a tighter link 
between contributions and benefits. Most respondents were not much concerned that 
such an approach would result in increased inequality (Security 1997: 179-83). This evi
dence was used in the intragovernment debate to counter Ministry of Labor assertions 
that Poles would not tolerate a reform that significantly increased inequality (Hausner, 
interview). In Hungary, the Ministry of Finance commissioned a series of five surveys 
beginning in October 1996. The surveys found a growing proportion of the public (60 
percent initially, 80 percent later) were aware that pension reforms were being devel
oped; younger and more educated Hungarians were most likely to favor a multipillar 
approach.
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sory Council of Elder Affairs, created shortly after Prime Minister Horn 
took office, to discuss pensioners’ concerns. They were also promised a 
6 percent real increase in their pensions, effective at the beginning of 
1998. In Poland during the electoral campaign of autumn 1997, it is strik
ing that neither of the two pensioners’ parties attacked the pension 
reforms, despite the fact that the second half of the package, which 
included controversial changes in the ongoing traditional component, 
would come before the legislature for approval during the next admin
istration. Neither party attracted the minimum 4 percent of the vote 
required to win seats in the Sejm.

In both countries, labor unions were far more involved than pension
ers in negotiations over pension reforms. But the unions did not speak 
with one voice. In Poland, some elements within both Solidarity and 
the post-Communist union confederation OPZZ were deeply skeptical 
about diluting the PAYG system, partly on the grounds that fully funded, 
individual accounts would destroy the redistributive and solidaristic 
character of the system. However, some leading Solidarity officials were 
more receptive to radical changes, had criticized earlier government pro
posals that lacked a fully funded component, and had submitted their 
own proposals for far-reaching reforms.

The plenipotentiary consulted extensively with representatives of 
the major unions. The formal channel of discussion and negotiation 
was the Tripartite Commission, established in February 1994 as part of 
an attempted social pact. The commission includes representatives of 
unions, private employers, and government. At the suggestion of the 
plenipotentiary, a smaller and less formal group was formed to screen 
proposals for the full council. This group took a number of specific sub
stantive decisions, which modified but did not undermine the basic goals 
of the reform and contributed to the sense that the reform was a col
laborative and nonpartisan undertaking (Hausner, Chapter 7, in this 
volume). Unionists also took part in study visits to Chile and elsewhere.

One of the most serious points of contention with Solidarity was the 
method of using revenues from privatization of certain state assets to 
support the pension reform. The plenipotentiary wanted to transfer sales 
proceeds directly to the budget, to cover costs associated with the cre
ation of a second pillar. Solidarity urged “empropriation,” a different and 
more complex approach to transforming ownership of state enterprises 
(see Hausner, Chapter 7, in this volume; Gesell, Midler, and Süß 1998). 
The Solidarity proposal was attractive because it promised “seed money” 
from privatization for individual pension accounts; however, it would 
severely delay the reforms and would entail other costs. An ingenious 
compromise, utilizing the empropriation idea on a small scale, succeeded

Pension and Health Reforms in Hungary and Poland
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in winning sufficient support to pass the legislature (Hausner, Chapter 
7, in this volume).

In Hungary, solidaristic leanings probably contributed to opposition 
within the post-Communist union confederation MSZOSZ. In contrast, 
SZEF, the major union confederation representing public service 
workers, favored reforms. Beyond ideology and calculations of members’ 
interests, however, unusual institutional arrangements created a power
ful incentive for MSZOSZ to oppose reforms.

As mentioned earlier in this essay, in 1993 Hungary established sepa
rate autonomous institutions to manage the pension and health-care 
systems, both funded largely from the social security contributions paid 
by employers and workers. (For the origins of this system, see Haggard, 
Kaufman, and Shugart, Chapter 3, in this volume.) The Pension Insur
ance Fund and the Health Insurance Fund each had governance boards, 
composed in equal halves of representatives of union federations and 
employers. Among union representatives, MSZOSZ dominated, and 
because the employers’ representatives were usually rather passive, the 
post-Communist union federation effectively controlled both boards. 
Until the government elected in 1998 eliminated the boards’ autonomy, 
this control was a valuable asset for a union federation that, while prob
ably still the largest in the country, has steadily lost members and influ
ence. Despite legal safeguards, the board’s control over large flows of 
money permitted financial maneuvering widely believed to have bene
fited the union as an institution, key leaders, and political parties.

Therefore, pension reforms that channeled a sizable and growing frac
tion of pension contributions away from the system managed by the 
Pension Insurance Fund and into individual, privately managed accounts 
clearly threatened MSZOSZ power and financial interests. The Pension 
Fund’s governing body and especially its MSZOSZ members were 
intensely hostile to the proposed reforms. They were bolstered by some 
of the social-security analysts in the pension administration, who held 
strong solidaristic values and questioned the technical analyses of the 
interministerial reform commission.

However, rivalries and disagreements regarding strategy within 
MSZOSZ gave reformers some room for maneuver. Whereas MSZOSZ 
representatives on the Pension Fund governing board were unyielding 
in their opposition, those representing MSZOSZ on the Interest 
Reconciliation Council (Hungary’s Tripartite Commission) were more 
moderate (or, according to varying interpretations, more opportunistic). 
When the proposed pension reforms were submitted to the council for 
approval in May 1997, MSZOSZ won a series of concessions, but did not 
attempt to block the measures entirely. Several of the concessions were
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temporary: for instance, it was agreed to postpone reforms of disability 
pensions and to delay by two years introduction of a revised formula for 
indexing pensions. This latter concession, however, locked in large real 
pension increases for 1998 and 1999, based on an expected decline in 
inflation. Widows’ benefits were also increased (Ladó, interview, Palacios 
and Rochas 1998: 203).

Perhaps the key concession related less to the pension reform itself 
than to M SZO SZ political concerns. M SZO SZ wanted to change the 
method by which the governing boards of the pension and health funds 
were selected. Members of the first boards had been chosen in national 
elections in May 1993, for four-year terms. These terms were due to 
expire just as the pension reform bills were coming before the Interest 
Reconciliation Council (IRC), prior to submission to Parliament. Fresh 
elections might erode MSZOSZ dominance. The union sought a differ
ent formula for selecting the new boards, a formula that would preserve 
its control and the associated political power and financial opportunities. 
The IRC agreed to ask each of the “sides” in the pension and health fund 
boards (i.e., labor and management) to reach agreement among them
selves regarding how to allocate their seats. That formula was ratified in 
legislation passed in the summer of 1997. The unions then reached an 
agreement allocating seven of fifteen labor seats to MSZOSZ and divid
ing the balance among other major labor federations (Ladó, interview). 
MSZOSZ therefore maintained control over the pension and health 
insurance boards, in exchange for dropping opposition to the modified 
pension reforms.10

In both Hungary and Poland, the governments’ capacity to manage 
union opposition to pension reforms was enhanced because the then 
current governments were controlled by post-Communist parties with 
strong ties to the post-Communist labor federations. In Poland, parlia
mentary deputies affiliated with the post-Communist union OPZZ held 
about a third of SLD seats (Surdej, interview). Similarly, in Hungary 
the Socialist Party contained a sizable MSZOSZ component. But both 
governing parties also included influential moderate and neoliberal fac
tions. In Hungary the Socialists’ coalition partner, the Free Democrats, 
further counterbalanced the more hard-line union wing of the Socialists. 
In Poland, the SLD coalition partner, the Peasant Party, was not at all 
reformist in its leanings, but was largely indifferent to the pension issue 
because farmers’ pensions were separate from the main system and 
excluded from the proposed reforms. While union officials were given

Pension and Health Reforms in Hungary and Poland

10 This solution prompted bitter criticism from a range of politicians and others, including 
the Socialists’ coalition partners, the Free Democrats.
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their say, prim arily in the T ripartite Commissions, the dom inant parties 
w ere able to  exert party  discipline on crucial votes.

In addition  to  the m ajor union federations, reform ers also had to  deal 
with a num ber of m ore specialized groups. In  bo th  countries, m iners, 
teachers, railway workers, and  som e sm aller occupational groups enjoyed 
early re tirem en t o r higher pension privileges. In Poland, m iners received 
double the average pension and re tired  roughly nine years earlier 
(H ausner, C hap ter 7, in this volum e). These groups are politically pow 
erful: for exam ple, the H ungarian  railway system  has been perm itted  to 
accum ulate massive arrears to  the pension system  over m any years. In 
Hungary, po ten tia l opposition from  these groups was avoided by post
poning any a ttem pt to  a lter the ir privileges. In Poland the first package 
of laws sent to  the Sejm sim ilarly evaded the issue. The second package, 
approved in late 1998, established a uniform  system for all w orkers who 
have not already qualified for pension privileges. The governm ent p ro 
posed and the unions have agreed tha t o lder w orkers in previously priv
ileged sectors who have no t yet w orked the full num ber of years required  
to  qualify under the old system will be com pensated  on term s to  be nego
tia ted  w ithin the T ripartite Com m ission (ra th er than  through the legis
lature) after the new system  has been adopted . Costs of com pensation 
will be borne by the general budget ra th e r than  the pension system. A n 
im portan t featu re  of the Polish reform  schem e is the creation  of notional 
defined contribution  accounts w ithin the old PAYG com ponent, linking 
individual w orkers’ contributions m ore closely to the benefits they can 
expect on retiring. A m ong reasons why the reform ers favored this 
fea tu re  (adap ted  from  Swedish and Latvian experience) was the fact that 
it is inconsistent with, and therefo re  m ight ease the elim ination of, 
privileges for particu lar groups (H ausner, interview ).

Among major stakeholders one other category must be mentioned: 
private insurers and (in Hungary) firms already established to manage 
voluntary pension funds. In Poland, representatives of the association of 
insurance companies met a number of times with the plenipotentiary. 
They sought reforms based on capitalization, broad access for private 
insurance firms (including foreign firms) to second-pillar programs, 
and equal tax treatment for firms managing mandatory and voluntary 
pension funds. The group was disappointed with respect to several fea
tures of the semifinal design, and indeed reopened certain questions of 
tax treatment with the new government after the September 1997 elec
tions. The process of consultation itself, however, was viewed as trans
parent and reasonable (Kostkiewicz, Myjak, interviews).

In Hungary, the process through which existing private insurance and 
pension firms had access to  the reform ers was less transparen t. Private
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voluntary individual and group pension funds had expanded rapidly after 
they were authorized late in 1993. By late 1997 some 250 pension mutuals 
had been established, with about 600,000 members (over 15 percent of 
the labor force). Employers favored such plans because they did not have 
to pay taxes on the wages contributed to the pension accounts (Gál, 
interview). Whereas experts from the sector were invited to advise on 
technical aspects of the reforms, no channels were set up for more struc
tured representation or negotiation. Perhaps because of concerns that 
too many firms would compete for the new opportunities created by the 
reforms, or perhaps in part because of political influence, the legislation 
governing the qualifications for managing mandatory second-pillar funds 
favors the largest already-established firms, many of which are linked to 
large, often foreign insurance or banking companies.11

Pension and Health Reforms in Hungary and Poland

Watchdog Institutions and Their Influence

In designing politically feasible reforms, the pension reform teams in 
Hungary and Poland had to consider not only stakeholders and public 
opinion, but also the probable reactions of oversight institutions. 
Constitutional courts in both countries, and the institution of the 
Ombudsman in Poland, can review and reverse the actions of govern
ment agencies. These institutions are independent of other governmen
tal bodies, including the judicial system. The constitutional courts are 
responsible for protecting the integrity of the constitution and the 
values it embodies. They have the power to overturn specific features 
of laws judged to violate constitutional guarantees of individual rights; 
in Hungary this can be done even before a law is implemented.

The legal concept of acquired rights to benefits has proved an impor
tant constraint on changes in the design and financing of social bene
fits. In Hungary, Minister of Finance Bokros’s 1995 austerity package 
included provisions to substitute targeted for universal family assistance 
and to modify sick pay and other provisions. The Constitutional Court 
promptly declared some of these measures invalid, because they failed 
to provide an “adequate adjustment period,” or were more fundamen
tally in conflict with the constitution. The minister of finance stated that

11 After obtaining a formation license, a firm had six months to recruit at least 2,000 
members and to meet requirements regarding staff, procedures, and equipment. The 
requirements favored those third-pillar funds linked to insurance companies, with large 
numbers of agents to recruit members, and ready access to capital to finance start-up 
equipment and arrangements. Of 250 funds handling voluntary pension funds, about 50 
applied for licenses when the reforms went into effect in January 1998, and only a 
handful had recruited 2,000 members as of March 1998 (Spat, interview).
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the court’s decisions wiped out half of the expected savings from the aus
terity package (Sajó 1996: 35; Dethier and Shapiro 1998: 458).

Anticipation of such rulings led the pension reform teams to certain 
decisions about design. For example, in Flungary the reformers initially 
planned to require all workers below a cutoff age (in the mid-thirties) 
to direct part of their social security contributions to individual second- 
pillar accounts. However, later they decided to make contributions com
pulsory only for new workers entering the labor force (who did not yet 
have acquired rights in the old system), while letting current workers of 
any age choose whether to do so, thereby avoiding possible adverse judi
cial rulings (Dethier and Shapiro 1998: 463).

In Poland, in addition to the Constitutional Court and ombudsman, 
a legislative council advises the prime minister regarding the constitu
tionality of proposed legislation. Composed of established, mainly older 
lawyers, the council was familiar with Communist and traditional 
Western European social-security arrangements. Most of its members 
opposed the mandatory fully funded second pillar, which they regarded 
as contrary to the basic principles of solidarity and to state guarantees 
underlying a pension system. Some of their concerns were met by adding 
a state guarantee underwriting any deficits in the mandatory pension 
funds. Doubts that the new system even qualified as “social security” 
within the meaning of the constitution were resolved by noting that the 
PAYG pillar would continue to receive more than half of the mandatory 
contributions to the system.

Outcomes

Concessions to pressures from oversight institutions and varied interest 
groups substantially reshaped both Polish and Hungarian pension 
reforms from the ideas originally put forward by ministries of finance. 
But in both countries multipillar systems have replaced the single tradi
tional PAYG approach. Hungary now has, in essence, a four-pillar system: 
“a ‘zero’ pillar consisting of a means-tested income guarantee for the old, 
financed from general taxes; a first pillar, consisting of an earnings- 
related PAYG, financed entirely from contributions; a second pillar, 
mandatory, private, and fully funded; and a voluntary pillar” (Palacios 
and Rocha 1998: 211). As a result of compromises regarding the alloca
tion of workers’ contributions between the first and second pillars, the 
new second pillar initially will receive only a quarter of pension contri
bution funds, while the first, PAYG pillar will continue to constitute the 
bulk of the system for many years into the future. The reforms also sub
stantially modify the PAYG component, including a gradual increase in
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the normal retirement age to sixty-two (from sixty for men and fifty-five 
for women), an increase in minimum years of service for early retire
ment, and a slightly delayed change in the formula for indexing benefits 
(linking pensions to wages and prices equally, rather than solely to net 
wages).

In Poland, legislation approved in June and August 1997 creates a 
mandatory fully funded second pillar, authorizes and regulates a volun
tary pension insurance system, and earmarks revenue from privatizations 
to help finance the costs of the transition to the new system. The second 
package of bills, approved in September 1998, creates notional individ
ual accounts within a reformed PAYG first pillar and reduces or elimi
nates special privileges within that system for specific occupations. As in 
Hungary, the system offers workers in the middle generation (in Poland’s 
case, between thirty and fifty) a choice between the old and new system. 
The parliamentary commission that reviewed the legislation rejected 
government proposals to change the age of retirement from sixty for 
women and sixty-five for men to sixty-two for all workers, but accepted 
the rest of the proposed legislation.

In both countries, critics from both sides -  those opposing the concept 
of a multipillar system and those who would have preferred more rapid 
and thoroughgoing shifts to a fully funded system -  were left dissatisfied 
with the outcomes. In Hungary the former group in particular felt mar
ginalized by what it viewed as a steamroller process (Ferge 1997). But 
most major stakeholders felt that they had been consulted and had had 
an impact on the outcome. In short, the democratic process substantially 
molded but did not block major systemic reforms.

Pension and Health Reforms in Hungary and Poland

The Third Puzzle: Why Pensions but Not Health?

In both Hungary and Poland in 1998, it is often claimed that “health 
reform has not begun.” That is an exaggerated view, especially in 
Hungary. There have, in fact, been major changes in health-care delivery. 
But in contrast to the stories of pension reform, to date there has not 
been a focused drive to establish a new model or vision for the sector. 
Therefore there is no compact “reform story” to be told.

Problems o f the Sector and Attempts at Reform

Hungary and Poland inherited from the Communist era health-care 
delivery systems that provided universal coverage and some high-quality 
services but were also burdened with major inefficiencies. These included 
excessive emphasis on hospital care and excessive hospital capacity, a
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lack of long-term care facilities like nursing homes (adding to the pres
sure on hospitals), neglect of public health and healthy life-style 
programs, and too great reliance on medication, among many other prob
lems. In both countries, as almost everywhere in the post-Communist 
world, patient copayments were virtually unknown but under-the-table 
“gratitude money” was ubiquitous, both to reduce waiting time and to 
obtain better service. Historical allocations and political jockeying 
largely determined the distribution of investment funds, and mainte
nance was widely underfunded and neglected.

In Hungary, a series of reforms considerably altered the health-care 
delivery system after 1989. But most of the changes proved to have 
severe flaws (Orosz, Ellena, and Jakab 1998: 227, box 8.2). Funding was 
switched from general taxes to compulsory insurance in 1990, collected 
jointly with pension contributions from workers and employers. As men
tioned earlier, in 1992 the Social Insurance Fund was split into a Health 
Insurance Fund and a Pension Fund. The responsibilities and powers of 
the Health Insurance Fund were not entirely clear, and there were con
stant power struggles with the Ministry of Welfare and the Ministry of 
Finance. The fund also had chronic deficits. After the 1998 elections the 
Health Insurance Fund was placed under the authority of the prime 
minister’s office.

Private practice was legalized in 1989. Many physicians with private 
patients free-ride on the public system, for instance, using the laboratory 
services and diagnostic facilities of public clinics or hospitals where they 
are also employed. The pharmaceuticals market was also liberalized. 
While products became much more available, their prices also soared, 
contributing to high public spending on health care. Ownership of public 
hospitals and clinics was transferred to local governments in 1990, but 
little control over financing and operations went with the legal titles. 
Primary care was reformed in 1992, converting district doctors to “family 
physicians,” introducing capitation payment, and offering greater scope 
for patient choice, but primary doctors continue to offer mainly pre
scription and referral services. An attempt in 1995 to cut back on excess 
hospital capacity accomplished little but generated tremendous opposi
tion among health workers and the public.

János Kornai (Chapter 6, in this volume) suggests that by the mid- 
1990s the health-care sector in Hungary displayed many of the charac
teristics of “market socialism” in the larger economy a decade earlier. 
Opaque and muddled property rights for facilities, tight wage controls, 
fixed service prices, the limited autonomy of the directors of operating 
units and frequent intervention from above, and soft budget constraints 
create an array of perverse incentives. A small private sector provides
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choice and better-quality services for the wealthy and near wealthy; most 
of the population grumbles.

When the Hungarian Ministry of Finance began to press for pension 
reforms, in late 1995, it intended to tackle health-care delivery reforms 
as well. Indeed, health was viewed as the more important of the two, 
because the system provided greater scope for manipulation, was more 
opaque, and was subject to pressure from many lobbies. The double 
program proved too ambitious politically, and health reform was quietly 
dropped as a near-term goal. Indeed, it was a dispute between the 
reformist minister of finance Lajos Bokros and the remainder of the 
cabinet over the deficits of the Health Insurance Fund that triggered 
Bokros’s resignation, although the underlying causes for his resignation 
were broader. By autumn 1997, however, with pension reform legislation 
safely passed, the Ministry of Finance appointed a new deputy state sec
retary whose primary responsibility was to plan and coordinate health- 
sector reforms if the government won reelection in May 1998. However, 
the elections put in power a new coalition, which promptly eliminated 
the autonomy of the pension and health insurance funds and split the 
former Ministry of Welfare.

In Poland, planned reforms in health-care delivery have been less 
extensive, although there has been considerable change in the actual 
system “by default” (Kochanowicz 1997: 5). Private practice and private 
hospitals were authorized in August 1991. By 1997 roughly half of 
Poland’s 70,000 doctors split their time between public and private prac
tice, while the remainder worked solely within the public system. Partic
ularly in Warsaw, not only the wealthy but the middle classes increasingly 
turned to private practitioners. An estimated 40 percent of all resources 
spent on health care comes from out-of-pocket payments; that sum 
includes sizable copayments for medications and widespread illegal gra
tuities within the public system (Koronkiewicz, interview).

Most public health care is provided through the vovoidships or 
provinces, and by local integrated health-care management units. 
From 1992 on, health funds from the national budget bypassed the 
Ministry of Health and went directly to the vovoidships. A number of 
limited but important programs have been introduced to improve 
health-care provision, including measures to strengthen the role of 
primary-care physicians, encourage use of contracting, and experiment 
with integrated services that include prevention and public-education 
components.

Despite planned and unplanned changes, basic problems persist, and 
new ones have been introduced by the changes themselves. Health-care 
providers and the public are both deeply dissatisfied. Proposals for more
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far-reaching and integrated reforms have been debated since the begin
ning of the decade. In 1995 the Ministry of Health and Social Welfare 
prepared and the government approved legislation that would shift 
health-care funding largely to an insurance basis and restructure aspects 
of health-care administration. Meanwhile a small commission associated 
with the Solidarity opposition prepared a less detailed alternative 
approach reflecting the views of the physicians’ union. This competing 
sketch was also submitted to the Sejm, through President Walesa 
(Tymowska, interview).The Parliament established a special commission 
to develop an integrated proposal. In February 1997, after eighteen 
months of work including extensive consultations with many foreign 
experts, a bill establishing the broad  outlines of a new national health- 
insurance system  was approved  by the legislature (B ossert and 
W lodarczyk 2000: 13-15).

Yet even as the legislation was nearing completion, some within the 
government sought different changes. The mandate of the Government 
Plenipotentiary for Social Security Reform, established late in 1996, orig
inally included health-sector reforms as well as pensions. The Ministry of 
Health strongly objected to what it viewed as an intrusion on its re
sponsibilities. After the death of Minister of Labor and Plenipotentiary 
Bficzkowski, the new plenipotentiary made clear that he would address 
health reforms only if the primary responsibility were assigned clearly 
to him and not to the minister of health. That was not politically feasi
ble,12 and the plenipotentiary therefore focused on pensions alone 
(Kornatowski, Rutkowski, interviews).

The new government that took office in autumn 1997 drafted legisla
tion needed to implement the broad health-insurance reforms designed 
by the previous government. But it was critical of aspects of the earlier 
legislation. The coalition members also disagreed with each other, 
especially regarding the role of local governments in the new system 
(Tymowska, Kornatowski, interviews). Indeed, for years proposals for 
reorganizing the health care system were entangled with the broader 
issue of restructuring subnational governments and their relations with 
the center, and neither reform was able to move forward. In July 1998, 
however, a bill restructuring local government was finally passed. Legis
lation establishing independent public health-insurance funds and a new 
system of contracting for health services followed. But the Amended 
Health Insurance Act was partly inconsistent with the Public Adminis
tration Act on subnational government, and left important issues to be

12 Among other factors, the minister of health was seriously ill at the time, and the prime 
minister was most reluctant to undercut his authority (Hausner, interview).
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determined by future regulations (Bossert and Wlodarczyk 2000: 15- 
17). Dispute over specifics continues, and implementation has been 
extremely difficult.

In short, in both Hungary and Poland the need and demand for health- 
sector reforms have been strong, but decisive action has been difficult or 
impossible. What accounts for the contrasting histories of pension and 
health-care delivery reform efforts?

Political Obstacles to Reform: Multiple 
Powerful Interests

Proposals for health-care reforms affect a broad and varied array of 
vested interests. Given the widespread dissatisfaction with the systems, 
most of these groups seek not to block but to control change.

In both countries, the ministries of health tended to reflect the inter
ests of specific groups of doctors, rather than a broader spectrum 
of health-care providers. In Poland under the SLD government, for 
instance, the ministry was strongly influenced by the medical elite asso
ciated with teaching hospitals (directly linked to the ministry). This 
influence was reflected in ministry proposals for revised administra
tive structure, carving the country into regions that corresponded 
with medical academy locations but not with other administrative units 
(Tymowska, interview). In Hungary, control over most aspects of health
care administration shifted from the Ministry of Welfare to the Health 
Insurance Fund when the latter was created in 1993. The division of 
responsibilities and power between the fund and the ministry became a 
chronic source of tension. In neither country was the ministry particu
larly powerful within the government.

Health care providers in both countries are fragmented, in part as a 
result of highly segmented and specialized Communist health-care 
systems (Ellena, interview). Doctors are divided along many lines: by 
primary care versus specialized services; by specific specialties; by 
engagement in private practice versus full-time public-sector employ
ment. Doctors’ interests also diverge from those of other medical 
workers. In Poland there are often ten or more unions represented in a 
single hospital (Tymowska, interview). Medical universities have their 
own (usually quite powerful) associations; so do financial directors of 
hospitals, various categories of nurses, and public-health workers. In 
principle the Medical Chamber provides an overarching organization. 
Although membership is compulsory for doctors, however, the chambers 
are not necessarily representative. In Poland, the chamber has often 
acted like a union, organizing strikes and demonstrations. Many doctors
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are indifferent to or alienated from the chamber, and very few take part 
in its elections (Tymowska, interview).

In both countries, medical workers in general regard themselves as 
seriously underpaid, and they have indeed suffered substantial drops in 
the real value of their official salaries. Gratitude money and fees for 
private practice partly counterbalance dwindling real salaries but are 
extremely unequally distributed. Many health-care providers feel that 
funding is the root of the sector’s problems, although awareness of the 
need for cost consciousness and efficiency is growing (Orosz, interview). 
Many also want to keep the security of public-service jobs, at the same 
time that they would like higher incomes and greater autonomy.

In both Hungary and Poland, local and provincial governments also 
have major stakes in the precise design of health-care reforms. In Poland, 
expenditures on health account for more than half of all expenditures 
at the level of the vovoidships or provinces (Kornatowski, interview). 
Health services are also a major function of the much smaller g’minas.13 
Even modest changes -  for instance, pressure to make more use of con
tracting -  may make vovoidship officials nervous, because they lack expe
rience and fear that choosing one provider rather than another may 
provoke protests (Luczak, interview). Subnational officials are under
standably wary of proposals that increase their responsibilities without 
commensurate increases in authority and funding. More radical shifts in 
unit boundaries, or in the responsibilities and funding sources of exist
ing units, have sweeping implications for control over jobs, money, assets, 
and political relationships.

The pharmaceutical sector -  domestic and foreign manufacturers and 
distributors, and pharmacists themselves -  are also obvious interested 
parties in health reforms. In both Hungary and Poland, excessive pre
scription is a serious weakness of the health-care system; coupled with 
rising prices, this is also a major source of increased costs. Both countries 
have addressed the problem partly through increased reliance on patient 
copayments. In turn, that has prompted concerns about the burden on 
the poor. Hungarian attempts to compensate through means-tested sub
sidies have led to widespread cheating (Orosz et al. 1998: 242-43).

Public opinion is also broadly and intensely engaged by proposed 
reforms in health-care arrangements. Commitment to free public service 
has probably been eroded in both countries by the growing use of private 
care and the prevailing practice of gratitude money for public providers. 
Surveys indicate strong public support in Poland for shifting to an insur-

13 G’minas were the smallest unit for Polish local government until restructuring in late
1998.
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ance system of funding, though it is difficult to judge whether the support 
reflects realistic expectations regarding the effects of such a shift. Other 
kinds of changes, however, may well prompt public outcries. For instance, 
when in 1995 the Hungarian government attempted to rationalize and 
reduce the number of hospital beds and to close some of the least effi
cient clinics and hospitals, there was strong popular resistance from those 
who had been using the targeted centers.

As with pension reforms, oversight institutions also are political 
players. For example, the ill-fated Hungarian attempt to cut back on 
hospital beds was complicated by the fact that the Constitutional Court 
ruled the cuts could not be carried out through a simple administrative 
regulation. Instead, the court required a detailed law to be presented to 
the Parliament, specifying how many beds were to be cut in each local 
jurisdiction. The predictable result was to mobilize intense local opposi
tion (Ellena, interview).

Pension and Health Reforms in Hungary and Poland

Unassertive External Players

External forces have been much less active in promoting health than 
pension reforms. Many international, bilateral governmental and non
governmental agencies and groups provide technical and financial assis
tance to the health sector in Eastern Europe. Most of these focus on 
specific projects; few address broader health policies and strategies. 
Among these few, the World Bank has played the leading role. Even the 
World Bank, however, has not pursued a sharply focused sector strategy 
in either country (Ellena, interview; World Bank 1997). Moreover, the 
bank’s frustration with the Hungarian government’s poorly thought 
through reform attempts (such as the attempt to cut hospital beds) con
tributed to the 1996 decision to remove health-sector components from 
a large Public Sector Adjustment Loan.

The Missing Blueprint

Closely linked to the absence of assertive external influence is the fact 
that there is no dominant model for health-care delivery reforms analo
gous to the recent international semiconsensus regarding multipillar 
pension systems. Health systems vary widely among wealthy nations. 
Almost all confront serious problems and provoke widespread criticism 
from care providers and the public. Although there may be considerable 
agreement on broad principles and goals, and no shortage of proposals 
to address specific issues, in most countries there is no blueprint or even 
a “vision” of an improved system that commands broad consensus.
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In both Hungary and Poland, we have seen that the conflict between 
two fairly clear broad concepts of pension reform structured debate and 
shaped decision making. The international semiconsensus regarding the 
desirability of the multipillar system not only bolstered the conviction of 
the proponents of the concept but also prompted direct and vigorous 
World Bank and other external support.

In contrast, during interviews in Hungary and Poland, half a dozen 
health-sector specialists remarked, spontaneously and not in response to 
specific questions, that there was as yet no broad vision of a better
functioning and sustainable health-care delivery system (Orosz, Csaba, 
Ellena, Kornatowski, Luczak, and Tymowska, interviews). The inconclu
sive course of reform proposals in Poland illustrates not merely absence 
of agreement on a single approach, but a process that might be described 
as groping for approaches. Presumably the Hungarian Ministry of 
Finance had in mind precisely the need for a vision of health-sector 
reform, when it commissioned a book-length study by prominent econ
omist János Kornai. That book, written to be accessible to the general 
public and published early in 1998, may indeed help to structure and 
advance public debate in Hungary.

The difficulties of formulating a blueprint for health-care delivery 
reform are rooted in the character of the sector. They flow not only from 
the structure of the sector, with its many levels of operation and stake
holders, but also from the complexity of health-care objectives and the 
difficulties of measurement and valuation. Like education, health-care 
delivery serves multiple goals and constituents. It is difficult to reduce 
the trade-offs among groups and goals to a common denominator. How 
shall resources be divided between improved care for children or the 
elderly? Principles of equity and solidarity demand that certain services 
and facilities be available to everyone, but how generous should that 
guaranteed package be? There are no adequate technical answers to 
these and similar questions.

Moreover, again like education and in much greater degree than pen
sions, health programs produce not only crucial individual benefits but 
also tremendously important public goods. The public-goods component 
implies a major role for the public sector, but the division of responsi
bilities among public (national and subnational) agencies, private for- 
profit agents, voluntary organizations, households, and individuals is 
highly flexible and immensely controversial (Kornai, Chapter 6, in this 
volume).

G iven these com plexities and  characteristics, neoliberal econom ic con
cepts and approaches tha t have provided the paradigm  for m any of the 
institu tional reform s in m arket-o rien ted  structural adjustm ent may apply

260



only partially and with substantial caveats in the health sector. And, as 
Kochanowicz notes, liberal analysts have given much less attention to 
reform of social sectors and welfare provision than to macroeconomic 
policies and directly productive economic sectors. The appeal of Western 
European social democratic models has dwindled with the growing crisis 
of the Western welfare state; even in strongly Catholic Poland no clear 
Christian Democratic approach has been articulated. But the now- 
dominant neoliberal intellectual current provides only partial and 
uncertain guidance (Kochanowicz 1997: 5).

Pension and Health Reforms in Hungary and Poland

Some Implications for the Process of 
Social-Sector Reforms

As more post-Communist countries move beyond initial stabilization 
and liberalization, social transformation issues will become increasingly 
central. This study uses a simple two-country, two-sector set of compar
isons to explore some of the factors that ease or hamper far-reaching 
social-sector reforms. The contrasts between rather radical reforms in 
pension systems and fragmented and inconclusive change in the health 
sector reflect differences in intrinsic complexity, in centralized versus 
decentralized administration and delivery, in the variety and commit
ment of vested interests, in the availability of clear-cut “models” to focus 
proposals and debate, and in the role of external influence.

On all these dimensions, pension reform is “easier” than health-sector 
reform. Pension systems are much less complex administratively, nor do 
they generate large, powerfully organized providers’ associations. In 
recent years a fairly clear-cut, though not uncontroversial model or vision 
of pension reform has helped to structure national debates. Powerful 
external actors, both public and private, often directly or indirectly 
support application of that model in specific countries. Nevertheless, in 
both Hungary and Poland pension reform required extensive debate, 
consultation, and compromise. More generally, in democracies, reforms 
in social sectors and especially in social services (health and education) 
are likely to demand extraordinary efforts to develop at least partial con
sensus on the broad outlines of new arrangements and to encourage 
coalitions willing to support specific building blocks.

The process of social-sector reforms may affect not only the sustain
ability of the reforms themselves but also the broader consolidation 
of democratic government. Put slightly differently, the manner and 
channels through which reforms are designed, adopted, implemented, 
assessed, and modified will be viewed by citizens as partial evidence of 
how well their political system is working.

2 6 1



JO AN M. N E L S O N

To some extent, of course, this applies to all reforms and, indeed, to 
any significant change in economic policies. A government that decides 
most major economic and social policies behind closed doors and resorts 
to decrees to sidestep public debate and legislative approval forfeits the 
legitimacy that democratic processes can generate, even if the economic 
decisions themselves produce generally good results. If the pattern is 
long continued, citizens are likely to regard their country’s democratic 
institutions as flawed and weak.

However, public opinion in democracies will accept top-down decision 
making in some matters more than others. People expect policy decisions 
widely viewed as arcane, requiring highly specialized knowledge, to be 
made by “the experts.” Top-down decision making is also more accept
able to address problems viewed as urgent, where the costs of delay are 
obvious. Most of the public therefore regards it as appropriate that deci
sions regarding macroeconomic policies should be made by a small circle 
of high-level officials, especially in a crisis. On issues that they believe 
they understand in greater degree, and where there is no obvious reason 
for rapid action, citizens in democracies are much more likely to expect 
open debate and consultation. Social-sector issues in general fit this 
description.

At the same time, many social-sector reforms bear directly on wide
spread and deeply felt fears, hopes, or values. It is often noted that social- 
security reforms are difficult because they affect entitlements. In the 
post-Communist world, however, many, perhaps particularly younger 
people, doubt the capacity of their country’s institutions and economies 
actually to deliver the pensions, health care, and other benefits required 
by law. Their doubts open space for reforms.

Although belief in entitlements may be less of an obstacle to reforms 
in some post-Communist countries than is often assumed, proposals for 
reorienting social services and transfer programs nevertheless rouse 
powerful emotions. The wrenching transformation of the past decade has 
increased opportunity, liberty, and affluence for many. But transforma
tion has also sharply increased inequality and -  perhaps more important 
-  insecurity for much of the population. Most middle-strata people who 
have managed to maintain, recover, or increase their incomes must 
nonetheless worry about job security, declining quality of public-health 
and education services, and pension systems that look increasingly inad
equate. Private insurance is still unfamiliar, often unavailable, and for 
many unaffordable.

Almost all concrete social sector reforms will generate considerable 
opposition and even broader skepticism, unless and until they produce 
clear-cut benefits. Procedural legitimacy -  the widespread perception
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that not only the formal rules but also the spirit of open and fair debate 
were observed, and that all major interested groups had an opportunity 
to state their case -  is probably a more obtainable goal than broad con
sensus on specific designs. It may well be that the minimum political 
requirements for sustainable social-sector reforms therefore coincide 
with what is needed to maintain or deepen confidence in the political 
system’s capacity to heed and, at least partially, to respond to widely felt 
concerns. Such a double reward for attention to the process -  and not 
only the design -  of reform may be one of the few optimistic conclusions 
growing out of this most complex and daunting set of issues.
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Appendix
Table A.2. Inflation in Eastern Europe, the Baltics, and the CIS (change in year- 

end retail/consumer price level in percentage)

1992 1993 1994 1995 1996
1997
Est.

1998
Proj.

Albania 236.6 30.9 15.8 6.0 17.4 42.1 10.0
Bulgaria 79.4 63.8 121.9 32.9 310.8 578.5 10.0
Croatia 938.2 1,149.0 -3.0 3.8 3.4 3.8 5.7
Czech Republic 12.7 18.2 9.7 7.9 8.6 10.0 9.0
Estonia 953.5 35.6 42.0 29.0 15.0 12.0 8.0
FYR Macedonia 1,925.2 229.6 55.4 9.0 -0.6 2.6 5.0
Hungary 21.6 21.1 21.2 28.3 19.8 18.4 13.5
Latvia 959.0 35.0 26.0 23.1 13.1 7.0 4.6
Lithuania 1,161.1 188.8 45.0 35.5 13.1 8.5 4.2
Poland 44.3 37.6 29.4 21.6 18.5 13.2 10.0
Romania 199.2 295.5 61.7 27.8 56.9 151.4 45.0
Slovak Republic 9.1 25.1 11.7 7.2 5.4 6.4 7.2
Slovenia 92.9 22.8 19.5 9.0 9.0 8.8 7.0
Eastern Europe and the Baltic States

Median 199.2 35.6 26.0 21.6 13.1 10.0 8.0
Mean 510.2 165.6 35.1 18.5 37.7 66.4 10.7

Armenia n.a. 10,896.0 1,885.0 31.9 5.8 21.8 6.5
Azerbaijan 1,395.0 1,293.8 1,788.0 84.5 6.5 0.4 3.9
Belarus 1,159.0 1,996.0 1,960.0 244.0 39.0 63.0 60.0
Georgia 1,176.9 7,487.9 6,474.4 57.4 14.3 7.1 5.0
Kazakhstan 2,984.1 2,169.0 1,160.0 60.4 28.6 11.3 10.0
Kyrgyzstan 1,259.0 1,363.0 95.7 31.9 35.0 14.7 12.0
Moldova 2,198.0 837.0 116.0 23.8 15.1 11.2 12.0
Russia 2,506.1 840.0 204.4 128.6 21.8 10.9 89.0
Tajikistan 1,364.0 7,344.0 1.1 2,133.0 40.5 163.6 10.1
Turkmenistan 644.0 9,750.0 1,328.0 1,262.0 446.0 21.5 28.0
Ukraine 2,730.0 10,155.0 401.0 182.0 39.7 10.1 22.0
Uzbekistan 910.0 885.0 1,281.0 117.0 64.0 50.0 33.0
Commonwealth of Independent States

Median 1,364.0 2,082.5 1,220.5 100.8 31.8 13.0 12.0
Mean 1,666.0 4,584.7 1,391.2 363.0 63.0 32.1 32.6

Notes: Data for 1992-93 represent the most recent official estimates of outturns as 
reflected in publications from the national authorities, the IMF, the World Bank, the 
OECD, PlanEcon, and the Institute of International Finance. Data for 1997 are prelimi
nary actuals mostly official government estimates. Data for 1998 represent EBRD projec
tions. Figures for Albania for 1997 are based on the information from parts of the country 
where data collection was possible. The median is the middle value after all inflation rates 
have been arranged in order of size.
Source: Economics of Transition 6, no. 2 (1998): 545.

271



Ta
bl

e 
A

.3
. 

G
en

er
al

 G
ov

er
nm

en
t B

al
an

ce
s i

n 
Ea

st
er

n 
Eu

ro
pe

, t
he

 B
al

tit

&
υ

CQ

CL
QO

Oh

(Dυd-5
CO

<υGOd2 oo
u  T_ t"· S  ON4-1 On (IN '-'Λ
CL

1)occ2 r-
u 3
o ^U.1)

CL

00 .-!> On O O  J-. r-H CL

Os
os P-1

s-0\os

<NOs
Os

Ο  Ο  Ο  Ο  Ο  Ο  0Ό T—i O  OI T i l l  I

cn O; O; h  
co ο  o

t ' h - M O r l ’í  
ON ON Ο  Ο  τ—ί τ—ίI I I

lo^iAiccoNONO^iTr^q o r i r i p ' t r H r i m i n N H  I I  I I I I I I I I

h H f O H N ^ ^ O ^ O O H i n r H H
- H i l l  Ύ I I I I I I

ο ν ο Ο τ-ηηη" ο γ ο *-ητ}·γογοτ—< d-h ĥ i i i T I I I I I I
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Table A.5. Official Estimates o f  the Private Sector’s Contribution to GDP in 
Selected Transition Countries, 1991-96 (percent)

1991 1992 1993 1994 1995 1996

Bulgaria 27 38 41 42 48 —

Czech Republic 17 28 45 56 66 75“
Hungary 30 47 55 60 65 75
Poland 42 47 52 53 58 —

Romania 24 26 32 39 45 52
Slovakia6 — 22 26 58 65 77“
Yugoslavia — — — 33 — -

Latvia — — — 55 — ____

Lithuania 16 37 57 62 65 —
Kyrgyzstan 26 28 39 43 — —

Republic of Moldova — — — — — —

Russian Federation — 14 21 62 70 —
“ January-September.
b Employment including cooperative sector and entrepreneurs.
Source: The United Nations is the author of the original material. From The Survey o f  
Europe in 1996-1997 (New York: United Nations, 1997), p. 92, table 3.2.4.

Table A.6. Share o f the Unofficial Economy in GDP, 1989-95, Selected 
Transition Economies (percent)

1989 1990 1991 1992 1993 1994 1995

Azerbaijan 12.0 21.9 22.7 39.2 51.2 58.0 60.6
Belarus 12.0 15.4 16.6 13.2 11.0 18.9 19.3
Bulgaria 22.8 25.1 23.9 25.0 29.9 29.1 36.2
Czech Republic 6.0 6.7 12.9 16.9 16.9 17.6 11.3
Estonia 12.0 19.9 26.2 25.4 24.1 25.1 11.8
Georgia 12.0 24.9 36.0 52.3 61.0 63.5 62.6
Hungary 27.0 28.0 32.9 30.6 28.5 27.7 29.0
Kazakhstan 12.0 17.0 19.7 24.9 27.2 34.1 34.3
Latvia 12.0 12.8 19.0 34.3 31.0 34.2 35.3
Lithuania 12.0 11.3 21.8 39.2 31.7 28.7 21.6
Moldova 12.0 18.1 27.1 37.3 34.0 39.7 35.7
Poland 15.7 196.0 23.5 19.7 18.5 15.2 12.6
Romania 22.3 13.7 15.7 18.0 16.4 17.4 19.1
Slovak Republic 6.0 7.7 15.1 17.6 16.2 14.6 5.8
Russia 12.0 14.7 23.5 32.8 36.7 40.3 41.6
Ukraine 12.0 16.3 25.6 33.6 38.0 45.7 48.9
Uzbekistan 12.0 11.4 7.8 11.7 10.1 9.5 6.5

Notes: The share of the unofficial economy is defined over total GDP -  that is, correcting 
official GDP for estimates of the change in the unofficial economy derived from data on 
electricity consumption. The 1989 data come from two survey studies conducted in the late 
1980s.
Source: E B R D  Transition Report, 1997 (London: EBRD, 1997), p. 74.
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