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Eastern Europe, 1989 and 1930 —two subsequent years, yet what a
sharp contrast! The year of 1989, specifically, the last three months
of it, by any standard must be considered as the most remarkable
turn in the history of post—war Europe. The Soviettype, totalitarian
systems were overthrown in one country after another. These were
revolutions at their best—shockingly quick and, in most cases, non
—violent. The euphoria of those hot weeks was shared with the
rest of the world. Thanks to the media, Eastern Europe in those
days was in the center of worldwide attention. However, all wonders
last but nine days. The tense interest from outside has relaxed and
the news coverage of Eastern Europe's great transformation has
diminished. Casual observers may conclude that since basic political
actions were successfully carried out, freely elected governments put
in power, the parliaments are functioning and the residua of the
institutions of post—stalinist states are being cleaned up, the lion’'s
share of the historical task has been accomplished. Unfortunately,
this is not the case. To reach the desired goal to be like “them”,
the democratic welfare states of Western Europe_ —there is still long
way to go on the Eastern half of the continent. (The exception is,
of course, the postunification East Germany which has its own
special problems.) After laying down the political foundation of
pluralistic, democratic societies, substantial changes in the economic

sphere must occur. Democracy and command economies are logically



incompatible. The hope to solve Eastern Europe’'s deep economic
crisis can start only after its old irrational system is completely
purged. New insights reveal that this is much more difficult task

than anyone could have predicted.

In this article I concentrate on Hungary s experiences, narrowing
the subject and thus being more concrete. However, most of the
topics I touch upon comprise aspects of the general character of the
problems shared by all countries of the region in transforming from
a centralized, state —managed economies to open market economies.

Having said this, there is one issue in which the uniqueness of
Hungary should be stressed : she has the longest history of experimenting
with the reforming of a Soviettype economy. In fact, by 1989, she
had an at first glance, made unrecognizable modification to the “cla
ssical” socialist economy : no mandatory planning, a plethora of
market elements and relative openness. For two decades the Hungarian
case helped to sustain the belief that there was a third way:a
viable political —economic system which was neither capitalist nor
typically socialist. As the years passed, the unsurmountable barriers
—both political and that of stemming from the logic of the original
system —became visible and illusions about the viability of this
blended system faded away. There has been a vast literature written
on “reform—economics”. While this may now seem obsolete, the
knowledge it has generated about the functioning of different

economic systems will still be valuable.

The Hungarian economy has been in a daunted crisis for gquite
some time and the inability of the former leadership to stop the
economic situation from further deterioration was no doubt one of

the reasons for their downfall. Symptoms describing Hungary's



economic malaise are huge external debt, double—digit inflation,
decreasing living standards, outdated industrial production structure,
scarce resources for technological development, and poor general
infrastructure. This is the legacy of the past forty years of the
economic mismanagement. The changing of the political system did
not relieve the burden of this legacy from the shoulders of either
the freely elected government or the Hungarian people. The latter
are disturbed that the daily life of the majority of the population
has been deteriorating for years and that the new system offers no
quick solution. During the election campaign they were promised
improvement ; they received the opposite. Thus, economic troubles
are accompanied with increasing social dissatisfaction and tension.

It is probable that the present three party coalition government at
the time of the election was not aware of the magnitude and
difficulty of simultaneously creating a market economy with limited
government intervention, renouncing the former practice of intertwined
politics and economics, yet being strong enough to manage the
crisis ; to restrict internal demand in order to ease the external
disequilibria, to impose financial discipline, to put central budget
into order and to fight inflation effectively.

A half year has passed since the new government began its work.
Thus far it has been unable to solve any of the acute conflicts of
the economy. The government has been hesitant and reluctant to
take the radical, necessarily painful measures which are indispensable
to stabilize the economy. The longer these measures are avoided,

the higher the price that will eventually have to be paid.

Students of the Hungarian transition agree that it will take years
before it is completed and that the road the country must follow is

uncertain and dangerous. There is also a general agreement that



measures should come in packages rather than in piecemeal steps so
that the individual elements could reinforce each other; on the
other hand, there are absolute and immediate priorities in establishing
a free market system.

Fundamental changes in property rights are a typical example of
this latter category. Only in countries, where private property is
predominant producers strive for efficiency, consumer satisfaction,
innovation and respond to the challenges of competition. In Hungary,
although the private sector has been developing dynamically in
recent vears, its role is still small with the state owing most of the
assets. However, there is no capitalism (i. e. efficient market
economy) without capitalists (i. e. profit—seeking private owners.) This
obvious point, however, was ignored in Hungary at the heights of
reform optimism. It was believed that simulating the market,
decentralizing decision making and liberalizing prices, wages and
trade would automatically lead to the desired improvement in
efficiency. We can list among the achievements of the Hungarian
reform economics that by mid—1980’s illusions about the marketization
of the socialist system without substantially extending the scope of
private capital were irrevocably given up. The reality now has to be
faced : there is no substitute for the private owner as an entrepreneur
and as a rational decision maker in the microsphere of the economy.
Great number of private owners and free competition are necessary

for genuine, efficient markets. Hungary is still misses these.

PRIVATIZATION

Reducing the hegemony of the state in business and in resource
allocation has, unlike in other Eastern European countries, been on

Hungary' s agenda since well before the political events of 1989. The



last communist government {very reform minded, though) also
learned the lesson that even the boldest steps in deregulation and
liberalization are at best half —successes if the confused state of
ownership relations remains intact. Understandably, it was not easy
to overcome such a major ideological barrier (i. e. to turn back to
the “socialist principle” of ownership relations). Nevertheless in the
field of legislation substantial progress was made.

With new acts coming into force corporatization of the formally
self —managing enterprises has begun. New types of enterprises,
(e. g. joint stock and limited liability companies, joint ventures
etc.) were formed within a relatively short time. The question
emerges whether these transformations were preludes to true privatization
or were just “changes of the labels” to serve the interest of the old
management. In fact, the answer to this question is probably little
of both. Unfortunately, the majority of transactions did not meet
the requirement of transparency. There were cases when corruption
was apparent in some pseudotransformations which led to the
exaggeration of negative aspects of the whole process of transformation.
The air remained full of suspicion even after the new, freely elected
government took over the task of privatization. The first months of
the new leadership were characterized by a loss of momentum,
consequently, the results were very modest. The new government
did not have the communist ideological barrier preventing the
transfer of ownership but did have another one connected with their
mistrust of radical liberalism : the fear of “squandering” the national
wealth. In such a complex matter careful planning and gradualism

is one thing, hesitation is another.

A variety of methods are applicable when increasing the domain

of the private sector. Promoting entrepreneurship —I mean small



usiness here—has been underway in Hungary for a couple of years.
This segment of the private sector is small and operates businesses
with low capital requirements and where competition, especially
with state enterprises, is rather weak. Nevertheless, once restrictions
were eliminated, this was the most dynamic sector of the Hungarian
economy. They need support, easier access to credit and further
fiscal incentives.

The positive aspect of entrepreneurship in the small businesses is,
that ownership is clearly defined. This cannot be said yet of the
hitherto state enterprises. Only a few of them have already gone
private. The fate of this largely prevailing sector is still uncertain,
although the government has declared in its program that around
50% of the economy will be in private hands three years from now.
These enterprises, as a rule, are oversized and many of them are
loss making. (Until now, bankruptcy has been almost an unknown
phenomenon in the Hungarian economy. Non—viable enterprises
were heavily subsidized from the state budget.) Who will be the
new owners? Obviously, those who are financially strong enough to
buy what is offered. Given the present rate of domestic savings, by
relying solely on Hungarian capital it would be impossible to turn
the economy private even in the longer run. Thus, the resources
should come also from abroad, foreign direct investment is essential
if the ambitious program of privatization is to be fulfilled. Additional
benefits from foreign direct investment are the transfer of new
technology and modern management know —how, both of which
Hungary lacks. Tax advantages and other regulations have been
established to attract foreign investors. As a result, spectacular
growth in the number of joint ventures is already observable though
it would be too early to call this a success. While the number

might be impressive the capital involved is not. These joint ventures



in most involve cases small enterprises, in limited sectors with
services, retail trade being the favorites. To improve this situation,
stabile general economic conditions, revised incentives, information,
upgraded infrastructure and less bureaucracy is needed.

The whole process of transformation and privatization is supervised
and managed by the State Property Agency, which was established
a half year ago. Its first task was to establish the conceptual and
legal framework for different privatization methods. The Agency is
expected to fill the role both of the “coach” and the “referee” in
promoting, assisting and regulating the privatization process. The
procedure can be initiated by the enterprises themselves. They are

encouraged to draw the plan of their own privatization.

We are in the initial phase of ownership transformation. Privatization
and the subsequent birth of efficient markets are regarded as a
panacea for all the economic diseases Hungary suffers from. This
faith, (the fruits of which are slow to ripen) however, does not
release the government from the obligation to pursue sound macro—
economic policies with clearly stated priorities. Long— lasting
imbalances, depression might impede the transformation of the
system as well..

The single strongest factor which has restrained the options of
the central governments for already more than a decade is the huge
external debt. This sum is around US$ 20 billion requiring almost
40% of export earnings to service. Hungary always met its international
debt obligations for both principal and interest. The price paid for
this, however, has increased over the time. The money borrowed
in the past was not used for investments that could generate
enough foreign exchange earnings to ease the debt constraint. As a

result, income continues to flow out of the country. The living
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standard has been deteriorating, investment, so much needed for
the modernization of the economy, has fallen behind. The statistics
show a decrease in GDP for this year. With the help of the International
Monetary Fund new credits are available but the instructions of the
Fund have to be followed. These usually include a tight monetary
policy, a reduction in the current account deficit, trade liberalization,
depreciation of the real exchange rate, lowering the fiscal deficit

and controlling inflation.

INFLATION

Neither the former nor the present government took seriously
enough the threat of inflation. They even contributed to it: the
central budget spent the money it did not have and price increases
were always the easiest way to improve the imbalances. This year
the general price level has increased by more than 30 percent and
inflationary expectations are increasing. The pessimism of expectations
is justified because, with the exception of privatization, all the
necessary measures taken in the transition to a market economy,
together with servicing the large foreign and domestic debt, will
contribute to inflation. More concretely, the factors which exert an
upward pressure on prices include the liberalization of wages and
prices, reduction of subsidies, eliminating the barriers to free trade,
the devaluation of the Hungarian currency, etc. Unfortunately, the
economic laws and trade— offs that are more or less effective in the
developed market economies do not apply in the only semi—marketized
Hungarian economy. (To mention but one example : the increase of
interest rates is one of the classical weapons against inflation, yet
in Hungary, it turned to form a part of cost inflation.) The anti—

inflationary policies (which existed at least on paper) of either the
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former or the present government have not been successful, partly
because the measures implemented by them were inconsistent. The
present government, for example, has been reducing subsidies
considerably. This, in itself positive step, however, because of the
undeclared aim of avoiding harsher conflicts resulting from this
policy, was accompanied by increasing the supply of money, both
in open and hidden forms.

A next reason why the tight, monetary policy, strongly advised by
the International Monetary Fund, has not yielded satisfactory results
is that many enterprises which did not get direct financing could
circumvent the regulations by selling to another enterprise on
credit, which, in turn could do the same with its own customers.
This pattern soon became popular. So called “queuing” was formed
with obvious adverse effect on stabilization. Because the Hungarian
financial system is still weak and undeveloped, the banks were
unable to fight this phenomenon. On the other hand, there are
powerful monopolies and oligopolies on the producers side with a
long history of successful lobbying. It has been always difficult to
prevent them to pursue their own interest at the expense of the less
organized groups of the economy and society. There is hope that if
privatization completely changes the nature of the Hungarian
market, walls between politics and the economic sphere are erected,
imports are fully liberalized and the government guards fair competition,
then the strength of the monopolies will be drastically reduced.

EXTERNAL ECONOMIC RELATIONS

Given the size of the Hungarian market, its poor endowment with
natural resources and the need of economic modernization almost as

a matter of survival — it is imperative that Hungary be an open



economy, following a trade policy which makes her globally competitive.
The heavy external debt burden and the poor Hungarian export
performance demonstrate the weakness of the country’ s trade
strategy over the past decades. The basis of the problem was of
course, the economic system itself. There is a strong anti —foreign
trade bias built in central planning, which is only suitable for the
mobilization of resources in an early phase of industrialization. But
choosing trading partners {or letting partners be chosen) plays an
equally important role in the formation of foreign economic policy.
Hungary, politically aligned, was a member of Council of Mutual
Economic Assistance (CMEA or Comecon), the regional trading
bloc of the centrally planned economies, from its very beginning.
Within this, vis—a—vis the non— members’ highly protectionist
grouping, the cohesive force was primarily political. Factors which
had to do with the market were excluded when deciding on mutual
deliveries of goods. It is enough to say here that no real money
was used in transactions.

The pillar of the CMEA was the supply of the Soviet raw materials
to the East European countries, which in turn, were paid for by
manufactured goods and agricultural products. Manufactured products,
mainly machinery, were tailored to the needs of undemanding
Soviet users. These goods, in quantities they were produced, could
not have been marketed in East European countries themselves, let
alone in developed market economies. While the deficiencies of the
CMEA trade were recognized as early as the mid —sixties, but all
efforts to reform it were doomed to failure. Security on both the
supply and the demand side, which helped to maintain full employment
and did not necessitate painful structural adjustments even after the
world economic shocks of the 1970s, seemed to be a sufficient pro—

CMEA argument for top decision makers. Even when the large



scale borrowing from the West had made already headway, the
share of intra—bloc trade was around 2/3 of Hungary’ s total foreign
trade turnover.

The 1980s then saw a new chapter in the history of the CMEA,
which, as we know now, was the last one. Mutual trade and other
cooperation (e. g. joint investments) did not alleviate the growing
economic depression all over the region; in fact, they contributed to
it. The institutions and mechanisms employed by the CMEA again
proved to be unreformable, however. Disillusionment was finally
expressed by the Soviet Union itself. From last year on it has
joined those member —states which have been pushing for radical
changes to be implemented. At the top of the list was abolishing
the “rouble —zone", switching to world market prices and use
dollars as a means of payment. It was agreed to introduce this new
regime in January 1991. The new system will serves the long—term
interest of each participating country. In the short term, however,
only the Soviet Union will gain through considerable improvement
in terms of trade at the expense of its ex—socialist partners. It is
estimated that trading with the Soviet Union in convertible currencies
will contribute to the deterioration of Hungary's balance of payment
by more than one billion US$in the first year.

With the collapse of the former political system in Hungary the
last reason for not quitting the sinking ship of the CMEA also
disappeared. In the trade with the Soviet Union, considerable
surpluses have been accumulated on the Hungarian side which were
frozen assets and had their contribution to the surplus country’'s
inflation. Determined policy was needed to restrict exports to the
Soviet Union. A big sector of the Hungarian economy was challenged
to switch their export capacities to markets outside of the CMEA..

Structural adjustment has, in fact, started. After their initial



resistance and maneuvers, many big enterprises have lessened the
pressure on the central authorities. Trade with the Soviet Union,
the former number one trading partner has been shrinking noticeably.
Moreover, the switch to the dollar—based trade in itself will have
trade —diverting effects. Trade with the Soviet Union, the former
number one trading partner has been shrinking noticeably.

As the Eastern European cooperation is disintegrating, the countries
in question are not able to support each other in the hardships.
Each looks for its own way in the demanding task of transformation.
While turning to the developed world to be “taken in”, they even
compete with each other. These tendencies of disintegration may
conceal the fact that the countries of the region are natural trading
partners. Once they overcome the acute phase of their crises and
solve the apparent ethnic and political problems, there is hope that
they would recognize the advantages that lay in intraregional
cooperation in the “new” Eastern Europe.

In the coming years, however, the centers of gravity of external
relations, political and economic alike, are going to be shifted
westward. By next year, around 30 percent of Hungary's foreign
trade will be conducted with the unified Germany —the same share
as used to be with the Soviet Union. Given its size, strength,
geographical closeness and traditions, the “pull —effect” of the
German economy on Hungary is very strong. A closer examination
of export and import structures and of cooperation which goes
beyond the limits of conventional exchange of goods, furthermore,
the role of German capital in the Hungarian economy reveals a
progressed state of dependency and raises the question of one—
sidedness of the Hungarian economic orientation. Future external
economic policies should be carefully weighed in order to find the

orientation which helps Hungary to be a full member of the globalized



economy rather than being pushed to the periphery of it. The
European Economic Community membership would be a blessing in
this respect. It is Hungary's declared goal to reach that status. The
idea of a united Europe is very appealing indeed, yet at present it
is more of a vision than tomorrow’s reality. Notwithstanding,
Hungary’s efforts in the field of economic reforms and political
renewal have been generously supported by the European Community.
Aid is guaranteed in the future as well. Yet, the EC will be very
conservative in expanding and considering new members so as not
to disrupt the 1992 plans for integration. Hungary' s precarious
economy and versatile political climate does not allow her to be on
the top of the waiting list to join. Nonetheless, compared with the
past, the doors of the Community will become more open. Hungary
will be given an Associate member status, unilaterally easing the

trade barriers for Hungarian exports.
CONCIUSION

Since the Hungarian political and economic situation is changing
very quickly, it is important to note that this article was written in
October, 1990. Rapid, often unpredictable changes are a natural
accompaniment to the yet untried transformation. At the same
time, however, they reflect the dangerous instability of the system.
Just this month, for the first time in the new era of freedom, the
government had to face the fact that the citizens might not always
obey —a sign of the limits of the people’s tolerance in connection
with the austere economic strategy. The government will have to
adopt greater sensitivity to social problems including poverty and
growing income differentials. This will further reduce its already
limited space for maneuvering. Moreover, the impact of unfavorable
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events in the international arena {notably, the Gulf crisis and the
chaos in the Soviet Union) will have to be confronted. The energy
sector must be restructured urgently in the light of foreseeable
events. Since the re —scheduling of debts is still regarded as the
worst choice, it is advisable to meet the rigorous conditions of the
International Monetary Fund in order to ensure the continuous flow
of credits.

Next year' s program reveals a shift to a more radical approach in
solving the acute problems. Imports, prices and wages are expected
to be liberalized further. Admittedly, this will aggravate inflation (which
is believed to reach its peak in 1991), an alleged prerequisite for
future stabilization. Soaring inflation, on the other hand, will
certainly interfere with the other goals of the plan, namely the
strengthening of the Hungarian currency and a time — specific
commitment to convertibility.

The state is also expected not to bail out loss —making monopolies.
Bankruptcies will occur which will create unemployment, an additional
concern for social policy. Unlike in the past, people are now aware
that hardships await them. Noone can be sure, however, that they
will give their consent to the outlined policies. Compromises
certainly will be unavoidable. It is certain that if Hungary fails to
accomplish its economic transformation and is not able to establish
market economy and meet the basic demands of the population for
social security, its fragile democracy will also be in serious danger.
If Hungary is not extended substantial help from the luckier and
richer parts of the world, this scenario will, however, be quite
probable.

Tokyo, November 1990
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